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MISCELLANEOUS TAX BILLS II

MONDAY, SEPTEMBER 17, 1979

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND

DEBT MANAGEMENT GENERALLY,
COMMIrEE 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 press release announcing this hearing and the bills S. 224,

S. 401, S. 616, S. 687, S. 736, S. 945, and S. 1514 follow:]
[Prm rele ]

FINANCE SUBCOMMrMrEE ON TAXATION AND DEsT MANAGEMENT SES HEARING ON
MISCELLANEOUS TA BILLS

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.

The hearing will begin at 9:30 A.M. in Room 2221 of the Dirksen Senate Office
Building.

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 regulations 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 state-controlled 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
governmental obligations the proceeds of which are to be used to provide solid waste
disposal 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

(1)
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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. 736, sponsored by Senators Dole, DeConcini, and Matsunaga, which would
amend the Internal Revenue Code to clarify the standards used in determining
whether individuals are not employees for purposes of employment taxes. Revenue
estimates on the measure will be furnished at the time of the hearing. The measureis designed to clarify the tax status of individuals s independent contractors and
has broad application to all taxpyers considered to be independent contractors.

S. 401, sponsored by Senator Moynihan, 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 testify at the hearing should submit a written request to
Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen Senate
Office Building, Washington, D.C., 20510 by no later than the close of business on
Sepember 13, 1979.

Liulative Reorganization Act.--Senator Byrd stated that the Legislative Reorga-
nization Act of 1946, as amended, requires all witnesses appearing before the
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 following rules:
(1) A copy of the statement nust 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 typed 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) copies by October 12, 1979, to Michael Stern, Staff Director, Committee on
Finance, Room 2227 Dirksen Senate Office Building, Washington, D.C. 20510.
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96TH CONGRESS
IST SESSION S 224
To prohibit permanently the isuance of regulations on the taxation of fringe

benefits.

IN THE SENATE OF THE UNITED STATES

JANUARY 25 (legislative day, JANUARY 15), 1979

Mr. HATCH (for himself, and Mr. STEVENS, Mr. YoUNo, Mr. TOWER, Mr.
DOMFNICI, Mr. HAYAKAWA, Mr. HELMS, Mr. THURMOND, Mr. GOLD-
WATER, Mr. ScHmiTT 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-

2 ties of the United States of America in Congress assembled,

3 That subsection (a) of section 1 of the Act entitled "An Act

4 to prohibit the issuance of regulations on the taxation of

5 fringe benefits, and for other purposes", approved October 7,

6 1978 (Public Law 95-427; 92 Stat. 996) is amended to read

7 as follows:
I-E@
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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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96TH CONGRESS
IST S88SION .401

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

IN THE SENATE OF THE UNITED STATES

fmBBUABY 8 legislativee day, JANUABY 15), 1979

Mr. MorNmaN 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 Be it enacted by the Senate and House of Repre enta-

2 tires of the United States of America in Conges asembled,

3 That (aX1) notwithstanding any other provision of law, any

4 waiver certificate filed by the Manbhttan Bowery Corpora-

5 tion of New York, New York (hereinafter in this section re-

6 feared to as the "Corporation"), under section 8121 (kXl) 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

r-
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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 satisfactory to him

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

8 1977, 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 amount 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
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1 Treasury the evidence referred to in such subpara-

2 graph; or

3 (i) insofar as they relate to wages described in

4 subparagraph (B) of such paragraph, shall not become

5 effective unless, prior to the one-year period which

6 begins on the date of enactment of this Act, the Corpo-

7 ration furnishes to the Secretary of the Treasury the

8 evidence referred to in such subparagraph.

9 (B) Whenever the provisions of paragraph (1) become

10 effective with respect to any wages paid by the Corporation

11 to an employee thereof, no taxes imposed on such wages by

12 section 8101 of the Internal Revenue Code of 1954 shall be

18 payable, and no interest or penalty with respect to the impo-

14 sition of taxes by such section on such wages (or with respect

15 to the imposition of taxes by such section or section 8111 of

16 such Code on any wages paid by the Corporation prior to

17 July 1, 1978) shall be imposed or collected.

18 (b() In the administration of titles II and XVII[ of the

19 Social Security Act, the wages, paid to an individual, to

20 which the provisions of subsection (a) become effective shall

21 (except as otherwise is provided in paragraphs (2) and (3)) be

22 deemed not to constitute "wages" (as defined in section 209

23 of such Act) for purposes of determining-

24 (A) entitlement to or amount of any insurance

25 benefit payable to such individual or any other person
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1 on the basis of the wages and self-employment income

2 of such individual, or

3 (B) entitlement of such individual to benefits

4 under title XVfII of such Act or entitlement of any

5 other person to such benefits on the basis of the wages

6 and self-employment income of such individual.

7 (2) The provisions of paragraph (1) shall not be applica-

8 ble in the case of any individual described therein (or to any

9 other person claiming a benefit referred to in paragraph (1)

10 on the basis of the wages and self-employment income of

11 such individual) if, on or before the date of enactment of this

12 Act, such individual dies or attains age 62, or if on such date

13 such individual is under a disability (as defined in section

14 216(i) of the Social Security Act) which began prior to such

15 date.

16 (3XA) The provisions of paragraph (1) shall not be appli-

17 cable to any individual described therein (or to any other

18 person claiming a benefit referred to in paragraph (1) on the

19 basis of the wages and self-employment income of such indi-

20 vidual), if such individual enters into an arrangement with

21 the Secretary of the Treasury for paying into the Treasury

22 an amount equal to the taxes imposed by section 3101 of the

23 Internal Revenue Code of 1954 on the wages, paid to such

24 individual, with respect to which the provisions of subsection

25 (a) have become effective.
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1 (B) The Secretary of the Treasury shall by regulations

2 prescribe the manner in which such an arrangement for pay-

3 ment by an individual shall be made. Any such arrangement

4 shall afford the individual a reasonable time in which such

5 payment shall be made and the amount and time of the in-

6 stallments which will be made toward such repayment, and

7 shall contain appropriate conditions to protect the interests of

8 the United States and to assure equitable treatment to the

9 individual in the event-that the individual fails fully to comply

10 with the arrangement.

11 (C) The Secretary of the Treasury and the Secretary of

12 Health, Education, and Welfare shall cooperate in assuring

13 that, insofar as is practicable, each individual who is eligible

14 to enter an arrangement under this paragraph will be notified

15 of that fact and given an adequate opportunity to enter into

16 such an arrangement.

17 (c) Nothing in this Act shall be construed to relieve the

18 Corporation of any liability for the payment of the taxes ima-

19 posed by section 3111 of the Internal Revenue Code of 1954

20 with respect to any wages paid by it to any individual for any

21 period.

0
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96TI1 CONGRESS
ST SESSION S.616

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

IN THE SENATE OF THE UNITED STATES

MARCH 12 (legislative day, FEBRUARY 22), 1979
Mr. DOLE (for himself and Mr. THUBMOND) 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 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-

2 ties of the United States of America in Congress assembled,

3 That (a) section 170(c)(4) of the Internal Revenue Code of

4 1954 (relating to charitable contributions) is amended by

5 striking out "or for the prevention of cruelty to children or

6 animals" and inserting in lieu thereof "for the prevention of

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

8 tion or gift to an organization described in section 501(cX10),

H-E
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1 for the construction or maintenance of a building the principal

2 purpose of which is to house such organization".

3 (b) Section 2055(a)(3) of the Internal Revenue Code of

4 1954 (relating to estate tax charitable contribution deduc-

5 tions) is amended by striking out "or for the prevention of

6 cruelty to children or animals" and inserting in lieu thereof

7 "for the prevention of cruelty to children or animals, or, in

8 the case of a contribution or gift to an organization described

9 in section 501(c)(10) for the construction or maintenance of a

10 building the principal purpose of which is to house such

11 organization".

12 (c) Section 2522(a)(3) of the Internal Revenue Code of

13 1954 (relating to gift tax charitable contribution deductions)

14 is amended by striking out "art and the prevention of cruelty

15 to children or animals" and inserting in lieu thereof "art, the

16 prevention of cruelty to children or animals, and, in the case

17 of a contribution or gift to an organization described in sec-

18 tion 501(c)(10), the construction or maintenance of a building

19 the principal purpose of which is to house such organization".

20 (d) The amendments made by this Act shall be effective

21 with respect to gifts or contributions made after the date of

22 enactment of this Act.

0

53-845 0 - 79 - 2
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96TH CONGRESS
1ST SESSION S. 687

To amend the Rhode bland 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

MAscH 15 (legislative day, FEBRUARY 22), 1979

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

A BILL
To 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.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) the Rhode Island Indian Claims Settlement Act

4 (Public Law 95-395) is amended by adding at the end there-

5 of the following new sections:

H-E
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1 "EXEMPTION FROM TAXATION

2 "SEC. . (a) Except as otherwise provided in subsec-

3 tions (b) and (c), the settlement lands and any moneys re-

4 ceived by the State Corporation from the Fund shall not be

5 subject to any form of Federal, State, or local taxation.

6 "(b) The exemption provided in subsection (a) shall not

7 apply to any income-producing activities occurring on the

8 settlement lands.

9 "(c) Nothing in this Act shall prevent the imposition of

10 payments in lieu of taxes on the State Corporation for serv-

11 ices provided in connection with the settlement lands.

12 "(d) The exemption provided in subsection (a) as it re-

13 lates to amounts received by the State Corporation from the

14 Fund shall not apply if any of such amounts are used for, or

15 diverted to, any purpose other than-

16 "(1) the purposes authorized under this Act; or

17 "(2) investment (but only to the extent that the

18 invested portion of such amounts is not currently

19 needed for the purposes otherwise authorized by this

20 Act) in-

21 "(A) public debt securities of the United

22 States,

23 "(B) obligations of a State or local govern-

24 ment which are not in -default as to principal or

25 interest, or
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3

1 "(C) time or demand deposits in a bank (as

2 defined in section 581 of the Internal Revenue

3 Code of 1954) or an insured credit union (within

4 the meaning of section 101(6) of the Federal

5 Credit Union Act (12 U.S.C. 1752(6)) located in

6 the United States.

7 "DEFERRAL OF CAPITAL GAINS

8 "SEC. . For purposes of subtitle A of the Internal

9 Revenue Code of 1954, any sale or disposition of private

10 settlement lands pursuant to the terms and conditions of the

11 Settlement Agreement shall be treated as an involuntary

12 conversion within the meaning of section 1033 of the Inter-

13 nal Revenue Code of 1954.". -

0
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96TH CONGRESS
18T SESSION 7

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.

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.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE.

4 This Act may be cited as the "Employment Tax Act of

5 1979".

6 SEC. 2. STANDARDS.

7 (a) IN GENERAL. -Chapter 25 of the Internal Revenue

8 Code of 1954 (relating to general provisions relating to the

II-E
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1 employment taxes) is amended by adding at the end thereof

2 the following new section:

3 "SEC. 3508. ALTERNATIVE STANDARDS *FOR DETERMINING

4 WHETHER INDIVIDUALS ARE NOT EMPLOYEES.

5 "(a) GENERAL RULE.-For purposes of this subtitle

6 other than chapter 22 and for purposes of chapter 2, and

7 notwithstanding any other provision of chapters 21, 23, and

8 24 of this subtitle, if all of the requirements of subsection (b)

9 are met with respect to service performed by any indi-

10 vidual-

11 "(1) such service shall be treated as being per-

12 formed by an individual who is not an employee, and

13 "(2) the person for whom such service is per-

14 formed shall not be treated as an employer with re-

15 spect to such service.

16 "() REQUIREMENT.-For purposes of subsection (a),

17 the requirements of this subsection are met with respect to

18 service performed by any individual if-

19 "(1) CONTROL OF HOURS WORKED.-The indi-

20 vidual controls the aggregate number of hours actually

21 worked and substantially all of the scheduling of the

22 hours worked.

23 "(2) PLACE OF BUSInESS.-The individual doel

24 not maintain a principal place of business, or, if he

25 does so, his principal place of business is not provided
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1 by the person for whom such service is performed, or,

2 if it is so provided, the individual pays such person

3 rent therefor. For purposes of this paragraph, the indi-

4 vidual shall be deemed not to have a principal place of

5 business if he does not perform substantially all the

6 service at a single fixed location.

7 "(3) INVESTMENT OR INCOME FLUCTUATION.-

8 "(A) The individual has a substantial invest-

9 ment in assets used in connection with the per-

10 formance of the service, or

11 "(B) The individual risks income fluctuations

12 because his remuneration with respect to such

13 service is directly related to sales or other output

14 rather than to the number of hours actually

15 worked.

16 "(4) WRITTEN CONTRACT AND NOTICE OF TAX

17 RESPONSIBILITIES.-

18 "(A) The individual performs the service pur-

19 suant to a written contract between the individual

20 and the person for whom such service is per-

21 formed-

22 "(i) which was entered into before the

23 performance of the service, and

24 "(ii) which provides that the individual

25 will not be treated as an employee with re-
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1 spect to such service for purposes of th,

2 Federal Insurance Contributions Act, the

3 Social Security Act, the Federal Unemploy-

4 ment Tax Act, and income tax withholding

5 at source; and

6 "(B) The individual is provided written

7 notice, in such contract or at the time such con-

8 tract is executed, of his responsibility with respect

9 to the payment of self-employment and Federal

10 income taxes.

11 "(5) FILING OF REQUIRED RETURNS.-The

12 person for whom such service is performed files any in-

13 formation returns required in respect of such service

14 under section 6041(a).

15 "(c) SPECIAL RULES.-

16 "(1) SECTION NOT-TO APPLY TO CERTAIN INDI-

17 VIDUALS FOR PURPOSES OF SOCIAL SECURITY

18 TAXES.-For purposes of chapters 2 and 21, this sec-

19 tion shall not apply to an individual described in sec-

20 tion 3121(d)(3) (relating to certain agent-drivers, com-

21 mission-drivers, full-time life insurance salesmen, home

22 workers, and traveling or city salesmen).

23 "(2) SPECIAL RULE FOR CONTRACTS ENTERED

24 INTO BEFORE 1981.-With respect to contracts en-

25 tered into before January 1, 1981, subparagraph (bX4)



19

5

1 of this section shall be deemed to be satisfied if such

2 contract clearly indicates that the individual is not an

3 employee (either by specifying that the individual is an

4 independent contractor or otherwise), provided that the

5 notice required by subparagraph (b)(4)(B) is given

6 before January 1, 1981.".

7 (b) CLERICAL AMENDMNT.-The table of sections for

8 such chapter 25 is amended by adding at the end thereof the

9 following new item:

'See. 3508. Alternative standards for determining whether individ-
uals are not employees.". -

10 SEC. 3. SOCIAL SECURITY COVERAGE.

11 Section 210(a) of the Social Security Act is amended by

12 striking out "or" at the end of paragraph (19), by striking out

13 the period at the end of paragraph (20) and by inserting in

14 lieu thereof "; or", and by adding after paragraph (20) the

15 following new paragraph:

16 "(21) Service which, under section 3508 of the

17 Internal Revenue Code of 1954, is treated as being

18 performed by an individual who is not an employee.".

19 SEC. 4. EFFECTIVE DATE.

20 The amendments made by this Act shall apply to serv-

21 ice performed after December 31, 1979.

0
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96TH CONGRESS
1ST SESSION .945

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.

IN THE SENATE OF THE UNITED STATES

Apin 10 (legislative day, Apsia 9), 1979
Mr. MATHIAS (for himself and Mr. BoBsN) intioduced 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.

1 Be it enacted by the Senate and House of Repmenta-

2 ties of the United States of America in Congress assembled

3 That an annuity contract purchased by the Uniformed Serv-

4 ices University of the Health Sciences for any employee who

5 is a member of the civilian faculty or staff of such university

6 shall, for purposes of section 403(b) of the Internal Revenue

7 Code of 1954, be treated as an annuity contract purchased
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1 for an employee by an employer described in section

2 501(cXB) of such Code which is exempt-from tax under sec-

3 tion 501(a) of such Code.

4 SEC. 2. The first section of this Act shall apply to serv-

5 ice after December 31, 1977, in taxable years ending after

6 such date.

0
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96TH CONGRESS
T SESSION 1514

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 facilities.

IN THE SENATE OF THE UNITED STATES

JULY 13 (legislative day, JUNE 21), 1979

Mr. HARRY F. BYRD, JR. (for himself and Mr. WAREiR) 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 ties of the United States of America in Congress assembled,

3 That section 103 of the Internal Ievenue 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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1 graph (E) the term 'solid waste disposal facility' in-

2 cludes any facility which has the function of recovering

3 material from solid wastes and any facility, operated by

4 or on behalf of the governmental unit, which has- the

5 function of producing gas, heat, or energy directly or

6 indirectly from the solid waste disposal process and

7 which is located at the same place as, or adjacent to, a

8 solid waste disposal facility.",

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

10 (3) by inserting immediately after subsection (0

11 the following new subsection:

12 "(g) FEDERAL USE OF SOLID WASTE DISPOSAL

13 FACILITIES.-An industrial development bond, substantially

14 all of the proceeds of which are to be used to provide solid

15 waste disposal facilities (within the meaning of subsection

16 (b)(4)(E)), shall not be treated as an obligation not described

17 in subsection (a)(1) solely-

18 "(1) because a facility or any materials, gas, heat,

19 or energy that is recovered or results from the disposal

20 process is to be used by, or for the benefit of, an

21 agency or instrumentality of the United States Govern-

22 ment, or

23 "(2) because the payment of the principal or inter-

24 est on such obligation is to be derived, in whole or in
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1 part, from payments by an agency or instrumentality of

2 the United States Government in respect of such use."

3 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.

0



Senator BYRD. 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, introduced by the Senator from New
York, Mr. Moynihan; S. 1616, introduced 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, introduced by the Senator from Maryland, Mr.
Mathias; and S. 1514, introduced by the two Senators from
Virginia.

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-
inig on September 17, 1979, by the Subcommittee on Taxation and Debt
Management Generally of tle 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 re-enue 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 described in the l)amphlet 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 employed fringe benefits have not been con-
sidered to be ineludible 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 gross income under section 61 of the Code.

The 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 Social 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, gnd
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
settlement could treat the sales as involuitary conversions, thus allow-
ing deferral of tax on the gain if sale proceeds ire reinvested.

53-845 0 - 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 cerain 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, Domeniei,
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." I 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 taxability 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 example, some
fringe benefits have been excluded under administrative practice on
the basis of a de. mirniml 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 2 which contained a number of rules for deter-
mining whether various fringe benefits constitute taxable compensa-
Iion. Under the principles contained in the discussion draft, some
employee fringe benefits which, as a matter of prior administrative

practice, 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'sproposed rules. The discussion draft was withdrawn
by the Treasury Department on December 28, 1976.3 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.

1Commisioner v. Smith, 324 U.S. 177, 181 (1945).
40 Fed. Reg. 41118 (Sept. 5, 1975).

'41 Fed. Reg. 56334 (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
Code, 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 1980.1

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 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 adniln-
ister regulations providing for the inclusion of any fringe benefit in gross income
by reason of section 61 of the Internal Revenue Code of 1954 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) (3) 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 sees. 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 ,yould 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 coverage.

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 years.

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, t1e Corporation found out that it had, in fact. pre-
viously filed a Form SS-15, with an effective (late of October 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, 1977. 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 b 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
portion of social security taxes imposed upon an employee (Code sec.
3101). with respect to wages paid hy the Corporation to an employee
after )ecember 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
lml)osed 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 Corporatibn 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 provisions 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
waces paid by the Corporation prior to July 1, 1978, will be imposed or
collected.

The bill provides that, in the administration of titles I1 (Federal
Old-Age, Survivors, and Disability Insurance Benefits) and XVIII
(Health Insurance for the Aged ard Disabled) of the Social Security
Act, wages to which the bill applies generally will be deemed not to
constitute wages for purposes of determining 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 (late
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
Treasury 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 :in individual is to be
made, and the Secretary of the Treasury and the Secretary of Halth,
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 jase 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 publishing or distributing of statements),
any political campaign on behalf of any candidate for public office.

In 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-
lable, 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-
scribed 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-
mIent, 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.
Options have already been secured on 550 acres of this land. The land,
w len 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
benefit 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
l)ermanently dedicated to conservation purposes. It, is anticipated that
the Tribe ntiay 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-
t ions 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
hehl 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. 1280, 95th Congress) contained tax provisions
Identical to the provisions of S. 687. It is understood that these tax provisions
were eliminated from II.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 Magagement 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 "'ongresstonal 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'proviglons.
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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-
nient 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 be
deferred if the taxpayer, for the purpose of replacing the property,
purchases property similar or related in service or use to the converted
property, if 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
p ioductive 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 extent 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
exempt 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.

Departmental position
The Treasury Depattment does not oppose the bill.
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5. S. 736-Senator Dole

"Employment Tax Act of 1979"

Present law
7. Detepininati n of status

Under present law, the classification of particular workers as
employees or independent contractors for Federal income and employ-
ient 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 accom-
plished," the relationship of employer and employee is deemed to
exist.

In the late 1960's, the Internal Revenue Service increased enforce-
ient 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 employee, the taxpayer became liable for employment
taxes (withholding, social security, and unemployment) with respect
to the reclassified workers. In niany cases, these reclassifications
involved a large number of workers and several tax years.

b. En ployer-einployee
(1) Social ,eeurtry (FICA) taxes.-For calendar year 1979,

employers and employees 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 each and a total of $2.807.54 per employee.

(2) Federal U.nernployment Tax Art (FUTA) taxes.-The FUTA
tax 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 Federal unemployment compen-
sation program.

(3) Iveorne tax withholding.-In addition to the responsibility for
FICA and FU'A 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 Iederal income tax.

c. Self-employed individuals
Compensation paid to individuals who are self-employed is not sub-

ject to Federal income tax withholding. Rather, self-employed indi-
viduals must make quarterly payments of estimated tax directly to
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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. Int-mo rule : reue . I t of 197'

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 regulations and Revenue Rulings on common law employ-
ment status before 1980.

Issue
The issue is whether statutory standards should be adopted for use

in tie classification of some workers as independent contractors for
employment 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
provided 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 substantially 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-
loyee and notice of tax responsibilities is provided to the individual
ythe payor before January 1,1981.
The provisions of the bill 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 provisions of the bill would apply 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
hill'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 paymentof 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 noncoinpliance by inde-
pendent contractors.

i
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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
If an annuity is purchased for an employee by an exempt organiza-

tion described in 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
tinder 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. 92-426, 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 Washin ton 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(c) (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).

53-845 0 - 79 - 4
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Effective date
This bill would apply to annuities purchased for service performed

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 CongTess, an identical bill (H.R. 12606) passed the

House, but was not acted upon by the Senate Finance Committee or
considered by the Senate.



45

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 l)resent law (Code see. 103), interest on State and local gov-

ernment bonds generally is exeml)t from Federal income taxation.
I lowever, with certain exceptions, interest on industrial developmeIit
bonds I is not exempt from Federal income taxation.

One of the exel)tions j)ermits tax-exempt industrial developlment
bonds for solid waste disposal facilities (Code sec. 103(b) (4) (E)).
While not defned by the Code, the regulations define solid waste dis-
posal facilities as any l)l'operty or portion thereof used for the collec-
tion. storage, treatment, utilization, processing, or final disposal of
Solid waste. In addition, the fact that a facility which otherwise quali-
ties as a solid waste disposal facility operates at a profit will not, of
itself. disqualify the facility as anl 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 because
material or heat which has utility or value is recovered or results from
the disl)osal 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 forthev processing
which converts the materials or heat into other products. For example,
solid 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 elec-
trical generation equipment 2 used to convert. the steam into electricity
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 denied 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 see. 103(b) (4) (E)). Local fuenlshing
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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188ue8
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 government which is 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 solid
waste disposal facilities should be permitted where the user of the
facilities is 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. P irst, 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 waste disposal facilities may be tax-exempt where the
facility or any materials, gas, heat or energy that is recovered or results
from the disposal proce 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 BYRD. The hearings will begin with testimony of Mr.
Donald C. Lubick, Assistant Secretary 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. LUBICK. Thank you, Mr. Chairman.
If you please, I would like to submit the written statement for

the record.
Senator BYRD. Yes. It will be published in full.
Mr. LUBICK. 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 BYRD. If you would delay a moment, that is, S. 736?
Mr. LUBICK. Right, and the fringe benefit bill is 224, if I am not

mistaken.
Senator BYRD. 224, yes.
Which one do you want to discuss first?
Mr. LUBICK. 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
workers, 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 BYRD. When you say "payroll tax cost" you are speaking
primarily, I assume, of social security?

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

Mr. LUBICK. 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 PACKWOOD. May I ask a question, Mr. Chairman?
Senator BYRD. Senator Packwood.
Senator PACKWOOD. 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. LUBICK. Basically, that is the economic analysis that we
believe is accurate.

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

Mr. LUBICK. 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 PACKWOOD. Second, I see this statistic. I want to make
sure I understand it. Forty-seven percent of the workers who are
independent contractors report none of their compensation for in-
come tax purposes.

Mr. LUBICK. 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 PACKWOOD. They reported none of it as income?
Mr. LUBICK. That is correct.
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Senator PACKWOOD. You are not talking about the problem of
social security taxes, but the whole tax structure?

Mr. LUBICK. 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 BYRD. But practically no money is involved.
Mr. LUBIcK. 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 into amounts-take, for example,
the $2,000 to $5,000 compensation, you will have close to 40 percent
noncompliance of persons that are receiving. payments that aggre-
gate between $2,000 and $5,000.

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

Mr. LUBICK. 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 is 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 BYRD. 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. LUBICK. 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 noncompliance. 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 income 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 PACKWOOD. 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 iv' the logging and timber industry. What does the figure
mean?

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

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

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

Senator 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. LUBICK. 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. LUBICK. 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
over withholding 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 no 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 BYRD. Mr. Secretary, under your proposals, as I under-
stand it, the status of the independent contractor would not be
changed?

Mr. LUBICK. 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 BYRD. 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
independent contractors. Do you find that has made a difference,
or not?

Mr. LuBiCK. 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 BYRD. If an independent contractor evades taxes that he
is obligated to pay, he is subject to penalty just as much as anybody
else is.

Mr. LUBICK. 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 essentialto 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 BYRD. Let me ask you one final question. Is it the Treas-
ury's ultimate, long-range goal to make all workers employees?

Mr. LUBICK. 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
taxes. That obligation exists, regardless of how a person is classi-
fied.

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 BYRD. What would be the revenue gain?
Mr. LUBICK. 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
so as not to overstate the magnitude of the problem.

Senator BYRD. Senator Packwood?
Senator PACKWOOD. No questions.
Senator BYRD. 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. LUBICK. 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. LUBICK. That is the total.
Senator CHAFEE. All of it would not go to the social security

fund?
Mr. LUBICK. 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. LUBICK. 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. LUBICK. 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 (HAFEE. I see. I 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 tniay
that they are in accordance with your views.
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Mr. LUBICK. Their silence indicates acquiescence.
Senator CHAFEE. I have no further questions. Thank you, Mr.

Chairman.
Mr. LUBICK. 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.

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

Mr. LUBIcK. 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.

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

Mr. LuBICK. 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 regulations
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 BYRD. 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. LUBICK. 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 results 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 BYRD. I am trying to be helpful to you. I think we are
entitled 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 BYRD. 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. LUBICK. In other words, you would permit us to put out the
proposed regulations?

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

Mr. LUBICK. 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 BYRD. I do not see why you are opposed to what I have
suggested, if that is the case.

Mr. LUBICK. 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 BYRD. Could you give us some examples of what you
have in mind in the way of taxing fringe benefits.
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Mr. LUBICK. 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 BYRD. Is that being done now.
Mr. LUBICK. It is being done, to an extent.
Senator BYRD. Passing out Chevrolets?
Mr. LUBICK. Not totally. Chevrolets, Cadillacs, Buicks, Oldsmo-

biles, at cost. I think that that is one area that is a serious prob-
lem.

Senator BYRD. Senator Packwood?
Senator PACKWOOD. Mr. Secretary, you and I have discussed this

philosophy for years and I notice that there is one statement in
here 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. LUeICK. 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 PACKWOOD. You and I 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. LUBICK. 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
integrity 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 PACKWOOD. I have no further questions, Mr. Chairman.
Senator BYRD. Senator Dole?
Incidentally, Treasury testimony on independent contractors was

considered just a few moments ago.
Senator DOLE. I have arrived a little late, but I assume Mr.

Lubick favored my legislation.
Senator BYRD. His enthusiasm was restrained.
Mr. LUBICK. 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
promote 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. LUBICK. 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 hope that is not the intent of the statement.

Mr. LUBIcK. 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 technical bill that I put in.
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Mr. LUBICK. 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. LUBICK. Yes, it does.
Senator DoLE. Thank you.
Senator BYRD. Senator Chafee?
Senator CHAFEE. I have no questions.
Senator BYRD. Thank you, Mr. Lubick, and gentlemen.
Mr. LUBICK. 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

Kr. 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 jf 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 (SECAY are lower
than the social security taxes an employee must bear under
the Federal Insurance Contributions 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.)

On the one hand, the opportunity for lower social
security 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 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).

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
tie 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 provide
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. The report estimates that in 1976
individuals 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 Tax 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
'Importance. 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
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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
been supported by the federal tax division of the American
Institute of Certified Public Accountants (*AICPAO) 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 failure 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 provil: 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 ncome.) Under FICA, the employee is
taxed at a rate o 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 situation. 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 Tax 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, often 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
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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. Moreover,
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



74

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. In
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 w hich 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 right 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.

53-845 0 - 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.

II. 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 yverning 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
inconsistencies, 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
the 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 S. 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 Subconunittee will reject S. 224 and other
efforts to use this type of Congressional response to tax
issues.

III. 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-15a 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 SS-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 employees 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. In 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. 401. 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 S. 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
specified 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 legitimate
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
receives 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 retirement 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) represents 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, interest on industrial
development bonds is generally taxable. An exception is
allowed, however, for bonds which provide solid waste disposal
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facilities. S. 1514 would amend this exception in two ways.
First, it would expand significantly the definition of a
solid 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
notwithstanding the fact that such bonds are federally-
backed.

Expansion of Qualifying Faciliites

S. 1514 provides that solid waste disposal facilities
include

Many 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 $1 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
federal 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.) If 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 exempt even 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.

A:hou=h the federal guarantee provided by S. 1514 is
indirect, it is no less real or effective than a direct
federal c-ara-:ee. 7he bi:" wculd allow tax-exempt financing

a sc_. wasze dispcsal faui:itv where tha: facility or
- ; ."-- i ::.S. Government, and the payments

=ade ... S.2:are edged to secure the bonds
an _.-d ail . use= "' -- . r inueres:. This
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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 or 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
situation 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 rejected 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 consistently 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.

BEST AVAILABLE COPY
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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.
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Appendix

IRS empoyee/independent Contractor Compliance Study

The objective of the 1979 internal Revenue Service
Cmployee/Independent Contract.or 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) were actually reporting
their compensation for income tax and for social security tax
purposes. Basically, the Study was performed by tracing a
sample of payments from payor records to the income tax
returns of the workers. Workers were audited in order to
determine whether they had received the payments 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 payments, 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 Department 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.

o Approximately 47 percent of all workers who are
treated by payors as independent contractors do not
report any of their compensation. Another 3
percent.report some of their compensation. Only 48
percent report all of their compensation.

o Only 76.2 percent of all payments are reported for
income tax purposes, resulting in a noncompliance
rate 6f 23.8 percent.

o There is a significant, positive correlation
between the size of compensation payments and the
compliance rate: the larger the compensation
payment, the higher the probability that it will be
reported. There are indications that for each
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additional $1,000 of compensation received, the
compliance rate Increases by about one-half of one
percentage point.

o The compliance rate also increases with adjusted
gross Income (or adjusted gross income less income
from compensation payments). For each additional
$1,000 of Income other than compensation payments,
the compliance rate increases by about 0.2
percentage points.

o A large proportion of the variation in compliance
rates between industry and occupation categories is
accounted for by the distributions of the sizes of
the compensation payments and of the workers'
adjusted gross incomes within a particular industry
or occupation category.

o .4ost workers either fully report their income or
report none of it. Rouqhly, 50 percent of workers
receiving about 70 percent of the total payments
fully report their incomes. Another 5 percent with
between 5 and 10 percent of the payments report
part of their compensation, with most reporting
over 80 percent. The remaining 45 percent of all
workers (with 20 to 25 percent of total payments)
report absolutely none of their compensation.

o Reporing for social security purposes is lower
than for income tax purposes. This difference may
be largely explained by the amount of payments
reported as "vaqes and salaries" and as bother
income, rather than as business receipts.

Tables and Char-s from .he Studv

h".is appendix contains 13 tables :om the Study which
sumaize i:s findings in regard to compliance :ates.

Tables 1 through 4 summarlze income reporting and social
security tax compliance rates by size of the compensation
pavymen:s to the worker, by income class, by the payor's
.-. dus::y, and by :h*e worker's occupation. These tables s.ow
the propor'on of ;nco=e :eported for income tax purposes,
the ;ropocton of SZCA zax liabi':ly shown on :he rst.,rn, and
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the proportion of workers fully reporting, partially
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 compensation for income tax
purposes, classified by the size of the compensation
payments, by adjusted gross income, and by the industry of
the payor.

Tables 5 through 8 show reporting for income tax
purposes as to-both the proportion of workers reporting and
the amounts of compensation reported. Oata are shown for
full reporters, partial reporters (underreporters), and
nonreporters. 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 compliance rates in terms of the
percentage of payments reported cross-classified by industry
and occupation.

Tables 10 through 13 show social security tax compliance
rates for the same four classifications as in Tables I
through 4. Compliance rates are in terms of the proportion
of proper social security tax actually paid and the
proportion of workers who paid at least some of their 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 treatment of compensation as shown on the
worker's tax return. if the worker reported the income as
income from a business, it 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 FICA
tax. The compliance rate in the second column is based on
the assumption that all payments were business income and,
hence, subject to SECA tax.

Methodoloqy

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 regular audit program, the Internal
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 whether payments to
persons who are not treated by the employer as employees
(i.e. those treated as independent contractors) should
actually have been treated as payments to employees. The
sample for this Study was drawn from a list of payments vhich
the IRS had proposed to reclassify from payments to
independent contractors to payments to employees.

Late in 1978, all such "open" audit reclassiELcations
for tax years 1976 and 1977 were collected. From these
cases, a stratified random sample was selected from those
which contained sufficient information to provide a
reasonable possibility of follov-through. The selection
process was random except for stratification to provide a
sufficiently Large sample in various occupation and industry
cateqor tee.

The selected sample consisted of payments by 2,600
employers to 7,109 individuals. Attempts were made to locate
and contact these workers, to locate their tax returns, and
to obtain tax returns from those who had not already filed
them. As Table 14 shows, 5,152 (72.5 percent) of the workers
with 69.9 percent of the compensation reportedly paid were
located and audited. The remainder were not audited for
various reasons, predominantly because the payor records
contained incorrect information or did not contain sufficient
information to locate tbe workers. Attempts to locate these
individuals were abandoned only after the IRS had expended
considerable efforts and it had been determined that
add-ieional efforts would not have beed fruitful. About 5
percent of workers with 1 percent of the compensation were
not audited because it was determined that thei: total income
level was below both the income tax and the self-employment
filing requi:ements, so %hat thwr would be no tax
consequences stening f-m the payments involved.

For each worker whose return was audited, an audit
checksheet was completed (see Attachment I) which showed the
amounts of compensation received by the worker and the amount
initially reportedd on the tax return, both for income and
social secu:it tax purposes. :nf5:mation on the tax
consequences of t"e compensation was also incl.ded. The form
al.so nta.-ed addi-i:nal ;.nfzrati:z about t.e income and
taxes of "te "o.er, a-ozt :he payor's ;.L-d-st:,y and worker's
c:u;at.:-. as e Yed c :o:h t-e pay2: and the Worker), the
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payor's size, the worker's geographic region, etc. An
additional form Indicating the size of the payor was also
completed (see Attachment 1Z) and associated with each
worker's record.

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

The most important 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. Further analyses along these lines will be made
in the near future.

Wherever possible, the data have been tabulated and
presented to give conservative measures of noncompliance.
For example, onittlng Woe zA percent of sampled workers with
about 8 percent of the income who could not be located can be
expected to raise the reported rate of compliance. Common
sense and experience would suggest that the types of people
who cannot be located despite dileqent searches by the
Internal 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 rates.

Drawing the sample from a selection of payor returns
actually subject to employment tax audits does produce a
representative sample for the purposes of this Study. The
initial employer audits were random and were only to
determine if the employers had properly paid their employment
taxes and Lf payments made to independent contractors
actually should have been treated as payments to employees
subject to rMCA taxes and income tax withholding. In
selecting the employers for audit, no deterzination was made
about the recipients of these payments.
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laploveo/Indepondent Contractor Compliance Study
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of'5CCA a Of Skis. of
Tax Paid go of SZ3C Tax I SSCA TaN

6.uU tha $100
$ too to $ 200
$ 200 to $ 500
$ So tb $ 1,00
$ 1,400 to $ 2,000
$ 2,000 to $ 5,000
$ 5,000 to $10,000
S10,400 to $15,600
$15,000 to $20,00
$20,000 to $50.000
$0.000 and over

Ali k/

25.Ot
24.6
33.6
42.0
43.4
80.3I
Go. S
30.5
92.0
86.6
98.4

23.51 a a
25.1 0
31.4 1.9
it.1 3.3
4S.5 3.0
$4.3 6.9
81.0
74.116.1
75.0
92.0

1.1
1.2
6.9

13.6
8.0

76.5%
74.9
66.6

531.1
S1.5

28.2
11.6

6.9
11.4
0

48.21 4.9% 46.91%

2/

30.7
44.7

71.6

8.3

66. 2

66.8o

Officeofa ofteIr -sr Jun. 19, )174illtilo of Tax Analysis

I/ All percontaajes are lased on return* actually audite4. Data for payees wdo could not be Identified, located, or contactedare excluded. This omission has the affect of raisinV compliance rates.2/ that meseaingful laecause selt-employmenit Income of lees than $400 is not subject to self-employment (SECA) tax.]/ Dauoa on simple tabulation of raw aid.a. Wolhlting does not affect results substantially.

2I/

72.8%
30.7
44.7
$9.5
73.3
36.2
85.3
66.7

]GASl

2/

7/.4

$5.3

40.5

13.3
14.7
33.3

A0
cc



Table 2

EmPloyee/leal endeat Contractor ComiIance Study

Compliance Rate* -- By Adjusted Groae Income 1

, Income Tax Compliance Rate It Social ac,.rlty Tax COm'IA.e RtO
as Percentage Of a: PorcentA of Paee With .... ao Percentaga to PvU Having 5t4d-

Adjusted Gross Income at Compensation as auia S o r : of SGA a Or M I None of.8 reported ... C iance siancesC hence a: Tax Paid I SEC ax a SEGA Tax

Leas than S 51000 51.% 30.69 2.2% 67.21 42.6% 22.1% 77.9%

$ 5.000 to $10,000 62.3 42.2 6.4 51.4 52.1 35.4 64.6

1 Ill,6lin to $ 15,000 72.0 50.0 S.0 45.0 64.2 41.2 51.8

S 15.000 to $ 20.000 83.2 60.5 5.1 34.4 77.0 49.6 50.4

• 20,000 to $ 30,000 86.0 64.1 7.1 21.3 33.7 56.6 43.4

$ 30,000 to $ 50.000 59.0 7B.1 '4.7 17.2 37.3 70.4 29.6

$ 50,000 to $100,000 94.6 77.9 7.3 14.3 91.0 31.5 13.5

$180.oo0 and over 99.9 339.9 0 11.1 66.7 66.7 33.3

All 2/ 76.2% 48.2% 4.9% 44.9% 66.0% 33.1% 61.9%

-r--t tle Secretary of the Treasury June 19. 1979
ttfice of Tax Analysis

I/ All Pmacentageu are based on retuCnS actually audited. Data for Payee who could not be identified, located, or contacted
are excluded. This mission has the effect of raising compliance rates.

2/ Raeed onS simple tabulation of raw data. Weinlati does not affect results substantially.



Table I

employee/Indapendent Contractor Compliance Study

Compliance Rates -- Rv Industry

aaIncome Tax lance ate Social A ta Complianc rate
aty Percentage t of Percestaqe of Paveas wit" .... a Percentage rntag of We a iIndustry 8Coempattoo al " T I Port - a a -Zero a of &C Aa A orSSome I ea of

Jx Reported C iEOW4planceaCO elanceom lance to Tax Paid Is of RWA Tax a SECA Tax
Real Estate 69.51 75.1% 4.7% 20.21 84.3% 69.71 30.31Insurance 90.3 809. 4.0 0.2 95.5 07.9 12.1Direct Sales 60.0 51.0 5.7 41.3 S3.) 33.3 66.7Other Sales 74.1 40.2 4.7 47.1 6.6 36.9 63.1Logging and Timber 52.1 22.9 7.6 09.5 49.2 26.9 73.1Franchise Operations 73.0 38.3 10.0 51.7 67.1 3S.1 64.9Barber aad Beauty Shops 90.0 73.3 6.7 20.0 77.2 46.7 33.3
Trucking 66.7 40.9 4.9 54.2 61.4 3t.1 64.9Taxicabs 43.5 32.4 2.9 04.7 41.1 29.4 70.6Home Improvement 70.2 39.8 4.0 55.S 58.0 32.0 67.2Deal Estate Construction 63.7 31.3 0.0 02.7 50.1 29.0 70.4'trahousing 54.0 10.0 4.0 80.0 S4.7 39.0 81.0
Eating 'and/or Drinking

Places 50.5 33.1 0.0 58.9 40.2 25.4 74.0Fntertaihaent 77.9 S4.0 4.0 41.9 70.7 40.4 53.0Exempt Orgjanizations 97.0 76.1 2.2 21.7 79.1 31.4 06.0
Medical and Health

Services 00.1 67.4 4.6 20.0 73.0 49.1 50.9
ConsAting 7.3 55.0 3.2 41.3 0.7 36.0 04.0other 2/ 72.5 45.0 4.1 50.7 61.1 33.5 6.5
All 3/ 76.2t 48.2% 4.91 46.9 1 66.% 30.11. 61.9,

'f ice of the Secretary of the Treasury June :9, 1979
Office of Tax Analysla

_ All percentage, are based on returns actually audited. Data for payees %4o could not be identified. located, or contactare excluded. This omission has the effect of raising compliance rates.
2/ Includes all other industries not separately tabulated. Examples of industries reported include farming, manufacturing.

janitonipal service, messegr service, security service, oll exploration, legil services, nursery, market research, modeling
agency. CPA review, opinion survey, snow removal. lata processing, funeral home. and landscaping.

3/ Based on simple tabulation of raw data. Weighting does not affect results subatantially.



Table 4

"aloyee/Indepandent Contractor Complilaw., study

Cow)lau.) Pates -- fly Occuuation 1/

a aIncome Tax Can~p once Rate a t ax aemt
$I Percentage of is Percentage of Payoe -wit -.... a ercestgo as a v a

(kcup tIui go Coepiensation &a Pull a Partial I Zero ia of SoClea 8 Cr Io na oe ofR eported -1 s0~ lance; -- e|MI lancescow-l lance. , isI Tax _paid ! ! of EW Tax EM -i.. Tax
isn&,jur, Dietributlor 5.71 1.3% 6.4% 15.31 91.5t 75.51 24.St
Skis. lle Labr 69.6 42.6 5.4 51.9 60.1 35.4 64.6
thask I laud iaAbsr --auuAl 43.0 25.3 S.5 69.2 27.5 18.0 82.0
lhiunk i Je 1.4. a lff --

Wnkaucdudl 45.5 27.1 3.6 69.3 39.0 21.0 19.0
Wilvu 66.5 45.3 4.5 50.2 60.7 37.5 62.S
Salu 06.1 71.2 5.0 23.1 80.0 5.S 41.S
irtloaIdl oal 94.4 72.1 5.7 22.2 83.3 54.9 45.1
(:a ical 75.2 47.6 6.2 45.9 64.3 37.3 62.1
rokalktillaogt 75.6 52.4 4.0 43.7 62.3 37.9 62.1
Ithur 77.0 $1.1 2.1 46.6 73.5 37.6 62.4
All 2/ 76.2% 45.2% 4.2% 46.9% 66.0% 35.1% 61.9%
On CO -. o crot IziO 6i thTrauyJune-19, 

1979Office of Tax Aalyl1
I/ All percentages are based on returns actually audited. Data for payee, who could not ise identified. located. or contactedare excluded. This omission has tho effect of raising the compliance rates.
-/ based oaa simle Ltmlation of raw data.f Weighting does not affect results substantially.



cfil 1
PERCENTAGE OF WORKERS WITH ZERO COMPUANCE

by Size of Compenlation

ALL

Less Uma $100

100 to 200

200to 500

500 to 1.000

1.000 to 2.000

2.000 to 5.000

5,000 to 10.000

10.000 to 15.000

15.000 to 20.000

20.000 to 50.000

$ 50.000 and Over

28.2

= 18.6

16.9

11.4

0

10 20 30 40 50 0 70 80 90

[46.1

76.5

.9m 74

66.6

1

II I IIIIII 51.5



Cwt 2
PERCENTAGE OF WORKERS WITH ZERO COMPLIANCE

by Adjusted Gross Income

ALL

Less than $5,000

5.000 to 10.000

10,0001o 15.000

15.000 to 20.000

20.000 to 30,000

30.000 to 50,000

50.000 to 100.000

$100,000 and Over

46.9%

51.4

67-2

I 46.0

• I 34.4

M 28.8

I 17.2

14.3

nii1.1

I I I I I I t I

10 20 30 40 50 60 70 80

00

)



ChQt3
PERCENTAGE OF WORKERS WITH ZERO COMPLIANCE

by Industry

MA kidustries-

Real Estate
Insurance 6.2
Dkect Sales
Other Sales
Lo0g9ig & Tkber-
Franise Operations
Bater/Beaty Shops
Trucking
Taxicabs
Home Inprovement

Real Estate Constr.
Warehousin

EaVi/D*Vpcos-
Entertainent
Exempt Organizatin
Medc & Healh SerceA
Consul
Other

%0 10

146.9%

20.2

43.3
47.1

51.120.0

54.2

55.5

.7

-1 80.0

-58.9
141

21.7
1128.0

41

.9

.3

=50.7-- I I - I I I I I I

20 30 40 50 60 70 80 90 • 10020 30 40



Table 5

Employee/Xndepeedent Contractor Compliance Study

Percentage of Compensatlon Reported Ad percentage of Workers Reporting Their Copenetloas forIncome Tax Purposes -- Ry ANmount of Compensation Received

i I Ferceftage ot Gtompntliont On TaxK' N--ur- WIED.. a Percentaqe of Payee with...
ll pat i a oepllance e i - o m ie 8 artl l e Om l mc--- I

::C.llance F I1I a goo% - I**%$ O l o a 0 Zeo as runl a Aft - too%& 01 - lot8 a ois I--Rte tCoIMlT nce I All ICoMPAllnCompliIncComCQPIlmn 0eOP.i19mc8 All sP --p Ia--e#Cli _ mg--tp.+lian"

laS than $100
$ 100 to $ 200
$ 200 to $ 500

S 500 to $ 1.000
$ 1.000 to $ 2.000
$ 2,000 to $ S,000
$ 5,000 to $10,000
510.000 to 615.00
£1S,000 to £20,00
$20,000 to $50,000
$50,000 and over

A"L 2/

25.4%
24.6
33.6
42.0
43.4
60.8
70.6
80.5
92.0
66.6
98.4

25.0%
24.6
32.1
39.0
45.8
55.2
63.6
74.8
85.8
75.8
91.9

76.21 £,.2L

0 0

2.0
4.13.1
6.9
9.0
6.6
7.3

13.3
8.1

0

0.61.3
2.0
4.6
5.6
4.7
S.7
6.7
4.9

a S
0
1.4

2.11.1
2.1
3.2
2.1
1.6

4.53.3

75.0%
75.4
65.9
56.9
51.1
37.9
27.S
18.4
6.A

10.9
0

23.5
25.1
31.4
36.1
45.5
S4.3
63.0
74.1
86.3
75.0
92.0

a S
0
1.9
3.0
3.0
6.9
6.6
7.2
6.9

13.6
6.1

6.6 4.0

0 a
0
0.6
1.3
1.9
4.7
5.7
4.9
S.3
9.6
4.0

0

1.4
2.5
1.12.1

3.1
2.31.5
3.6

.. .... .... .2a . 4.91 3.0V 1.91 46.9
Office of the Secrecary o- the Tr ry 

June 15 199Office of Tax Analysis .. s5ryI/ All percentages are based on returns actually audited. Data for payees who could not be identified, located, or contacted
are excluded . This omission has the effect of raising compliance rate&.
6aed on simple tabulation of ray data. Weighting does not affect results substantially.

76.51
74.9
66.6
53.1
51.5
38.9
26.2
16.6
6.9

11.4
a

Amount of
Compensa tion
(as corrected)

• dCIt r. Is



Table 6

Zeployeo/Indspendent Contractor Compliance Study

Percentaeo* of Compensation imported and Percentae of Workecs mporting Their Cc"eatLom for
Inc.Jso Tax rurposes -- fIy Adjusted 'Iross ncome 1/

..... *3 J st. Moe r ciensati son on Tax Uturna vit h.., .rcatne of Payees with
M 1i. ,,l,,.i i;J6 , .u 1 : an u . i-8 I l[LjjCL m i I IS I _________________ t

E aE sul e a 1O0t - 100%N 0t - 0t I Sero to roll I tMi- fom i - 0I I zero
I& Rato &Cp illnc0 Al *CospLtsOOe.CospllaMceacsMpllances.CompIlaaed All ac4apliAmcotCMVIJa mplamc

IJISI 8.4 1,000
$. ',4000 I.b $5k0.000

O .510 l.a $ 85,00

l%.00 .. 20000

S0, 40418.. t 0.090

i ,)0 to# $ SO, 000

$* .0,00 Ib. $800,000

01.1. /

srrf.I.( .r1 t. .- rotarV-

s1.01 47.01 4.41 3.71 0.01 40.5% 30.6% 2.21 1.31 2 .9% 07.2%

62.3 55.* 9.2 6.7 2.5 3S.7 42.2 6.4 4.1 2.3 51.4

72.6 64.9 9.3 7.0 2.3 25.9 e.0 5.0 3.1 1.9 45.0

@).2 76.) U.1 5.7 2.3 15.6 60.5 5.1 3.7 1.4 34.4

3.0 74.9 14.0 3.3 5.2 11.0 64.1 7.1 4.0 3.1 2S.3

39.0 64.0 7.0 2.3 4.8 3.9 78.1 4.7 1.7 3.0 17.2

94.6 92.0 2.3 1.8 0.5 4.9 77.9 7.8 3.9 3.9 14.3

99.9 99.9 0 0 0 0.1 36.9 0 a 0 11.1

76.21 69.21 1.60 5.70 2.9% 22.29 41.20 4.91 3.01 1.99 46.91

of-rI fressury Jose 15, 1979
I lea1. tat Ta Analys a

I/ All ipoaeuta."ue are baes cm returns actually audited. Data for payees who could sot be Identified. located, Or catacted
noo .xsl.du. i..s lmilsion has the atect of raising compliance rates.

J/ iMeod 4mi eslaple tabulation of raW data. Wsmightila does not affect result& substantially.

I-&
)



Table 7

Umployea/Indapendent Contractor Compliance Study

Percentage of COPenatios Depocted ad Percentage of Harkere Degaotiag Their Co.Amsatio. for
Incom Tax Purposes -- Dy industry 1/

t i Percenmt, tagee i of Ct.t.lon on Tax Taturns wits-'8 * rrcOMM gj Payo wits ...
Industry ci A: S : l - it - lease at - sr- o is ru '-U W 'wl 55- Z4Co

r' Rate aCO mpllAace All sCopj laweeCompliaeCaepliaaceaa~spamcea &ll a eiswetom I &i&a llam a. ,

Real Estate 69.5% 0 .0 7.2% 2.7% 4.5% 9.0 7S.1% 4.7% 1.9 2.8 20.2%
Insurance 9o.) 95.6 2.9 2.4 0.5 1.S 09.0 4.0 2.7 1.3 6.2
Direct Sales 64.8 62.5 0.5 3.9 4.6 29.0 51.0 S.7. .0 2.0 43.3
Other Sales 74.1 70.4 4.7 2.6 2.0 24.9 40.2 4.7 2.2 2.4 47.1
Loqginq 4 Tinmr 52.1 37.1 17.4 15.7 1.7 45.6 22.9 7.6 6.7 1.0 69.5
wrancis OperatLons 73.4 47.7 29.9 25.5 4-4 22.4 38.3 10.6 0.3 1.7 51.7
barber & beauty Shops 90.0 02.3 0.1 0.1 0 9.6 73.3 6.7 6.7 a 20.0
Trucking 66.7 54.9 13.0 10.9 2.1 32.1 40.9 4.9 4.3 4.7 54.2
Taxicals 43.5 39.S 4.7 0 4.7 53.0 32.4 2.9 0 2.9 64.7
Home xeprovement 70.2 60. 10.6 10.0 0.6 20.9 39.0 4.6 3.9 0.0 55.5

Ieal Estate
Construction 63.7 52.6 13.7 9.3 4.4 33,7 31.3 6.0 3.1 2.9 62.7

Warehousing 54.0 29.2 42.1 0 42.1 24.6 14.0 4.0 0 4.0 0o.0
statingg and/or

Drinking Places 55.5 So.5 11.9 4.6 7.2 37.7 33.1 0.0 3.4 4.6 58.9
entertainment 77.9 1S.S 3.3 0.4 2.9 21.2 54.0 4.0 0.0 3.2 41.9
Rxemot Orqanizations 97.0 97.6 0.2 0.2 0 2.2 76.1 2.2 2.2 0 21.7
Medical & Uealth

Services 90.1 05.3 S.7 2.9 2.0 9.0 67.4 4.6 2.3 2.3 29.6
Consulting 76.3 67.4 9.8 9.0 4 22.9 55.6 3.2 3.2 0 41.3
other Y 72.5 66.2 0.3 5.0 3.2 25.5 45.0 4.1 2.6 1.S 50.7

All y 76.2% 6.21 0.6 S.7 2.9% 22.2% 40.2 4.9% 3.0 1.9% 46.9

Office of the Secretary of thw Treasury 3ue 15, 1979
office of Tax Analyas

_ All percentages are based on returns actually audited. Data for peyees wio could not be identified, located, or coat&cted
are excluded. This oi,6lom heo the effect of ratilg comallance rates.

2/ Includes all other industries not separately tabulated. Rxemples of ldustriee reported Include timing. msaafacturing.
Janitorial service, messenger service.,securitv service, oit exploration, legal services. nursery, market research, modeling
agency, CPA review, opinion survey, now removal, data processing, funeral home, and Iadatcapiag.

3/ Sard on simple tabulation of raw data. Weighting does not affect result subtantially.

b-4
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Table a

Vmaloy~e/lndependent Contractor Compliance study

lrcatage ot Camge ainPoted &Mm Perce .ae of "okern Ieportinl Their cfOp.e6atlat Joe
Income Tax Purposes -- By Occupatioa

Is a percntage 91 co*nit F" as l Rturns WIN. , I hrea g 9f pla** Wvith ..
AlCOmpli- 5  ata rolac a is a ___________________Occup4tion Is Mf tc . l . seat - 100% % - M a g!ge! as wll I-
$a IRate I 11sp~ilmcas Ali &COMPSlalne plllli~a~lilll A ,C mas lJamamesllamAl

mlnager. Distributor 95.71 90.19 9.69 3.29 3.1& 2.9i 76.31 1.4L 3.1 2.59 15.39

Ski11*4 Labor 19.6 59.1 12.5 9.6 2.9 26.4 42.6 S.4 3.7 1.7 51.9

Unskilled Labor --
Casual 43.0 3S.7 9.0 6.2 2.7 55.4 25.3 S.S 3.S 1.97 1.2

Unsk 1lled Labor --

Mocamual 46.5 42.7 1.9 5.5 1.5 50.4 27.1 3.6 2.4 1.2 19.2

9wiver 66.5 51.9 10.6 6.I 1.9 32.3 4 45.3 4.S 3.1 0.9 50.2

Sales 6.1 61.0 1.3 2.9 3.5 12.6 71.2 S.0 2.5 2.1 23.6

Professional 94.4 86.6 6.9 6.6 2.4 4.3 72.1 S.1 3.3 2.1 '22.2

Clerical 75.2 68.7 11.0 5.6 1.1 20.3 47.8 6.1 3.6 2.4 45.9

rtertainec ?S.s 74-0 3.4 0.3 3.1 22.6 52.4 4.6 0.8 3.2 43.7

Other 77.6 75.7 2.7 1.4 1.2 21.6 S1.1 2.1 1.1 1.1 46.6

MLI 2/ 76.21 99.29 6.6 5.79 2.99 22.29 40.21 4.99 3.09 1.99 46.90

Office o the Beretary o[' the Tteasury Jms 15- 1979
Office of Tax Analysis

_/ AlI percentages are based an returns actually audited. Date for pave&& Who oM14 not be identified. located. or contacted
are excluded. Tis omission hea the .ffect of ralsinq compliance rates.

b asad an simple tabulation of raw data. Weighting does not affect results substantially.

co



SsIuye./lldmpudt CONerAtO9 CM ilaio S04t

lm.%Nm Ton CMWIuLa.k. Oain. byIndutry ad acpat1ie
fSru.4afte of Compenaetion flewelved Whic was OMPOrted am, Tax wMrs.I Va

* 3 41
* UA5a4@6 * *UhLIlad,

l wop -- f t ve wr t Sa l e 0 1 0 i0 l C l 0q f o l 1 1 2Rpl Oe f g, I a l l
I rel@ 6 $Iatc-

lf i... Ile. I .Il

4 .i 4.1 T- 71.
Ve ... his..e *4,.u..iilme 3. •

lasS,,,. aed P4.siy iMb5p

:. li Cl.@sa 0 e~l lil 1
%44 -bu A..j

*.^I si Wt 8/. OFIS k A Nk W VA4. &Coe

01.so 41 M"-o 4h llo.*

Cosl al
IN bIie .1

all 01 II.71

40(h.-s -f Ta. Ansaysia

a$.*% 42.51

12.4

$9.6

604.1

27.2

90.0

02.0

2.0

0l~

20.0

613.4 42.3

54.2 25.0

01.4

31.05 $4.2

0.0 21.1

W0.s 52.6

$?-.2, 14.10

4.51 34.20

53.2 02.S 20.2

42.5 6.2 02.3

44.0 25.0

71.0

44.) 02.2

42.0

02.2 22.2

51.5 ilel

44.0

02.0

02.0

52.0

540.

00.5

50.00 05.00 03.00

09.4

40.5

140.O 04.1

60.6 42.0

54.0 05.0

10.41 I.-6 70.4% 00.51

01.4 02.0

5.5 20. 04. 44.00.1 45i.5 4. 2I 40.4 4.00

15.1

10.0.0

21.$5 00.2

45.5

413 42.01
05.4 68.1 .0-

54.0

20.4 - 45.1 S.1 20.4 S.5

22.0 24.0 05.0 22.0
30.9 64.2 25.2 02.0

3S. 111.1 0.5 0W.1

2.2 02 .2 05. t.2 2.4

02.53 O9o 6.13 1% 1 10 2
Joan . 3

a/ All p.esd.4a age bmaed as 5Ma sul ualy asldied. bta for pays" "be wd MCbe Idenified. |0*il44. Or aoLmtkdd- *..-6uled. This emisiot ban l. lret *I 1aisorigp c loco rates.
./ Im,.l&. all w411 f *o.4ilas allnt owIosatsLy tl ioted. uampa.I or adustelOo reported Iao farsliag. umIaatalyA.)amilial e.gviv.s msaswoc Mr VIM.1 useiaty Isrviace . o loariaio. I de viw. apsvf imaO resrwba/. sei ,g *Vqaoh. CPA review. G.ialo 'uavey. eluo dSw at resae ons. hin Oa ae.
I 0.s..4 on. eqW..0 Itaiillu of caw data. Wijbtlq des "Ai &tract rosts OWdatamtlaly.

W=_CrVT__Ir__Mr_ __I



Table 10

tmployes/ldepeadent Contractor Compliace a t"ly

WOkIkr SOCial 8ec2aritv TOM Com0ellaseo PatOG -- by ^Mount of CO~esaetioft FAN3ivd /

Aswount at ('A4ouspt io
as Workers" Social security TY'e lanc4 MC i la. ke08 a oker8 Iv9It Asuini"I -a v8ails

IaI-)act to VRAX or 8 All or zam of tie e or trigs -- -. .u. .M.d-A .. onI Audit a a--s. -i&rf s a-X

$ . 00 -$ to 2/ _/ 3 3/

%go - $ 100oo 26.6 I 22.9 1 22.6 77.4 11
$ 1.500 - $ 2.000 34.1 30.7 30.7 69.3

$ 400o - $ %,Goo 41.2 44.7 44.7 5S.

$ 6.9OO5. - $1o,000 63.4 8.1 59.5 40.5

$ 10soo - $ISo0o 74.7 71.6 73.3 26.7

$e ..ee - sz~0,o00 90.7 38.0 86.2 13.8

$40, O0 - $So.ooo 39.5 0.3 05.1 14.7

. A0l0t0 a faa4 avua 66.7 66.7 66.7 33.3

All 1/ 70.0 I 66.0 I 11.1 S 61.9 1

off aaWal thme g9u0riar the Vreasury ug5.97
torllla of Tax Maese June IS,

If All Wtoa:uuate.Ju are Iaud On returns actually auited. DiLt Cor -ayen who could not be ldentfled, located, or contacted
&aw uxdlual. Tibe omieulOs ham tLhe affect of raising compliance rates.

2/ Msat maasiaful Lb:saugg selt-mployment inome of lees than $400 is not subject to self-employmest (aw-A) tax.
I/ iMau u on *imle tablatios of Kaw data. weighting es not aff ct gulte substantially.

J-A
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Table 1I

mloyee/tndependent Contractor Compliance Study

MOrker Social Security nix Compliance Pates -- by Adjusted Gross Income A

Adjusted Grosa Income

Less than $ 5.000

$ 5,000 - $ 10,000

$ 10.00 - $ 15,000

$ 15,000 - $ 20,000

$ 20,000 - $ 30,000

$ 30,000 - $ 50,000

$ 50,000 - $100,000

$100,000 and over

All /

it Workers' SorIal Seurity ?AxCompliance Rat
I Assumingi
,Subject to PICA ora

as SECA, as on Audit a Subject to S1CA

46.7 % 42.6 1

56.4 52.1

60.2 64.2

00.3 77.0

06.8 81.7

90.2 6 07.0

92.1 91.0

66.7 66.7

70.0 I 66.0 %

Is Percentage of Workers Having
is Paid.
as All or iorn of the a mona of the
&I social Security Tax a Social security Tax

22.1 I

35.4

41.2

49.6

56.6

70.4

11.5

66.7

38.1 0

77.9

64.6

58.8

50.4

43.4

29.6

18.5

33.3

61.9 i

Office of the Secretary of the Treasury June 's, 11579
Office of Tax Analysis
/ All percentage* are based on returns actually audited. Data for payees who could not be identified, located, or contacted

are excluded. This omission has the effect of raising compliance rates.

2/ eased on simple tabulation of raw data. Weighting does not affect results avibatantially.



Table 12

EIployee/Independent Contractor Compliance study

Uoiker Social security Tax Complianc, Rate. - by Industry y

ao a ork&ra" Social Security Tax-Compliance ates., Parceatage of Workers savln
La Assuming& i Paids

industry a,-Subject to PICA or i a I l or an of E I None of tit
__ SECA, As on Audit a Subject to SECA ga Social Seaurity Tax # social Socurity Tax

Real Estate 85.6% 84.% 9.17% 30.31%
Insurance 94.2 9S.5 07.9 12.1
Direct Salse S7.4 S3.3 33.3 44.7
Other Sales 10.2 66.6 36.9 63.1
Logging and Timber 53. 49.2 26.9 73.1
Pranchis Operations 70.6 67.1 35.1 64.9
Barber and beauty Shape 87.2 77.2 66.7 33.3
Trucking 5.2 61.4 3S.1 44.9
Taxicable 46.7 41.1 29.4 70.4
dome Improvement 62.7 S6.0 32.A 67.2
Reel Estate Construction 62.1 58.1 29.4 70.4
Warehousing 57.1 54.7 19.0 31.0
Eating and/or Drinking Places 50.0 44.2 25.4 74.4
Entertainment 74.6 70.7 46.4 53.6
Exempt Organizations 09.0 79.1 31.4 6.4
Medical and Health Services 74.4 13.0 49.1 50.9
Coneulting 68.2 60.7 36.0 64.0
Other 6/ 44.7 61.1 33.5 44.5

All 3/ 70.0% 66.0 3@.1% 61.9%

Office of the Secret&ry of the Treasury June 15. 1975
Office of Tax Analysi a

1/ All percentagea ate based on returns actually audited. Data for payees who could not be identified. located, or contacted
are excluded. Thia omission hes the effect of raising compliance rates.
i Includes all other Indutries not separately tabulated. Examples of industries reported include farming. manutActurlag,
janitorial service, measengar service, security service. oil exploration, legal eervices, nursery, matket research, modeling
agency. CPA review, opinion survey, snow removal, data processing, funeral home, and 3andocaping.

3/ based on simple tabulation of raw data. heightinq doe, not affect results subetantielly.



Table I13

lEmployee/Indopendtent. Contractor Compliance Study

Wrker Social Security Tax Compliance Rates ]-By Occupationj/

Occupation

Manager. Distributor

Skilled Labor

Unskilled Labor -- Casual

Unskilled Labor -- oncasual

8: [orkArs' Social Security Tax Compliance Rate
-A- Asuminq a

u-Tub-c to rICA or 4
i: SECA, aS on Audit a Subject to SECA

92.6 I 91.5 I

64.7 60.1

30.0 27.5

43.5 39.0

ias Percenta~e of workers tierin;
as Paid$
SI All or some of the .1 &one oilF
I, Social Security Tax a Social Security Tax

7.5 • 24.5 4

P'.4 64.6

16.0 82.0

21.0 79.0

Ur I ver 64.5 60.7 37.5 62.5

Sales 82.7 00.0 58.5 41.5

Professional 86.7 81.3 54.9 45.1

Clerical 67.9 64.3 37.3 62.7

Entertainer 67.5 62.3 37.9 62.1

Qther 79.6 73. 37.6 62.4

All 1/ 70.0 I 66.0 I 30.1 5 61.9 I

11ffIce of the Secretary of the Treasury June 15, 1919
Office of Tax Analysis

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

2/ Based on simple tabu ation of raw data. Weighting doos not affect results substantially.

0
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Table 14

Employee/Ldependent Contractor Compliance Study

Explanation of Differences between Sample
Selected and Sample Audited and Tabulated

:Number Percentaqe: Atmunt Perce4ntaqe
:of of : of of

:Return s: Ra*uns :Comensation tComwenzation

Total Saple. Sele.,td 7,109 LOO 1 $24,840,019 100 I

Unable to Locate 1,522 21.4 2,094,152 8.4
Unable to Contact 90 1.3 202,281 0.8
Hot Liable for Taxes 333 4.7 204,793 0.8
Otb*er L2 0.1 LS,845 0.1

Audited and Tabulated 5,152 72.5% $22,322,318 89.9 %

Office of he Secreta y of tne Treasury June 15, 1979
Office of Tax Analysis
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Senator BYRD. 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 BYRD. Yes, Senator Dole. That will be incorporated in
the record.

[The statement of Senator Dole follows:]

STATEMENT OF SENATOR BOB DOLE

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 proposal. 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-
ately extended so that Congress will have the time to resolve the issue.

Mr. Chairman, I appreciate your scheduling this hearing.

Mr. CARLSON. If I may submit my longer statement for the
record, I would appreciate it, and I have a shorter one.

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

Mr. CARLwN. 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,
and Matsunaga. We urge that the committee favorably report the
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 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 or 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.

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 initi-
ation of a new 10-percent withholding system for independent con-
tractors.

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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gross income is much greater than net income, you are going to
have 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. When 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. t _

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 spend $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
pay $10 for each additional $1 collected by the IRS.

In 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 BYRD. Thank you.
Who is the next witness?
Mr. O EN. I am Neil H. Offen, president of the Direct Selling

Association. With me is the president of our consulting firm, John
Beyer, and our counsel, Arthur Rothkopf.

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

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

Mr. OFFEN. 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 BYRD. The summary will also be inserted into the record.
Mr. OFFEN. Thank you, sir.
[The material referred to follows:]

Dmcrs IN THE IRS COMPLIANCE STUDY

The Treasury proposal to extend tax withholding to independent contractors is
based on an IRS compliance study of 5,152 individuals which concludes the tax
compliance for independent contractors is poor. This study and the conclusionsdrawn from it are too seriously flawed to serve as the basis or 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
to measure 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 lhvel 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' 1 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. OrFN. 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 less 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 desiring
certainty against IRS challenge. Our support for the bill is based
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 part 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 reasonable-ahd judicious
manner. We urge its approval.

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

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

Mr. LEHR. Thank you.
My name is Gus Lehr. 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 field a
detailed statement with the committee. I have also fded a state-
ment.

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

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 1975 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.

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 proposals 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 BYRD. 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 BYRD. Thank you, sir. That will be made a part of the
official record.

We are glad to have you today.
Mr. DUNVILLE. I will 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 litigation 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 apparently 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 by a 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 is 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
Federal 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-operators 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 industry.

We urge the listing of the 20 common law factors (see footnote 5).
These can appropriately be included in section 350f02) of the
Crane bill and the identical section of the Gephardt bill. 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 insafe 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 BYRD. 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. BODFISH. 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-
proximately 3,250 individual members representing 1,800 of the
largest 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 professional 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 position and com-
ments on legislative proposals to clarify the rules governing the
classification of workers as either employees or independent con-
tractors for Federal employment tax purposes and in particular S.
736.

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 interpretation. 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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TEl 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. TEl 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 employment
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 placed 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 employee
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 seriousness of these con-
sequences have been recognized by the Internal Revenue Service.
Indeed the Commissioner himself in his remarks to the Tax Section
of the American Bar Association on August 6, 1977, stated the
following:

53-845 0 - 79 - 9
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Revenue Rulings 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 recoition 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 agreed 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
general study of this area. The conferees also join in urging the Internal Revenue
Service 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 opposed 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 by 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 taxpayers, which, under general
administrative practice, the Service has allowed to stand. The committee intended
to urge that any changed 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 past, 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 rn 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 based
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 purposes 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 fool around with that and let them do
their own accounting with Uncle Sam. Sut 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
vigorous 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 ameliorate 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.

Two, the criteria for determining whether a worker is self-em-
ployed or an employee under the common law should continue to
b 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 controversy 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.

Tbree, a third equitable improvement to S. 736 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
question. If the corporate taxpayer furnishes the Internal Revenue

service 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. TEl 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
employee instead of an independent contractor.

The 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 interpreted to mean that the company must give the
independent contractor tax and legal advice regarding his taxes.
This, of course, companies are prohibited from doing. The objective
is to be sure the independent contractor knows he, and not the
company, is to be responsible for the timely and proper payment of
all taxes.

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 ?ace 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. TEl 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 remedy.

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, TEl 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 presented 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 testimony
of the administration on June 20, 1979, contained results which
were attention-getters on first sight, a further analysis and a more
indepth consideration of the testimony 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 compliance
in the various categories of independent contractors will, as a
result of such prosecutions, increase drastically.

Next, the administration attempts to show the unfairness of the
self-employment 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 percentage 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 system, to escape the mandatory withhold-
ing. The results of the Commissioner's study itself supports the
conclusion 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.
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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 apparent 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 withholding 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 administration's assumption that the payor's use of
the withheld tax money pending payment would offset these costs
is ill-founded since it assumes all taxpayers 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 be 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
support 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. TE likewise supports the
administration's proposal 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 place 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 and
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, TEl 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 IR§ 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 BYRD. 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. OFFEN. 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 States, doing business
with State income tax. No recognition is made of this although it
would have that type of an effect, in our opinion.

Mr. CARLSON. 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. LEHR. Without resolving the independent contractor-employ-
ee issue, there has been no resolution of the problem at all. My
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 derived.

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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3508(0(2) of the Crane bill and the identical section of the Gephardt
bill.

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 BYRD. You could live with the 10 percent?
Mr. DUNVILLE. YES.
Mr. BODFISH. 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 BYRD. 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 BYRD. 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
not required, and perhaps they could attach it to their income tax
forms.

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 BYRD. Yes. I think it is well that you corrected that,
because the Chair was under the impression that you could live
with it.

Mr. DUNVILLE. Yes.
Mr. OFFEN. 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 BYRD. 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. BODFISH. 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 sympathize 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 industry 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.

For that reason, a modification may not be appropriate at this
time.

Mr. LEHR. For the insurance industry, we think the bill is as it
should be. I have not acquainted myself 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 litigation. 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, I 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 type 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. BODFISH. 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 proposals.

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 DoE. Maybe we could take care of it in the report

language, or something.
Thank you.
Senator BYRD. Thank you, Senator Dole.
Senator Talmadge?
Senator TALMADGE. I have no questions, Mr. Chairman.
Senator BYRD. Thank you, gentlemen.
There will be a second panel.
Mr. BODFISH. Mr. Chairman?
Senator BYRD. Yes.

53-845 0 - 79 - 10
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Mr. BODFISH. 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 BYRD. That will be made a part of the record.
[The prepared statements of the preceding panels follow:]
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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
Comssttee favorably report this bill. This legislation would accomplish the
following:

* Provide reasonable long-term standards which establish an
alternative method of determining whether an individual
is an employee or an independent contractor.

* Provide a "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 coon law 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, where the IRS's attempt to reclassify
individuals as employees has disrupted business relationships.

The interim relief from unjustified IRS harassment activity on this issue
provided by Section 530 of the Revenue Act of 1978 will expire at the end 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 is a withholding tax proposal presented
by the Tresury Department. We heartily oppose this proposal, Vhicth would:

* Institute a withholding system whereby persons making
payments to independent contractors would be require*
to withhold 102 tax on such payments.

* Retain the existing cosmos 1aw test for classifying an
individual either as an employee or independent con-
tractor without clarifying the standards to be used in
making such a determination.

The Treasury proposal does not focus on the need to clarify the status of
Individuals as employees or independent contractors and 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 batter than 962 among
independent contractor salespeople in the real estate industry. Consequently,
a withholding system is neither warranted nor necessary. If some compliance
problem is founJ to exist, that problem can be addressed through administrative
measures, such as increased information reporting requirements or penalties.
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SUMMARY

Mr. Chairman and Members of the Committee:

My name is Jack Carlson, Exeuctive Vice President and Chief

Economist, and I am accompanied by Gil Thurm, Vice President and

Legislative Counsel, Government Affairs of the NATIONAL ASSOCIATION

OF REALTORSM.

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 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 REALTORSt 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 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 tr 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 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 t ;: 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 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 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 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. 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 REALTORS! 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 compliance 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 business or $2.50 per home or

$230,000 from the entire state. Thus, REALTORSV 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

IPS. 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 contractors in the real

estate industry is reported on tax returns. This is higher than

the average level of compliance found in the American economy.



161

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 out 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, however, 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)-I(c).

The Treasury Department, through the IRS, took this approach

because it apparently believes that it is more 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 reclassify 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 REALTORST 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-

mnnts 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. If 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 requirements listed in the Act for "safe harbor"

treatment ap an independent contractor are the following:

(1) The worker must control the aggregate number of hours

actually worked and substantially all the scheduling

of the hours worked.

(2) 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.

(3) 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.

(4) 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.

(5) The person or company for whom the worker performs

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-

c.pal 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.

53-845 0 - 79 - 11
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The place of business test 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 salespeople 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 income Fluctuation

The Act woud codify the comon 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 significant expenses and yet, if no sale was

made, he would derive no income for his efforts. In 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 ind 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

reclassified 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 argument 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 47%

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 I 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,

cafe 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 estate 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 IRS study included individuals

whose compliance was being studied. In 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 and this group comprised only

152 of the 213 individuals, 71%, audited in the study. Even some

salespeople, moreover, qualify as, and are treated as, 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". Tie 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 thq 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 inappropriate 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 enough 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 figures 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 I also shows the figures for sales-

people by type of return. In Table i, 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 pre s showing the percentage of

compensation received b ls in the real estate industry

that was actually repor returns. Table 3 presents the

figures for salespeople, wn by the four types of returns

BEST COPY AVAILABLE



163

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 figures 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 the 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 REALTORSS does not believe that the initiation of a burden-
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some and costly withholding system for independent contractors is

either warranted or necessary. The proposal to initiate 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 been 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 that 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 system.

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 witt 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 federal
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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 paperwork 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 utilized 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. If 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 Percentage of Payees with:
Returns for Real Total Nusber Full artial Zero
Estate Salespeople of Returns Compliance Comliance Compliance

All returns 152 88.82 4.62 6 2
Initial Selection 129 93.3% 4.72 1.62
Previously Filed 15 93.32 6.7Z .0
Delinquent Returns Secured 5 .02 .0 100.02
Refusal to File 3 .02 .0% 100.02

• All tables in the Appendix were prepared by Paul Kaihan, Economics

and Research Division, NATIONAL ASSOCIATION OF REALTORSO,and John G.
Lms, Director of Tax Programs of the NATIONAL ASSOCIATION OF REALTORS*.

• Source: IRS Employee/Independent Contractor Compliance Study
(June, 1979)

A-2

TABLE 2

INCOME TAX COMPLIANCE RATES IN REAL ESTATE
BY OCCUPATION*

Percent of Payees With:

Full Compliance Partial Compliance Zero Compliance

Occupation

Real Estate, Total 75.12 4.72 20.22

Manager, Distribution 50.0 10.0 40.0
Skilled Labor 40.0 .0 60.0
Unskilled Labor-Casual 50.0 .0 50.0
Unskilled Labor-Noncasual 28.6 .0 71.4
Sales 88.8 4.6 6.6
Profesional 60.0 .0 40.0
Clerical 28.6 14.3 57.1
Other .0 .0 100.0

*Source: IRS Employee/Independent Contractor
(June, 1979)

Compliance Study



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
Estate Salespeople

Total Number
of Returns

Number
Reporting Correctly

Total Wages
As Reported As Corrected

Percent of
Compensation Reported

All Returns 152 135 $1,141,500 $1,223,000
Initial Selection 129 121 986,500 1,025,000
Previously Filled 15 14 154,500 154,500
Delinquent Returns

Secured 5 0 0 24,500
Refusal to File 3 0 0 19,000

* Source: IRS Employee/Independent Contractor Compliance Study (June, 1979)

93.3%
96.2

100.0

.0

.0

-4
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TABLE 4

PERCENT OF COMPENSATION RECEIVED THAT WAS REPORTED ON THE
TAX RETURNS OF PEOPLE WOiKING IN REAL ESTATE, BY OCCUPATION,

FOR ALL TAX RETURNS

All Returns
Number of

Occupation Workers Reported Wages Corrected Wages Percent

Real Estate, Total 213 $1,265,000 $1,413,500 89.51
Manager, Distributor 20 86,000 109,000 78.9
Skilled Labor 5 16,000 22,500 71.1
Unskilled Labor-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
Professional 5 1,500 10,500 14.3
Clerical 7 8,000 16,000 50.0
Other 2 0 2,000 .0

*Source: IRS mploee/Independent Contractor Compliance Study(June, 19 9}

53-845 0 - 79 - 12



TABLE 5

ADDITIONAL ANTICIPATED TAX REVENUES UNDER A WITHHOLDING

SYSTEM COI@ARED WITH THE COST OF SUCH A SYSTEM, BY

LEVEL OF COHFLIANCE
EXCESS OF

ANTICIPATED ANTICIPATED. COST OVER RATIO OF COST OF
ADDITIONAL INCOME ADDITIONAL TAX COST OF ADDITIONAL WITHHOLDING TO ADDITIONALLEVEL OF COMPLIANCE REPORTED REVENUES AT 35! 4/ WITHHOLDINGO/ TAX REVENUE TAX REVENUES

1001 1/:

ALL BROKERS $106.800.000-21 $37.380.000 $100,000,000 $62,620,000 3 : 1
PER BROKER 534 _ 187 500 313 3 : I

97Z b/

.ALL BROKERS $ 26,700,000 $ 9,345,000 $100,000,000 $90,655,000 10 : 1
YER BROKER 133 47 500 453 10 : 1

J/ It is saumed that the "total wages as corrected" figure for the individuals in the initial selection
and previously filed categories in Table 3 represents 100% compliance.

2/ The IRS Employee/Independent Contractor Compliance Study (June, 1979) found that the average real estate
broker utilized the services of two independent contractor salespeople. Further, the average additional
income that should have been reported by the salespeople 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.

./ This is the product of multiplying $267 X 2. See Note 2 above.

_/ The IRS study asumes a 35% tax rate on any additional income reported.

!/ Cost of withholding is estimated to be $500 per year to the average broker.

b/ The present compliance rate for independent contractor salespeople in the Initial selection and previously
filed categories in Table 3 is 96Z. A 97% compliance ratA le ^vproximated by assuming that only 25% of the
difference between total wages reported and total wages as corrected in Table 3 would be collected under a
withholding system.



Table 6

INCREASED COST OF THE IRS PROPOSAL
FOR WIT.HOLDINC REQ URD,'NTS PER YEAR ON REAL ESTATE BROKERS AND HOEUYERS

Additional Costs of Withholding
Each Each

State

United States

Alabama

Alaska

Arizona

Arkansas

California

Colorado

Connecticut

Delavare

Florida

Georgia

Hlawii

Illinois

Indiana

Iowa

Kentucky

Louisiana

Rains

Maryland

Maesachusetts

Michigan

MNinesota

Business

$ 500

405

690

470

400

570

515

580

545

480

425

540

435

550

495

510

510

435

420

410

540

530

540

530

Home Solo

$25.00

20.25

34.50

23.50

20.00

28.50

25.75

29.00

27.25

24.00

21.25

27.00

21.75

27.50

24.75

25.50

25.50

21.75

21.00

20.50

27.00

26.50

27.00

26.50

Expected Tax Receipts For
Withholding to Increase Compliance

from 96 Percent to 97 Percent
Each Each

Business Home Sold Total*Total

$100,000.000

1.560.000

310.000

1,600,000

960,000

12.940,000

1.670,000

1,280,000

300,000

6.220,000

2,400,000

320.000

460.000

5,360,000

2.970,000

1,580,000

1.300,000

1,500,000

1.450.000

410,000

1.650.000

1,960,000

5.700,000

2,100.000

$ 47

39

65

44

38

54

48

55

51

45

40

51

41

52

47

48

48

41

39

38

51

50

51

50

$ 2.50

2.00

3.50

2.35

2.00

2.85

2.60

2.90

2.75

2.40

2.10

2.70

2.20

2.80

2.50

2.55

2.55

2.20

2.10

2.05

2.70

2.65

2.70

2.65

Expected Tax Receipts For
Withholding to Increase Compliance

from 96 Percent to 98 Percent

$10.000.000

150,000

30.000

160,000

100,000

1,290.000

170,000

130,000

30.000

620.000

240,000

30,000

50.000

550,000

300,000

160.000

130,000

150,000

140,000

40,000

160,000

200,000

570.000

210.000

*The figures for individual states do not sam to the U ;A totals due to rounding.

Busine Hose Sold Total

$ 94 $5.00 $19,000,000

78 4.00 300,000

130 7.00 60,000

88 4.70 320,000

76 4.00 200,000

108 5.70 2.580,000

96 5.20 340,000

110 5.80 260.000

102 5.50 60.000

90 4.80 1,240.000

80 4.20 480,000

102 5.40 60,000

82 4.40 100,000

104 5.60 1,100,000

94 5.00 600,000

96 5.10 320,000

96 5.10 260.000

82 4.40 300,000

78 4.20 280,000

76 4.10 80.000

102 5.40 320,000

100 5.30 400,000

102 5.40 1.140.000

100 5.30 420.000

-
C0

IraMh W



Table 6 Continued

Expected Tax Receipts For Expected Tax Receipts For
Withholding to Increase Compliance Withholding to Increase Compliance

Additiona] Costs of WLthholding from 96 Percent to 97 Percent from 98 Percent to 98 Percent
Each Each Each Each Each ..

State Business Home Sold Total Business Home Sold Total Business Home Sold Total

Mississippi $ 360 $18.0 $ 900,000 $ 34 $ 1.80 $ 90,000 $ 68 $3.60 $ 180,0OO
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
Now 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
Now 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 94 5.00 1.060.000 "eb
Oklahoma 455 22.75 1,660,000 43 2.25 160,000 86 4.50 320,000
Oregon 495 24.75 1.530,000 47 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 I 495 24.75 2,250,000 47 2.50 230,000 94 5.00 460,000
Washington 535 26.75 2,590,000 50 2.70 260,000 100 5.40 520,000
West Virginia 445 22.25 710,000 42 2.25 70,000 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
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ATTACIONT Z NATIONAL ASSOCITON OF REALTORS'

TEUN004 MOWtU0
oh0 noOf Mich Avei CcAaW. U

RagiP Ao aO6I~I 312 440400

W 0DS 2I2P W, 2W.W 1y 0C- 20000

Ee c"Ov * Pro44404

June 22, 1979

The Honorable W. Michael Blumenthal
Secretary of the Treasury
Washington, D.C. 20220

Dear Hike:

Zn your Department'$ testimony on the independent
contractor issue before the Subcommittee on Select Revenue
Measures of the House Ways aAd 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
irregular 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
predominant real estate worker, the real estate salesperson,
is in 941 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 them is 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.

SEALTOR*-b a ,oignd g Oe m mawk rAlch
may be ood onv by rd eom pme#suoWi *Am we merernOf 0ie NATIONAL ASSOCIATION OF RIALTOAP en Pb
we*e t 0 Mkt 0066de Olf 90



176

- 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,

sack Carlson

cc: Members, House Ways and Means
Committee
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NATIONAL ASSOCIATION OF REALTORS

0orti I Hovda, Psederi
Attachment II acCefon. bsnvlsim Pre
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July 13, 1979

Mr. Donald C. Lubick
Assistant Secretary of the Treasury
(Tax Policy)
Washington, 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
review 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,
must begin with a defined universe of people, things, quantities, muosurements, 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 your Department in its testimony illustrated
a high level of compliance In the real estate industry, the actual compliance level
is 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. In fact,
fully one-fourth of all the workers In the real estate Industry whose tax compliance
was measured by the IRS may be employees, including clerical workers, skilled and
unskilled laborers and others. We cannot be certain 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
p f the 213 individuals, 711,audited In the study. Even some salespeople, moreover,
qualify as, and are treated as, 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.

814 ~r %MQ. ~ t1SC',C MF W .,i"..lC . . (.
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The IRS study is atso 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 salespeople, the primary type of worker in our industry who
is considered an independent contractor. There are approximately 1.1 million inependent
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 95Z 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 initial selection and previously 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 always
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, however, 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 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 not doing so, such as not having
earned enough 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 findings in the study
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.
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According to the limited amount of data made available concerning the
real estate salespeople,.audited as part of the study, the individuals in the
initial selection and previously filed categories had a zero compliance rate of
1.62 and 02, respectively. Moreover, these individuals reported 96.22 and 100,
respectively, of their compensation on their tax returns. By contrast, your
testimony emphasized a zero 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 illustrated above, which Is 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 available 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 in the study, and much
higher than other occupational industry groupings.

Sincerely,

acu Carson

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 direct 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 so 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 and 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 of 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

employer.

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 away 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



188

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

constitute& 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

contractors 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 Claims

(Aparacor, Inc. v. United States, 556 F.2d 1004, 1977). In 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. I/

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 contractor 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. In 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 salespeople 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 problem 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
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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 companies in other industries

desiring to utilize the safe harbor. For example, all companies

not pFreviously 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

Tx-wing -sigrificant 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 that 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. 736 because it permits those

companies desiring certainty against IRS challenge to have that

certainty by meeting its safe harbor requirements. At the same

time the bill avoids forcing companies and independent business-

people into arbitrary and restrictive methods of operation in

order to remain independent contractors.
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Administration Proposalis

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

traditAonal 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 vigorously 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. Its conclusions of the level of compliance are based on

an IRS survey of compliance in various industries.
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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 detailed 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 random 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 included 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 it

could have been estimated from the raw data collected. From the

data presented by the study, however, it can be determined that

the percentage loss of taxes is substantially lower than the

percentage of individuals not reporting income. This results

because the IRS study clearly shows that nonreporting ir 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 salespeple included

in the sample the true rate of compliance, as measured as a

percentage of taxes collected, is likely to be 90%. Consequently,

we believe that the IRS study does not provide a basis for con-

cluding that the level of noncompliance of individual 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-empl~yed 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, withholding 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.161

supported by IRS data gathered pursuant to its Taxpayer
Compliance Measurement Program (TCHP). 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, Esq., representing one of the largest
direct selling companies).
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fact withholding at all. Rather the Administration proposes that

the companies that 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

their tax payments at least in part to

with whom they do business rather than

believe that this proposal constitutes

the part of the Treasury Department to

in the collection of taxes much beyond

withholding arrangements.

Moreover, the proposal would

are being asked to send

the company or companies

to the Treasury. We

a major new departure on

involve the private sector

what is done under normal

apply this major departure

in the most unworkable of circumstances. For example, in buy-

sell relationships products may 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 at 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 financing 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 larger number of third-tier salespeople before

a sale to the consumer 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. In 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 direct 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 majo7 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

S40 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 for the government in

increased revenues. Surely in these circumstances a major change

which vitally 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

S3-845 0 - 79 - 14



decides to buy that company's pijcts 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 -pecial 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 opportunities 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

BEST COPY AVAILABLE
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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 oinbuisnesses 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 independent contractors is as high as is practically

possible. We believe that this goal can be accomplished by

taking several steps to improve information reporting, all of

which can 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 rec~mmenda-

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. In 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 1099s 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 complete 1099 reporting does

lead to increased compliance.

Improving the IRS's ability to match 1099 Forms a;.d

individual tax returns is obviously also important, and we
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support efforts to do so. 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 requirements 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 receive in increasedT

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 many 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 incorrect

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 withheld,
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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

a 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

individua-ls 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.



212

CONTENTS

SUMMARY

I. The Direct Selling Industry: Its
Economic Structure and Issues
Affecting Its Future

Issues Affecting the Industry
Characteristics of the Direct
Selling Industry

Characteristics of Direct
Salespersons

II. The Need For Certainty in Defining
Independent Contractor Status

III. Direct Sellers and Tax Withholding

Review of the Tax Compliance Study
Difficulties and Costs Arising
from Tax Withholding

Net Additional Tax Revenues Would
Be Nominal

An Alternative Approach

IV. Direct Salespersons and the Social
Security System

V. Conclusions



213

AN ECONOMIC ANALYSIS OF INDEPENDENT CONTRACTORS
AND THE DIRECT SELLING INDUSTRY

SUMMARY

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 social 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 were
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

Arrect~ng 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 Committbe, which affect the integral
role of independent contractors. The purpose of this paper
is to describe the economic and social consequences of these
issues ao 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 1.5
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-
tgaqtors 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
Direct 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 Report on Direct
Selling Salespersons, commissioned by fhe birecf--Se1iIng
Eduation 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
Inaependen-ntractor Stas-ofDrect Salesersons ando-T
Extending 'Tax Withholding t the Direct Seiling ThdustrV,
Washington, .C. March 10, I978.
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to hold full-time employment or those at the lower levels of
earnings potential.

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 11 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 figures 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 ................. 15.7 15.7 1.4 1.4

300-499................ 19.8 35.5 3.4 4.8

500-699............... 21.1 56.6 5.7 10.5

700-999 ............... 6.0 62.6 2.2 12.7

1,000-1,499 ........... 12.8 75.4 6.6 19.3

1,500-4,999 ........... 13.9 89.3 17.5 36.8

5,000-9,999 ........... 4.7 94.0 15.2 52.0

10,000 and over ....... 6.0 100.0 48.0 100.0

100.0 100.0

Source: Prepared by RxNA from the Louis Harris and Associates, Inc.: A
S of Direct Selling Salespeople conducted for the Direct
Seling-Education Foundation, October 1976.



II. The Need For Certainty In Defining
Independent 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. 1 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 IndePendnE-'ontractor
E-tus'lof Direct Salespersons anT-of Extending Tax With
oiTgfo-the-Direct Selling -_dur , Washington, D.C.

March 0,-T977.
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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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III. 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 likely 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.

1

I. Some of the results of the study and a brief descrip-
tion of the methodology are contained in the appendix of te
statement by Donald C. Lubick, 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
clarification 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. 1 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.



280

The sample of individuals audited is not
representative of independent contractors.

The universe of independent contractors
is not known, 1 hich 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 entire population
of independent contractors."

Although the Treasury describes the
selection of workers in 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
characteristics of independent contrac-
tors.

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

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.

1. Letter from Mr. Lubick to Mr. Gephardt, July 13, 1979,
p. 7a.
2. Ibid., p. 13a.
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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 these 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), which 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-compliers a large
number of workers (estimated to be almost
one-fifth of the sample) who the IRS found
had no tax liability as independent contrac-
tors .

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 1. At the same time, bised 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, but 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 liberal test) on the compliance rate of direct
salespersons, a sample size of about 410 salespersons would
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be required. If 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
'o stclosely 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 Arising
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. If 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, C.O.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. 1 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-
zing 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
probably 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 o - 79 - 16
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income (or gross income) of individual salespersons becomes
an exceptionally complex and costly requirement.

It 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.

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

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-
oliance 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 Liabiltty Burden Among

Direct Sellers, 1975

(Percent)

Cumulative percent Cumulative percent
Annual direct sales distribution of distribution of
income classes tax liability salespersons

$0-299 .................. 1.0 15.7
300-499 ................ 4.0 35.0
500-699 ................ 10.0 56.2
700-999.................. 12.6 62.1
l, 000-1,499. ............ 26.7 74.9
1,500-4,999 .......... .. .. 48.1 88.9
5,000-9,999 ............ 60.1 93.6
10,000 and over ........ 100.0 100.0

Source; Distribution of salespersons by annual direct sales income class
prepared by PRNA from the Louis Harris and Associates, Inc.
direct sales survey data, op cit. Tax liability from direct
sales income computed by RNA usLng 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.)
indf.cated in questionnaires, 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 income 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. Whether 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

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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IV. Direct Salespersons and the
Social Security 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. 1 Not only is the difference

I. This difference incorporates reducing the employers'
share of FICA by 46 percent to reflect corporate tax deduc-
tions.
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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 employe(-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 ars married. As a
result, average annual earnings from direct selling are
relatively low, 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.1 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, like
lawyers and doctors, who are in a better position to shift
the incidence 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.

53-845 0 - 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.
When 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 'y 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 likely 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, particularly when compared to total social security
contributions. Moreover, 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 consideration, however,
the financial losses to the industry from the reactions to
withholding by present and potentially new independent
contractors. 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.
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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 recommends
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 cwnloyment 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 NAII

NAII is a voluntary, insurance company trade

organization consisting of more than 400 members. Com-

panies, 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-7line insurer; and from

those merchandising their insurance products 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 companies which

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 estab-

lished ties to existing general agents. The exclusive

agency insurance companies include both 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 independent 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 individual who performs the services, not

only as to the result to be accomplished by the work but

also as to the details and means by which that result is

accomplished." [Treas. Regs. SS 31.3121(d)-I(c)(2)

(FICA); 31.3306(i)-(l) (b) (FUTA); and 31.3401(c)-l(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

insurance 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, 1954-2 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.

Bull. 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.

1 9486 (W.D. Okla. 1974); Standard Life & Accident Insur-

ance Co. v. United States, 1975-1 U.S.T.C. 1 9352 (W.D.

Okla. 1975); and Kelbern 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-

ship 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

- 5 -
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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 income 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

proposed 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-

- 6 -
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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 revenue 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 Finance, United States Senate, 95th Cong., 2d 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

rule. Congress soon became cognizant of the problem and,
i

- 7 -
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during the deliberations on the Tax Reform Act of 1976,

endorsed a statement in the Conference 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 Interadl 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

terminates 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. In 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 Report was issued. 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)

- 9 -
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While 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 year.

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 contractors. 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 doubt. 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

employees 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 challenged 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 independent

contractors, serious questions will exist as to the

status of employees of such agents. The insurance

companies have no control over the hiring, firing,

compensation, or supervision of agents' employees,

who may suddenly be treated as employees of the

companies.

- 13 -
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5. Company Pension and Profit-Sharing Plans.

Qualified pension and profit-shaking plans maintained

by insurance companies have not 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 income 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 should 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 .mployees lost their retirement bene-

fits. ("Report to the Joint Committee on Taxation,

Congress of the United States, by the Comptroller

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, 1977) (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 rise to contingent 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 2ross 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 expenses. 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 exelnptions

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 exemptions 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:

[Alssume 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 reclas-
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. While 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 (February 28, 1979)).

Notably, even if the expanded 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 standards

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 been recog-

nized 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 -



277

produce arbitrary results which would impose umecessary

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 is 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.

S. 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 is 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 anJ 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 selling 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 GAO Report and in

statements before committees of the Congress are com-

pletely answered by the Bill. Those concerns were that

- 25 -
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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 insurance

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 matters 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

- 26 -
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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, NAII

believes it is clear that S. 736 is a safe harbor till

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 regard,

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 an employee or that the per-

son for whom the service is performed is an employer,

and any determination 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

- 28 -
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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 withheld 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 finds the Treasury's

utter failure to address the issue to be astonishing.

- 29 -
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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 "radical 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 PUTA 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 conclude that a worker

is an independent contractor, thereby assuring that the

10 percent penalty proposed by the Administration would

be assesseC? The Administration's proposal offers no

solution to any of these questions. Moreover, individual

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

- 30 -
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subject to disqualification should the IRS determine umder

its reading 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." Under 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.

- 31 -
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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 the

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 perform services for

five or more payors or will 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 goal. For example, independent contrac-

tors in the real estate construction and home improvement

industries quite frequently perform services for several

- 32 -
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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 suggest that the exemptions be

excised from the Administration's proposal. Indeed,

wi L -out 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

- 33 -
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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 withholding 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 challenged by the Service'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

- 34 -
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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 Act 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 per-

mit the enactment of a Bill, such as S. 736, which pPo-

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

- 35 -
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pension plans would be subject to disqualification.

Again the status of independent contractors' H.R. 10

plans would be called into question. Again the ability

of many 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 the Subcommittee concludes

that it is not feasible to provide a complete solution

to the problem this year, NAII 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 instances 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.

- 36 -
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TESTIMONY OF

THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

PRESENTED BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEB MANAGEMENT

COMMITTEE ON FINANCE

UNITED STATES SENATE

SEPTEMBER 17, 1979

ON THE TOPIC OF

THE STATUS OF INDEPENDENT CONTRACTORS FOR TAX PURPOSES

0 M

AGC is:

More than 30,000 firms including 8,000 of America's leading
general contracting firms responsible for the employment
of 3,500,000-plus employees;

* 113 chapters nationwide;

• More than 801 of America's contract construction of commercial
buildings, highways, industrial and municipal-utility facilities.
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Mr. Chairman, the purpose of S. 736 is to clarify'.

the status for tax purposes of m "many payees as Posibleu"o'chat

wasteful and unnecessary litigation and harassment eil'l be eliminated

in the future. We also believe a necessary and proper objective of theso

deliberations would be to provide consistency among the various

federal agencies in their definitions of who is and who is not an

independent contractor. That is, the law should permit an individual

to anticipate with some reasonable certainty whether or not he

qualifies as an independent contractor 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

consideration of that issue (whether owner-operators are independent

contractors or employees), I find myself in a maze of precedents with

few standards for decision-discernible..

To our knowledge Chief Judge Bazelon's complaints have not

received attention.

We do not believe the Congress has provided the courts with helpful

confirmation concerning the economic reality test that would enable the

courts to easily and consistently determine whether small businessmen

who own and operate their own 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 Co.1 , and the decision in two cases

considered jointly U.S. v. Silk and Collector of Internal Revenue

v. Greyvan Lines.
2

These hearings also provide Congress with an opportunity

to protect the common law generally in addition to the economic

reality and control tests, and't6 promote private,.free-enterprise

by precluding regulations that would prevent the entrepreneurial

system from operating.

During the course of our testimony, we will address each of

these objectives in discussing 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 complex

area of the law.
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 Mr. Lawrence Thompson of the

Department of Health, Education and Welfare, that the integrity of

our social security system be preserved and that potentially needy

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 those 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.



We want to speak on behalf of the entrepreneurial business

people, be they large or small, who are working under very 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 Washingtom wants and still to

stay in business.

Mr. Chairman, the Associated General Contractors of America

views with deep concern the non-compliance statistics r;lea'sed by

IRS and. the General Accounting Office. AGC has long been on record

before congressional committees as advocating and supporting those

legislative proposals which extend equity, economy, and efficiency

in government.

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 is -the most efficient method for eliminating

the problem of noncompliance with tax laws. This is the solution I

propose in S. 1565.0

In his June 20th statement before the Select 4ewdve Sub-

committee of the House Ways & Means Comm4ttee, Sec'y. Lubick said-

that the IRS' compliance study "demonstrates that tere .is

widespread non-compliance by independent contractors." Also, the

General Accounting Office 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-compliance rates do not have much to do with

the industry classificationof 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 require that it b. addressed 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 by suggestions that the problem will 'be solved B a

withholding tax on independent contractors. .

To amplify this suggestion, 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 good understanding of how

many non-filers exist, who they are, why they fail to file, and wh"

action will prompt their compliance." We assume this same lack of

information exists in all industries 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 private tax information. As a result, we

cannot give you a profile of the non-filer. in the construction

industry.

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 subcommittee and the Congress must give serious consideration

to the GAO recommendations. I do not see any justification for placing

these costs and administrative burdens on the independent contractor.

And, again, this substantiates the need for special hearings on this

matter, which affects the entire structure of the U.S. voluntary tax

system.

Mr. Chairman, we are up to our'eyeballs in rul"s, regulations,

directives, procedures, inspections, audits and paperwork from an

evergrowing horde of agencies of 'the federal government._&rn-article..

in the August 6, 1979 issue of U.S. News & World Repqrt 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 3N 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 highei'prices 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 by 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 harassment 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 guarantee 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 than one billion

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 requirements, especially for the small businessman. Increased

regulation sounds harmless when one agency considers only its own

requirements, but I assure you that the cumulative effect of all

governmental requirements is a national disaster 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. . I want tq, point

out that Sec'y. Lubick also admitted that the study showed tliat oply

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, most 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 t)id 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 market and other debt instruments to

reduce underreporting." since when has the government become so

interested in counterproductive, 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



300

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 taxes possible in the

easiest way possible for the government, with little -fegard for the

administrative burden placed on the productive segm6nt'df our society.

This, coupled with the apparent goal of eventually repladi~njthe small

independent, free enterprise entrepreneurs with more placid,more

regimented and less productive employees, is an insidious infringement

on our cherished freedoms and a drag on our productivity.

Instead of discouraging the proliferation of small independent

contractors we should do everything in our power to encourage growth

in their number, even-to the extent of giving tax incentives. For

many present-day businessmen, their status as independent contractors

provided the first step in establishing their own business enterprises.

In some instances it was full time work, in others it was part time,

extra work, at nights and on weekends and holidays. These are fiercely

independent people who are trying to get ahead 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 Secly. Lubick. The 10% tax on this
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gross income, even if actually owed to and collected by the federal

treasury, is a pittance compared to the administrative and economic

costs to the businesS 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, again contributing to increased

cost to the consumer and adding to inflation.

Sec'y. Lubick said that "in effect, the employee pays the

-employer's share of the payroll tax in the form of lower gross wages."

This simply is not so in the construction industry. 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. increased contract price for the

construction he purchases. In 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 nowhere is it more

obvious than in the construction industry.

There seems to be a general agreement in the private sector that

independent contractors should be distinguished from employees and

exempted from federal tax withholding requirements. The problem exists

in 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 construction 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 inclusion 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 the aforementioned

Mutual Trucking and Greyvan cases, giving this provision, we think,

equal standing under tax law. In the Mutual Trucking case 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 arrangements leave the driver-owners so much

responsibility for investment and management..." they must be held to be

independent contractors. 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 company in- exchange for a percentage of

the revenue obtained for hauling on orders solicited and obtaied

by the trucking company was deemed an entrepreneur, 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 Labor 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 to conflict with or replace the common law

regarding the independent contractors asviewed by other agencies and

the courts.

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 ih 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 series of cases involving

Associated General Contractors of California, wherein the court had

found that the board had erred in finding certain dump truck operators

to be employees, again because 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. In this case, the court referred to the 'investment and

management test as the 'tDtal 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 these two

"safe 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 01, 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 probably 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 scheduling of the

hour worked. On some large projects, a contractor willhavne as many

as 500 trucks dumping and/or removing material. Most of those'owner

operators would not know who the others are or where they are from

and could nQt 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 Trucking case - -

that the payor can control and direct an independent contractor

(owner-operator) as to the result 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 one subsection.

As to requirement #2, place of business, owner operators of

trucks usually have over night vehicle parking problems and normally

find rent-free parking accommodations on the construction site. 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
DoL6.

work stoppage. But their tax status under the Gephaed proposa-l 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 attributable solely to his manual contributions. That

line of demarcation differs from that in the Dole proposal. However,

apparently an owner operator would qualify under #-3(a. "

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 paper ability. You would be

surprised at how very difficult it is just to obtain a proper W-2

form from the field. -We can see that the necessity of obtaining 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 payor would fail to file information

returns required for such services under code section 6041(a), ,either

through administrative oversight or through lack of proper knowledge

of all the ramifications bf the law. For that reason, AGC supports

the two provisions in the Crane bill. First, Sec. 3508(c)(7), that unless

the failure to file is willful or intentional, the inaiviouai's status

is not affected.

Second, and most important, Crane's Section 4, that
instructs IRS to conduct o 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 employed 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 he didn't say the disclosure prbved it.

Before the Congress enacts a requirement that could'fotce

some small businessmen to close shop, it would seemi prudent to

require a very detailed and reliable study, even if it requires an

additional appropriation to IRS.

We do suggest that report language indicate that IRS should

be instructed to develop a new, shorter, more efficient reporting

form to be used in connection with the study, perhaps along the lines-

of that used for repOrting interest income.

However inappropriate the Dole points would be to owner

operators, 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.

In this regard, I take this opportunity to call your 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 ft appears that

the owner-operator group is larger than many of the indepedeht

contractor groups that are now included in the Gephardt/Dole "safe

harbor." In 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 payees... According 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 trucking service industries.

Wewould also have to include owner operators in all other fields so

the numbers would be quite significant. Overdrive estimated that 20%

of these owner operators 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 presidents of The

Associated General Contractors began their careers in the construction

contracting business by serving as owner-operators of pieces of

equipment.

The recognition of bona fide owner operators 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 enterprise (MBE) in the construction industry.- It is no

secret that The Associated General Contractors has opposed, the HBE

law in litigation 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 number of minority business

enterprises into the construction industry. Consistent with this

goal, we would 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 &uqgest 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 anticipate working -for five or more

payors during the current year. This, of course, is based on Sec'y.

Lubick's proposal that "no withholding would be required on payments to

an individual who provides similar services to five or more payors

during each calendar ybar."

This makes sense and is incorporated into subsection (d) of

the Crane bill. This subsection also makes sense to the argument for

no withholding. If 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 independent

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 qualAfy as'an independent

contractor under the current IRS common law definition of an

independent contractor. AGC recommends therefore thaf'the committee

include in the Dole bill a no-inference section; Sec. 3'1-42-03(5-71)5

of the IRS Training Manual. In other words, the current TASdefinitfon

should be codified into the statute to preclude later'attrition by IRS

expansion of the present common law test to enlarge the employee

definition and narrow the independent contractor 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 Aaw guidelines. In the general rules

for execution of the complicated form SS-8, it is stated, "The

determination 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 provisions of the internal

revenue code, is based on the usual common law rules applicable ifi

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

tho 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 apparent, abrupt about face in its public approach

to common law as it relates to independent contractors. He emphasized

Sec'y. Lubick was saying that the IRS was now ready to accept the

common law if Congress would accept withholding for independent

contractors. Although Congressman Gephardt did not. say.it, some

might charge that this so-called "offer too good to refuse: !

beneath the dignity of the Congress. ..

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 course, would not preclude

the courts from adding new factors.

It would, however, as mentioned, preclude IRS from changing

its mind at some time in the future 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 some time in the future, the Congress may want

to determine if and how the twenty factors can be Meighed

comparatively in order to put 4ll independent contractors, in effect,

in a "safe harbor." This would completely eliminate unnecessary

harassment and litigation which, as we understand, is the specific

goal of this committee and the Congress.

Therefore, we suggest the legislation to read under Sec. 3508(f)(2):

Many determination of such an issue shall be made after consideration of
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no less than the following,* and then list the 20 common law factors

we have included in footnote 5. If this can be accomplished by

report language, that would be fine.

In conclusion, Mr. Chairman, AGC does support another amendment

to S. 736 requiring that all workers who are reclassified as independ-t

contractors after date of enactment must come in under the economic

reality test or the twenty common law criteria. This'j rovision has

been included in Section 3508(e)(2) of the Crane bill. This would

eliminate the criticism of S. 736 that employers could autbmitically

switch their employees to independent contractor status.

We feel this is a valid concern since the person's status would be

changed from an employee to independent contractor and the element

of coercion could become a factor. The Crane provision would eliminate

the so called "switching," but would not affect newly-established

Independent contractors after the date of enactment.

The committee, however, might want to exclude, in report

language, those "switches" who were previously independent contractors

and were subsequently forced and/or harassed into employee status by IRS.'

I am sure the committee has been made aware 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, Mi. Chairman, based

our testimony on what we believe to be the common law and common sense.

Thank you for this opportunity to share this vital information

with you. We hope it will be useful and we will be happy to attempt

to answer any questions.
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FOOTNOTE 1

UNITED STATES v. AIWTVAL TIRUCHING CO. 655

UNITED STATES v. MUTUAL
TRUCKING CO.

No. 9701.

Circuit Cout of Appeals, Sixth Circuit.
April 7, 1944.

I. Internal revenue =i129
The Social Secprity Act recognizes

the common-law definiti6n 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 Ci129
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 compelled to
apply to Interstate Commerce Commission
and state that plates were to be displayed on
vehicles operated by and under control of
company was not conclusive, in view of
Commission's recognition of operation of
trucking companies through independent
contract. Social Security Act, §§ 801 et
seq., 901 et seq.. 42 U.S.C.A. §§ 1001 et seq.,
1101 et seq.; Federal Insurance Contribu-
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656 141 FEDERAL RE!

tons Act, 5 601 et seq., 26 U.S.C.A. Int.
Rev.Code, J 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. 1 303(19).

3. Internal revenue e: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 instruct
them as to how to transport it. Social Se-
curity Act, §§ 801 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.IntRev.Code, § 1600 et
seq.

4. Internal revenue l 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 neither 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,
5 1400 et seq.; Federal Lmployment Tax
Act, § 608 et seq., 26 U.S.C.A.Int.Rev.Code,
§ 1600 et seq.

See Words and Phras, Permanent
Edition. for .11 other definitions of
"Employee" and "Independent Contrac-
tor".

Appeal from the United States District
Court for the Northern District of Ohio,
Western 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 illegally collected fro'n plaintiff
under the Social Security Act, the Federal

.-ORTER, 2id SERIES

Unemployment Tax Act, and the Federal
Insurance Contributions Act. From a judg.
ment for plaintiff, 51 F.Supp. 114, the de.
fendant appeals.

Affirmed.
Frederic G. Rita, of Washington, D. C.

(Samuel 0. 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, Ohio
(Wilbur t Benoy and Arthur M. Sebas.
tian, both of Columbus, Ohio, on the brief),
for appellee.

Before ALLEN, HAMILTON, and Mc.
ALLISTE;., Circuit Judges.

ALLEN. Circuit Judge.
In ad ;.ction for refund of taxes, from

which 'he present appeal is prosecuted, the
Distr.-t Court entered a judgment for
$7,54.54 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, U.S.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.
1 1400 et seq., and assessed additional taxes
aggregating the amount of the judgment.
The additional taxes were based upon a
determination that the appellee during the
year 1939, in addition to amounts previous-
ly reported, had paid taxable wages amnount-
ing to $204,090.30. rhis amount was one-
third of the total paid by appellee during the
period in question to certain so-called "own-
er-operators" who performed truck/rir
transportation for it under contracts herc-
inafter described. Each of the statutes in-
volved imposes a liability for taxes up,'
"every employer * 0 * with respect O
having individuals in his employ." The
District Court held that the appellee was
not the employer of the owner-operators nor
of various persons working under them, bu:
that the owner-operators were itdependcfl
contractors, and that the taxes, penalty a1d
interest charged against appellee had bL:-'
erroneously ar.,i tiiegally assessed.

The facts are undisputed. The appellee
s a corporation organized under the laws

ST COPY AVAILABLE
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UNITED STATESt. MUTUAL, Tlit'CKING CO.
a r..a w

of the State of Illinoi. havi g its principal
place of business in Toltdo, Ohio. During
the entire period in qtcstion it contracted
with certain owncr-opr.tors to do hauling
for it in interstate commerce, under identi-
cal written contracts. which contained the
following clause: "It is to 10e clearly un-
derstood and agreed, and it is the intention
of the parties hereto, that Second Party
[owner-operator] is a contractor only and
is not the agent, employee or representa-
tive of First Party [appellee] for any pur-
pose whatever." The contract also provid-
ed that the owner-operator should assume
full responsibility for the payment of all
state and federal taxes for unemployment
insurance, old age pensions, or other social
security laws as to all persons engaged in
the performance of the contract.

1  
This

provision has been rigidly adhered to by
both parties.

Since appellee arid 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 Coinpa ny in Chicago, Milwau-
L-ee, Toledo and other important cities.
Each owner-operator hires and discharges

1"First Party hereby grants permission
to Second Party, without charge or costa,
as and when neceasary and required, to use
its certificates or permits for suc hauling
of freight as he may do for First Party,
but for no other purpose whatever. ALU
license tags, drivers' licenses, union fees
or does, fees assessed by municipal cor-
porations, or other fees of any kind or
character other than as herein provided,
shall be paid and borne by said Second
Party, and First Party shall have no re-
spotnsibility whatever to Second Party. his
drivers, helpers or employees for any fines,
costs or expenses incurred by Second Par-
ty or any of his employees by reason of
his or their failure to have proper mark-
Ings on equipment, or by reason of any
violation by second party or any of his
employees, of ar~y rule or order of the Bu-
reau of Motor Carricra of the Interstate
Commerce Commission, or any Public
Utility CommLsion, or other authority of
an, state; and nothing in this contract

141 F.2d--42

hi drivers. The p:,ymcnt of the drivers,
the cost of m:,intvcnancc and rcjairs and the
cost of operation Lre borne e.clusivcly by
the owner-opcrators. In compliance with
the contract, individual insurance covering
both property and tort liability is carried by
the owner-operator. The equipment is
marked usually "Operated for Mutual
Trucking Company," but a number of trail-
ers are marked only with the name of the
owner-ope!rator. The trucks carry plates
secured from the Interstate Commerce
Commission which are required by the
rules of the Commission, and are applied
forby the appellee, but each owner-opera-
tor secures his own state license plates and
drivers' licenses. Each driver is compelled
to carry an identification card which bears
a statement that it must be returned when
the bearer leaves "the Employ of the Coin-
pan)'." The. identification card ;as pre-
pared and supplied not by the appellee, hut
by the insurance company interested in the
operation. All drivers of trucks are re-
quired to register at stations maintained
by appellee 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 delayed, but the
appellee, 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 progressed. The appeilee has es-
tablished a road patrol consisting of certain
inspector;, who drive on the routes in order

shall be in any way construed to consti-
tute Second Party or any of his agents or
emuployces as the agent, employee or repre-
sentative of First Party. Second Party
also agres that he will, at all times, com-
ply with all laws, rules and/or regulations
of the Bureau of Miotor Carriers of the
Interstate Commerce Commission, or any
Public Utility Commission, or other an-
tho,.;y of any stte in and through which
he may be operating under this contract
with respect to workimen's ¢ompentation
or other insurance for the benefit or pro-
tection of his employees, and that be RijU
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 a,ges to meet
all requirements of regulations now or
hereafter adopted or promulgated by legal-
ly constituted authority in respect there-
to."

-S CP VhjLNBLE
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to check on the observance by the truct
drivers of statutes and regulations of tht
various commissions. In case any violatior
of law or the regulations is observed, th4
patrol, instead of reporting the matter tc
the appellee, reports to the police or to th(
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 cotjmittee pen-
alized one of his men for driving reckless-
ly and in effect forced him to dicharge the
driver.

[11 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 general. 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 definition of independent con-
tract and excludes such relationship from
the burden of the tax. American Oil Co. v.
Fly, Collector, 5 Cir., 135 F2d 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, affirming D.C., 31 F.Supp. -53.

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 by appellee, the statutory rela-
tionship of employment 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
employees, together with penalties, under the
same statutes.

The contract clearly seeks to establish
a relationlhip of indclcudent contract. It

53-845 0 - 79 - 21

c specifically provides that it shall be guy.
! erned by Ohio law. The Ohio decisions
i 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 requirement
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 Con-
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 Corn-
mission recognizes operation of trucking
companies 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 II of the In-
terstate Commerce Act, Title 49, U.S.C. §
301 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, U.S.C., § 303(19), 49 U.S.
C.A. § 303(19), the present operation, so far
from being condemned, is valid under fed-
eral law. The use of the plates and the
form of the application therefor is clearly
explained by the necessity for complying
with the regulations of the Interstate Com-
merce Commission.

[3,4] As opposed to this circumbtanc--
the owner-operators select, discharge ai;,i
pay their drivers. In the only case of penal-
ization shown in the record, the penalty %s:1
suggested by the Operators' Safety Cou-
cil and was enforced, not by the appellee.
but by the owner-operator. Neither the
drivers nor the owner-operators are undir
appellee's control with reference to the
manner of their work. The important rci"'
lations which they observe grow out of ..;d
are imposed by the contract and the apl"

BEST COPY AVAILABIF
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able statutes and regulations. 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
appellee in these transactions 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
appellee instructs the owner-operators when
and where to transport the freight carried,
it does not instruct thcm how to transport
it, While both the appellee 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 employee of such
persois, except that-

"(1) if the person for whom the individu-
al performs or performed the services does
not have control of the payment of the
wages for such services, the term 'em-
ployer' * * 4 means the person having
control of the payment of such wages

"* *." 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 376. Our conclu-
sion 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
LEd. 849; Government Personnel Auto-

6.5 1

mobile Ass'n v. United States, 5 Cir., 124
F.2d 99. Cf. 1Midwcst llaulkrs, Inc., v.
Brady. 6 Cir., 128 F.2d 496, 499; Walling
v. Sanders, 6 Cir., 136 F.2d 78. which con-
strued a similar provision of the Fair La-
bor Standards Act, 29 U.S.C., § 201 et seq.,
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; Coviello
v. Industrial Commission, supra; Gillum v.
Industrial Commission, 141 Ohio St. 373, 4S
N.E.2d 234. "

Our decision in Vestern Express Co. v.
Smeltzer, 88 F.2d 94, 112 A.L.R. 74, is not
in conflict. While the operation there 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 reports filed evidence a
greater degree of control than the drivers'
log used here. Explanation of delay was
required to be given, and details o'f expense
to be reported. 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 canons 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 U.S.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 appellee.
However, the Collector, without any evi-

UNITED ST.TAMS r. .It"7AT, TIIUCKING CO.
141 F.?,d 610i
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dence upon this question, determined 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 owner-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
upon a payroll when there is none, and
there can be none in such a situation."
Covicilo v. Industrial Commission, supra
(129 Ohio St. 589, 196 NE. 663J.

The judgment is affirmed.
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Syllabus. 3,31 U. S.

UNITED STATES v. SILK, POING 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-
tractors or "employees" within the meaning of the Social Security
Act, the same rules are apiplicable as were applied by this Court
to the National Labor lRclations Act in Labor Board v. Hearst
Publications, 32, U. S. 111. Pp. 713-714.

2. Unloaders of coal who provide their own tools, work only when
they %vish to work and are paid an agreed price per ton to unload
coal from railroad cars, held. in the circumstances of this case, to be
"employees" within the meaning of the Social Security Act. Pp.
706, 716-71S.

3. Truck drivers who own the;r own trucks, pay the expenses of their
operation, employ and pay their own helpers and receive compen-
sation on a piece-work or percentage basis, held, in the circum-
stances of these cases, to be independent contractors and not "em-
ployees'" within the meaning of the Social Security Act. Pp. 706-
710, 71 S--719.

155 F. 2,1 356, affiined in part and revere(l in part.
156 F. 2d 412, affirmed.

No. 312. The District Court granted respondlents a
judgment for a refund of social security taxes. The Cir-
cuit Court of App~eals affirmedl. 155 F. 2d 356. This
Court granted certiorari. 329 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 affirnedJ. 156 F. 2d 412. This
Court granted certiorari. 329 U. S. 709. Affirined, p. 719.

*'r,)-,vt hr with No. 673, Harrisin. Collector o/ Internal Revenue,

v. Gr,,yr'o Iip's. Inc.. on certiorari to the Circuit Court of Aippeals
for the Sevi.nih Cir,.,uit, argited March 10, 11, 1947.

RFST COPY AVAILABLE
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Robert L. Stcrn argued the cause for petitioners. With
him on the briefs were Actiny Solicitor Gcneral Washing-
ton, Scu'all Key and Lyle .11. Turner. Jack B. Tate was
also with them on the brief ini No. 312.

,Ralph F. Glcnim argued the cause for respondeit in
No. 312. With him on the brief were Robcrt Stone and
l'arrcn 1J'. Shaw.

lilbur E. Benoy argued the cause for respondent in
No. 673. With him) on the brief were Arthur MI. Sebas-
lian and Robert Driscoll.

MR. JUSTICE 1R:ED 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 both 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 determination 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 employees under the
Act. Varying standards have been applied in the federal
courts

I Titles Viii and IX, Social 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 Texas Co. v. Hipggins, IIS F. 2d 636; Jones v. Goodson, 121 F. 2d

176; Deecy Products Co. v. i'elch, 124 F. 2d 592; American Oil Co. v.
Fly, 1:35 F. 2d 491 ; Glenn v. Beard, 141 F. 2d 376; Magruder v. Yellow
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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 sonic 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 655; Glnn v. Standard Oil Co., 148 F. 2d 51, 53; McGowan v.
Lazero I 14S F. 2d 512; United State, v. Wholesale Oil Co., 154 F. 2d
745; United States v. Vogue, Inc., 145 F. 2d 609, 612; United States
v. Aberletn .Aerie No. 2., 14S F. 2d 655, 65S; Grace v. Magrud'r, 148
F. 2d 679, 6S0--S1; Nevins, Inc. v. Rothensies, 151 F. 2d IS9.

BEST COPY AVAILABLE
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adopted a call list upon which their names cone 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 clay 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 Appeals 3 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

155 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 affirmed. 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 truckmen were
independent t contractors.

The respondent operates its trucking business under
a permit iSSuIed 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 early as 1930, before the passage of the
Social Security Act. the respondent adopted the system
of relations with the trucknien here concerned, which gives
rise to the present issue, The system was based on con-
tracts with the truckuien under which the trucknien 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 fuirniish all fire. theft. and
collision insiratnce which the responldent might specify, to
pay for all loss or (Ialimage to shipiiietiis ani to im Iennify
the coipaniy for any loss caused it by the acts of the
truckinen. their servants and employees, to paint the
designation "Greyvan Lines" on their trucks, to collect
all money lue 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

4 156 F. 2d 412.
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company in the amount of $1.000 and cash deposits of
S250 pending final settlement of accounts, to personally
drive their trucks at all tines or be present on the truck
when a comipelent relief driver was driving (except in
emergencies. whNen a substitute might be employed with
the approval of the company). and to follow all rules,
regulations. and instructions of the company. All con-
trae!s 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 to receive from the company a percentage
of the tariff charged by the company varying between 50
and 52% and a bonus up to 3% for satisfactory perform-
ance of the service. The contract was terminable at any
time by either party. These truckmnen 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
movements, although not the routes to be used, and to
which the truckmen. at intervals, reported their positions.
Cargo ilnsurancee was carried by the company. All per-
mits, certificates and franchises "necessary to the opera-
tion of the vehicle in the service of the ('oipany as a
notor carrier under any Federal or State Lw" were to be

obtained at the companyls expense.
The record shows the following additional undisputed

facts, not contained in the findings. A manual of in-
structioins, 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 truckrnen 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 prograin of alleviation.
Employers do not pay taxes on certain groups of
employees, such as agricultural or domestic workers

3'Mcsge of the President, Jamary 17, 1935, and Report of the
Committee on Economic Security, 11. Doe. No. 81, 74th Cong., 1st
Sss.; S. Rep. So. 628, 74th Cong., I-4t Se...; S. Rep. No. 734, 76th
Cong., Ist Sess.; I. Rep. No. 615, 74th Cong., 1st Sess.; If. Rep. No.
728, 761h Cong., Ist Sss. Stetcard Machine ('o. v. Davis, 301 U. S.
54S; lIelverinej 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. §§ S04 and
901; 1. R. C. §§ 1410, 1600. "Wages" meals all remu-
neration for the employment that is covered by the Act,
cash or otherwise. 8 811.907; 1. R. C..- 1426. 1607 (b).
"Employr'ieni" means "any service, of whatever nature,
performed . . . by an employee for his employer, ex-
cept . . . Agricultural labor" et cetera. §§ 81.1 (b),
907 (c); I. 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 (c) (1). See Social Security Board
v. Nicrotko, 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 soine of the hardships of existence. Hlelver-
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 categories 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 business 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-



326

712 OCTOBER TERM, 1946.

Opinion of the Court. 331 U. S,

erality of the employment definitions 4 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 i:ould 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 of the benefits sought
by the legislation.' These considerations have heretofore
guided our construction of the Act. Buckstafl Bath House
Co. v. McKinley, 308 U. S. 358; Social Security Board v.
Nierotko, 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
eniployer-employee relationship. Production and distri-
bution are different segments of business. The purposes
of the legislation are not frustrated because the Govern-

6 See 53 Stat. 1384, 1393, "The term 'employment' means any" service
performed prior to January 1, 1940, which was employment as defined
in this section prior to such (late, and any service, of whatever nature,
perfornivd after December 31, 1939, within the United States by an
employee for the person 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.
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ment collects employment taxes froln the c!i ributor 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 said 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, "employees" 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 security legislation should fol-
low the same rule that we applied to the National Labor
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Relations Act in the Hearst case. This, of course, does not
leave courts free to determine the ennployer-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 tlat 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.

S Treasry Rcgulation, 90, promulgated under Title IX of the
Social Security Act, Art. 205:

"Gen,.raliy the relation-,hip exists when the person for whom services
are performed h:is the right to control and direct the individual who
performs the services, not only as to the result to be accomplished
by the work bht alto as to the tailss and means by which that result
is accomplished. 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 rirht to discharge is ako an important factor
indicating that the per. on O-e.ing that right is an employer. Other
fact ur. ,h r: t,,ri-rie 01 .o n cm l)lo)yer :ire the furni:lhitg of toolk , and
the fumrni.-hin,, of a place, to work, to the individtlml who performs the
service.. In general, if an individual is subject to the control or ilirie-
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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 employee is immaterial. Thus, if two individuals
in fact stand in the relation of employer and employee 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 employees." 26 C. F. R. § 400.205. See also
Treasury Regulations 91, 26 C. F. R. § 401.3. (Emphasis added.)

' The citation of these cases does 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 655;
Jones v. Goodson, 121 F. 2d 176; Af agruder v. Yellow Cab Co., 141 F.
2d 324; Texas Co. v. Higgins, 118 F. 2d 636; American Oil Co. v. Flyt,
135 F. 2d 491; Glenn v. Standard Oil Co., 148 F. 2d 51.

See also note 2.
10 GrCgory v. Helvering, '293 U. S. 405; Griffiths v. Commissioner,

308 U. S. 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 equipment 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 were 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
lowercourts in a contrary result, we cannot agree that the

11 United States v. Silk, 155 F. 2d 356, 35S-9: "But even while they
work for appellee they are not subject to his control as to the method
or manner in which the)' are to do their work. The undisputed
evidence is that the only- supervision or control ever exercised or that
could be exercised over the haulers was to give them the sales ticket
if they were willing to take it, :nd l.t 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 front that bItwo,.n him and the hmulers. In
response to a (1 leu-tion on cro-s Mxflintrion, appellee did testify that
the iinloadlcrs didl whvat his solwerintn, l[nt at tht, coal yard told tih.m
to do, but when con.-uuired in the light of all his testamnuny, all that
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unloaders in the Silk case were independent contractors."
They provided only picks and shovels. They had nio op-
portunity 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 unihsputed facts fail to establish such reaonable 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 employer and employee between appellee and the
workers in question."

Greyvan Lines v. Harrison, 156 F. 2d 412, 414-16. After-stating
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 o ,er the truckmen
and their helpers as to the methods and means of their operations
which, it is agreed, furnish the test for determining the relationship
here in question .

It then discussed the 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 trucknen, 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 March, 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 impractical and was not adhered to:'

After a discussion of the helper problem, this statement appears:
". the Company cannot be held liable for employment taxes on the

wages of persons over whom it exerts no central, 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. .

12 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

13 I. 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 labor not in the course of the employer'a trade or

business;
14 Swilt & Co. v. Alston, 48 Ga. App. 649, 173 S. E. 741; Holmes v.

Tennessee Coal, 1. &I R. Co., 49 La. Ann. 1465, 22 So. 403; Muncie
Foundry Co. v. Thompsoil, 70 Ind. App. 157, 123 N. E. 196; Chicago,
R. I. & P. R. Co. v. Bennett. 36 Okla. 358, 128 P. 705; Murray's Case,.
130 MNe. IS1, 154 A. 352; Decatur R. Co. v. Industrial Board, 276 I1.
472, 114 N. E. 915; Benjamin v. Fertilizer Co., 169 Miss. 162, 152 So.
839.

13 Western Express Co. v. Smeltzer. SS F. 2d 94; Industrial Com-
mission v. Bonfils. 78 Colo. 306, 241 P. 735; Coppes Bros. & Zook v.
Pontius. 76 Ind. App. 'N9, 131 N. E. 845; Burruss v. B. .1!. C. Logging
Co.. 3S N. M. 254, 31 P. 2i 263; Bradley v. Republic Creosoting Co.,
281 Mich. 177, 274 N. W. 754; lou.se v. Town of Bird Island, 169
Minn. 3617, 211 N. W. 327; Industrial Commission v. Hammond, 77
Colo. 414, 2:36 P. 10W6; Kirk v. Lime Co. & Insurance Co., 137 Me.
73, 15 A. 2d 184; Showers v. Lund. 12:3 Neb. 56, 242 N. W. 258;
Burt v. Davis-IT'owl Lumber Co., 157 La. 111, 102 So. 87; Dunn v.
Reeves Coal Yards Co., inc., 150 .Minn. 2S2, IS4 N. AV. 1027; Waters
v. Pioneer F'l Co.. 52 Minn. 474, 53 N. 11. 52; Warner v. Ilardwood
Lumber ('o.. 2:31 Mich. 32S, 204 N. W. 107; Frost v. Blue Ridge
Timber Corp.. 158 Tvnn. IS, I I S. W. 2d S60; Lee v. Mark H. Brown
Lumber ('Co., 13 iA. App. 294, 131 So. 697.

See particularly .Nnitger .lntiufacturintg Co. v. Rahn, 132 U. S. 513.
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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 ma management as here,
they must be held to be independent contractors."8  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.

IR. JUSTICE BLACK, AiR. JUSTICE DOUGLAS and MR.
JUSTICE MURPHY 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.

MIR. 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-
line cases.' That would be true, I think, even if the so-

36 Compare United States v. Mutual Trucking Co., 141 F. 2d 655;
Glenn v. Standard Oil Co., 14S F. 2d 51.

I 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 facts 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 have regarded it.' It is even more true under

2It 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, fo
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 ticking opera-
tions. For federal cases in point see 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 see for a general collection of state cases,
9 Blashfield, Cyclopedia of Automobile Law and Practice (1941)
§ 6056.

Certainly the question of coverage under the statute, as an em-
ployee, should not be determined more narrowly than that of em-
ployee 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.

3 In the Silk case formZL 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 exercised control 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 control. The court was influenced by
the regulations proinulgated tinder the Act (leg. 90, Art. 205) and
also by the Bureau of Internal Revenue (Reg. 91, Art. 3). The
opinion conchiies: "The undisputed facts fail to establish .such reason-
able mcas .ire of ilireetion and control over the method and meams of
performing the services . . . as is nvees.ary" to create the employer-
eniployee relat ion. 155 F. 2d :356,359.

In the Gre yvan ea.se formal findina- and conclt.ions were filed.
The Circuit Court of AppI .:, :ccelptin,. the finlins. co|clile'4l t hey
d oi A git show a"chuin or tighteniM4 of controls" after i1W Comp1any's

adoption of a inI.tnuuu:l in 1940, ilrhologh ir. 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 adopt ing 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 purposes 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 renanding the causes to the District

forced, would go far to establish an employer-employee relation-
ship .... ".156 F. 2d 412, 415. Ilow(v(,r, it found another factor
conclusive: "While niany 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
perfonning the work in gcnmral 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 t decision.

I would follow that course, so far as the truckers are
concerned.
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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 enacted by the Senate and House of Representatives

2 *of the United States of America in Congress assembled,



88
1 SHORT TITLE

2 SECTION 1. This Act may be cited as the ''Self-Employed

3 Tax Status Clarification Act of 1979''.

4 STANDARDS

5 SEC. 2. (a) IN GENERAL.--Chapter 25 of the Internal

6 Revenue Code of 1954 (relating to general provisions

7 relating to the employment taxes) is amended by adding at

8 the end thereof the following new section:

9 ''SEC. 3508. ALTERNATIVE STANDARDS FOR DETERMINING WHETHER

10 INDIVIDUALS ARE NOT EMPLOYEES.

11 ''(a) GENERAL RULE.--For purposes of this subtitle other

12 than chapter 22 and for purposes of chapter 2, and

13 notwithstanding any other provision of chapters 21, 23, and

14 24 of this subtitle, if all of the requirements of

15 subsection (b), (c), or (d) are met with respect to service

16 performed by any individual--

17 ''(1) such service shall be treated as being

18 performed by an individual who is not an employee, and

19 ''(2) the person for whom such service is performed

20 shall not be treated as an employer with respect to such

21 service.

22 ''(b) SUBSECTION (b) REQUIREMENT.--For purposes of

23 subsection (a), the requirements of thfs subsection are met

24 with respect to service performed by any individual if--

25 ''(1) CONTROL OF HOURS WORKED.--The individual
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1 controls the aggregate number of hours actually worked

2 and substantially all of the scheduling of the hours

3 worked.

4 ''(2) PLACE OF BUSINESS.--The individual does not

5 maintain a principal place of business, or, if he does

6 so, his principal place of business is not provided by

7 the person for whom such service is performed, or, if it

8 is so provided, the individual pays such person rent

9 therefor. For purposes of this paragraph, the individual

10 shall be deemed not to have a principal place of

11 business if he does not perform substantially all the

12 service at a single fixed location.

13 ''(3) INVESTMENT OR INCOME FLUCTUAT:ON.--

14 ''(A) The individual has a substantial

15 investment in assets used in connection with the

16 performance of the service, or

17 ''(B) The individual risks income fluctuations

18 because his remuneration with respect to such

19 service is directly related to sales or other output

20 rather than to the number of hours actually worked.

21 ''(4) WRITTEN CONTRACT AND NOTICE OF TAX

22 RESPONSIBILITIES.--

23 ''(A) The individual performs the seryice

24 pursuant to a written contract between the

25 individual and the person for whom such service is
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1 performed--

2 ''(i) which was entered into before the

3 performance of the service, and

4 ''(ii) which provides that the individual

5 will not be treated as an employee with respect

6 to such service for purposes of the Federal

7 Insurance Contributions Act, the Social Security

8 Act, the Federal Unemployment Tax Act, and

9 income tax withholding at source; and

10 ''(B) The individual is provided written notice,

11 in such contract or at the time such contract is

12 executed, of his responsibility with respect to the

13 payment of self-employment and Federal income taxes.

14 ''(5) FILING OF REQUIRED RETURNS.--The person for

15 whom such service is performed files any information

16 returns required in respect of such service under

17 section 6041(a).

18 ''(c) SUBSECTION (c) REQUIREMENT.--For purposes of

19 subsection (a), the requirements of this subsection are met

20 with respect to service performed by any individual if--

21 ''(1) INVESTMENT IN ASSETS.--The individual has a

22 substantial investment in the assets used to perform

23 such service.

24 ''(2) OWNERSHIP OR LEASE OF ASSETS.--The individual

25 owns the assets, or holds them under a bona fide lease
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1 agreement.

2 ''(3) MAINTENANCE OF ASSETS.--The individual is

3 responsible for the maintenance of the assets.

4 ''(4) INCIDENCE OF COSTS.--The individual bears the

5 principal burden of the operating costs of the assets,

6 including fuel, repairs, supplies; insurance, and

7 personal expenses while engaged in the performance of

8 the service.

9 ''(5) RESPONSIBILITY FOR PERSONAL SERVICES.--The

10 individual is responsible for supplying the personal

11 services necessary in performance of the business.

12 ''(6) CONTRACT.--The individual performs such

13 service pursuant to a written or oral contract with the

14 person for whom such service is performed.

15 ''(7) RETURNS.--Failure by an individual to file any

16 return with respect to remuneration received for the

17 service involved, unless such failure is willful or

18 intentional, shall not affect the application of this

19 subsection to such individual.

20 ''(d) SUBSECTION (d) REQUIREMENT.--For purposes of

21 subsection (a), the requirements of this subsection are met

22 with respect to service performed by any individual in any

23 taxable year if--

24 ''(1) such individual performed similar services for

25 5 or more payors during the preceding calendar year, or
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1 ''(2) objective circumstances indicate that such

2 individual can reasonably expect to perform services for

3 5 or more payors during the taxable year.

4 ''(e) SPECIAL RULES.--

5 ''(1) SECTION NOT TO APPLY TO CERTAIN INDIVIDUALS

6 FOR PURPOSES OF SOCIAL SECURITY TAXES.--For purposes of

7 chapters 2 and 21, this section shall not apply to an

8 individual described in section 3121(d)(3) (relating to

9 certain agent-drivers, commission-drivers, full-time

10 life insurance salesmen, home workers, and traveling or

11 city salesmen).

12 ''(2) SPECIAL RULE FOR CONTRACTS ENTERED INTO BEFORE

13 1981.--With respect to contracts entered into before

14 January 1, 1981, subsection (b)(4) of this section shall

15 be deemed to be satisfied if such contract clearly

16 indicates that the individual is not an employee (either

17 by specifying that the individual is an independent

18 contractor or otherwise), provided that the notice

19 required by subsection (b)(4)(B) is given before January

20 1, 1981.

21 ''(f) NO INFERENCE.--If all the requirements of

22 subsection (b), (c), or (d) are not met with respect to any

23 service--

24 ''(1) nothing in this section shall be construed to

25 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 striking 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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1 as being performed by an individual who is not an

2 employee.''.

3 REPORT

4 SEC. 4. Not later than January 1, 1984, the Secretary of

5 the Treasury shall prepare and submit to the Committee on

6 Ways and Means of the House of Representatives and the

7 Committee on Finance of the Senate a report on the

8 compliance of individuals who are not treated as employees

9 by reason of the amendments made by-this Act with reporting

10 of income and payment of tax requirements under chapters 1

11 and 2 of the Internal Revenue Code of 1954.

12 EFFECTIVE DATE

13 SEC. 5. (a) Except as provided in subsection (b), the

14 amendments made by this Act shall apply to service performed

15 after December 31, 1979.

16 (b) Subsection (b) of section 3508 of the Internal

17 Revenue Code of 1954 (as added by this Act) shall not apply

18 to any attempt after December 31, 1979, to change the

19 employment status of an individual from status as an

20 employee to status as an independent contractor.
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FOOTNOTE 4

TU 10.215J Associated General Contractors of Calif nia. Inc. et al., Petitioners v.
National Labor Relations Board, Respondent and Joint Council of Teamsters, No. 42 et at,
InteL-venors.

Ulniteni Statcs Court of Appeals, Ninth Circuit. No%. 75-3157. 75-3370, 75-358). Octo-
ber Ii. 1977.

Petition for Review antd Cross-Applicatiot for Enforcement of a Dccision of the
National lAbor Relations Board.

National Labor Relations Act

Judicial Revicw-Representation 1)etermination-Preelection Unfair Labor Practice.
-Althml gh, 1y itself, an NI.11 rcprescntation determination that truck ownner-opcrators
were ennployces was tiot sulieet to jnnlicial review, a federal ap)peals coUrt could review
the istle il coninrction with a coinplaint that general contractors had ninlawfully entered
into ncw contuicts covering o%%cr-operators prior to a scheduled deeertiiieation election.
Sinnee there ,,ns no order predicated on the restilt of an electini, tie matter was niot
revh'w-alule inmnnir Sec tiori 9(d) of tie Act. lons ever, tine court did have jnnrisdiction tnder
Sectiotn 10(f) to r(evicw the i.sine inn order to det'rnine whether or not an tnifair lahnor
practice had occurred. lhe court could n1o1 reverse the Board's decision inn the repre-
senation rase to inchile tine ownne-nprators on the reaction lalot. NILRA, Sections
9(d) and 10t). Blick referencs.- 259(.033 antI .22.

Independent Cont ractors-Owner-Drivers-- -Freedom to Contract.--l)tni trnck owner-
operators Nsce hilepcncnht contractors rather tlnan enpoyces of general contractors.
lhe total fatul context aind all incidents of tine relationship nnnnst be asscsso and

I?9 U. S. C. I Y ( 4) 4 I rm Md4 s as fnI, %...:
Nothing In thI section slitll be constnicd to
prohtltt the slnIt of hcarhg.. t sitlouhttln
for the purpose of t consent Iecthtn.n It oin-
fornity with regulations and rules of decision
of the tBaid.

I We reelngnlA- that there Is rail Inw lnodlng
that tle toward nnany not alter a Kitrgz:innlng unit
thntt mna.ntahlnhn ty a stltninauni.rn bjtsecn
part tvs Sv. e. . I.I IIIv. 11., t, tine Intell-
price S, 'err, Inn . (G6 I i2.Ci, ItS I-'. 2d
1ftV (Lh (Ir. MItI; l itsur Onl (nn V.
N2I. 1t 153 I-" S IJ.1533 358 I. 2Fd X3. Wi (2d
Car. 156 0. linvevr, the Bu trd h.-s authority

10,215

to Interpnel a stpulatton which It finds an-
biguots. NI.RIf si. Dalecilve Inteigence Serv-
ice. Inc-, Rlnra, 44R F. 2d at It'25

Moret te.. we olt.' In pm:.srng that those
eae. hnlng the tt'nrd had nit dl tcetlon to
alt.-r ann nnambgunus unit enattA bny stlpula-
ll-m. came tip fnr ree lens nitr an unfair labor
pe in-Ie intnlinei hy the tnnd. We nie aware
of tn eam, which ha,; titril the K'ine es ivut ion
tit 1n1-4n011n for direct judleitl review Ill these
rln n.i-'14. a mnd w d'.-tline any ontportuntty
to exg it tiln '% excnlnli beyondj Its Intention-
ally or row confines.

© 1977, Commerce Clearing House, Inc.
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253 1l24-7 Labor Cases-Cited 82 LC 1 6. 8 2 7
.'fssoialed General Contractors of California, Inc. v. NLRB

weighed, and no one factor is decisive. The individuals were skilled operators who
invested sibstanlial snunns inn their cquipn'nt and who lore tile risk of loss. 'lliy were
free to reject ailitig contract; Ilcy did not have continuing relationships with contrac-
tors; *ihey could hire substittiles and sulncontracts; and their hourly pay reflected tie
use of the equipment as well as the value of their labor. The contractors' control of
loading and dunnping sites, route instructions, use of load checkers, and reprimands for
standing around did not estainlish a right to control the manner or means of doing tine
work. NI.RA, Section 2(3). Back refcrence.-! 16S0.3571.

Denying enforcement of (1975) 220 NLRB-(No. 93). 1975-76 CCH NLRB j 16,295.
See also (1973) 201 NLRB-(No. 36), 1973 CCH NLRB 1 24,971.

John H. Stephens (Cox, Castle & Weeks), for Petitioner Associated General Con-
tractors of California. Kenneth N. Silber (Brundage, Bleeson. Tayer & Kovach). for
Petitioners TraniMsters, Locals 137, 150 and others. -Alvin Slaight, Jr. (Pai, Hastings &
Janofsky), for Petitioner Associated Inidepeadent Owner-Operators. Carol Dedeo, for
Respondent. William C. Nottger. Jr. (/3runlage, Beeson, & Pappy), for Intervenors Joint
Council of Teamsters, No. 42.

Before BAnNt's and SNEED, Circuit Judges anid WoNc.* District Judge.

|Stateent of Case] . I. Facts
SrF.En, C. J.: Associated General Con- The AGC, liA and EGCA are voluntary

tractors of California. line. (AGC), Building associations of enployers engaged in the
Industry Association of Califoria, Inc. building and construction industry. They
(BIA), and Engincering anni Grading Con- represent their emnployer-mmnbers in nego-
tractors Association, Inc. (EGCA) (jointly tialing and aninisicring collective bargain-
referred to as "Enploycrs"), Teamsters ing agreeeniints; all three represent Col-
Local Union No. 137, ct at. (Northern Cali- ployers in their negotiations wiilt the South-
fornia Unions), and the Associated Inde- crn California Unions and tine AGC and
pendent ()wner-Opcrators, inc. (AIOO). EGCA represent employers in negotiations
pctilion this court unnder scclioi 10(f) of Will the Nortnern California Unions.
the National Labor Relations Act, 29 U. S. C. lihe Emnploycrs use dump trucks and
§ 160(f) (Act) to review a decision and other vehicles in the course of their con-
order of the Nationnal labor Relanicas BWord slruetion bnsinnesses. These vehicle- are op-
(Bloard). The Joiit Council of Teansters crated either by driver-employees, wio are
No. 42, ef at, (Southern California Umnonns) ed ithe tadionaloyea, who
and the Califoria Dkiunp Trick Owners emnploycd in tne tranitimna aemise aind wio
Association (CDTOA) have intervened, anur are represented by tne Umioi,' or owner-
tine Board ias f di, a cross-application for operators, who are repress ntld by tine
emnforcnent, In the de-cision anni order, tine Ais0 and the C[)TOA. lite fundanwenl
Boardissue aronn wnic this litigation swirls isBoad fu~dIha th l:mlloyrs ad .- whether these ov.ner-operalors should be
gaged in innnf.ir i;lnor practices wilhint Ile clnstied th ese osvnncr-ueratorspsnd be
meaninng of sncnionns 8(a)(1) and (2) of tile classify d as self-nnployedi inocpenic nt con-
Act, 2) U. S. C. §§ 158(a)(1) arnd (2),' by tractors or employees of tne Ennnpluyers.n
entcriig: into, nntinlaiinng annd enforcing Prior to 1971, the Master labor Agree-.
contracts wilh tine Unions at a inne when a ment (NILA) negotiated by the Enployers
real qtLestionn concrning tine represenlation and the Unions did not cover owncr-opcra-
of the cinployccs existed. It is reported at toes. In 1970. the Unions obtained a moli-
[1915-76 CCHi NIMB Vn' 16,295f 2!, NI.iZB 93. fication of the MIL.A, which was execunted

Inorable DhIk Yin Wong. United Stains ployer shall not be prohibited Ironn mpnenittnlig
District Jnndge for Ow District of Ilan rai employtis tip confer with hini dunlng working
sitting by dkstgnallon, hnuis without loss of time or pay.

SAcilinns 8(t)( ) and (2) provide that 'he status of thline dilver-employc-s Is not
(a) It shall be an unfair labor practice for at Issue. nor Is their representation by the

an umplyt-r- Unions questioned.
(1) 1 Interfere with. resialn. r coci'e I Neitlher tine parlIes nor this litigation is a

employees in tlie vnnre f tithe rights guaran- inri ner to (his Court. 'lhe AtOO relvously
teed in seclin 157 of this title; challenged In disti let court the tsoard's finding

(2) To doillniil, or ini,t re wIth the fur- withi rts[%s't to Ih( emplnnymnfi, status of tine
nuttlnn or adnnlnisirion. nit any hitlnnr orgnil- ownnr-o| prnnt s and ittrtnnltt'en to have the

zation or c iirlbie nlaialn i ,nr tnlner sUilinit mind mm nijulnnd. Tihe dn.srict court nlsnnissnd
to It: Pr s ndnd. Th:t siilnjnct to rults ilI tilt' ens,e for Itk of Jnnrlscti'nn nind we if,
regulatilns nnntle naid publttsint my itin Ilinlt Ii ini flnyl n. Milk-r, IT7 1X I II.I5 I 534
pursuant to sestnhnn 110 of tins litle, nos cii- . 2n 631 (9th Or. iM .02
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in January. 1971, that woarhl subject the
owner-operators to Union control by ex-
panding the coverage of the MI.A to in-
chue owner-operators a s employees. This
nodification proimpterd three uiwner-iprators
to file decrrlification petitions with the
Board ni Feleraary 26. 1971, seeking cee-
(ions in their respective bargaining units
and decertification of tie inctinthent Unions
as sole bargaining represcrtativcs of con-
stroiction industry employees.

The Board hela! hearings on these de-
certification pelitions in which the parties
presented conflicting contentions as to the
status of tire owner-operators. On January
17, 1973, the Board rendered its decision
in which it held that the owner-operators
were "employees" within tie meaning of
the Act, that thy were entitled to par-
ticipate in air election, and ithat a qurestion
concerning the representation of the enn-
ployces existed. 11973 CCl I NI.RI g 21,9711
201 NLRII 311. The itnard also rcnanded
the cases to the Regional Director to deter-
mine the scope of the bargaining units atd
the eligibility of tie rnrployaees. After
hearing-; on thefse issues, on March 5. 1974
tie lheard issued a Srrliplenrnentl l)ecision
and 1)ircction of Election, which held, inter
alia that owner-operators were properly in-
cluded isith driver-mphaecs in tie saine
bargaining unit and which directed elections
by mail in tie separate Nortitern and
Southern California tunits. 11971 CCII
NLRII 26,276. 26,277J 209 NLRB Nos.
61, 62.

In Jurly 1974, in the mirlst of election
proceelins in the northern avt southern
regions, the E.'pl rvers entered into new
collective liarvaniring ,grceicniv, which cov-
ered tie owier-opcralor, with tile Un1ion.1.
AIniost irnrerliatcly thereafter, tire owner-
operator associantions, tire A100 and the
CI)TOA, fited imf.ir l;ar practice chtarges
against tie Employers. The Ioard sirs-
penled firtier jreccessitrg of the elections
pending tire deteriniiation of tire unfair
labor practice charges."

the Ifnions proved their majority repre-
sentation status in a Board conducted
election.

11. The Contentions

The parties bring several isstis to this
couri for review. The first, not surpriingly,
deals with the -problem of whether the
owner-operators are independent contrac-.
tOrs or employees. This issue, however,
divides itself into two parts: first, whether
this court nay even reach the issue at
this stage and second, whether the Board
properly clasifiad tire owner-operators as em-
ployees. The Employers and the wner-
operators here join frccs and contend that
this court may conmiler the' issue in its re-
view of tie unfair lalvor practice chargie and
that this cotrt shohild reverse the iloard's
farrling as to tire status of tire owner-opera-
tors. Iasrorich as this finding underlies
tte unfair labor practice charg', the En-
ployers arid owirer-operators seek a remand
of tile unfair lalior charge to tie Board.
(n tire other hand, the Board and the
Unions insist that this court may not reach
the ismsnr Inecause tire finding was made in
the course of a representation investigation
under section 9(c), 29 U. S. C. § 159(c).

The second isstre presented by tie parties
is whether, assuming the owner-operators
were properly classified as employees, the
evidence was .rrffieient to support tie Board's
filing that a real question existei concern-
ing tire representaiio of the majority of
tie employees. Ol this issue, the owner-
operators align thensclves with the Hoard
in support of the lord's finding, whereas
tire Emplo)crs arid the Unicms stair shoalrer
to shoriler and argue that the evidence did
not stiprort such a finding.

Tile AiOO also complains of tire Board's
rerrely for the unfair laror practice. It
argues that its menrers are entitled to
recover certain loss incurred as a result
of tire Fmaloyers' cterinig into collective
bargaining agreements with the Uniions. In
addition, it arontcnds that ite Board should

The Board consolidated these charges not have permitted the Fniploycrs to con-
anti ]tcl hearings iir Jannrary, 1975. in lirrue to recognize the Unions as represenita-
Scpteiniwr, 1975 the I ciari rendered the live of tire eriployces.
decision now ont appeal, firlirrig violations For tire reasons hereafter slated, we huld
of sect ions 8(a)(I) and (2) and ordiririg, that aptellate review of tire issur of tire
inter ali. the Epiloyers to erase ana desist employintct s status or tire owiaer-operation
from frtrlther ,.rrgaiuing with tile U3nions is pro pr tndr tie circumstancrs of this
ai front enfareing the 197.1 contract mild case and we coichaule that smler the facts

In lIIi, sart en it rahm. Ir li t rhar i l ie- aUln the lirig atir Ito, unfaI- taiaa'r lrer'ltreparcel iltanibtrylsis anl tar nr-nltail Ihi tvul- eia:nae.l in' iriirn intrahu1naarrIn ni tire otr It
hist I. hlifa ullKIle s ilers. In the' northern hnd recived nnd dl.n-antinued any further pro-
redars. on'tlbllty lists were tiring prepared. ceeltngs In the ei'rtt is.

10,215 @ 1977, Commerce Clearing House, Inc.
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before us, the owner-operators appropri-
ately should le classified 4 indepedent
cont clors, not employer. This holding
makes it unnecessary !o reach the remain-
ing issues. We deny enforcement of lite
Board's order ait remand the cases to tie
Board for fr-ihe- consideration of the un-
fair labor practice charges in time light of
this opinion.

I 1I. Availabili;.Y of Appellate Review
Tie parties foct s their respective argu-

ments as to whether this court may review
the Board's finding with respect to time em-
ploymient status of the owner-operators oi
time proper interpretation of scction 9(d)
of the Act, 29 U. S. C. § 159(d), which

record of this unfair labor practice case'
and was the basis for lime finding Ihat an
unfair labor practice hail been committed,
section 9(d) is satisfied and this court may
consider the matter. While conceding that
review of findings in representation proceed-
ings generally are reviewablc in the context
of a review of an unfair labor large based
on a refusal to bargain with a certified
bargaining representation under section
8(a)(S), 29 U. S. C: § 158(a)(5), the owner-
operators argue that such findings are also
reviewable in the course of a review of
otlmtr imrfair labor practice charges, smuch as
time sections 8(a)(l) and (2) charges in
these cases.

(ind irec Reiew)

provides We agree with the Board in that section

(d) Whenever an order of time Board 9(d) in itself does not allow us to review
made pxrsmant to section 160(c) of this this uting of tie Board. Nonetheless, we
title is based in whole or imp part upon conclule Imat we may review the Board's
facts certified following ;in investigation fimliig, tinder section 10(t), 29 Ui. S. C.
pursuant to subsectioti (c) of this sectiHi § 160(f). in conjitnction with our review
amid timere is a petition for the enforcement of tie unfair labor practice charges now be-
or re-iev of such ormicr, smmc, certifi- fore us. and that this review is mno pre-
catio and lite record of such imvesti-
Ration shalh be includel imm the transcript eludedby sectiom9(u).
of the entire record required to be filed The legislative history of section 9(d)
under smbl.cction (e) or (f) of section supports ommr reasoning. Prior to the enact-
160 of this title, amid thereuptn the decree ,ncnt of section 9(d) in 1935, direct re-
of time cotirt enforcing, mndifyimg, or view of election orders prior to tie election
setting aside in whole or iml part the was permitted. This allowed emplovtrs to
order of the eiard shall bie mae a d engage in dilatory tactics aimed at weaken-
al piroceedings set forth im, s'iim tr;mscrip. imig time position of time unions, whose itflu-

ecce teldcd to wane as the el-clion was
Tie loard| cntcenmls that this actionn per- postponed| pending cort review. See 79
mits review of rulinigs mmame by tie Btoard Conig. Ilce. 75/) (1935) (remarks 6f Sen.
in reprbetaton proceedings only after time Wagmner). To rencely this defect, Congrcss
Board has (1) helm iim election, (2) certified passed section 9(d). Hly its enactment,
the results a i, (3) ordered the employer Congress inteudedl to abolism direct ri-view
to do something based (Ap then-se electioti of ite representation findings, replacing it
results. It relies i ;vily om time Sipr ine wilm a mimlhod of indirect review whereby
Court's decision ml floire v. Grtvmouml Corp., am employer face d witim a floari order relat-
149 I.C 8,8301 376 U. S 473, 84 S. Ct. imig to am unfair lahmor practice based omi time
894, ii 1.. t'ol. 2d 819 (19(A4), where tie resulls of an ehclitoii cotil oblaih review of
Court observed "the pourpose of § 9(d) was ite underlying retlrescutation procecing in-
to provide 'for review in tie courts only directly through lie review of time unfair
after tite election has been hilm aimd tie labor practice decision. It is clear that
Board has ordered tie employer io Iu Comigress did iot contemplate direct revie-w
something prc,licatef upomi time results of of represenlation proceedings prior to an
the clectiomi.' " Id at 478-79, 84 S. Ct. at clectim. S. )(ep. No. 573-74, 74th Cong.,
897-98. Iasinmich as time three |prerequisites 1st Sess., 14 (1935). See (loire v. Grey-
to appeal have not betm satismeui, the hoard iunmd Corp., supra; A. . of L. s. NI.B.,"
argues, this court nty not review time 12 I.C 117,0511 308 U. S. 401, 60 S. CL
iloard's finding. 'rime owner-operators, how- 300, 84 1. Ed. 347 (1910). Instead, Con-
ever, insist on what they consider to be a gress struck a balance vls~ich would prevent
gnore practical app!ication of section 9(d). umitde inirference with the elctinm process
Tmey colemh that because tme record of will its attendant mimtrilmmsmtal effVct on
time represcntatiot case is inclmed it the taIsr rrialums lint which also would ito-

& It ' purttles lttridtmtitrd the retrd ufthe In I-ti', and It IW a smrt i tim.K r'rldte-
m--,-ntmutmimn CUse h ct evd,-tkv mil th4e ht-am- Oit i.

MI 124Mfl 16,829
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vile for evctrrai review of the reprecita.
lion proceedings. See [I. R. Rep. No. 969,
74th Cong., Ist Ses ., 5. 20-21 (1935) If. R.
Rep. No. 972, 74th Cong., Ist Sess., 5-6,
20-21 (1935).

Congress reafinrmed its belief inl this bal-
ance ditring tie passage of the Labor Marn-
agcincnt Relations Act of 1947. The hfouise
proposed an arnerinrcit to section 10(f)
which would allow "any person aggrieved
by a final order of the hBox'rd fincliding
air order of certification Under section 91"
to appeal. This arnendurent sotight to cure
tie trnfairncss of the present systcnr, in
which ntany of the parties are without an
effective avenue of appeal, by giving any
aggrieved person tire right to a direct ap-
peal from the election order.' The amend-
rient was rejected bccatise it would permit
tire same dilatory tIctics used prior to 1935.
93 Cong. Rec. 644 (1947) (remarks of Sen.
Taft).

Ini suim, the intended thrust of section
9() was aimed at the prohibition of direct
review of certification orders; indirrct re-
view at seine poitit was clearly envisionCd.
'rakeri'it this context, comments such as
"Section 9(d) makes it absolrrtcly clear that
there shall bc no right to court review
anterior to the hotling of an election," S.
Rcp. No. 573, 74th Cong., Isf Sess., 14
(1935) nlutit Ie vien ed as iserely restating
the intention of Congress to deny direct
review of certification orders. It does [rot
follow that imilircct r-view of represeltation
pr0,rcedrlg Irior to in clectiout is Iroibit .

NI.1?i v. Folk Corp, 12 I.C 1 17,053] 308
U. S. 453, 0 S. Ct. 307, 84 1.. Ed. 396
(1940)., ii rot to the cotrary. 1Il111at case,
tire Itoard. ill a citmdliflatird procrciiiz . (I)
lud found liita tire crrploycr had coirtittel
at unfair labor practice by fostering and
roillinatilig a crliially l liirt and (2) trail
directed an election to lie held wilhotit the
parlicipatioii of the comipanry tlriion. "'he
court of apjpeals; granted eniforceient of the
Iio'orol's order to cease dominating ani to
di'.establislh the conrraury ulioll. 1Jowever,
ol its on Ii volition, it oroiereni that tire
etployce-, ill a future election sholtil ie free
to choose the conlpanry triour. '[lie Si-
prenie Courl primarily was concerned with
only tire latter holtinrg.

The Coturt ihl that section 9(u) did riot
attirorize "stich aitticipalory judicial control

of election methods." Inasmuch as none of
the Board's orders was " 'based in whole or
in part upon facts certified' as the restilt
of an election." NLRP t'. Folk Corp., 308
U. S. at 459, 00 S. Ct. at 311, the court of
appeals was powerless to modify tile election
proceeding. The Court limitcd tire power
of tile cotirt of appeals muder section 9(d)
to review of Board orders based on an
actual ccrtification of a bargaining repre-
.entative.

STire proposed election here has not
even been il and consequrently no cer-
tification of a proper bargaining agent
has been made by tire Board. Until that
election is held. there cart Ire no ccrtifira-
tion of a bargaining repre tentative and no
hoard order-based on a certification, has
bers or on Ie made, so as to invoke tile
comrt's powers tn.ler 9(d).

,V ki '. Folk Corp., 308 U. S. at 459, 60
S. Ct. at 311.

Under the Corirt's reasoning (contrary
to the owncr-operators contention at oral
argunoent) "facts certified" are lirnited to
those actually certified after air election,
vi., the certification of the bargaining unit.
lrargaiiiing representative, etc, an do tnot
inchide airy facts which the Board may
"certify" as part of the record. The Court
spoke rnequivocally when it said:

'here can be no cotirt review under
9(d) until the I3xrd issue-s an order and
reluir tire Ciilnycr to do somethiirg
predi..-ited tipoir tire result of an etection.

Sire.r this erlrlov'r has not ieelt or-
derel hiy tie Board to do anythig treodi-
catel upon the results of an electioni tire
court had io authority to act inder 9(i).

Id.

II-u'fl Assfstonce Charge]
Although secti(ni Q(d) provides no all-

thority to cnsidcr tire owner-olrcrator
issue, it also toes not preclide reaching the
issie in tle context of tire indrpenident
mufair labor practice under section 10(f).
The hiasis for this corrclhrsion resiles ins Folk.
'lihe pivotal fioining there was that the
cmploycr fostered arid dlomrinated tie corn-
irany iriori. This finding provided the basis
ir tire lBoarid's unfair labor practice hold-

ing, which hlding was rcvieeni by the
cotrt of appeals iii the course of deciditg
that te toard's order to ecase dominating'
and to diseslablish the company union
should be enforced. The Siiprcine Court

''lhs [the current pr 'uhre Is unfair to
everyone; the Union that wins. which fre-
qiiently mutt walt for nionthi to excreise Its
ri-tt: the unilon that |ist, snhich hn no
Slitl-al at nil no matter how wrong the er.rtlfl-

10,215

cation may be: the employerq, who hitvp no
appe.l- and the employer, for whom an appeal
Inwies great rnks.
11. R. No. 24.5. 90t Cong., lit'Sc.'., 43 (19IT).
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recognized that time court of appeals had
jurisdiction to review the Bnard's unfair
labor practice holding and it the course of
wlich, to determine whether the Board cor-
rectly found that the employer fostered and
dominated the company union. Had 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 bruatu' fnulnen. No such indication was
given. Moreover, nothing in Falk indicates
that the circuit court's power was limited to
enforcement only.

Hcre, the pivotal finding by the Board
was that owner-operators are employees.
This finding was the basis for conducting
an election in which the bargaining unit in-
cluded owner-operalors. It also was the
basis for tine unfair labor practice of bar-
gaining will a union when a question con-
cerning representation exists. In reviewing
the Board's unfair labor practice holding
under the authority of section 10(f) we
must determine whether the Board cor-
rectly held the owner-operators to be em-
ployces. In doing so we are merely doing
what the court of appeals in Falk did when
it reviewed the facts and enforced the
Board's order to cease doninatitg and to
disestablish the company union.' Our juris-
diction, however, i6 limited to tile unfair
labor practice proceedings. Under Falk, we
have no jurisdiction to review any order in
connection with the representation pro-
ceedings.'

lolding as we have that in the context of
the unfair labor practice charge we may

I'The acse tc-fore us admittedly is distingulsh-
able from Fik In terms of the rhr, nology of
events In Folk, the two procee.dings were
held simultaneously, whereas In our case the
representation cae preceded the unfair labor
ease. This Is a distinction without a diffr nce,
To Illustrate. as.%ume that in bulk, the repre-
aentatton ruse was heard first, and Use [oard
found that the employer Jlad fostered and
dominated the company union and thi-refore the
Board woisld riot place the company unir's
name on the ballot. Tlen, because cot this find-
Ing, an unfair isbor practice charge was heard.
relying nalnly on the earlier finding in the
reln-SeILlttl'n p)roeedlng. To allow this PLm-
cedural dlffere-ne to deprive this court of the
power to rmach the eimtntling Iss-ue In this case
planv-s form over sutstance.

We do note one other difference. In the
InstaW* case. It was the employers" action taken
after he Board's finding that precipitated the
unn.'r iaoc practlir. charge. In Falk, the tn-
plycr's actions pn-eded both the representa-
lion procvedIng and the unfair labor practice
proceeding. "his difference should not change
the result beoruse It Is not relevant to the Is.ue
before us. t(, wit. whether this cosirt may con-
sider a finding node i a repr-entatlon j' s-
eedng in the court of its review of an unfair

Labor Law Reports •

consider the issue of whether the owner-
operators are properly considered employees
or indepcIlent contractors, we now iturn to
the merits of this problein.

IV. Reversal of the Board's Fipding

The facts relating to the independent
contractor-employce controversy arc not in
question. We need only determine (I)
whether the Board employed the correct
legal standard in deciding this question and
(2) if so, was this legal standard properly
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 be:tcen the two,
both the Board and tie courts must apply
general agency principles, N1.R/ v. United
Insurance Co., I7 LC 9 12.520J 390 U. S.
254, 256, 88 S. Ct. 988, 19 L. Ed. 2d
1083 (1968), such as those found in the
Hestatep n (Second) of Agency §220(2)
(1957). Associated Independent Owner-Oper-
ators, Inc. v. NI-RB, [59 LC 1 13.2851 407
F. 2d 1383 (9 Cir. 1969). Of the coosidera-
tiolis employed ii, reaching a decision under
general agency law, the determination of
who has the right to control and direct the
work is foremost. Sl)4I of Hawaii, Inc. v.
NLRB, 176 LC 1 10.22j1 512 F. d 354 (9th
Cir. 1975); Associated Independent Owner-
Operators, Inc. v'. NI.RIt, jupra. It must
be tempered. however, by other contsidera-
tions relevant to the relationship in its
entirely. NLRIB v. United Insranse Co.,

labor practice charge when the representation
proce-ding Is Inont-orated Into the unfair labor
practice proceeding.

A To Illustrate further, we turn to the 'ourth
Circuit dection ir K. 1. Dupont Do Nemours A
Co. v NURO. [3 JC 60,204) 1t6 . :M 3t (4th
COr. 1940), whlith relies heavily on Ptlk. As In
Pulk, the Board, In consolidated unfair latxw
practice and reprx-sentaltlot protodnIc%, had
found that the employer had eonmnllted an un-
fair labor pritcttlne by donmnaLtng a company
union and therefore the Ilisrd excluded the
company union rnmt the balliut. Ilhe court of
aplw'als reversed the load-s on the unfair labor
pra ttce issue. nntdlng that the enlohiyer had
not, Interferd with the foniatlion or oteration
of the company union. Under Veulk. however.
It held that It could not review the finding as
It related to the r-presentatloa proceeding and
consequently could not reverse the Board deci-
slon to exclude the eumpany union fIonn the
ballot. Slmilarly, we may not revrse the Board
decision In the retweaentaton proceeding with
respect to the Inclusion of the owmner-operatos
In the barlainIng unit on the basis of our deet-
sturn her-in. Nevertheless. we may reverse the
hoard with gralntl to the ownet-operator ques-
tion as It relat' to the unfair labor practice
charges no~w before us.

1 10.215
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sera. Althoiglh tie hlnard applied this
"riglht-of-ronlrol" test, we disagree wilh its
application of the test and its apparent
failure to give sufficient weight to other
irrlicia of iridepetident contractor states.

Yet simple disagreeniert with the Board
does not mandate reversal. -Wle may t,r)!
reverse the Ioard simply because we might
have decided the case differently were it
tried before its de nro, NILRB to. Unltled
lncurancr Co, sutra, nor may we if the
hoard has chosen liclweell two fairly con-
flicting views of the issne. NLRBt '. United
Insurance Co, siopra; SIDA of Ilaasi, Ine,
to. NLRB, rura; Aisocioled Ind'writndcl
Oz'ncr-Orcratr.r, Inc. v. NALR, sutra. Onl
the other hlaii, if the l'oard decision that the
rwner- ijratoirs are enplovees larks Silst n-

tial srpjxsrt in% the record ecm sidcrtd as a
whole, we mnict. reverse. Inasmuch as- the
detenninatirsi of this isic will deia-nd eiw the
particular facts of the case, we shall first
describe the factual setting before its.

The owner-oprators own and operate
dump trurks and terform hauling services
for contractors. They deal either directly
with the contractor or through an overlying
carrier, who contracts with the contractor
to provide hauiig services anh in turn
subctlnracts his %, ork to the owncr-operators
for a fee of 5, of the itinimum tariff for
the work. Ai owncr-ohperator geiierally will
hase sltch suhcontractual, or stlihatil, agree-
ments, wills various overlying carriers; cots-
versely, an (,verlyir'g carrier will have
subliail agreeing its will various ownier-o.cra-
tors. The overlying carriers ds not super-
vise in aniy significant fashion the work of
the owiner olperators. Rejection of referrals
froin overlring earriers is cmunon ; an miner-
operator often will turn dowi uork lie be-
lieves is too daiigcriis, unprofitable or
simply does not rit into his schedule.

The felatl iiihip between an ow ner-oper-
ator and a contractor geiierally is short-
lived. An isiser-opcrator may work for
as tany as l(i contractors in aiy given
year, and sometimes will work for two
different contractors during the cmirse of
oiie work slay.

The Califorinia Piublic Utilities Comnis-
sion (PIiJC) estalihisheIr ie ininistils tariff,
which includes coinpensatiorpn for both labor
and eqlitit rnt. Ou) ner-operalors are free
to negotiate for higher rates; the iriiilniun
tariff operates as a floor below which the
rates may tiot fall. Osiner-operators are

usually paid by the hour, although some-
times their pay is lsa.scd on mileage and ton-
nage rates. Unlike esnployce-drivers, who
are paid on an hourly hasis from the time
they are tol to report to work until the
work slay is finished, regardless of whether
the equipnisst is in operation throughout
that period, owner-operators arc not paid
for the tinse their equipnct is inactive.
Moreover, the contractors do riot deduct
state and fesleral income tax, social security.
or disability insurance front tie owner-
operators' wages. The owner-operator keeps
track of his own tine and presents a bill
for his services to time contractor or over-
lyinig carrier. This is then compared against
the records kept by the contractor or over-
lying carrier to prevent padding of the bill.

Under the regulations of tire PUC, the
owncr-olrMors itist obtain a permit issued
by the PUC, lie bormled, and earry sufficient
liability insurance. In addition, owsser-
operators arc responsible for any traffic vio-
lations for overloading and spillage.

An. owner-opeiator bears the entire cost
of his cisterprise. This usually includes his
trucking equipment ($1S,(XiO ti $,.000), a
service pick-np ($1,000 to $4,003), tools
($500 to $1,0), insurance preisisinis ($500
to $3.500). aid office supplies, inichuling for
example, stationery, invoices, a typewriter
arid a calculating machine. In addition lie
iust pay all maintenance and operational

eXtenses.

Ant owner-operator may hire a driver to
operate lis equipment, in whicl case he
pays the driver an hourly wage and makes
the standard deduetions from the driver's
pay. lie may also subcontract the work to
another owier-operator. In either ca.e,
he riecd not first receive permission for such
substitution from nor even report the sub-
stitulion to the contractor. If he hires a
driver, this driver is under the exclusive
cotitrol oh the owner-operator.

At the jobsitc, the owner-operalors fol-
lowv the s.tuic starting time, quilting time
and lunch break as do employce-drivers. In
most cases, the contractors direct the owner-
operators where to loal arid to dump the
materials awl designiale the routes to lie
takes. Contraclors ny have piersonnel,
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 dnmnap tle
material. Out occasion, contractors take

Thrte facts nre uertved front the Board's
dertlsion In the underlying repr-sentatlon erse,
reported aot 201 NLU 311.

10.215 Q 1977, Commerce Clearing House, Inc.
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Labor Cases-Cited i2 LC
..Issociai'd U'nril at. "mnihgtmrs of Califurnia im. ,. NLM

disciplinary actions ii tie tri m f rof pri-
sami6 or wt'Liiig tray fIor ;im tewlmtr-onpr,-
I(r'. t por itrfur'mamrc.

i. detcriiiig that ilie owmier-oicralors
arc emiluy-ces, lite Ilrd scizcd on scvcral
(acts relatiig to Ire owimr-timra(rs' per-
funiumicc of Ih'ir %kork at the julisite alI
cotc ,Iid that these (acts indicated that
Ihe coriraclorb had ite right to control time
balmcr unt inims., by it iicm lie desired
res.tt was accomplished and thervtre ire
rela tiiishim iictt i time partics was that
of till [piy, r-cemlilo) cc. I m sc comiclidiig,
the Ituard, athtigh recogiiziig tihe dislinc-
lion hlhven tile right to control title ian-
ncr ard ieans arid lite right hi ctilrI (hily
ite result, faimmi Itn draw properly this

dismiictioi. Moreover, the factors relied
upon by the luard are not per-uasive cvi-
dcmce of am cmply'r-cumlioyce rclatiosihip.

ICuntractr'i Contrull

Tle contractor's control of tire loading
and dumping sites amid instruclktns to the
owr er-o eralors as to where to pick up amd
dump this matrial demuostralcs lit coi-
traclor's right to comtrul tile re'dl of tie
work, ro tie mani,'r oir neuis of oiing tie
work. Such imiIrmctiomis lave little to do
witim the actu.ml opcralir of tile equipment,
ti. tie m:iimrer in which material is loaded.
unloaded, am traisporled. Se 4ssocat 'd
Industrial Um 'ncr Ol'ratloi, Iot. v. NI.RB,
njtra. Nor does dt'.igmatiom of the routes
to lie takcmi inccssarily indicate that mime coi-
tractors conliicii time mimIler alit nmeains
of accomnplishing ile desired result. iims-
much as time owicr-oerators art' paid by
ellivr mite hour oir by the milc, it ceraiily
is in the contractor's best interest not to
permliit owmtr-opc'rators to lake 'circitums
rorilts to amld froim tie joirsite. C(ntmrol of
this facet ai liht b.siiicss =merely prevents
larilimg of tlil itimate cost. III lie sallre
vein, Itreilier the prcntce of ioad checkers,
who make ccrtai tlat tie dump trucks do
n take silc trips, nor siotier. who direct
tile owner-ortralors wher to ilm tlim
nmtcriali, ieprics ime owmr-oliralors oif
thvir int'lti'iemmect stalmi. The exislimict of
tie load chirckirs is siimply a iy-lirolirt
of tire ntthud of payment. The spilters
perfrm a fmiictimo which involves primarily
ile f'al rimill if lime owmuer-o1t'ra Ior's

services.
h'le I1ri also pointed to tie fact tlhai

colraclors reimrim;m mmiiltr-ouiprators for
"staidiig artrmi -imd talking, fir diilpimmg
At a silt emol d'sigiatle hy tire ctrlractor,
and fur takimrg erxessivrly bnug iNmch
lireaks" as an iumicatin of tle cusmtrachir's

lAbor Law Reports

control. Ck'arly time disigmnatioi of a dumip-
ilig site is a p;Irl of lime dcsircuI r ult.
wimicm is wilhi the stihtre of the cmtr;mc-
lor's cmmrn imm aim c(ilraeh Iir-iihtlwilctit
cimttr;mrlor relation isuip. .Issccial,'d Indtm'm-
dint O.vu'rOmriurs t. ?".kf, iitri- As
for r 'trimamis fur haing amid takimig exces-
siely himig linch breaks, thse are to be
ex\pctl from a coittractmr who wi.hmus to
corrmiete a j m) om litme. Such reprimnis
art it examples of irmerfcrercc %ilh the
im ier and means by which am o% ncr-erl'r-
atur b.tlsh his truck, transports inatcrial to
a mimrrrl site, ammit mirh.Is Iris truck.

Finally, I li Ilvard noes thal ite ovner-
opc'ralurs ;are rrqmirctd to olmsrve tie s;tmme
starling amd qitlimmg times ami lunch bIreaks
as lite rest of tile imiployces. Again, iris is
a miccvssary requirciicit by virtue of lime
m cdI fur c~olomralim among time various
'orkmenm of a coumslrmctii sic'. L.oadtrs

lor-d time clmp trucks; time owmier-opcraturs
mnulst comirdinale lthier work with these
iotders. Such coutrdialtion womld lie im re
uhificuht if varyitig luiich miours weme observed.
We accorded time imigiificant factor of tire-
scriblet working iromrrs little weight in
uelnsociatcd Imrlpwln'n Otcr.Op,'ratmrs v.
NL.RI, supro, and do so again iert.

IEnfretpreneurs)

Looking at tile relationship in its entirely,
it Imecoies evCi clearer that ile owier-
ojer.ttcmrs arc imdepm ncit colnlractors. Each
oiratts am iidcped.nt business of his
own. see Restatvmciirt, supra, 6 2210(2)(b), in
which tliccmlractors exercise no control.
See Jint Council of Tcanmtr: No. 43 v.
tvI11, 166 LC 1 12.0751 146 U. S. App.
1). C. 275. 282, 450 F. 2,1 132Z 1329 (1971)
(MacKinnx., 3., disscmling). Easch is a
skilled ipi'ritit'. uln.cciiu'd indepmndr I

Ouwer.Operalor v. vNLIi, supra; Restate-
iremil, ismpra, §220(2)(d). living emlreipre-
ireirs each must invest substantial smuimi% in
eqiiminrnt amd bear time risk of ammy loss
altrilmteld to his l creation. See .il ' ;4
Ilawuii, Inc. v, N.l, spra; ir. nt .
N/.RI, [68 ILC I 12.7871 462 F . 21 W99 (9111
('ir.), e'rl dnid, 4(P) U. S. I008, 93 S.
('t. 441. 34 I- i.Ed. 2d 301 (1972). It L tie
owm'r-cp.rator's rcsx.osibility Io met| tie
rc'gulalins of tie I'UC so that lie may

mr-v legally. 'lime success of am cnwcr-
operator ie nds nIpi Iis own skill amd
Iltil.e% acumIli, a;Ill ( ' not uiImlo on
that mm4 ary contractor. lie may work as
little as Joe wauls or as intic m as lie can,
amd fimr as many differ .it contractors as
will hire him,. It is umlikely tlrat lie will
work for any single contraclor for am

1 10,215

an u.u.;v 16,833
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Labor Relations Cases
.ijsiOiifrd Gentrl r arhrir of ('lif,,ria, Ina. '. NLIhrl

extended icri:th of tiir'. See Istatcmiictt.
sruqn § 22O(2)(f). i' aha-s riot have a
canitirrig rilaiorsip im iiir a comitractor ii
tire saill- %r'rise tihal apii carriloyce has a cn-
timiiiig iclalioshriI -.6th air ciploycr. Ilis
rclatiisii is (going otily in that lie may
do snte a more s,,rk for tire contractor sonie
tie ii th.' futre. In shorl, onwesir-or'ra-
toes run iisinese criplfccly in(hprrr-lent
of the contractors, and imr the rairn are iot
sumhject to their control. 'lire erlractars'
only recal onccr is in tie acconipi sirinerit
of the joi for which the owticr-opcrators are
hiril, to vit. tie iaadiirz, hairlirg ali
(rtn.lriig of nra ('rial. Aiy stipervi-orry
acls it of he corintractir, is hIirited to tlhal
which is rircesary to aceorrtli.is Ili goal.
See .lrirrt Coranei/ .t 7 raiura .r No 4? '.
NLRI?, srar, (MacKiiron, J . disseralirig).

lhre arc othr indicia of Inc irili percent
corratclor status of the om ireor operators.
Althrh paid rail an hourly iais sich
ma trriralTy an irnicliioii of-1 maloyr' statr'-,,
Rcstairricnt, sinfn § ?Z.l({21(g), Ih," i,)rnnly

rate rr flcct arirotinls attriiiteI Io the e
Of lte Citril)melt as well as tra the vale of
tire labor. Ths, our'r-(ilcraIrs ate riot
iail fir tile I ire tle% am e o lte joursitc
wlira their eqriprrocrt Is i ile. ]k or(over, the
couttaactor do riot Irrak' ali of tile moriral
dcdictiorrs fi(lair the pay of the o\ner-
operators. contrary to tire practice croi-
mrrily ciplo)cd with rcespirect to Irtrc
eaphioee. Aiso coIrary to the practice
tscl in dealing swilh enhnila,'res, each owner-
operator is fire to' rcadh hir own I.trleair
with carha contractor as to tire aariotirt lie
is to lie paid, liiniterl only iy Ire miririarruaii
tariff set by lte I'LC. \Vc nlote that all
of these conrriderations wyere present i
Aasirt d Iderpocrnt Ovir-Oicralr,s '.
A'IlI?, .ntrji where We reversed a Pla.rd
decision finding ownier-operators of graders
cmployve.

II alitiolt, nwmrcr-mpcrators uay hire
srrstitile airivers or stir'ortract time stork
to another owrer-operalor without prior
jrrmi ,ssoi if or amy intificali mu to tie con-
tractor. This is clearly irrconsisitrnt with a
fimNig that a personal emlloyer-emplo)ce
rtlatinislhip cxists. It is further evidence
thl leti oticr-operatIr's truck is hi.s exchi-
sive dirlaii., and its operation is beyond the
atithoriiy of the contractor."

I dctcrniiririg whether the owncr-opcr-
alort are errnlIoycec or iidepenricirt contrac-
tors, tire "total factual context" and "all
the iticidcts of the relatiori hip nirast be
a scsscd arl weig ied with no onie factor
ieing decisive." NI.Rf '. UPitrd ;aisurarce
C,. 3'0o U. S. at 258, 88. S. Ct at 991. This
tile 1loard failcil to dlo. -Inmstead, it r.-avc
irioriirt VCight to isolatril examples of
corlractor control at the joinsite, control
o hich iii tire main involved only the rest
soght to ire accomilishcr." Given the
the cXknrcics of a consritctioll site, tire
cmitractor'. reasiriable instructions as to
trivial riatters. such as the limiing of tire
hrich io r, cairot Iraisforir what Iy
every other iilicia is contractor-indepen-
ierrt cnitracihr relationship intO an em-
I'loycr-cnprivce rclationi1p. i oirinz to
the "lotal factiral context" of tire relation-
ship which the ousercr-rniiera tors and con-
tractors maintain, we treld liat ite Board
erred in coretichilng that the ovmcr-opera-
tnris of rhir r rticks; are employees. This
hollirm do', mort depart from tire spirit of
oer earlier ]rendiiig in Assorintid'Ind-pirndrent
Or'rrcr-Openra fors, Inc. vi. ALRB, supra.

Wei iciry enforcem nt of the lioard's
rcisifirl arl order of Scptemher, 1975 and

remand this case to the licaril for further
priceediargs consistenrt with this opinion.

We alo mole that enirtrachars do not give
ownrer-olo'iatnrs any Instructirns on hrv In op-
crate the dnauip trucks, nor der they require
that the trucks Le of a certain type or be
mrnintalned In any certain fashtin.

"We di-,arre' with the rnJ'irily In Jnist
Couil of TrItem' No. 4? v. NlLB. 146 t. N.
ApP. I. C. 7T, 450 F. 2d 1322 19iI). whIhh
held that the omwnrnperatorx (lf dunap trucks
were erllolyees. ThaL court found that the
contrn' etrrs did exercise suhicient control of the

1 10,215

details of the wnrk to outweigh nth'r Indllta of
inda-pendent eontimtor status. its'er, we are
oma the ollnion that the D. C. Circuit erred In
two re.pewlg. First, It failed to consider the
retl r'.ship a.s a whole. and sea-nd as the
ioard In the case hefIlr, u. It bal s hltnded by
presence of ti ontrad-ori' right tei control
detills of the woak which were nevesary only
to Insure a smith running onnstrultion job
and the eaormrplishmnent of the desired result.

© 1977, Commerce Clearing House, Inc.

1 6,834 13 1247TI.
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FOOTNOTE 5

One or the nost conmon mistakes made it main
employcr-cnsploycc determinations is that agents do not
fully de elop their case.

It milht be said that in auditing by acception an agent
ttcmpts o apply an occupaionalied4ype ruling to an

occupalton without developing the common-law factors
that show twe ri-tL to control.

The main factors to be conspired are discussd in detail
in Chapter 8 of the Social Security hItzndbook. These are
general guides intended to aid in ceachbig a conclusion
and not to compel a particular conclusion. The weight
Wo be given to. these factors is nut always constant. Their
dere or Importance may vary. depending on the occu-.
pot o and the reasons for the factors. Soncr actors do
not apply to certain occupations. Therefore judgment
and discretion must be used in applying these guides.

Common law f3ctrAs that show control or Lack of con-
uol ae:

1. Instructions given .
2. TrainIng given
3. Intepatla..

.4. Services tendered personaly
S. firing. supervising and paying assistants
6. c6stlnuing relatios.ip
7. Set hours of w pk
8. Full time required
9. Doing work an employc's p emhs.

10. Order or sequence set
II. Or31 or wtit ii reports
12. Payme.t by hour. week. month and gIaranteed ain-.

Imum salary

13. Payment of woeLer's business amid/or teavelin
exptilses

14. Furnishing tols. malelil
IS. Signirsiant investncnt
16. Realitasion of ixofit or loss
17. Working% (or more hatn one firm at same time
18. Making sen-.e available to general public
19. Right to discharge
20. Rigit to termbLute

In applying the sbo."e (actors, each must be consk'Wd
froes two standpoints:.

a. Does It exist?
b. What Is the reason (or its existence or nontexisterCt

Each of these (actors or elements chat show control at
details of work must be weighed aganst or comsoet to
those which point to an Independent contractor stabs.
Any single fact or smail lroup of (acts Is not conch Sav
evidence of the presence or absence of control. Is I k
combitasion of these facts which points to an cn-ple"n-
employee reLatlcnship or to an Independent contr.!er
atos.

Above source IRS Training Manual 3142-03 (5-71)

(
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Senator BYRD. 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 ad 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 BYRD. 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. McR.m. The American Trucking Association is the national

association of the trucking industry. As such, we represent all
types of motor carriers of freight, both for hire and private.

Mr. 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 small 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 small businessmen to as yet an additional sub-
stantial 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.

Independent truck operators generally own their own power
units. The 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 examining 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 2lelect Revenue Measures of the House Way
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
employees.

We 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 proposal 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 Bnw. Thank 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 franchising 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 arrangement, 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 BYRD. 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. ROJrrON. Thank you, Mr. Chairman. I represent the Ameri-
can Pulpwood Association and, 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 ByiD. Thank you.
Mr. Napolitano?

STATEMENT OF FRED NAPOLITANO, NATIONAL ASSOCIATION
OF HOME BUILDERS

Mr. NAPourrAmO. 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 directly 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
of compliance from the Revenue Service to the operating home-
builder.

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 BYRD. 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 Bum. Senator Chafee?
Senator CHAF. I have no questions.
Senator BRnD. Thank you, gentlemen.
[The prepared statements of the preceding panel follow:]
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- STATZM NT or DUNCAN MCRAE, JR., ON BEHALr OF THE COMMIrm ON

OPERATING PRACTICE OF ime 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 tampeL. d 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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While 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.

III

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.



Furthermore, 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.

53-645 0 - 79 - 24
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INTRODUCTION

We appreciate the opportunity permitted us to

participate in the hearings before the Subcormnittee. 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 Coimmittee

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

the Congress, continue the historic status of the "independent

truck operators" as independent businessmen, exercising their

entrepreneurial spirit and talents.
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Furthermore, we urge this Subcommittee, and the

Congress, not to further strain the limited financial re-

sources of these independent small businessmen by imposing

a withholding tax upoi 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 businessman, in control of his own

work habits, and to that extent in control of his own destiny.

The "independent truck operators is the classic

example of the American dream of owning your own business --

"working for yourself" -- and, therefore, is the prototype

small businessman.

As the Subcommittee on Special Small Business

Problems of the House of Representatives' Committee on Small

Business noted (H.R. Rep. No. 95-1812, 95th Cong. 2nd Session,

1978):

"Throughout the interstate motor

carrier industry is a trucker who has

been referred to as 'the last American

cowboy'. The American public pictures



366

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, exemplifimd 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 status. 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 as 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.

Some 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 respect 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 independent operators who own one rig operate
the equipment themselves while som hire drivers. inde-

pendent operators who own a fleet of trucks may employ a

substayitial wprk force including drivers, drivers' assistants,

mechanics, and office per onnel.

In addition to labor expenses, major expenses borne

by the independent truck operators in general include fuel

and maintenance costs, finance costs, depreciation, collision

insurance, highway tolls, state permit and license fees, and

various Federal and state taxes.

The independent contractor status of independont

truck operators for employment tax purposes was first challenged

by the Internal revenue Service in a series of cases in the

1940's. That controversy 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 lawn 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., 1st 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 Rev. 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) The independent operator owns the equipment

or holds it under a bona fide lease arrange-

ment.

2) The independent operator is responsible for

the maintenance of the equipment.

3) The independent operator bears the principal

burdens of the operating costs, including

fuel, repairs, supplies, insurance and

personal expenses while on the road.

4) The independent operator is responsible for

supplying the necessary personal services to

operate the equipment.

5) 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 regulating

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 direct 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. In

addition, operating requirements imposed by

governmental regulations 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

If, and so long as, the Internal Revenue 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

dertain 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 thQ 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. While 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 certain measures to

strengthen the information reporting requirements of present

law. The testimony of the Administration's witness before the

Ways 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 bill 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 provider of

the services to be that of an employee.

Rather, the "no inference" clause operates 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.

53-845 0 - 79 - 25
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While we support, in general, the Gephardt bill,

it is not without problems. In 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, Inc., 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.2d 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 bill. 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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GAO 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, the GAO 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 Revenue 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 confused 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 himself 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

Federal 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 law 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

Federal and State Jaws and regulations may result in a deter-

mination contrary to the long standing determination of the

independent contractor status of the independent truck operator.
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TREASURY PROPOSALS

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

contractors. 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 proposed 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 name, 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 be

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, 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." 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 place 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 Service, 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 did 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 Service 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.
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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 are 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 involved --

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

avz ralfe 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 Subcommittee on Special

Small Business Problems which described it as a "continuing

cost crunch ... [resulting from such factors as] ... the cost

of equipment [which] alone has almost doubled in the past few

years, and the cost of fuel (which] has in many cases more

than tripled."

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 woula further reduce his disposable income and imperil

the continued and viable existence of this vital segment of our

industry.
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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 likely 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 driving 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 Treasury 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
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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 exists in 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 submit 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 citizery. 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 unreasonably 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 independent 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 then Congress will be faced with

this very issue again in the very near term.

The Treasury Department's proposal, 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 "*** independent contractors bear less than their

fair share of the social security tax burden even when they

report all of their income[.]" 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 independent

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

picaA). (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 oil 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 Congrcss, 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 cQuld 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 axation 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 (IFA), 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 involves the licensing of a
tradename and contracting for a fee to allow the franchisee to operate the
business under that tradename. Payments for the license 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 in his system, promoting their individual growth and the strength
of the franchise system as a whole.

It is vital to the continued growth 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 United 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 believes that the Dole Bill, S.736, and its companion bill
in the House, H.R.3245, will protect the vital independent status of the
franchisee. Franchisees, generally incorporated, occasionally publicly
traded companies, would easily fall within the safe-harbor test contained
in the Dole Bill. Clearly, 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
individual, 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 recor-endation to the House Ways and Means Committee
that an across the board 10 percent witholding be applied to all independent
contractors. 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.

**If 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 noncompliance with the Revenue Code.

The IFA urges passage of the Dole Bill, S.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 Subcommittee, my name is

James D. McCarthy. I am Vice-president, Tax and Business Ser-

vices group of General Business Services, Inc., of Rockvllle,

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'D6e's.
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

to 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 financial condition and proven'business accomplishment.
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Independent Contractor Status in 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

only a limited amount of capital 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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in 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 initial 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 advertising 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 rare occason 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-

chisee 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
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the individual actually 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 for 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" is of

some comfort here, but the reference earlier in the section to

the individual "controlfingy" 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 independent
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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 rationally 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 argument has been made unsuccessfully by the Internal

Revenue Service. -Faced with an IRS challenge the safe harbor

may be denied to a franchisor on this point, who must then

grapple with the twenty common law 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 "person 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 question

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 would 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



412

percent withholding proposal very confusing indeed. If this scheme

is interpreted to require of a franchisee that he withhold ten

percent of his gross revenues on which royalties are based, it

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 includes among its lists of separate industries a

category referred to as "Franchise Operations." The figures

attribute to franchise 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 to franchising 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
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testimony, tte sample for this study "was drawn

from a list of payments which the IRS had proposed

to reclassify from 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-

x -- sify a franchisee from an independent contractor

to an employee. These figures therefore explore

only the very rare, narrow cases.

(2) 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, represents fully one third

of all retail sales in the United States.

(3) "Franchise operations" is nowhere defined, and it is

not clear what the Service had in mind when it

established this category. The Service's methodology

was to ask first the employer and then the employee

what industry each considered 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' w&'smrsconstrued and

as presented is very misleading.

(4) There is no working definition of what constitutes

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 indeed include gas stations, it also includes

a highly specialized contractual relationship re-

gulated by states and the federal government in at

least 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 1310.000 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 on what constitutes an independent

contractor, but it has been in a few cases. We do not believe

that the Dole Bill will induce more challenges in the

future but we fear its practical impact if a few of the points

we have made are not clarified. 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 status 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. 736:

Alabama Forestry Association
Alaska Loggers Association
Arkansas Forestry Association
Appalachian Hardwood Manufacturers Association
Associated Oregon Loggers
California Forest Protective Association
Florida Forestry Association
Forest Farmers Association
Georgia Forestry Association
Kentucky Forest Industries Association
Louisiana Forestry Association
Maine Forest Products Council
Maryland Forests Association
Massachusetts Wood Producers Association
Michigan Association of Timbermen
Minnesota Timber Producers Association
Mississippi Forestry Association
Missouri Forest 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.
Northern 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 Carolina Forestry 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 Forests, 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 unnecessarily

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

co n law definitions.

Because of the IRS' unauthorized and unilateral revision of the

definition of and distinctions between an "employee" and an
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"independent contractor", APA members voiced serious concern with

employment tax audits and assessments. This concern required in-

depth research of the common law wright 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 problem 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 the 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 was 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. Any 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

usefuln (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 Return 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-oompliance 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 Tables, 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

returns 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 percentage

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 20000). 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 unrepresentatively 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 .27%

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

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 ca-e 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 Virginia 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

53-845 0 - 79 - 28



428

sales, six in other sales, two in the trucking industry, one

in the home improvement business, one in an unidentified wotherw

category, and one simply didn't know what industry he was in

(Format A Tables, Vol. 1, pp. 49-50).

In short, the study utilized a non-representative sample, invoked

unorthodox method.', and was analyzed to an apparently pre-

determined desired result. This Association knows its members.

We would welcome 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 is 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 Traasury 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 Owith-

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 guidances 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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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 form. This is needless, stupid

paperwork.

2. Loggers may have to withhold on payments to landowners

for the landowners' timber or receive an exemption form.

3. 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.

4. 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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oI the payee's protestations. First, withholding may

be the "safest* alternative. Second, most systems

run more effectively when no exemptions exist. Third,

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.

5. Flat rate withholding on a gross amount paid bears no

relationship to business realities in the logging

industry. The amount paid is not profit. In 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 tax 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).

6. 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 make 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



434

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 coon 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.
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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.

Finally, we respectfully suggest that the severe Orole reversal

problem Treasury has initiated be curtailed. It is time to make

sure that the code eases the burden of self-employed businessmen

who create 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 A.MEND THE INTERNAL REVENUE

CODE AND TO CLARIFY THE STANDARDS

USED IN DETERMINING WHETHER AN

INDIVIDUAL IS AN INDEPENDENT CONTRACTOR

TESTIMONY OF

NATIONAL ASSOCIATION OF HO .f 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 inquiry of home

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 find 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.
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Another issue concerns the principal place of

business. 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 deeemd 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 substantially 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 ocher

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

53-845 0 - 79 - 29
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Treasury to shift the burdens of tax compliance from the

Internal Revenue Service to the operating home builder.

That person typically is the small businessman. Most pro-

duce 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, recomend

its adoption.

September 17, 1979
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Senator BYRD. The next piece of legislation to be considered is S.
1514.

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
Service Authority and Richard Chirls, Esq., and Mr. Robert H.
Aldrich.

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 BYRD. 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. STANDING. That is correct.
Senator BYRD. It is just because the Navy would purchase some

of the energy that it requires additional legislation.
Senator CHAME. 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?

Mr. ALDRICH. It must be a substantial portion going to a Federal
facility.

Senator CHAFR. What is that?
Mr. CURLING. The IRS has not clarified that rule in excess of 50

percent.
Senator CHAFm. In excess of 50.
Mr. ALDRICH. Of the total revenues.
Senator CHAFE. I see.
Thank you very much, Mr. Chairman.
Senator BYRD. 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 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.

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
funds to take care of their problems in the Norfolk Naval Ship
Yard.

Gentlemen, this should be your time. You may go ahead.
Senator CHAFEE. Mr. Chairman, did Mr. Lubick testify on this?
Senator BYRD. 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 Treasury 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. CASBERG. Mr. Chairman, I am Thomas R. Casberg. I am

responsible for utilities and energy engineering in the Office of the
Deputy Assistant Secretary of Defense for Installations and Hous-

i'am pleased to a pear before the committee today to represent

the Department of Defense with regard to S. 1514. I have with me
today Mr. 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 BYRD. 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 BYRD. The statement will be published in full, and then
you can summarize it.

Mr. MILLHONE. I 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.

Senator BYRD. This would be the first such facility in the United
States?

Mr. MILLHONz. The first cogenerating facility.
So that we see it as a significant, major facility and attractive to

the mechanisms 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 BYRD. 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
S. CURLING, EXECUTIVE DIRECTOR, SOUTHEASTERN PUBLIC
SERVICE AUTHORITY OF VIRGINIA; RICHARD CHIRLS, AND
ROBERT H. ALDRICH
Senator BYRD. Mayor, I believe that Virginia Beach is probably

one of the fastest growing major cities of the United States, is it
not?

Mr. STANDING. 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 BYRD. The population is 275,000.
Mr. STANDING. 275,000.
Senator BYRD. When do you expect to hit 300,000?
Mr. STANDING. It will be the largest city in the State in the next

year or so, certainly before the next census takes place.
Senator BYRD. Incidentally, you succeeded a mighty good man as

mayor-Mayor Holland. I worked closely with him, and I would
like to work closely with you also.

Mr. STANDING. We 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 BYRD. That would be published in the record.
Mr. STANDING. If you would agree with all of those things, I

could just get up and leave.
The Public Service Authority is a political subdivision of the

State of Virginia. It does comprise six cities, Virginia Beach, Nor-
folk, Chesapeake, 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-
ating capacity 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
would be a solution to the joint problems of localities and the U.S.
Navy.

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 themwith 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 BYRD. Excuse me; 800,000 barrels at the Norfolk Naval
Shipyard?

Mr. STANDING. That is correct, to produce steam and electricity.
Senator BYRD. 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. STANDING. 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 they
freely admit that, and their alternative to us, providing them with
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 BYRD. Let me interrupt you again, just to be certain I
understand.

You say the Navy is using 800,000 barrels of oil?
Mr. STANDING. That is correct.
Senator BYRD. That would be eliminated if this were enacted?
Mr. STANDING. 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
toprovide the Navy with electric energy.

Senator BYR. 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 BanD. Ms. Konheim?

STATEMENT OF CAROLYN S. KONHEIM, REPRESENTING
COMBUSTION EQUIPMENT ASSOCIATES, INC.

Ms. KONHEIM. I 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 ash 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 possibility 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 steam 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
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
percent of the waste is collected by private carters. Disposal may
begin publicly or privately owned landfills, incinerators or process-
ingi lants.

Al public policy is directed to encourage private financing of
refuse processing facilities. Virtually no capital grant funds are
available.

The magnitude of available solid waste and the increasing ener-
g revenues are attracting private developers to assume the risk of

dancing resource recovery projects without prior contracts with
governmental agencies responsible for waste disposal. CEA/OXY
has 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
problem and increases the passthrough of higher financing costs to
the public.

CEA commends the Finance Committee for taking steps to en-
courage turning our pressing 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 By". Thank you.
Let me say first, in reading the letter from the Navy I 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 or Tl NAVY,

ATLAIc DIsIoN,
NAVAL FACILITIES ENGINEERING COMMAND,

Norfolk, Va., September 14, 1979.

Hon. HARRY F. BumD, Jr.,
US. Senate, Washington, D.C.

DEAR 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 Navy because it would
make one of our principal 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. 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 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. HIND, 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. ALDRICH. Senator, is that appropriate?
Senator BYRD. Yes.
Mr. ALDRICH. 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 i of the first
and one of the leaders in this particular area.

We expect to achieve, as the Department of Energy 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-eryfacilities.Four, 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 BYRD. 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:]
ailgraml

PORTSMOUTH, VA., September 12, 1979.
HoN. HARRY F. BYRD, Jr.,
US. 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 saving projects as Tidewat-
ers 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,
RICHARD J. DAvis, Mayor.

Senator BYRD. 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:] UOP INC., ,

Des Plaines, Ill., September 12, 1979.
Hon. HARRY F. BRD, Jr.,
U.S. Senate, Washington, D.C.

DuAR SENATOR By"D: In the near future the Senate Finance Subcommittee on
Taxation and Debt Management will hold hearings on your Bill S. 1514 concerning
solid waste disposal facilities. UOP Inc. is actively in-olved in the construction and
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 approximately 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 disposal 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 proposair. 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
affected.

Sincerely,
J. V. CRAWFORD,

Chairman of the Board and President.

Mr. CHIR. 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.

Therefore, S. 1514 does not serve to open up a brandnew loop-
hole.

Senator BYRD. 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. CHIRIS. 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 BYRD. 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 BYRD. 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. CHIRLS. 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 BYRD. 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
law, 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. I
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.

Does anybody else on this panel want to make a comment?
Mr. ALDRICH. 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, particularly 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. I find that a very powerful statement.
Senator BYRD. 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 processing 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 discriminating
against half of resource recovery the technology refuse derived fuel
systems, which is available to get energy out of refuse.

Senator BYRD. 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 BYRD. Senator Dole?
Senator DoLE. I have no questions.
Senator BYRD. Well, I think that all of you have made a very

good case for this legislation. I hope that the meeting that you will
ave 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 NILLHONE

DIRECTOR, OFFICE OF BUILDINGS AND COMMUNITY SYSTEMS

Ladies and Gentlemen of the Senate Committee on Finance. Thank you

for the opportuni , to speak before this hearing dealing wlthlunlcipal

solid waste.

The Department of Energy views municipal solid waste as a valuable

energy source. By 1985, the Nation will be discarding 200 million 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,

aluminum, 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 municipal waste. With current tech-

nology the national potential is estimated at 55% of the total. As we

develop smaller scale systems, and systems combining other wastes such as

those from agriculture and forestry operations that potential is expected

to increase to 901 of the available municipal waste.

Presently DOE Is supporting research and development to Increase the

options for the recovery of energy from waste, to solve specific technical

problems, and to Identify and develop generic solutions to Institutional or

non technical problems. In addition, DOE and EPA have entered into a lemorandim

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 Initiatives.

The President has recently sent to Congress a number of energy proposals

including the Energy Mobilization Board and the Energy Security Trust Fund.

The Energy Security Trust Fund would also most signifIcantly. have authority

to provide incentives for converting tastes to useful energy forms.

The Administration believes tbese to be appropriate measures to support

efforts to reduce our dependence upon foreign oil and to expand our energy

resources.
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1 an pleased to briefly describe for you the DOE program in the

recovery of energy from municipal wastes the results of our 1979 efforts,

and the project. 4i Intend 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, in 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

incinerators.

DOE issued three competitive procurements during FY 1978 and

continued their 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 advantage of combining municipal waste

and wastewater treatment and,

3. the recovery and use of methane from landfills.

The latter is particularly significant since It 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 look at the design parameters of recovery.
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We are continuing our Pompano Beach project which, converts

municipal solid waste to methane. The plant is completed and has been

producing methane since August. 1978. There have been no problems with

the digestion process to date, although we have had a number of problems

with the part of the plant that prepares the incoming waste for use in

the process. These have been solved and the plant Is now operating at

design rate. This effort will continue in Fiscal Year 1980 in order to

test digester mixing and to achieve 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 materials from waste. The Environmental 'Protection

Agency Is conducting research into thp environmental concerns of energy

recovery,. Under the President's Urban Initiative 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 in the areas of technical and institutional

problems associated with energy recovery from wastes.

53-845 0 - 79 - 30
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The proposed bill, S1514, provides that industrial development bonds

issued by tax-e 'pt State and political subdivision my 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 bill further provides that tax-exempt industrial development bonds

may be used to fund facilities which combine both solid waste disposal and

energy production. This mans that where the conversion from solid waste

to electricity Is part of an Integrated process the entire facility, including

steam boilers and elect-ic generators, my be financed by tax-exmpt bonds.

One such plant that the proposed bill would affect Is the proposed waste

recovery plant at horfolk, Virginia. 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

facility. If the input for this proposed facility ware 1500 tons per day,

it could displace an estimated 2000 barrels of oil per day.

Because the proposed bill deals primarily with revisions to Internal

Revenue Code, e defer to Treasury Department for specific comment on the bill.

Thank you for this opportunity to testify and I will be pleased to answer

any questions.
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SUMMARY
of testimony of

SOUTHEASTERN PUBLIC SERVICE AUTHORITY
OF VIRGINIA

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 Federal 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 Jointly 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, Wood, 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

Robert H. Aldrich, Senior Vice President of Paine, Webber,

Jackson & Curtis, Incorpor&ted, 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 studies

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 a new source of steam and electricity

to replace its worn out power plant. These two problems

lend themselves to joint 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 solid 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 purchase

contract with the U. S. Navy.
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Landfills for solid waste disposal in 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 it in the ground. We feel

that this decision is 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

summrized 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 life 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.

3. 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.

4. 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.

5. 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 Federal government will save approxi-

mately $400 million in energy procurement cost

over the project's thirty year life.

6. The municipal solid 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 benefits:

(1) it reduces the burden on local communities

in siting and maintaining landfill sites;

(2) it 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.



467

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 available 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-

ously, 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 oil 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

associated 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 Financing 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 limited 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 is having a serious 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 may 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 disposal;

(3) there are several important major projects

in the United States where the Federal government

is the sole potential customer. Under existing

interpretations tax-exempt financing generally cannot

be utilized by the municipalities for such projects.

S. 1514 clearly states the objective of Congress to

retain the historic rights of municipalities to finance

solid waste disposal facilities, 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 coat 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 minimal, 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 Federal 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 if 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 Daniel 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 of 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

its 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.

LEOAL DISCUSSION OF S. 1514

The use of tax-exempt bonds as a mechanism 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

Revenue Code provides that 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

solid 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 solid waste disposal process are used by or for the

benefit of the Federal government or 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 Aimed 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

Federal facilities, 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 may 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

53-845 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 additional current impediment to the use of the tax-

exempt bonds in connection with solid waste disposal facilities

arises as a 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 a facility 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 disposal

process. Further, as the technology involved in solid 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 solid waste. This material is commonly

known as refuse derived fuel ("RDP"). As the economic

incentives to acquire fossil fuel substitutes have increased,

the possibility that RDF will be commercially saleable 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 is available only for the

portion of a facility up to the point where the RDF is

segregated. It is understood that the Treasury is considering

the issuance of additional regulations which would impose

further restrictions on the use of tax-exempt financing 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) rules

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

solid 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 higher taxable

borrowing rates. In most cases the price at which RDF or

steam may be sold will not produce sufficient revenues to

permit the project to be financed.. Alternatively, the price

that must be charged for steam or electricity, as the final

product, will be so 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 end 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

solid 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 facilities 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 efficiency. 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-hal: 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 its proposed project are applicable to several similar

projects around the country. The Bill will permit responsibly

planned projects to proceed ds a result of the financial

benefit derived from tax-exempt financing.

In sumihary, 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 present Bill permits

the use of the existing tax-exempt bond mechanism to promote

such goals.
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TESTIMONY OF COMBUSTION EQUIPMENT ASSOCIATES

I am Carolyn S. Konhehm, representing Combustion Equipment Associates, Inc.

CEA is a New York City-based company with 2600 employees engaged in the design

and manufacture of pollution controls, energy and agricultural products. The

New York Stock Exchange listed company has assets of over $150 million and

annual sales of $163 million.

I am here to testify on S-1514 which would amend the Internal Revenue Code

with respect to aspects of solid waste disposal facilities.

CEA designs, builds, owns and operates resource recovery plants which

convert refuse from solid municipal waste into a high Btu synthetic fuel,

ECO-FUELRII through a proprietary patented process.

ECO-FUEL is sold to electrical utilities as a substitue for oil or coal.

iLt-is. described in the February 1979 issue of Power Magazine:

"The only refuse derived fuel of uniform quality commercially available today,

ECO-FUEL II, is manufactured by Combustion Equipment Associates, Inc ...

ECO-FUEL II is a dry free-flowing powder with a high bulk 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 ECO-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:

United Illuminating 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 Illuminating 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

necessary 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 utilizing Industrial Revenue Bonds,

this possibility should not be precluded for future financing. The restrictions

of S-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

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 environmental, traffic flow and other land use needs is their

very advantage. While the utilization of existing power plants normally

reduces the overall disposal cost to the community, such plant sites rarely

have room to accommodate a new processing facility.
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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 financing 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.

All public policy is directed to encourage private financing of refuse

processing facilities. 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 sQlid 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 easily corrected.
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Senator BYRD. The next panel will discuss three different pieces
of legislation.

Mr. Donald P. Quinn of Boston, Mass., will address S. 687.
Mr. Edward I. 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 BYRD. Fine. That memorandum will be published in the

record.
Thank you, Mr. Quinn.
Senator Chafee?,
Senator CHAmFE. 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. CHAFER

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 Island. The basis of the claim rests on a
questionable 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 Narragansetts 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 part, Congress appropriated
$3.5 million for the purchase of 900 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 exemption 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 type of settlement is precedential for other India,%
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,
was not able to be here but will submit a statement for the Record in support of S.
687.

STATEMENT OF SENATOR CLABORNE PELL

Mr. Chairman, I am pleased to have this opportunity 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-
ment by providing for deferral of capital gains taxation for privately owned settle-
ment land.

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
package 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 bill, and improve its prospects for passage in the waning
months of the 95th Congress, the landowners agreed that the capital gains provision
would be deleted. The entire Rhode Island Congressional delegation is 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.



487
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 voluntary.

§ 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 type 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 participa-
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 BYRD. 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 BYRD. 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
land 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 BYRD. 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 BYRD. The next witness is Mr. Edward I. 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, today the subcommittee will hear testimony by an organization-
the Manhattan Bowery Project-seeking our help. It is somewhat fitting that they
do so, for the Manhattan Bowery Project has provided help to so many disaffiliated
alcoholics who would otherwise be abandoned to the streets.

The Project has restored and rehabilitated many such persons, preparing them to
re-enter society, indeed employing some in its own efforts.

Through an administrative oversight, the Project has erroneously filed and re-
ceived certain Social Security taxes for certain present and former employees. These
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funds were duly, if erroneously, paid to these employees, and the IRS rightfully
sought to recover these funds.

The Project has acknowledged its error and repaid its share of these funds to the
IRS, but because of the nature of the project and its operations, there is little hope
of recovering the moneys paid to these employees, many of whom are recovered
alcoholics and earn $10,000 per year-hardly unjust enrichment.

And because the project is almost exclusively governmentally funded, there is no
other funding available.

To deny the Project this relief would be to terminate their activities and close the
center, relegating many homeless to the streets.

Senator BYRD. Mr. Geffner?

STATEMENT OF EDWARD I. GEFFNER, ADMINISTRATIVE
DIRECTOR, MANHATTAN BOWERY CORP., NEW YORK, N.Y.

Mr. GEFFNER. Good morning, Mr. Chairman and members of the
Finance Committee. I am Edward Geffner, administrative director,
Manhattan Bowery Corp., Located at 8 East 3d Street, New York,
N.Y. 10003, and I am here to testify about S. 401, a bill introduced
by Senator Moyihan for the relief of the Manhattan Bowery Corp.

First, I would like once again to thank Senator Moynihan and
the members of his staff for their diligent efforts in drafting and
introducing this bill and you and the members of this committee
for the opportunity to testify. Congressman Weiss, the principal
sponsor of the bill in the House of Representatives and Congress-
woman Holtzman and Congressman Rangel, cosponsors, have also
been most helpful.

My oral testimony will consist of a summary of a statement I
have prepared. The summary and the full statement have been
submitted to the committee and I would like now, Mr. Chairman,
to request that they be incorporated into the record.

Senator BYRD. Without objection.
Mr. GEFFNER. The Manhattan Bowery Corp. is a not-for-profit

corporation which treats skid-row alcoholics in several locations in
New York City offering detoxification, outpatient, and residential
treatment programs. During the 12 years since it was formed, the
corporation has helped thousands of Bowery men, many of whom
have recovered, maintained their sobriety, and found employment.

Manhattan Bowery is seeking relief from assessments of FICA
taxes, interest, and penalties which stem from the confusion that
arose in 1974 concerning the requirement of section 3121(k) of the
Code that not-for-profit corporations file waivers of their exemption
from FICA tax liability to secure social security coverage for their
employees.

Since its inception in 1967, the corporation has withheld FICA
taxes from employees' salaries and paid these sums plus the em-
ployer's contribution to the Internal Revenue Service. In 1974, the
internal Revenue Service became aware that many not-for-profit
organizations were making FICA contributions without the legal
authority to do so since they had not filed the required waivers.

Manhattan Bowery was concerned because the Treasury had
ruled that employees of organizations that had not fied a waiver
would not be covered by the social security laws. After a diligent
search of its files, the corporation could not locate the waiver. It
wrote to the Internal Revenue Service for advice and was informed
that if it wished to secure social security coverage for its employ-
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ees, it would have to file a waiver which would be retroactive for a
5-year period. However, at the time a waiver is filed, employees
may either elect to participate in the social security system or be
exempt from FICA taxes.

Manhattan Bowery filed a waiver in April, 1975, but many em-
ployees chose not to participate, and therefore they and the corpo-
ration were entitled to a refund of FICA taxes previously paid. The
corporation also stopped withholding FICA taxes from the salaries
of those who elected tax exemption.

During 1975, the corporation received refund checks totaling
$174,918.28. It distributed the employees' share and retained the
remainder in a separate bank account to return to its funding
agencies. In March of 1977, the corporation received notices of tax
due. Upon inquiry, the Service stated that it had determined that
the corporation had filed a waiver in 1968 and therefore Manhat-
tan Bowery must pay both the employer's and employees' share of
FICA taxes for the period January 1, 1973, through June 30, 1977,
plus interest and penalties.

Originally they only claimed moneys from January 1, 1973,
through April of 1975. We realized that we had not been withhold-
ing from 1975 through 1977 and we notified and informed the
Service of that fact and we later received notices of tax due for
that period as well.

The corporation paid $75,423.44 of the asserted liability of
$160,867.37 plus interest and penalties. It is unable to pay the
entire amount. Its income is derived from Government contracts
and grants to provide alcoholism services. Counsel for the Govern-
ment agencies has determined that they are prohibited by law
from authorizing the use of funds they provide to satisfy the Inter-
nal Revenue Service's claim. Moreover, the Service did not assert
its claim until 2 years after the filing of the 1975 waiver and
claims for refunds. Many employees had left in the interim and it
is largely impossible to collect their share plus the interest and
penalties.

The corporation has submitted an offer-in-compromise to the
IRS. However, we have been informed by the Service that the
process is a lengthy one and that the outcome is uncertain. In
addition, since the Service requires that the offer consist of at least
the trust fund moneys, the corporation would have to pay over
$57,000 if the offer were accepted, substantially more than it would
if the bill were enacted. If the bill is enacted the corporation would
have to pay an additional $16,032.54.

The Service has filed a lien on the corporation's assets and bank
accounts. If it forecloses the liens, the corporation will have to
cease o operations, thereby stopping services contracted for by the
Department of Health, Education, and Welfare and the New York
City Department of Mental Health, Mental Retardation and Alco-
holism Services. The net result will be to transfer funds from one
Government agency to another.

Moreover, the Service is largely responsible for this state of
affairs since it had several opportunities to inform Manhattan
Bowery that a waiver had been filed, but neglected to examine its
records.
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The Treasury will not suffer financially if the bill is enacted. The
employer's share will be paid and employees who want coverage
will have to pay their share, that is, the full amount due for social
security coverage. For employees who do not elect coverage, the
Government will receive a gratuitous payment from Manhattan
Bowery.

Senator BYRD. I might say, the Treasury Department's statement
to the committee is this:

In view of the corporation's equitable basis for relief on the facts, the Treasury
Department does not oppose enactment of S. 401. However, certain technical amend.
ments are suggested.

I would suggest that you, or Senator Moy ihan's staff get togeth-
er with the committee counsel and with the Treasury Department
and try to come to an agreement on those technical amendments,
which I think would not be any great problem.

Mr. GEFFNER. We will do that, sir.
Senator BYRD. Thank you.
Senator Chafee?
Senator CHAFEE. I have no questions. Thank you, Mr. Chairman.
[The prepared statements of the preceding panel follow:]
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SHORT SUMMARY OF TESTIMONY OF DONALD P. QUINN
REGARDING S. 687 BEFORE THE FINANCE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT OF THE
SENATE FINANCE COMMITTEE

MONDAY, SEPTEMBER 17, 1979

I. INTRODUCTION

In 1975, the Narragansett Tribe of Indians commenced
two lawsuits in the Federal District Court of Rhode
Island seeking recovery of several thousand acres of
land from the State of Rhode Island and thirty-five
private defendants. A Settlement Agreement was reached
in 1978 under which Rhode Island and certain private
landowners were to convey their land to a state
chartered public corporation controlled by members of
the Tribe. On October 2. 1978, the Rhode Island Indian
Claims Settlement Act (P.L. 95-395) was enacted,
constituting Congressional approval of the Settlement
and federal funds of the acquisition. Due to press of
time, the Settlement Act did not deal with certain
provisions of the Settlement Agreement which called for
Internal Revenue Code Section 1033 treatment of capital
gains incurred by the private landowners who sold their
lands to the public corporation.

Senate 687 has been proposed for two reasons:
I) it implements completion of the Settlement Act as
originally intended; and 2) its purpose is wholly
consistent with those of Section 1033 which permits the
deferral of taxes on gains occurring as a result of
involuntary conversions.

II. INDIAN LAND CLAIMS UNDER THE TRADE AND INTERCOURSE ACT

The Federal Government has exclusive jurisdiction
over lands of qualifying Indian tribes. A trust
relationship similar to that between a guardian and a
ward exists between the Federal Government and Indian
tribes. This fiduciary relationship requires the
Federal Government to take such affirmative steps as may
be necessary to fulfill its obligations. The failure of
the United States to protect Indian tribes from violations
of the Trade and Intercourse Act constitutes a breach of
its fiduciary relationship. For these reasons, Indian
land claims are, in essence, public rather than private
actions brought pursuant to explicit provisions of
Federal law and the Constitution.

III. THE NARRAGANSETT CASE

The claim of the Narragansett Tribe is derived from
an 1880 Act of the State of Rhode Island which purported
to abolish the Narragansett Tribe. From 1880 to 1975,

53-845 0 - 79 - 32
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state and federal officials consistently held that the
state action was proper. The Narragansett suit questioned
the propriety of the legislative act. Absent the
Settlement Agreement, the litigation would have continued
for many years with the titles of all the defendants
and other nondefendants in the general area being made
unmarketable pending the outcome of the suit.

IV. THE SETTLEMENT

Notwithstanding the concept of the Settlement
Agreement holding that no private defendant should be
forced to sell his land involuntarily to the public
corporation, as a practical matter, most if not all of
the sales arE conveyances, which would not have occurred
absent the lawsuit which was brought to enforce the
Tribe's Federal Aight. As a result of the conveyances
by :he State of Rhode island and the private defendants,
the entire State of Rhode Island was freed from the threat
of economic hardship caused by both actual and potential
7ndian land claims.

V. DEFERRAL OF THE RECOGNITION OF GAINS IS CONSISTENT
WITH SECTION 103 POLICY

For a cdnveyance to ,,ualify as an involuntary
conversion under Section 1033, three criteria must
be met:

1)
2)
3)

Governmental compulsion
Threat of condemnation
Condemnation for a public purpose

VI. CONCLUSION

The private defendants have an equitable and legal
right to §1033 treatment. Their land was threatened
by a semi-sovereign Indian tribe and, potentially the
United States of America, in its trustee capacity toward
the Narragansetts. The land was conveyed under the
threat of complete forfeiture to a public instrumentality.
The agreement of the private defendants to sell their
land served as a direct public purpose. The acquisition
of the land was financed by the Federal Government, a
tacit acknowledgement that the landowners had a right
to compensation.

In addition, a commitment was made by the
Administration during the negotiation of the Agreement
to the landowners who participated in the settlement that
they would receive 81033 treatment.
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THE APPLICABILITY OF THE INTERNAL
REVENUE CODE SECTION 1033 TO

THE NARRAGANSETT INDIAN CLAIM SETTLEMENT ACT

MEMORANDUM IN SUPPORT OF TESTIMONY
OF DONALD P. QUINN

BEFORE THE SENATE FINANCE COMMITTEE
REGARDING SENATE 687

September 17, 1979

TO: THE SENATE FINANCE COMMITTEE

FROM: DONALD P. QUINN, ESQ., GOODWIN, PROCTER & HOAR,
28 STATE STREET, BOSTON, MASSACHUSETTS, CO-COUNSEL
TO THE PRIVATE DEFENDANTS IN THE CASE OF
NARRAGANSETT TRIBE OF INDIANS V. SOUTHERN RHODE
ISLAND LAND DEVELOPMENT COMPANY, ET AL.

RE: PROPOSED AMENDMENT TO RHODE ISLAND INDIAN CLAIMS
SETTLEMENT ACT (P. L. 95-395)--S. 687; H. 2993

I. INTRODUCTION

On January 8, 1975, the Narragansett Tribe of Indians

initiated two lawsuits in the United States District Court for

the District of Rhode Island against the State of Rhode Island

and thirty-five private defendants. Narragansett Tribe of

Indians v. Rhode Island Director of Environmental Management,

C.A. No. 75-0005 (D.R.I.) and Narragansett Tribe of Indians v.

Southern Rhode Island Land Development Co., et al., C.A. No. 75-

0006 (D.R.I.). Approximately one month before these actions

were scheduled for trial, the parties to the litigation executed

a Joint Memorandum of Understanding Concerning Settlement of the

Rhode Island Indian Land Claims ("Agreement"), February 28,

1978, attached hereto as Exhibit A. Under the terms of the

Agreement, the State of Rhode island and certain private landowners

were to convey their land to a proposed state-chartered, public

corporation ("Narragansett Corporation") controlled by members

of the alleged plaintiff tribe.
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The Agreement represented the first out-of-court settlement

of Indian land claims brought pursuant to the Trade and Inter-

course Act of 17901 (25 U.S.C. 1 177). On October 2, 1978,

President Carter signed into law the "Rhode Island Indian Claims

Settlement Act" (P.L. 95-395), attached hereto as Exhibit C, as

the first step toward implementing the Agreement. Three Million

Five Hundred Thousand Dollars was appropriated by the Federal

Government to finance the acquisition of the privately held land

involved. On May 10, 1979, Governor Garrahy signed the state

implementing legislation known as the "Narragansett Indian Land

Management Act", attached hereto as Exhibit D.

The Federal and State implementing legislation incorporated

most of the terms of the Agreement. However, section 4 of the

Agreement which states "[t]he parties to the Lawsuits will

support efforts to obtain deferral of both state and federal

income taxes resulting from the conveyance of privately held

portions of the Settlement Lands" was deleted "in order not to

delay enactment of the settlement legislation since inclusion

would have involved sequential referral to the Ways and Means

Committee." House Report No. 95-1453, "Summary of Major Provi-

sions", § 5 at 11; see also, Senate Report No. 95-972 at 10,

attached hereto as Exhibits E and F. Because § 4 of the Agreement

1 As of this writing, approximately 19 similar claims covering
eight states are, or in the near future may, be in litigation.
See, letter of Donald P. Quinn to Don L. Ricketts, Joint
Committee on Taxation, March 29, 1979, attached hereto as
Exhibit B.
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was supported by all the parties to the litigation, by the

Administration and by those congressional committees having

jurisdiction over Indian affairs, it was agreed that legislation

implementing this provision of the Agreement would be resubmitted

in this session of the Congress. See, S.687 and H.2993, attached

hereto as Exhibit G.

The legislation provides for the deferral of recognition of

capital gains resulting from the conveyance of the land of the

private defendants to the Narragansett Corporation. We are also

proposing an amendment to these bills that the time period

within which the seller must reinvest begins to run from the

effective date of the act.

It is our belief that the Senate Finance Committee should

look favorably upon this legislation not only because it was an

integral and important part of the Agreement, but because its

purpose is wholly consistent with goals and purposes established

by I.R.C. §1033 which permits the deferral of taxes on gains

occurring as a result of involuntary conversions. Although a

strong case could be made to justify the deferral of recognition

of such gains even in the absence of this legislation, we believe

that a legislative resolution of this issue is preferable in

that it would eliminate uncertainty with respect to the availability

of §1033 treatment. To support third position, it is necessary

not only to examine the scope and intent of 1033, but the law

governing Indian land claims in general and the facts of the

Nariagansett case in particular.
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II. INDIAN LAND CLAIMS UNDER THE TRADE AND INTERCOURSE ACT

In 1790, Congress enacted the Trade and Intercourse Act (25

U.S.C. § 177) which specifically provided that:

"No purchase, grant, lease, or other conveyance of
land, or of any title or claim thereto, from any
Indian nation or tribe of Indians, shall be of any
validity in law or equity, unless the same be made by
treaty or convention entered into pursuant to the
Constitution."

While the entire scope and param-ete-s of this provision

have not as yet been subject to full judicial determination, the

court in Narragansett Tribe of Indians v. Southern R.I. Land

Development Co., 418 F. Supp. 798, 803 (D.R.I., 1976) indicated

that to establish a prima facie case under the Trade and Inter-

course Act, a plaintiff must show that:

"1) it is or represents an Indian 'Tribe' within the
meaning of the Act;

2) the parcels of land at issue herein are covered
by the Act as tribal land;

3) the United States has never consented to the
alienation of the tribal land;

4) the trust relationship between the United States
and the tribe, which is established by coverage
of the Act, has never been terminated or abandoned."

Land transfers found to be in violation of the Trade and

Intercourse Act are void. Ewert v. Bluejacket, 259 U.S. 129

(1922). Traditional defenses such as laches, adverse posses-

sion, statute of limitations and estoppel by sale appear not to

be available to defendants in actions brought by Indian tribes.

Narrangansett, supra, at 804-805; Board of Commissioners v.

United States, 308 U.S. 343, 350-351 (1939). The Supremacy

Clause of the Constitution mandates that the extinguishment of
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Indian title is a matter of federal, rather than state, law.

United States v. Holliday, 70 U.S. (3 Wall) 407, 419-420 (1865);

Oneida Indian Nation v. County of Oneida, 414 U.S. 661, 670

(1974).

Article I, § 8 of the Constitution, which provides that

Congress shall have the power "[t]o regulate commerce . . . with

the Indian tribes", vests exclusive jurisdiction over Indian

affairs with the Federal Government.2 Oneida Indian Nation v.

County of Oneida, supra at 667; Pierce v. United States, 255

U.S. 373, 391-92 (1920); United States v. Sandoval, 107 U.S. 28,

38 (1913); Cherokee Nation v. Georgia, 30 U.S. (5 Pet.) 1, 18-19

(1830). The Trade and Intercourse Act which was enacted to

implement this exclusive federal jurisdiction over Indian affairs

was premised on the notion that Indian tribes or nations were

"distinct political communities, within which their authority is

exclusive, and having a right to all the lands within those

boundaries, which is not only acknowledged, but guaranteed by

the United States." Worcester v. Georgia, 31 U.S. (6 Pet.) 515,

2 In United States v. Lariviere, 93 U.S. 846, 847 (1876), the
Supreme Court commented on te direct relationship between
exclusive federal jurisdiction over Indian tribes and the
semi-sovereign status of such tribes when it stated that
"(a]s long as the Indians remain a distinct people, with
existing tribal organizations . . . Congress has the power
to say with whom, and on what terms they shall deal, .... "
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557 (1832) (emphasis added);3 United States v. Sante Fe Pacific

R.R. Co., 314 U.S. 339, 348 (1941). According to Chief Justice

Marshall, the Trade and Intercourse Act "avowedly contemplates

the preservation of the Indian nations as an object sought by

the United States" and provides that all relations with such

tribes shall be within the exclusive province of the United

States. Worcester v. Georgia, supra.

The responsibility of the United States toward Indian

tzibes or nations was more fully discussed in Joint Trib. Coun.

of Passamaquoddy Tribe v. Morton, 528 F.2d 370 (1st Cir. 1975).

According to the First Circuit, a "trust relationship" similar

to that between a guardian and a ward exists between the Federal

Government and Indian tribes. 528 F.2d at 375; see also Cherokee

Nation v. Georgia, supra. The Trade and Intercourse Act forms

the statutory basis of this trust relationship by establishing

that "the policy of the United States is to protect Indian

title; . . ." 528 F.2d at 376. There is no requirement that a

3 To constitute a tribe, a certain degree of independent
political authority is required. U.S. pt. of Interior,
Federal Indian Law 461 (1958). Indeed, the term "Tribe",
as used in the Trade and Intercourse Act, has been defined
by the Supreme Court as:

"a body of Indians of the same or similar race, united
in a community under one leadership, and inhabiting a
particular though sometimes ill-defined territory."
United States v. Candelaria, 271 U.S. 432, 441-442
(1926) (qu6 ing Montoya v. United States, 180 U.S.
261, 266 (1901).
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tribe must be specifically recognized by the Federal Government

to come within-the provisions of the Trade and Intercourse Act.

528 F.2d at 377. As the First Circuit stated in Passamaquoddy,

supra at 379

"That the Nonintercourse Act imposes upon the
federal government a fiduciary's role with respect to
the protection of the lands of a tribe covered by the
Act seems to us beyond question, both from the history,
wording and structure of the Act. . . . The purpose
of the Act has been held to acknowledge and guarantee
the Indian tribes' right of occupancy, United States
v. Santa Fe Pacific R.R. Co., 314 U.S. at 348, 62
S. Ct. 248, an-clear-ly tHlre can be no meaningful
guarantee without a correspond i- aty- to investi-
gate and take sdch-action as may be warrane-In
the circumstances." (emphas-ad )

This fiduciary relationship requires the Federal Government

to take such affirmative steps as may be necessary to fulfill

its obligations. 528 F.2d at 379. These obligations cannot be

ignored. Rockbridge v. Lincoln, 449 F.2d 567, 573 (9th Cir. 1971).

As the Court of Claims stated in Seneca Nation of Indians v.

United States, 173 Ct. Cl. 917, 923 (1965):

4 Pursuant to the First Circuit's decision in Passamaquoddy
establishing a trust relationship between the federal gov-
ernment and Indian tribes under the Trade and Intercourse
Act, the United States has indicated its intention to seek
recovery of approximately 5-6 million acres in Maine on
behalf of the Passamaquoddy and Penobscot Tribes unless
a settlement is reached. See, Litigation Reports, United
States Department of the Interior re: United States v.
Maine , Civil No. 1966 N.-D. and United States v. Maine,
Civil No. 1969 N.q., Jan. 10, 1977, attac-Se hereto as
Exhibit H.



"The requirement has always been for federal consent
and participation in any disposition of Indian real
property. From the beginning, this legislation has
been interpreted as giving the Federal Government a
supervisory role over conveyances by Indians to others,
. . . This responsibility was not merely to be present
at the negotiations or to prevent actual fraud, decep-
tion or duress alone; improvidence, unfairness, the
receipt of an unconscionable consideration would
likewise be of federal concern... The concept is
obviously one of full fiduciary responsibility, not
solely of traditional marketplace morals. When the
Federal Government undertakes an obligation of trust
toward an Indian tribe or group, as it has in the
Intercourse Act, the obligation is 'of the highest
responsibility and trust,' not that of 'a mere contract-
ing party' or better business bureau."

The fiduciary relationship between Indian tribes and the

United States obligates the Federal Government to do whatever is

necessary to protect Indian land which has been conveyed in

violation of the Trade and Intercourse Act. The failure of the

United States to protect Indian tribes from violations of the

Trade and Intercourse Act constitutes a breach of the fiduciary

relationship, United States v. Oneida Nation of New York, 477

F.2d 939, 944 (Ct. Cl 1973), which imposes "a distinctive obli-

gation upon the Government" which should "be judged with most

exacting fiduciary standards." Passamaquoddy v. Morton. 388 F.

Supp. 662-663 (D. Maine, 1975).

Not only are Indian tribes unique, semi-sovereign entities

but they are considered "wards" of the United States on whose
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behalf the Federal Government must exercise affirmative respon-

sibilities. For these reasons, Indian land claims are, in

essence, public rather than private actions brought pursuant to

explicit provisions of federal law and the Constitution. It

is in this context that the Narragansett claim must be viewed.

III. STATEMENT OF THE NARRAGANSETTS' CASE

On January 8, 1975, the Narragansett Tribe of Indians

brought suit in the federal district court for the district of

Rhode Island seeking to recover approximately 3,200 acres of

land in Charlestown, Rhode Island. In the First Amended Com-

plaint ("Complaint") filed on June 24, 1975, attached hereto as

Exhibit I, the Narragansetts alleged that the Trade and Inter-

course Act discussed in Section II herein, "established and con-

firmed the Tribe's right of possession to all of the land which

is the subject matter of this action." (Complaint, 1 11). The

Narragansetts' right of possession to the subject land ceased in

1880 when the State of Rhode Island adopted "An Act to abolish

the tribal authority and tribal relations of the Narragansett

Tribe of Indians", attached hereto as Exhibit J. (Chapter 800,

Rhode Island Public Laws, 1880).

It was this act of the Rhode Island legislature which the

Narragansetts contended unlawfully resulted in the alienation of

their tribal lands in 1880 and which formed the basis of their
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action in federal court. (Complaint, 11 12-17). By way of

relief, the Narragansetts asked the Court to declare

the defendants' possession of the subject land in violation

of the Trade and Intercourse Act (25 U.S.C. § 177) and to

decreere, declare and adjudge that the plaintiff has the

right of possession to the land. . . ." (Complaint, 1 18,

Prayer 1).

The propriety of the Rhode Island General Assembly's

termination of the Narragansett Tribe in 1880 was the subject

of a lengthy opinion rendered by the Rhode Island Supreme

Court in 1898. See Opinion of the Justices of the Supreme

Court, 20 R.I. 713 (1898). In particular, the Court sought

to determine whether Article I, § 8 of the United States

Constitution precluded Rhode Island from exercising direct

jurisdiction over the Narragansetts. 20 R.I. at 771. The

Rhode island Supreme Court concluded that although Article I,

§ 8 gives the federal government exclusive power to regulate

commerce with Indian tribes, "the political officers of the

United States have never, so far as we can ascertain, recog-

nized the existence of such a tribe as the Narragansetts,

hence they are not a tribe, commerce with which by that clause

Congress in empowered to regulate."15 20 R.I. at 780.

5 This holding by the Rhode Island Supreme Court was perfectly
consistent with existing U.S. Supreme Court decisions on the
Trade and Intercourse Act at the time. For example, in
Justice McLean's concurring opinion in Worcester v. Georgia,
supra at 580, he stated that:
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Until the 1975 action brought by the Narragansetts in the

federal court, the legality of the 1880 action of the Rhode

Island General Assembly was never seriously questioned. In

1900, a subcommittee of the Committee on Indian Affairs of the

United States Senate held hearings "in relation to Certain

Claims of the . . . Narragansett . . . Indians." These hearings

were intended "to inquire into the legal and political status of

the various tribes or claims of Indians", including the Narragan-

setts. At this time, the Narragansetts specifically asked the

Senate "[to test the question whether they as a tribe are

entitled to the lands which originally belonged to them."

Although c. 800 of the Acts of 1880 was specifically brought

to the attention of members of the subcommittee, the Senate

never took any action to redress the alleged grievances of the

5 [continued]

"In some of the old states, Massachusetts, Connecticut,
Rhode Island, and others, where small :emnants of
E'iTs remain, surrounded by white population, and
who, by their reduced numbers, had lost the power of
self government, the laws of the State have been
extended over them, for the protection of their
persons and properties." (emphasis added).

Similarly, in the congressional debates over the Indian
Removal Policy initiated by President Jackson in 1830, one
congressman remarked that ". . . I pass over the laws of .
. . Rhode Island . . . in which jurisdiction and sovereignty
over the Indians in . . . [its] limits are asserted, as
well before the revolution as after it. . ." Abridgement of
the Debate of Congress, May 1830.
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Narragansetts. Indeed, on April 4, 1901, the Department of the

Interior stated that "(the affairs of the Narragansetts are not

under federal control and this office would have no jurisdiction

of any claim they might have against said State." Assistant

Commissioner, Office of Indian Affairs to James Arnold, April 4,

1901, attached hereto as Exhibit K.

Over the years, the Federal Government consistently held to

its position that the Narragansetts were subject to state,

rather than federal, jurisdiction. According to the Department

of the Interior:

"The Narragansett Indians have never been under
the jurisdiction of the Federal Government and
Congress has never provided any authority for
the various departments to exercise the jurisdic-
tion which is necessary to manage their affairs.
They are under the jurisdiction of different states
of New England."

E.B. Meritt, Department of the Interior to Daniel Sekater, June

29, 1927, attached hereto as Exhibit L. See also additional

correspondence from the Department of the Interior relative to

the Narragansett Indians, attached hereto as Exhibit M.

For almost 100 years, it was assumed that the conveyances

authorized by c. 800 of the Acts of 1880 were legal and proper.

The defendants in the federal court action brought by the Narragan-

setts reasonably relied upon earlier determinations by both the

State and Federal governments that they had good title to the

subject land. It was the defendants' position that had the

lawsuits gone to trial, their title to the land would have been

upheld. Yet, recent court decisions such as in Passamaquoddy
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and Oneida6 raised the distinct possibility that the United

States had failed to fulfill its crust responsibilities toward

the Narragansetts in 1880. It was the realization that the

defendants risked losing all their land, along with the staggering

costs of defending the lawsuits, which ultimately prompted the

Settlement Agreement.

IV. THE SETTLEMENT

The Agreement reached among the parties to the Narragansett

litigation contained nineteen provisions, all of which were

considered "as inseparable, dependent requirements and which are

all conditioned upon requisite, favorable and timely action by

the appropriate executive and legislative branches of the govern-

ments of the State of Rhode Island and the United States of

America." Although the United States was not a party to the

lawsuits, the Rhode Island congressional delegation and the

Administration were kept constantly apprised of the negotiations

which led to the settlement. Senate Report, supra at 9.

Under the terms of the Agreement, the Narragansett Corpora-

tion was to be created to hold and manage the settlement lands

acquired from both the State of Rhode Island and the private

6 In Oneida, supra at 670, the Supreme Court cast doubt on
the widely-held notion that the Trade and Intercourse Act
did not apply to states such as Rhode Island by stating
that "[t]he rudimentary propositions that Indian title is
a matter of federal law and can be extinguished only with
federal consent apply in all of the States, including the
original 13." See, Worcester v. Georgia, contra at 580.
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defendants (Agreement, 1 1). Although the settlement lands were

to remain subject to the criminal and civil jurisdiction of the

State, these lands were to be exempt from local taxation (Agree-

ment, 11 9, 13). Also, the Narragansett Corporation was to have

the right to establish its own regulations concerning hunting

and fishing (Agreement, 1 11). Development of the settlement

lands was to be guided by a land use plan mutually acceptable to

the Narragansett Corporation and Charlestown Town Council, with

the overwhelming majority of land perpetually committed to

conservation purposes (Agreement, 11 12, 14).

Although the Agreement states that "[n]o private landowner

shall be required to convey any land . . . without his or her

consent," to the Narragansett Corporation, the signing of the

Agreement was contingent upon the prior agreement of certain

defendants to convey their land (Agreement, 3). The acquisi-

tion of these private lands was to be financed by a $3.5 million

federal appropriation (Agreement, 1 5). The State of Rhode

Island also contributed land valued at $2.7 million to the

Narragansett Corporation (Agreement, 1 2; Senate Report, supra

at 8).

Because Indian land claims can be extinguished only with

the consent of Congress, the parties to the litigation. !ere re-

quired to seek implementing federal legislation. The Rhode

Island Indian Claims Settlement Act (P.L. 95-395), which im-

plemented portions of the settlement was "predicated, first,

upon the finding and conclusion of the Administration that the
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Narragansetts have presented a credible claim to the lands

involved such that a legislative settlement is justified."

Senate Report, supra at 7; letter from Leo Krulitz, Solicitor,

Department of the Interior, to Senator James Abourezk, Chairman,

Senate Select Cojriittee on Indian Affairs, June 28, 1978, attached

hereto as Exhibit N. In addition to the "credibility" of the

Narragansetts' claim, the legislation also recognized that "the

pendency of these lawsuits has resulted in severe economic

hardships for the residents of the Town of Charlestown by clouding

the titles to much of the land in the town, including lands not

involved in the lawsuits; . . ." (P.L. 95-395, § 2(b)) (emphasis

added).

In exchange for Congressional approval of all prior trans-

fers and the extinguishment of all claims of aboriginal title,

the Narragansett Corporation received a $3.5 million federal appropria-

tion to purchase lands from the private defendants which would

be held in trust for the benefit of the Narrangansett Indians.
7

(P.L. 95-395, It 4, 6). Extinguishment of the Narragansett

7 In Mashpee Tribe v. New Seabury Corp., et al., Civil Action
No. 76-3190-S (D. Mass.) the private de-hndants brought a
third party action against the United States alleging that
the failure of the United States to fulfill its responsibili-
ties under the Trade and Intercourse Act on behalf of the
alleged Mashpee Tribe engendered undue reliance on the part
of the private defendants that they had valid title to the
subject land. The third-party plaintiffs sought reimburse-
ment from the United States in the event they were deprived
of their land as a result of a violation of the Trade and
Intercourse Act.

53-845 0 - 79 - 33
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claims was made contingent upon the creation of the Narragansett

Corporation "to acquire, perpetually manage, and hold the settle-

ment lands" and the conveyance by the State of Rhode Island of

the public settlement lands to the Narragansett Corporation.

(P.L.-95-395, § 7). Provision was also made in the Act for the

approval of prior transfers and extinguishment of land claims

involving other Indian tribes in Rhode Island. (P.L. 95-395,

§13). Thus, as a result of the willingness of the State of

Rhode Island and the private defendants to convey their land,

the entire State of Rhode Island, including the Town of

Charlestown, was freed from the threat of economic hardship

caused by both actual and potential Indian land claims.

The State of Rhode Island has also enacted settlement

legislation known as the "Narragansett Indian Land Management

Act." This Act established a "permanent, public corporation of

the State . . . to be known as the 'Narragansett Indian Land

Management Corporation'" which was authorized to acquire and

manage the settlement lands "for the benefit of the descendants

7 [continued)

Although the third-party complaint in the Mashpee case was
dismissed on grounds of sovereign immunity, it is the
Narragansett defendants' position that the subsequent volun-
tary appropriation of $3.5 million to compensate private
landowners who agreed to convey their land as part of the
Narragansett settlement constitutes an acknowledgement of
the United States' moral, if not legal, responsibility for
alleged violations of the Trade and Intercourse Act in
states such as Rhode Island.



50

of those individuals of Indian ancestry set forth in the list

established purusant to Public Laws 1880, Chapter 800, Section

4." (State Legislation, § 3). The Narragansett Corporation is

to be administered by a board of nine directors, five of whom

are to be appointed by the Narragansetts. The remaining four

directors are to be selected by the Governor, Town Council and

Speaker of the House and Majority Leader of the Rhode Island

Senate. (State Legislation, § 5). As contemplated in the

Settlement Agreement, the Narragansett Corporation is exempt

from local taxation and is empowered to establish its own hunt-

ing and fishing regulations. (State Legislation, §§ 8, 9).

V. DEFERRAL OF THE RECOGNITION OF GAINS OCCURRING AS A
RESULT OF THE CONVEYANCE OF LAND BY THE PRIVATE DEFEND-
ANTS TO THE NARRAGANSETT CORPORATION IS CONSISTENT WITH
THEPOLICY ESTABLISHED BY SECTION 1033.

Section 1033 of the Internal Revenue Code provides for the

deferral of the recognition of capital gains "[i]f property (as

a result of its destruction in whole or in part, theft, seizure,

or requisition or condemnation or threat or imminence thereof)

is compulsorily or involuntarily converted. . . ." Judge Learned

Hand has stated that the basic policy established by this section

is that "[a]n owner whose property is taken involuntarily, but

who has become entitled to compensation, should not be treated

as having 'realized' [sic) a taxable 'gain,' provided he at once

puts the proceeds to a similar use." Winter Realty & Constr.

Co. v. C.I.R., 149 F.2d 567, 569 (2d Cir. 1945). Thus, it is

"the forced character of the disposition plus the . . . replace-

ment of involuntarily converted property with like property
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[that establishes] the justification for the non-recognition

provision." 3 Mertens, Law of Federal Income Taxation, 1 20.167

at 776.

Insofar as is relevant, for a conveyance to qualify as an

"involuntary conversion" three criteria must be met:

1. The conveyance must result from governmental
compulsion.

2. The compulsion must constitute a condemnation,
or at least a threat of condemnation.

3. The condemnation must be for a public purpose.

The Internal Revenue Service has defined the term "condemnation"

as "the process by which private property is taken for public

use without consent of the property owner but upon award and

payment of just compensation." Rev. Rul. 57-314, 1957-2, C.B. 523.

See also, Behr-Manning Corp. v. United States, 196 F. Supp. 129,

133 (D. Mass. 1961); Dear Publication & Radio, Inc. v. C.I.R.,

274 F.2d 656, 660 (3rd Cir. 1960); American Natural Gas Co. v.

United States, 279 F.2d 220, 225 (Ct. Cl. 1960). Involuntariness

alone is insufficient to permit the application of J 1033.

On the face of the Agreement, it would appear that the

private defendants agreed to convey their land voluntarily to

the Narragansett Corporation. In general, section 1033 does not

apply to sales of property where the owner may choose to keep

his property, because in such circumstances the necessary element

of compulsion is often lacking. C.G. Willis, Inc. v. Comr., 41

T.C. 468, aff'd per curiam, 342 F.2d 996 (3rd Cir. 1966). However,

in S & B Realty Co. v. Comr., 54 T.C. 863, 870-872 (1970), the

Tax Court held that a taxpayer who was faced with the threat of
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condemnation if he did not expend funds to upgrade his property

pursuant to an urban renewal plan could avail himself of the

provisions of J 1033 despite the existence of alternatives which

would enable him to retain his property. The existence of the

option to retain the property by making improvements did not

obviate the threat or imminence of condemnation. 54 T.C. at

870. According to the court, S 1033 relief should not be denied

in such circumstances because the opportunity to retain the

property ". . . neither assuages the compulsion nor contravenes

the intent of Congress." Id.

The initiation of the lawsuits put the private defendants

on notice that the Narragansetts intended to assert their right

to possession of the land as an "Indian tribe or nation" pursuant

to the provisions of the Trade and Intercourse Act. Although

the private defendants had the option of refusing to sign the

Settlement Agreement and litigating the validity of the Narragan-

setts' claim, the "threat" or possibility that they would lose

their land clearly existed. The financial burden of defending

the lawsuits dictated the necessity of reaching a settlement.

The subsequent determination by the Secretary of the Interior

that the Narragansetts had a "credible claim" to the land also

raised the possibility that the United States might have joined

in the lawsuits, as it intends to do in Maine, if a settlement

had not been reached. See, Passamaquoddy, supra. The convey-

ance of the private defendants' property to the Narragansett

Corporation cannot be viewed in isolation apart from the threat
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established by the pendency of the lawsuits. As the court

stated in S & B Realty, supra at 870, the absolute certainty of

governmental action in the absence of a sale is not necessary

for a "threat" of condemnation to exist:

"It is significant that the word 'threat' was
used in section 1033. This is indicative of the fact
that the statute does not require that the possibility
of condemnation be reduced to a certainty. Any reason-
able construction of the word must recognize the
possibility that the impending, undesirable consequence
may never occur. The crucial factor is that the
petitioner was compelled by this impending consequence
to take evasive action."

The private defendants' sale of their property is not readily

distinguishable from the sale of property under the threat of

condemnation for which non-recognition treatment was upheld in

S & B Realty, supra.

While a threat to the defendants' land clearly existed, the

question remains as to whether their disposition of their prop-

erty to the Narragansett Corporation resulted from a threat of

condemnation.8 As mentioned above, the word "condemnation"

8 In Richmond Hotels, Inc. v. United States, 75-2 U.S.T.C.
(1975), the court set forth three requirements in order for
a sale to qualify as being made because of the threat or
imminence of condemnation:

i. A reasonable belief by the taxpayer that a threat
to condemn was present;

2. Readily obtainable authority to condemn or actual
authority to condemn or no reasonable grounds to
believe that such authority was not readily
obtainable; and

3. A sale made because of the alleged threat or
imminence of condemnation.
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means "a taking of property by public authority for public use."

Behr-Mannin Corp., supra at 133. In this regard, the Narragansett

land claim shares many of the attributes of a condemnation

proceeding.

If the Narragansetts had successfully litigated their claim

to the land, title to the defendants' property would have become

vested in an "Indian tribe or nation" which, under the laws of

the United States, constitutes a semi-sovereign entity. Indeed,

had the United States joined in the lawsuits in the exercise of

its fiduciary responsibility toward the tribe, the defendants'

property might have been conveyed to the Narragansetts as a ward

of the United States.
9

In point of fact, the land in question is to be conveyed to

the Narragansett Corporation, a "permanent, public corporation

of the State." (State legislation §3). Also, a public purpose

was clearly served by the defendants' agreement to sell their

land. As part of the settlement, all Indian claims in Rhode

Island were eliminated, thereby cutting short the economic

hardships caused by the pendency of the lawsuits. While neither

the Narragansetts nor any other Indian tribe possess the power

of condemnation as literally defined, it is clear that the

threat of the taking via the lawsuits emanated from a public

9 In Heckman v. United States, 224 U.S. 413, 439 (1912), the
Court held that "[a transfer of the (Indian land] is not
simply a violation of the proprietary rights of the Indian.
It violates the governmental rights of the United States."
(emphasis added).
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entity. The sale of the land to the Narragansett Corporation

provides a direct and tangible benefit to the public as a whole,

not just to the individual defendants.

In Narragansett, despite the fact that the private defendants'

property was to be conveyed under the threat of forfeiture to a

public instrumentality and that such conveyances served a distinct

public interest, we recognize that the sellers' right to § 1033

treatment is not clearcut in the absence of the proposed legislation.

If the Narragansetts had successfully prosecuted their claim, it

would have meant that the defendants did not have a valid possessory

interest in the property which was superior to that of the

Narragansetts.I0 The absence of a superior possessory interest

could negate the concept of "taking" which entitles the defendants

to compensation. See, Dorothy C. Thorpe Glass Mfg. Corp. v.

C.I.R., 51 T.C. 300, 303-304 (1968).

We believe that the defendants did have a sufficient interest

in the land to be entitled to compensation. The question of whether

or not there has been a Fifth Amendment"taking"turns on the

peculiar circumstances of each case. United States v. Central

Eureka Mining Co., 357 U.S. 155, 168 (1958). A "taking" occurs

if the acts of the government make it possible for another to

10 Such a finding would not mean that the defendants had no
interest whatsoever in the property. With the exception of
the Narragansetts, the defendants interest in the land is
superior to that of any other party.
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h3ve the benefits of the property. . Eyherabide v. United

States, 345 F.2d 565, 570 (Ct. Cl. 1965). It is the loss of

property and not the accretion of that property directly to the

government that describes a "taking". See, United States v.

Causby, 328 U.S. 256, 261 (1946).

If the court decided the Narragansetts had the right to

possess the land, the resulting dislocation of the defendants

would have been caused by the continuing failure of the federal

government to exercise properly its fiduciary responsibilities

toward the Narragansetts, thereby engendering undue reliance on

the part of the property owners that their title was good. It

would be manifestly unjust to simply eject landowners who for

almost one hundred years had an apparently valid chain of title

to the land as a result of the Federal Government's failure to

exercise its fiduciary responsibilities. We believe that the

Federal Government acknowledged the inequity of such a scenario

when it agreed to appropriate $3.5 million to compensate the

defendants for conveying their land to the Narragansett Corporation.

Section 1033 is "a relief measure designed to prevent

inequitable incidence of taxation, and therefore to be construed

liberally to effectuate its purpose", Creative Solutions, Inc.

v. United States, 320 F.2d 809, 811 (5th Cir. 1963). The instant

case nonetheless presents a novel situation. No case has yet

held that the United States, acting in a fiduciary capacity for

the benefit of an Indian tribe, would be condemning property for

a public or quasi-public use if it were to prosecute alleged

violations of the Trade and Intercourse Act. Even though the

exercise of the power of the United States on the Narragansetts'
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behalf would appear to be the equivalent to the taking of land

for a public purpose and therefore within the scope of § 1033 as

a matter of statutory construction, in light of the unique

situation created by Indian land claims the defendants' right to

5 1033 treatment should be resolved by legislative rather than

administrative means.

VI. CONCLUSION

The private defendants have an equitable, and in our view

should have a legal, right to § 1033 treatment. Their land was

threatened by a semi-sovereign Indian tribe and, potentially the

United States of America, in its trustee capacity toward the

Narragansetts. The land was conveyed under the threat of complete

forfeiture to a public instrumentality, the Narragansett Corporation.

The agreement of the private defendants to sell their land

served a direct public purpose. The acquisition of the land was

financed by the Federal Government, a tacit acknowledgment that

the landowners had a right to compensation. We are compelled to

believe that had the framers of 11033 ever envisioned that this

situation could occur, they would have included loss of land as

a result of Indian land claims such as in Narragansett within

the scope of that section.

In addition to these factors, it must be remembered that a

commitment was made by the Administration during the negotiation

of the Agreement to the landowners who participated in the

settlement that they would receive j 1033 treatment. This

commitment cannot be broken without discouraging landowners in

other Indian land claims suits from participating in future

settlement agreements. In light of the clear-cut consistency of

the proposed legislation with the goals and purposes of 11033,

we urge the Senate Finance Committee to endorse the last outstanding

element of the Rhode Island Indian land settlement.
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THE FOLLOWING EXHIBITED REFERRED TO IN THE TEXT OF THIS MEMORANDUM
ARE ATTACHED TO FIVE COPIES OF THE MEMORANDUM WHICH WERE DELIVERED
TO THE SENATE FINANCE COMMITTEE:

EXHIBIT A - Joint Memorandum of Understanding Concerning
Settlement of the Rhode Island Indian Land Claims

EXHIBIT B - Letter dated March 29, 1979 from Donald P. Quinn
to Don L. Ricketts, Assistant Chief of Staff,
Joint Committee on Taxation, 1015 Longworth,
House Office Building, Washington, D.C. 20515,
regarding the status of certain other Indian
claims in the United States

EXHIBIT C - Photocopy of Public Law 95-395 entitled "Rhode
Island Indian Claims Settlement Act"

EXHIBIT D - Letter dated May 10, 1979 from Cecil Andrus,
Secretary of the Department of the Interior, to
J. Joseph Garrahy, Governor of the State of Rhode
Island, together with a copy of the State of
Rhode Island Act Establishing the Narragansett
Indian Land Management Corporation

EXHIBIT E - Copy of the House Report pursuant to the Joint
Congressional Committee Hearings on the Narragansett
Indian Claims Settlement Act

EXHIBIT F - Copy of the Senate Report pursuant to the Joint
Congressional Committee Hearings on the Narragansett
Indian Claims Settlement Act

EXHIBIT G - Copy of the proposed Senate 687, which is the
subject of this hearing

EXHIBIT H - Letter from H. Gregory Austin, Solicitor, United
States Department of the Interior, to Honorable
Joseph E. Brennan, then Attorney General of the
State Maine, regarding the final draft litigation
reports on the Maine Indian claims

EXHIBIT I - Copy of Summons and Amended Complaint in the suit
brought by Narragansett Tribe of Indians in the
present case

EXHIBIT J - 1880 Rhode Island Act to abolish the tribal
authority and tribal relations of the Narragansett
Tribe of Indians

EXHIBIT K - Letter dated April 4, 1901 from Department of the
Interior to James N. Arnold, Esq., a Rhode
Island attorney, stating that the affairs of the
Narragansett Indians are not under Federal control
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EXHIBIT L - Letter dated June 29, 1927 from the Department of
the Interior to Daniel Sekater, stating that "the
Narragansett Indians have never been under the
jurisdiction of the Federal Government..." and
that "they are under the jurisdiction of different
states of New England."

EXHIBIT M - Letter dated January 25, 1935 from John M. O'Connell,
stating "it is believed that the Narragansett
Indians come under the definition of 'Tribe'..."
and further that "the Narragansett Tribe is not a
re-cognized Indian Tribe now under Federal jurisdiction".
This exhibit contains certain other letters to
individuals in Rhode Island from Bureau of Indian
Affairs.

EXHIBIT N - Letter dated June 28, 1978 from the Solicitor of
the Department of the Interior to Senator James
Abourezk, Select Committee on Indian Affairs,
responding to the Committee's request regarding
Interior's views of S. 3153, which ultimately was
enacted into the Narragansett Indian Claims
Settlement Act
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TESTIMONY OF:

Edward I. Geffner
Administrative Director

Manhattan Bowery Corporation

INTRODUCTION

Good Morning, Mr. Chairman and Members of the Finance Committee.

My name is Edward Geffner. I am the Administrative Director of the

Manhattan Bowery Corporation, located at 8 East 3rd Street, New York,

N.Y. 10003, and I am here to testify about S 401, a bill introduced

by Senator Moynihan for the relief of the Manhattan Bowery Corporation.

First, I would like once again to thank Senator Moynihan and the

members of his staff for their diligent efforts in drafting and intro-

ducing this bill and the members of this committee for the opportunity

to testify. Congressman Weiss, the principal sponsor of the bill in

the House of Representatives and Congresswoman Holtzman and Congressman

Rangel, co-sponsors,have also been most helpful.

My oral testimony will consist of a summary of a statement I

have prepared. The Summary and the full statement have been submitted

tothe Committee, and I would like now to request that they be incorpo-

rated into the record.
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SUMMARY

The Manhattan Bowery Corporation is a not-for-profit corpora-

tion which treats skid-row alcoholics in several locations in New York

City offering detoxification, outpatient and residential treatment

programs. During the twelve years since it was formed, the Corporation

has helped thousands of Bowery men, many of whom have recovered, main-

tained their sobriety, and found employment.

Manhattan Bowery is seeking relief from assessments of F.I.C.A.

taxes, interest and penalties which stem from the confusion that arose

in 1974 concerning the requirement of § 3121(k) of the Code that not-

for-profit corporations file waivers of their exemption from F.I.C.A.

tax liability to secure Social Security coverage for their employees.

Since its inception in 1967, the Corporation has withheld F.I.C.A.

taxes from employees' salaries and paid these sums plus the employer's

contribution to the Internal Revenue Service. In 1974, the Internal

Revenue Service became aware that many not-for-profit organizations

were making F.I.C.A. contributions without the legal authority to do

so since they had not filed the required waivers. Manhattan Bowery was

concerned because the Treasury had ruled that employees of organizations

that had not filed a waiver would not be covered by the Social Security

laws. After a diligent search of its files the Corporation could not

locate the waiver. It wrote to the Internal Revenue Service for advice

and was informed that if it wished to secure Social Security coverage

for its employees, it would have to file a waiver which would be retro-

active for a five-year period. However, at the time a waiver is filed

employees may either elect to participate in the Social Security system

or be exempt from F.I.C.A. taxes.

Manhattan Bowery filed a waiver in April, 1975, but many employees

chose not to participate, and therefore they and the Corporation were
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entitled to a refund of F.I.C.A. taxes previously paid. The Corporation

also stopped withholding F.I.C.A. taxes from the salaries of those who

elected tax exemption.

During 1975, the Corporation received refund checks totalling

$174,918.28. it distributed the employees' share and retained the

remainder in a separate bank account to return ot its funding agencies.

In March of 1977, the Corporation received notices of tax due. Upon

inquiry, the Service stated that it had determined that the Corporation

had filed a waiver in 1968 and therefore Manhattan Bowery must pay both

the employer's and employees' share of F.I.C.A. taxes for the period

January 1, 1973 through June 30, 1977,plus interest and penalties.

The Corporation paid $75,423.44 of the asserted liability of

$160,867.37,plus interest and penalties. It is unable to pay the entire

amount. Its income is derived from government contracts and grants to

provide alcoholism services. Counsel for the government agencies has

determined that they are prohibited by law from authorizing the use of

funds they provide to satisfy the Internal Revenue Service's claim.

Moreover, the Service did not assert its claim until two years after the

filing of the 1975 waiver and claims for refunds. Many employees had

left in the interim and it is largely impossible to collect their share

plus the interest and penalties.

The Service has filed a lien on the Corporation's assets and bank

accounts. If it forecloses the liens the Corporation will have to

cease operations, thereby stopping services contracted for by the

Department of Health, Education and Welfare and the New York City Depart-

ment of Mental Health, Mental Retardation and Alcoholism Services. The

net result will be to transfer funds from one government agency to

another.
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Moreover, the Service is largely responsible for this state of

affairs since it had several opportunities to inform Manhattan Bowery

that a waiver had been filed, but neglected to examine its records.

The Treasury will not suffer financially if the bill is enacted.

The employer's share will be paid and employees who want coverage will

have to pay their share, i.e., the full amount due for Social Security

coverage. For employees who do not elect coverage, the government will

receive a gratuitous payment from Manhattan Bowery.
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TESTIMONY

The Manhattan Bowery Corporation

The Manhattan Bowery Corporation is a New York not-for-profit

corporation, exempt from federal taxation pursuant to I 501(c)(3)

of the Internal Revenue Code. The Corporation was organized to offer

medical treatment of alcoholism as a humane alternative to jail* and

has been engaged continuously in the treatment and rehabilitation of

homeless alcoholics. For this purpose, the Corporation operates

several programs in New York City:

(1) the Manhattan Bowery Project, a detoxification ward located

in the Shelter Care Center for Men, 8 E. 3rd Street, which

provides medical care during a five-day detoxification

period;

(2) an outpatient department located in the same building which

provides long-term rehabilitation therapy;

(3) the West Side Social Setting Alcoholism Treatment Center,

an experimental detoxification unit located at 124-30 W.

60th Street;

(4) STEP I, a six-month residential treatment program for alco-

holics who have completed detoxification, located on Jane

and West Streets in Greenwich Village;

(5) STEP II, a similar program located in the Stratford Arms

Hotel on W. 70th Street;

(6) Project Renewal, a halfway house and work program located

on Fort Greene Place in Brooklyn;

(7) Phase II, an employment program for rehabilitated alco-

holics who have undergone a basic course in the construction

trades.

* Prior to the inception of the program,3,200 Bowery men were arrested
annually for drunkenness as compared with 31 men in 1977.

53-845 0 - 79 - 34
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The New York City Police Department contributes five police

officers and three patrol cars to the operations of the Corporation.

The Department of Social Services contributes space, utilities, food,

clothing and other materials for patients. The New York City Depart-

ment of Mental Health, Mental Retardation and Alcoholism Services (DMH),

the New York State Department of Mental Hygiene and the National Institute

on Alcohol Abuse and Alcoholism provide over 95% of the Corporation's

operating funds. The success of the program and its importance in the

treatment of alcoholism in New York City is amply attested to in the

attached letter from Dr. George Jurow, first Deputy Commissioner of the

DMH. (See Attachment I)

In addition to its work in New York City, the Manhattan Bowery

Corporation has gained a national reputation. It has acted as a con-

sultant, for example, in Cincinnati, Ohio; Sacramento, California;

Boston, Massachusetts; Rochester, New York; Finland and England, in

establishing programs for public inebriates. All this has been accom-

plished while operating with a budget that was initially parsimonious

and has been frozen at a reduced level due to New York's fiscal crisis.*

The F.I.C.A. Tax Problem

Since its inception in 1967, the Corporation had been withholding

Social Security taxes from its employees' wages and paying over these

trust fund monies and the employer's share of Social Security taxes to

the IRS in accord with the provisions of the Federal Insurance Contribu-

tions Act. In late 1974, however, the Corporation, along with many other

* For a'complete description of the Corporation's history and operations

see its ten-year report, available from the Corporation.
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charitable organizations,* became aware of the exemption from F.I.C.A.

tax liability provided by section 3121(b) (8)(B) of the Code. After

a diligent search of its records, the Corporation concluded that it had

not filed a waiver of this exemption pursuant to section 3121(k) of the

Code. The Corporation was therefore in doubt both as to the status of

payments already made and as to the proper procedure in the future. In

a letter dated September 20, 1974, the Corporation requested a ruling

from the Internal Revenue Service as to the treatment of amounts already

paid in order to resolve these doubts. (See Attachment III). Specifi-

cally, the Corporation requested that it be permitted to file a waiver

effective as of the first date for which it had collected social security

taxes. The Service responded in a letter dated January 16, 1975. (See

Attachment IV). The letter stated that section 3121(k)(1) (B)(iii) limited

the effective date of a waiver to within five years preceding the filing

date, and that the Service was without authority to grant relief from

this provision. However, the letter also noted that the Social Security

Administration (the agency responsible for record-keeping in these

matters) would adjust only credited quarters within the previous three

years, three months, and fifteen days; it would not disturb earlier

records. Thus, although the Corporation and its employees had paid F.X.C.A.

taxes for the period 1971 through 1974 and were continuing to do so, there

was no guarantee that the Corporation's employees would be fully credited

by the Social Security Administration for that period.

* For a fuller description of the history of the problem, see 122
Cong.Rec., H 11887-90 (daily ed.Sept.30,1976) Attachment II.
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In these circumstances, the Corporation determined that, as it

wished the benefits of Social Security coverage for its employees, it

should file a waiver pursuant to section 3121(k). The Corporation

filed this waiver (Form SS-15) on March 31, 1975. It was made effective

as of April 1, 1970i the earliest date permited by section 3121(k) (1) (B).

In connection with this filing, the Corporation gave its then employees

the opportunity to concur in the filing or to remain exempt from F.I.C.A.

taxes, as required by section 3121(k)(1)(A) and as referred to in the

Internal Revenue Service letter of January 16, 1975. Employees who wished

to concur did so by signing Form SS-15a, which was duly filed with the

Service. Employees who did not concur were, of course, entitled to

refunds of the erroneously collected F.I.C.A. taxes and the Corporation

was likewise entitled to a refund of its F.I.C.A. taxes paid with respect

to these employees.

During early 1975 the Corporation made this situation known to its

employees, obtained the signatures of concurring employees on Form SS-15a,

and filed refund claims as to its other employees. The refund claims

were filed by the Corporation on its own behalf and on behalf of those

employees not concurring on Form SS-15a.*

150 of the Corporation's former and current employees elected to
receive a refund (since three former employees did not respond to
our notice, 147 actually received a refund); 24 elected not to have
r.I.C.A. taxes withheld from their future wages (only 21 were still
employed at the time the election became effective). Between July and
November of 1975, the Corporation received refund checks amounting to
$174,918.28 including $1,003.35 interest. $90,773.78 of this amount
was distributed to current and former employees and the remainder
deposited in a bank account pending an accounting to determine the
funding agencies to which the money should be returned. (Ordinarily
the Corporation's share would be one half of the total reimbursement.
However, due to an error the IRS did not refund $3,314.64 due the
Manhattan Bowery Corporation and a like amount to its employees for
the quarter ending December 31, 1972, and the Corporation elected to
make full payment to its employees while awaiting correction of the
error. The error was never corrected.)
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In April, 1977, the Corporation received four notices of tax due

(Form 3552), dated April 4, 1977, asserting additional F.I.C.A. taxes,

plus interest, for the 1973 calendar year (one notice for each quarter).

In late April or early May, 1977, the Corporation received five addi-

tional notices, dated April 25, 1977, covering the four quarters of 1974

and the first quarter of 1975. The total liability asserted, with

interest or penalties, amounted to $122,745.25.

Upon inquiry, the Corporation was advised by the Service that the

Social Security Administration claimed to have on file an earlier Form

SS-15 waiver by the Corporation. Therefore, the Service took the position

that F.I.C.A. taxes were in fact due with respect to all employees for

the period 1971 through 1975, as a valid waiver had been in effect since

1968.

The Corporation immediately requested a copy of the alleged waiver.

In response to this request, a document was ultimately received on

August 8, 1977. However, it was not, in fact, a Form SS-15 waiver; it

was instead a copy of a Form SS-15a "List to Accompany Certificate on

Form SS-15", stamped as received August 15, 1968 and showing the names

of thirty-five employees. The Corporation has been informed that it was

the practice of the Social Security Administration to destroy Form SS-15

waivers five years after filing. If the 1968 Form SS-15 waiver of the

Corporation ever existed, it has since been destroyed.

During the latter part of 1977 the Corporation paid a substantial

portion of the asserted liability, amounting to approximately $62,718.94

of F.I.C.A. taxes and $12,705.50 of interest and late payment penalties.

In late 1977, it came to the attention of the Corporation that F.I.C.A.

taxes were not being collected or paid with respect to employees who had

not concurred in the 1975 waiver. If the 1975 filing was improper, as
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the Service claimed, the then employees were subject to F.I.C.A. taxes

and the Corporation was obliged to collect such taxes. This situation

was reported to the Service and Forms 941-C were filed for the period

April 1, 1975 to September 30, 1977. The Service sent additional notices

of tax due, dated December 21, 1977, showing F.I.C.A. tax liability of

$38,122.12, plus interest and penalties.

The Corporation's Dilemma

After the Corporation received the notices of tax due and a copy

of the form SS-15A, it notified the State and local government agencies

which provided funds forits operations and requested permission to pay

the asserted obligation. Several meetings were held and the Corporation

was informed by counsel for the New York City Department of Mental Health,

Mental Retardation and Alcoholism Services - the agency funding the

Corporation's activities during the period the alleged obligation arose -

that New York law prohibited the payment of the Internal Revenue Service

claim with funds provided pursuant to a contract with the Department. *

Because the Department had already performed its obligation to provide the

salaries of all employees during the contract periods, from its point of

view, it would be paying that portion of the salaries that should have

been deducted for F.I.C.A. taxes twice. Since the Corporation has no

income it can spend nor any assets it can use without the approval of

government agencies, it is unable to pay the Internal Revenue claim.

The Corporation has submitted an Offer-in-Compromise to the IRS. How-

ever, we have been informed by the Service that the process is a lengthy one

and that the outcome is uncertain. In addition, since the Service requires

that the Offer consist of at least the Trust fund monies, the Corporation

would have to pay over $57,000 if the Offer were accepted, substantially more

than it would if the bill is enacted. If the bill is enacted the

A See: Article 41 of the Mental Hygiene Law.
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Corporation would have to pay an additional $16,032.54.

The Service has filed a lien against the Manhattan Bowery Corporation's

assets to assure payment. Should the Service foreclose the lien, the

funding agencies would stop all payments to Manhattan Bowery, forcing it

to cease operations. The Internal Revenue Service would not receive full

payment on its claims and Manhattan Bowery Corporation's clientele would

be deprived of services.

The situation is somewhat bizarre. One department of government, the

Internal Revenue Service, is trying to return to the Treasury monies which

have been appropriated by the Congress and the New York State legislature

to be spent by the National Institute on Alcohol Abuse and Alcoholism and

the New York City Department of Mental Health, Mental Retardation and

Alcoholism Services to provide for the public welfare.

Indeed, a great part of the responsibility for the present state of

affairs must rest on the government's poor record-keeping procedures. On

three separate occasions the government should have discovered the waiver

allegedly filed in 1968 in its records. Thefirst opportunity came upon

receipt of the letter from the Corporation, dated September 20, 1974.

At that time, the Service was aware that there was widespread confusion

about waivers and that a potentially serious problem was brewing.* Thousands

of not-for-profit corporations which had not filed waivers were paying

F.I.C.A. taxes.+ These corporations and their employees were entitled to

refunds for taxes previously paid and to discontinue payments of F.I.C.A.

taxes -- a potentially serious

* See: 122 Cong.Rec. H 11887 (daily ed. Sept.30, 1976) (Remarks of

Mr. Mikva).

+ Id. H 11887, H 11889 (Remarks of Congressmen Ullman and Ottinger).
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drain on the Social Security trust fund. Various departments of

the government were fully aware of serious taxpayer confusion.

In these unusual circumstances some attempt should have been

made, upon receipt of the Corporation's letter, to ascertain

whether the Corporation had filed an initial waiver.

A second opportunity arose March 31, 1975, when the Corpora-

tion filed a form SS-15 waiver. If a waiver was actually filed in

1968, a proper filing system should have disclosed immediately that

the 1975 document duplicated the earlier filing. By accepting the

1975 filing, the Service confirmed the Corporation in its belief

that an initial waiver had not been filed.

Finally, knowing the widespread confusion among not-for-

profit organizations over this matter, the Service nevertheless

processed claims for a large refund without verifying them by a

search of its own files, Had the Corporation been informed of the

alleged error soon after the refunds were paid to employees, it

could probably have recovered virtually all of the amounts paid

over. With the passage of time, this has become largely impossible.

Many employees who received refunds are no longer with the Manhattan

Bowery Corporation,and for all practical purposes, are unreachable.

The Legislation

The bill before the Committee would require that the Corpora-

tion pay the employer's share of F.I.C.A. taxes for the period

January 1, 1973 - June 30, 1977 while relieving it of responsibility for

almost all of the eijloyees' share and all penalties and interest. It

would have the Secretary of the Treasury refund the $75,424.44 in

taxes, penalties and interest already paid. These monies, together

with the remainder of the employer's share of the original refund
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which the Corporation still has in the bank, would enable the

Corporation to pay the entire employer's share for that period.

The Treasury would receive a payment of about $91,000 and

would not be obliged to credit employees for wages for the quarters

in questions unless each employee agreed to pay his/her share of the

F.I.C.A. taxes. Thus, the Treasury at worst, would receive full

statutory payment for the benefits Social Security must provide.

However, the more likely result is that employees will not elect

coverage or are no longer with the Corporation and the Treasury

will receive the $91,000 and not have to pay benefits.
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ATTACHMENT I

ALN DEPARTMENT OF MENTAL HEALTH

r tMy nen

010Y AND MENTAL RETARDATION SERVIC$
i 93 WORTH STREE, NEW YORK. PC Y. 300L3

Tgophm: 566-4830
S JUNE 3. CHRSSTUAS, M.D. Ca0.I"awlV3.~ f~~L. 3VUW Ph.D., J.,~ Fk D"- US -MJ

March 27, 1.978

Tob H= It May 0mcrnt

Hat Manhattan Bowery Cbrporaticn

Sb. its incption ten years ago, the Manhattan Bowey O~rpcaticn ha~s been
in contract with the New York City Deparmet of Menxtal Health, rental
ktardation, and Alcglisn Services. The Corporation is critical to the
Department's planning for the provision of alcoholim services in New York
City, because it is the single largest ;ravider o! services to the hkmless
adult vale alohtolic population.

Ibe Orpormtion operates six serate pro-m. To of these, located at
the Man's lter in Manhattan, are the Manhattan Boery Project and the
zttient Clinic, and are especially sigificant bemuse of their special

location near the Bo.ery, the area most severely affected by alcoholism in
the entire city.

the Manhattan Dowmy Project yavides, inpatient radical detcadlication services
to adult males in ;j 48 bed unit, wich handles three thousand admissions a year.
no'l Project prov1caes bwenty-four hour emergency services incluing ergency
transport to the Project, which is essential not only to the pcpulaticn treated
but to the surounding omnz ty. Efforts to contain and treat the transient
alorohlic population cotld not proceed wit2wat the work of the Bowery Project.
tbe Outpatient Clinic provides psychiatric, nursing, and other suprtive services
to inpatiets s wall as to the large alotolic popultion which . oe not
require actual hoapitalization. 7lt caseload for this clinic is 18,400 visits
a year.

In addition to tse services, the Manhattan Bowery oration administers
a norzadical detoxification center in addtoe Manhattan with 35 beds, and three
residential progr . Two of the residential pkxro are located on thi Uper
Mest Side in Manhattan, and the third, which includes a w crted wor program,
is located in Brcolyn. Coe foma alooolics are sober, such facilities
play an Iq tant role in the rehabilitation and dispersion of the f ly
bmaless Bowey population. Thus the Crporatiom's gzu. of progam provide
a nmtk of services crucial to the City in achieving its mandate to plan for
tre trnt of the City's indigent alcoholic population.

Uzrughout the City, the Vanhattan Bowry zporation enjoys an excellent
reputation. Its programs are nationally recognized and acclaimed, and have been
the amdel for siniAr progr in other areas of the country. In this Department's
extensive dealings with th operation on prorm isses and in contract
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negotiations, the corporationn has always conducted business in a highly
professional manner, in oarplete good faith, ard with confonrxriae to the
highest ethical standards. Shold it - e to j"ss that the Mahattan Bowery
operationn had to close its life sustaining progrei: it is beyond speculation
or mere sersationalism to predict that the number of deaths in New York City
due to alcoholism would sharply irnease. Any termination of the Corporation's
services would also have a profoundly negative impact on the quality of the
surrounding local omnizUrty and neighborhood. There is no means, financially
or physically, by which this Department or any other municipal or private
entity could, within a short period of time, intervene and provide the services
which would be lost.

In sm, because of the critical value of its program to the residents of the
City of New York, its high professional standards, and its integrity, I feel
compelled to express my oncern and support for the Manhattan Bowery Opration.

Sincerely,

George L. Jurow, Ph.D.
First Depty OmnissLoner
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misr wil• have 5 to be infored l Weitr cs of pilot ta)'a I nthe %aIl r pioadl th.n oo) o5. 8 c el 0 refund o4r ilo all ar

lI0A to have their socIalL . city taxes clause 8) e toliowles: er doend the bav pa ol0 tile taxs dmscrib4 oi para51190 (e)
Sen" Ia et ars or more refunded be st e en e paragraph (i) of IC) at (AIIO) Wasr I&o}Letd pet to Soptoenlti• r L.
thate ,l be a strong induementl tor o for• we" ••aeu% 1: lad
diem to chooee to lake tWoe refund e&d () by lnssrle5l ant" mad- i claw" It). *t1I such oepalies bee at. p10 to
toere l. eitlr.social security covage 1 ).r leda SIt the folowing: er' deemed the €Prt"lSt 0 Sao dAtl 0 the date 01
Uthekt rsruln in the employ of tjto hate bass filed)- an yh ns o5 0t0t•01 tote peuaxicaph. tied a
d0io ) by pir"Sg odic -S to .ect- i the valid weaver Certifcate under F aai-Aph (1)

Mr. t*A , ths bll bd M riportmatte, flloing claus (lW) caad atinis Which Is CofscUre 101 a potte belualLIDa On
Iro eec breil l atr Is peort to be ) I r bdeeo foe the Sre e day t M1e AA calendar

'at the adnetaleratlom The SociW Sacu- sc qutere With respect to witth such ra1usdt
kiW AdministrtiLon as indicated that it slotleon 811) eouc•kh Cede 0611a11n1 or0 1 c•ie as made or.le Vltle. With the
&am People rw r et roelynl Soil security • o eamepelsa01t reollnbe. wld ret100 day 01 the latest catendt ci artin for

"beit will Wos their 4enil to tttata -, r tgasloaloloa " i b ws ti uck bU l th e b tO, he. i o y ir-
benefit. If the bill is not enacted. This addingaattoeaOW thoet the following sew WP 4alp 31)1 (IS)) ".td c la "oe '
matter hcas coe to t.e swuoen 01 the persaraphs. Vopeaed by toe list described in possgefab 0

Seesal Moan, Commictlees and li itafOn-s- Ctitme Ol tiont or ve uses~ Itlsiza. c bnb eeo.fr
added prosons101 idetiial to H-1. 15171 wOtLLosese e es co - pol oeo such bsaaetin sh)ell he ) &aetd a Lia-
to ancilher bill pending before It Iia. " *~A) taany cuawbaa-- Of~~l~~ 0the tOCla ficooll? Act. to
MMt tWat the Senate will take ection on j-4l1) an oreratistum degicrIbed to seem.w hate fieS C valid waitver eciviia0005 0155

tM isuet alter'l PLAN pie h. House. 1 #qaz Is) inks, SO teipt t~e ..oe a parAcfnph (1) 0o l lhee ubClin 04 tat
110111 ure thic Paxilage of the bill. Puder e1"41i41 edlel ha as Slaed a v&3%4 1410 day after toe date 01 toe aooalmto Of

MyIN. CONKASL. adr. speakers. at Ie. Mayve Vlocr 0afta* cade poepaph 31)01f tl thin pazeglapic. edtAleet for the par"0 be.
001' IS1116ttsoc &MA prole In subseeon (Or uedee the eerteepoodl pea- IFLM~n 0 tUse Metno day ath os eltentedar

A aMY troubled Social Security pdmjn_ 0181.011 rceLw) a at &b te date 01 them-n quarlt with tesect to which, the refund o

hiraOilo We an gting to have to do ac Ct-t 01 tis p-arat en sa subeequt credit total0 to to subpaheCraph, (A) tof
-hit of Pattern setting oin " cc netdas but this paragraph Isas madel 40r. iN ia100. oito

pen na aly ecase rmo tneit '(1 the totes Impased by sctjols tt toe lives day Of tIUe eltiteot caleedar qlllrter
pw 1110; Oly bcaue o e~aof hinAnd CII C ave beeis paid with repc tO use Glla wholly en partl within toe U=It l.

Nenti hut ale. becaluse of the potent~l of rtmoaeao paid by scatob ecitoalat I& tUoo at dntced a- section acidic)il (at at
aL aerlo erosion of the pclyments into It. eemposa, at thouta suc , c~ss ti-e b tc %Wcrty7 A") llnmedetly pro-

the &"tlam WeaSr, also losn to bave to had b,'sa 0)04. dorlee as, petted Ceola ce)W Zin the dale ad Ohs eontutc Do tlls
w" dilaw t 0)lng-term a) oelt*tP 3)1))01J aol a" LwI&pwac4tph). end to hat* a siuu.dcht

bautattal p8ohlctc with socal amciity. thret seu v5Oi telacida quarers. coftlista ith a10 tIltsl~t the- i t" CO-

We s wy astoapMe"'O~redel 1e1Suh tOl~lttOU 50511 be deemed (ep cts. adess. and social SUeTotl nurub, lit
Ibis ~ ~ ~ ~ ~ **P Is onaanocpmasr eedey) 01 el emaploy*t degctillld to etbpitt-

to deal with a speclllc Problem reialng to p-vddi supzlias jO agI p5 01 thi p~ro- FihI)0 l-pp 4 otlv
ram .prodorAnI.ations. "VIfee Purtstel0 pubaecttoa gr110 eylyshtap ec() t0 to'IFI whom incldin any
*Mr. MIKVA. 14r. Speak., it the eertyAtio heit 9*4 , ali 01e St" Ia tfalided Of 00041104 as devctibe In dawill~ ~ ~ ~ ~ ~ ~ ~ ~ ~~~~o yicallsoie omn. 117 o.t ot ldC001 I, . paragrap IA) Of this pearapat tond each

Nmoilemn Well ykc n'luthrdMIS 1,1 11 paesvsph 11) of 'CaOtleoiei such emploe eWIl be deosoed 001 ouch
I Would )lie to add lootethLng. to01uner the toctwoponsiee proi.use 0 poopotos to halt ctotod in the 010D4 of

Mr. COIIABLZC I yield to the rsnile. - SA O) as the LMo day -1 ens polod des t"~ Ctificate). A ceoctificato %bich is
MA m from inas. Gect%" e t 0s*1 (U)l of this esobpaapegvep 600111d to have be*a Dled by PA aq-t1t-
Mr. MCIA. Mr. Speaker. I thInk a .1o [aS~ ich on peda 01 ,L e tO a0 coro.te such 10sMay thave eened aCt&y

P-9t deal of credit to due to the elte- havev an Uvpaalo d inslob csate with a .3051 110 sc 84 byy Slobl sEo ~ u ptoed 15ay

m n from New York (Mr. Ovrneoota) "n teatotlo,%Cg the elaau addrve Il 11511 1144ts e y touthe otgSone prior bygoe Bet-d

W-te It w"s brought to the attenti o 01 st l n umb sert Ill thy) 01l oath employee ,"at 0101.s dejegate
the C00091te. to the gentleman, from With dftot to Whom the ton escie 4. I)4t* ~ a,~tti 1celSeoaoet
Mamsachluette (Mr. BULKSo). such sul~pasevsrph weto p"aidlad "if)ne APeICAIO to ceeeeoeoym psiet -all 1 to

,. an onue t&ai the omed ee e ptme. auprealsv 01 ) tote s "tte 1010) 0f115M1r. COMABLE. I esaree with wht the OmlY 4os,. beea fortoed for
1 

01h toe~s 0.104- 0,,1 etuereo thi. IF)uodut (Othe than81
seOheM&A soid with respeoct to the two mgso pap ptaceluiat. otoniertl
getm an- and what the gentleman "ai ITSP) (9)pegtp IA) ehal a, eIng letamet0 he roisin e Mquwa i

with resec to the need for action @4 tie with cooped testny oegoamats 80- ad sill with respect eo the seovics is-
time.(9 1131 the pe sdbfet"d bes 00Clam. (It 1010.l. eh"t appy Vimo repeat to nLo art-
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'ew is deemeed te o h e. 014io
asy Wigaiustm s a ay wa mdvir Pore,

IN,3 e (6). In se 01m w, Maeywol
the6 did littiale had h. b e" atualy

of nempaftmbel nowi 01 coetrrio vs
* aeas In t third letow of pseSrpb
.(1) (A). afldeeete 511(I c). 41h1all op-
., e am en proesried. by the 8001,.

-,(11) the peevhloWs of pcerarPh 411 (a)
-e rdso mate awsiless the iss205 dseecelbd 13Lpaarah(4 A) U iver* paid by the ergs .
: aste thusb a sepasaes tsrtitl had
#be.. Wed w"t MWKlS to am ofe beth at the

op9 so whis such promelons Felati sad
150) the altlis of the orgsshtso in

WAW0115 the re*4250o ted-it doweehod tn
paragraph (&)(SA) shIAX Do& be oatuildered
aietsaioaiof se uch orgsiLra~lon's cavst-

ni s PeId far players of psesgsp (51.
-F Ary otsitso whict to ticelmed ft bae

we'esADL 1,2b O besTO beet ReqITRed be.-

P=2" e cusem to wevvw ," mns.-31e6withalaiiag moy ether provlsit of tise
,.ivthpte. be say sac e ir anoe oratson

,demeebed In pongvs5.b (4) 1 A) bee ot t"
,-1 wow5 sjF"i. stelit under peagepat

4t) pior so the tepiratl t ISO1 days aglee
"Ws dat ofshe onsctriecat 01 this Pscegropis

01." Is seer,1is5 deame" under peispraph
(1)3t e A led otst a tstrdca o he
lte$ day &ft" o eh iii. the ees. de

. edat Secttee. slot. wilh resect to overlesm,
.eiltbtir tcpiyesslby rese t 01 see

noruhste air any pottd 7110 be the ami
:.aatthe ecde quarlsr in Which suick

.,m is the smuthe of any itecos5 Mild la
Sosseteon with the refund tr redit de-
sortb4 In persaph 8 (s) I shalt be pold

by r oectcl aie icei Ie own tst
a"Withest LOT dediseom rss e "Also

at he intetwsalt Who psfrtotaed such oerv-
kent sad these lcsdivsdule sheik bare m
behilitr for tic. paenset 01 Serb belo

TAXE S oTIcOell cclsljse-otwicb.
Stan"tr spy Otict pse,*Ustoa thie Ulle, be

.M asy C let aC QTtl~tloO dc-eeihed

50150*54. unde pars51mph (5) by lb. sod
&"-" the foly ele 0lowing t iste 01

* be Sintnm 01 Stl 1t51(tb W esritede
In aerpe.t 1t)(8). of (ott borlagre11

de e ade, powloaph (a) be bae mod4
eds a onr5t a tn th" 15 dasty itolerstfg
ft" ata 55,sh t-le 4114 andersoetiese 2101
5d5 31 S ll rev Meet be serlirt sesaeell
tId Seipbeyvees, "y sewn Of Sleek teeirnat
her eel pont prier be the AM* dey 01 the
e45a4w qetrtss in shirt the date 01 meh
ALing 01 ieghoireeiics aline occurs ruiy be
pace be t~olatlaunc evcetr ansit yyeys.

delegate. rlte than n Itsinswin -ss.
(4) Thoend w Wts osllIlol by SilS

Uem 811shlly %11h7 Sito pev% be orr, per.
Iemed sftes IM5, "e 0lo 'lsso ttovd by
Were"? ttrtlirlt Id c r 41 drad te halo
hsova tiled aon, reeec- 311likl 14)1 )S
of &he Inberval I

t
psesssi cede A1 (1.4 ItO

Ne .lotlmltlsdss soy ethos pro.
"des 01 law, .Do efund 01 edit at any
le a pid ester 11-tiL11 S3lt01 Otf &II #(the
tesersa 314eaus Coeo 193 lesq totre
siateso descried to mtll 6,0110s)~ 01
"Mt 0ede whies to vsespt trom. istoess tax

H 1188$
Wdeur 50" 11sts 1 ele, Cb d S.-Ih ecflbed fom 1s. a wstwe 01 eweip.asede eo t skoptsher 9. 1iO bK Ims I Fj.5 tj erjookalMW wane Sa-
se 01such erWi"NMowi telm be Its tn Nhdd ot e to "fot patiipetleweeutt i Se 1 IONh")(i) e__ded_ l -of eIelh G ja we p .muh tO 11the 8th:10.1 eec wtrets PoessM. In 190

1 pri low)evI. it eh reamet.l deemed nI= 7601 a.llwing oloem.
1 bees fi d Sa e lb deartwle ev - pllit; orgshteUo nsbe p.iod social so-
tiel 31Ul (1(4) 0d ouh Codsee added 6y Crtlytup COVerle foo r L es prinllyM 1
th diOess or this Acel. the d to do so. but required them oamt Ins my ce 1111w1"y theirt, almowkad thes Sw hy(3 an Indiliduil Paslo "TIOe U" 0 110 i8kw this rm 5 wes tUe Wallowem Or 01aws ce whtlie 64 deemed Reaelu Service.
Kades 0sction SiIS of u0 th e sttute
Isevirue, Cede Cet s4 o hew' eseia walle of the" Uortai 01on am their
toertbe uads, Sswuom siiljtlol3 01 seth employeess, estimated by GAO wd some
C odf s La sese prior be teo w posod tee 10 o WiR R itiotnwidSe. We btea
Wich cl stl htl4 to e 0ere , peuo sciol ltlo -ity em Without am

III she beamu esos" by Sstio Slot "A filing the ferm BOIL. The IS. 606111
eal t of l i 'h Code "r"eid with opat be the fact that It cheerully accepted teettsetsuirn paid f01 oeth sec, hoc Ciph tes without notifying the ordgan is.sovI'le (CC oY pani there) do" Molt I h0-
g~tt 00plsysseml (W1 ditrahi be O tlous or their employees 01 any prohiem.
Ui010) Of the foelal Oseerity A4% ad sod- has. nted that fatilure to M~e the form
WOem 3129(b) of sthck Ceode) holc. a"e op- Petratfl Social Security cowerem Dla&W
pieshletaess ppadwere rettedd0red- tncleded that tIs tunder a kuea otIlgo-
Led (atherwie. tha thuteph a retewl or Sian to refunbd Lax 1*1 tolmts to thO

lls Which would hereo bees allowed Kt a err stiotosme e and ter empoeef im5.ltd weeor Dertsese mied lender iswume arvatiei. but Only Inofar as rufunds
Il1it) of such Code bed b eta I -I an permited uader thte altto of UintPrir be Sopiembor P. i97d; sodl t.naya n a uh 1py

(2) IT pohiro .of vish service itS 1" tm ti n € rus In i m t of pay-
Spet to whle Sees wry paid end Wvtade4 mlL An orgseniation which appes tot
or crsild a .eveibed Sn rszcchpt j233a refnd. satutomticaily deprives Io e-
Would ecsmftsute olintrit ac" so 60de)d PW05s. Of socka secalty tovero ThUs.
V 21 the1"30 oreaetee ha turily tiked gedst emoyes of noct-peoit etigunbtieing
swum 5 3l k) ) f seth Ceode s toted Who have sorkd ad peid soel secu-wer co e-,hi

t
e Irtsme " prensded be rity taxs for 20 years can os leli cw er-este. 81312k) Is I IthbCe SWish Oeh

stitoedeel'. natwur s fepeeig emnU s i an and be Ielglb tot reftnd sof ther
blan Im). . . Laline Ipai for o l 3ean.o 3 months.

se srer" pabd tor the parties 01 r ttheor &hei refunds have the po-
Ssf off"" des'bied Wa 1,62sepaph 58) sheam LatStiat for plaotnga serious drabe an the
epas the request 01 awt tL. goelrsr (lie sodU ec in i rust tund
be meh aseMsu WAn berm.Us ladwth moth The bli that has been reported troms
011ecal. so El be precesibed by sowotateee Ways ond Mtew= Committee Would ac-
sede s. le uusU 01 the saltilty tometi the ftolloihAct) aeecomptied by tu repaymtent 01 the pUW yit, Cenizatogie which have bees

01 oush Cede with rope be sell h U flying lat but have not 1isd e 8811
5(10 sd 0 reaodd 0 a-d~tr, evnss waiver nor received a refund yOU sinpty

be eotice emeetsis s septyms be deemed ho lisee filed the waiver mud
a1 s1dc4ft50. in sny cas wee e nre . Vili coninue payins as betip. Coverage-
see Vold by SUoarteneetOe n Ubee r aividel tor pctketplag folp)Oyt WO llbe -- if
Is 0191 nder the IN rele LO ocateale be dated.

iclte s loetwhllt 10 *systlio I -~eet. ll [lllel lllUllo~lIl

eutch ergenes w sti hlil pi . .otoad be 1gb hays th-
stautdis Soy ethos plirvsintsf vie5ee celvcd a refunid will ha"e 10f days to ale
roe repaymt o f any saimew* c S paid ivm an1 bchnlt of those eimirst~
Utadsr section $IsI 01 seth 001,11 with reepept wh o a-tnt their cetee rteerd Rth
be seth emuneration sAd wblch were ro. cellyloyet and etnteiryee mili be reeponbi-
tund"d0 adt eed be Is. ie foir the accumzulated buck taes If the

Ur. OI'TMeOEF Mr. Stitcher. I su- heck coverage Is to be lietered Em-
Ftto l be the rmembers of the Waysee mA 1515 has the eptlte Of Iespht their

kltte Cootitoe. .,~ artltrl to eesfuend sd remnainiag otetide the So.
thegMtecrefb froms 1111nols (11r. licinvs.. W e)scurity sysatee. Payment of hod

toir~ ~ ~ ~ tain m*o anM .131ad taxes ta be made In htsisUents am
Plesoed that we Wee able to tr~t it up a, an extended period. FrcpecUve eseertc
a -nraoom conost Mciftet today. I only te aso, available ho slose people
ahoi went to rive ptrtkullar thack, to unlder & iiiorn of eturreot law.
ChaI imait ULtieKiN. SULKVMosUa~er ChWir Third. Orgasetl that received re-
lean ficex, tho e tlestl from 73gej4s funsid ad which tell to fle the Sa1l by
IMr. 0teloito) snd my coelte from the ed of 1IN day, wil he deemed be
11ev York (Mr. Cogeajoc tot their in. have Wesd en the 101st day on behalf *I
wstbte Wpi all thoe #12Plofee who taok the refuntd.

Time11 Iso the UWeence In this miatter lIt this ease hack taxs Vii bo paid by
It we are to avoid costly refunded from the thip OrgonizaUCC. This provision wait putl
sceis security truet toad to oegaellz- Ill the biU because it es tiered that Uf
t'es that have foiled to comply with as there wes not ame srong. Incentere
meinor tchrtnaitty in the lowe which the tot Stle fu(tnded ortranizatiogi to file en
GAO has stmated ettild run as high de bhla I tI ho amisey, who. we athe
$1I blloo. Into the program many oft i w*tel

This legislt~ca cosensotsd by 0111 siopy take no action.
g6155mn suave anld me to needed to Mr. Speaker over the past few week.p
protect an estimated 13.00 to 20,00 we hate liad discussions with both, the
voluatary organibatiotic and their em. gegcica Involved In thl, matter-the
Pifees who havs bie paying geel as. reaesury Deptset ad the Socia Se-
CserKt ages Without having fied a Wre. cuia-ty Admlistratin..a i as with
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repesentatives of some 30 to 40 of the
largest nonprofit groups in the country.
The bitl we are considering today Is the
product ot Input from alt these sources.
It has the aUong support of the admin-
Iste1uon sdan of tihe nonprofit organLZa-
lion To my knowledge not one pcison
or party has conic form srd to express op-
position to the measure

I thUnk I can truthlfuly say that this
Is sbout s norcontro rsal a measure
at I have seen It focs rct cost " any-
Uilng. sod could !te Ic trust lund as
much as It billion.

scmold just Laoc to 1cad that Otu bil
baa been fa Otably rirported by Lie hers-
ate Finance Cosnnuttce. lilch eroeed
Ifat seck to attach It as tn rictdent
to a lfau'c-pascd bill. ilit 6446 It se
can, get It throuh the louse, it cam be
held at the desk In the Zcnste Since It
has Ilia socisoat o the Os-s n r C)nisit-
tWe a embers. I ar corfrd.Os that it silI
be voted upon anid pa.oed by the faul
Senate.
, "e btlt asu ordered to be engroased
and re d a fhid trne. sou read the third
ine, arnd pi.sd. and a siotn to re-
coolcr was laid an the table.

GENErAL LAVE
lfr. UU..IAN. Mt. l icat,. I asi

uan.1sous consent tht I may revLse and
extend my bemrks oil this bill and that
l Mtenbers coap hsaae 5 trditle dos
In which to rcoze and extend leir re-
marks on Utts tegLtatos.

The PFtKMt. Is there objection to
the rtque t cf the jenstlrrnan from Ore-'
goo?

There was no oblecthat

lH IN'fMAN T BtTlAL GOVERN-
MENTAL TAX STATUS ACT

M. ULL tF. tr. Speaker I ask
sinanroeas corc-tit for tile t scssl.ate
eaootderatlon of Wie bill si fL 198)) to
amtesd ts fitcmral revenue Cole of
3850, to pros Ida te sone tax eacizllotfs
arid general ta taitoslest to ICrl.gokd
Inian, Woies as sue aptilicatle to thiet

mou-y raportld fatoraLy to the house
by the Cooonlte on Wals and MeaI.

The SPEAIU2t pro tmpore. is others
oblactlo to Us requcaL at tUe enitle-
mL from oree:on?

Mir. FLNZL. ttMr. Speaker, resecslh
the etbt to obx L. I I"_id to Le d,t's-
eUitu ied chsLesa a of Q e I Iuse Wlt Lod
Means Corsslnlttiec to List het way do-

cribe the Lill for tie tlhoos.
Mr. UtLL.UhA. I thanrk Use gentleman

for ploding.
Str. Speaker. tWi bill anends he In-

ernal toes enue Code to prosidc to recog-
alled 1nd1a tiiom aid Alaciai N-atne
villages the same Lx tlr.ul,-lst isL is
appltkable to othrt tc snoserstal uts.

is series ot darcs Lr,ots rcc, itd
Indian tetbacs anda Alai Lass haos oclaces
similar to Satcs for tao, l)urlac. ot dc-
tertsonlg shethcr UL tisti tL t1-
liaos can Isue La-xcrpt mnurudilcst
bonds and LIdai.,trtlW dreaclepoest tosl.
an the sani oa bSLAts LIf OsLlitIloas
w "ether Lses paid to and .+aittable
coosirUtion made to Use tries ail sit-

hWes are deductible and for certain
other income and excise tax ptarpoces.

Inda.n tribes and Alaskan, Native vii-
laces perform mtauy of the same gaV-
ernnntiltal funtilono as do munlisi
and State Coverntments. These functions
Include law enforcement water, sewace
and gaslbale services, business licensing
and regulation. land ua planalng. lous-
In. social and health programs. le-.21
services. t.turt resource dttelassient
and other act to.h, In order io issr the
lid sn tribes and Al.kan Nato e , sl. is
in cam ire it Ulesr self-governing re-
spriasbilitli.r. those tribes shtch p rlorm
sbioLintlia gos ern iatal foonctots
should be prosidcd with substantually
the sa ne tax s1t0 enjased by otter
gavcimenLl ariaS.

An amendmxnt to present tax law Is
neressary tec u.se the status of these
tucts Ls act stated expleitly in the cede.
As a reult. certain of the co,,etimentsl
funcsiona cannot be perotmed. Specif-
raly, te Intornxl Revenue Cooe does
nolt eesisni IssL.nli tribes lron Las"tlOn.
bist the Internal Retenue Seraice h
ruled that ' income tat statutes do not
tax IAdIan trjtes. 'he tribe Is not a tax-
abte eIstlty" Nevertheless, the ruin by
the ieLCe does not grant the ti Wcs aicd
Volsres authority to losue tax-exeript
mwsliP& ili Industrial derl1esloist
bonds.

The bill general ilves to recognazed
Indian tribes the Lie treatment now
available to StAte gosenments. The
tiet "recoclUacl Indian tribe" Includes
any tribe, band. community. villa e, or
croup oa Indlis or Maska Nattes

ulhch i, re or, s ed by the liocretacy .t
tleTres stry, after ronsultaton sit the
Secretary of the Interior. as perforntne
sub tantial gO ernment.0 fiuiclons. This
d-.Altion is hssei-sdi to priAsne tax
treatincnit as c ..cn; arital uatat to the
s.tne Iri ,i trbls smid AIlseh.i Native
oaLJ.t., shcks sre treated s.s groent-
ment l mia for ce.tals roesnue shatng
Vucueo Wid.r the State and Locat 0'u-
ga Asu ttiice Act of 1i2. Three htu-
dret and iorty-sevrn groups are at ties-
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ATTACHMENT III

D I.I.'.,1 .AW, I ;:" ;

WILW V(J.1 . I&- If. 1:.U

C-..:::

NLI4AWOS

I84 T. Z CLSH. 14..
F1AGUT.04
e.6 PRACLff bkU,

I.---A JAMAW.I Majib

KAILAP Ak

IA 0- Ck. GCWWAk (J&kRTI STU r

September 20, 1974

Co_ issious~r

Internal .evenue Ser%'Ic
Washington, D.C. 20325'

De r Sir::

"he .-2inhattau Ro-ery Corporation (the
"Project") is a not-for-profit corporn-tion
organized under th-: laws of New York State
and is tax exemot under Section 501(c)(3) of
the Internal Revenue Code. The Project provides
a -range of alcoholism services, fron detoxifi-
cation through rehabilitation, for dinaffiliated
alcoholics of I]ew York City.

The Project, throw ugb" an oversight, failed
to file a waiver of exception from Social
Security, although it intended that its ca-"
ployees be covered fToa its inception in 1957.
N;ow, planning to file an SS-15, the Project would
like a ruling that its present and former em-
ployees will receive credit for Social Security
payments made during the life of the Project.

The relevant facts follow:

1. "Thle Project was incorporated as n
not-for-prorft corporation in New York State on
October 27, 1967.

2. The Projcct' s status S a
501(c)(3) corporation .,'s con cfiid,:, in a letter
of dote ;iatio.: dpted April 29, 1968, for the
period 7din ! Jine 30), 1963. Ti:: Pro cct h.i at

BEST COPY AVAILABLE
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3. Sincre th it: c 't. o:U._ ti; .'
1.econd half of 1957, the Vroj!ct, oias irntcn-d to
in S-,cie! Security and . ' cOt'-._a.
han therefore paid the -t"oy-r' j'. nd co z'.- the
zploye-'s contrij'ution on all vpp .eble- nlacies zl d a s -,.a

from its fli--t day to the present.

4. No -;aiver of the e:,etion from tha ,ia-
cabil-ty of the Social Security laws has b e filed, but
the P rojact now .n snds to file an SS-15.

Filing raises the following question. Section 321(X)(2),
C.F.R. states in effect that upon filing of an SS-15 by the
corporation nnd an SS-15(a) by an employee, that ceployee's
covere"e wil, date back up to five yter froze thL. effective
date of the SS-15. This provis;:o-uld ^orlc nn .. ecuity for
any employee, either cur-cent or fornrly employed, whos.

period of emzployneat incli'-ded tine that would ba count-d
to.aard Social Security if the five-year limitation rc not
applied.

We understand, from - conversation with "Ur. Ronald
Steiokritz, a revenue agent in the Manbattan pnyzoll tox
group, that it is possible to obtnio a waiver of the five-year
limitntion so that full coverage for any period when Social
Security taxes warce paid may be elected by Lin individual,
filing an SS-15(a).

We feel that granting of such a waiver in equitable Ln'
the circturstances stated above. The Project intended it3
employees to be covered; failure to obtain coverage wias in-

* adyertent; full payment of taxes bqs been made as if coverage
Were in effect. WYe therefore request that you grant a. xai.ver
of the five:year li-mitation to the projectt and its employees.

le would be grateful for your prompt action on this
request. Please call. mi if there are qzestioas about this
letter.

Snerely,

cc: ~. j*~* P'!:~v 3' •

Sc.. T CP...B

P COT COPY AVAILABLE
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ATTACHMENT IV

S :.: eJ L L

'"SM:~ ~ T 1: M: : 25 .....

Iianhattao L.owery Project
$ Est 33, Street
New York, N"w York 10003

Attention: Steveo S. Ihaoos

CGrntleaen:

Tnti is in r eply to your letter dat.d SepLemb r 20, 1974 in s.hich
a ruling is requested with re 1',-ect to the atatts of the organization's
cPloyee3 under the Federal Insurance Co-,-tritutions Act (FIC).

.According to the information furnihed, the F.nhattan Lowery Project
(Project), which provides care and rssistence to disaffiliated a cltolics
in 1ew York City, was incorporated As a rot-for-profit osanization in
11wv Yor'% on October 27, 1967 And its status As a 501(c)(3) ortauization
was confirmed in a letter of determination dated April 29, 1968.

You state that it 3a3 the intent of the Project from.its inception
to have its employees covered by social security and accordingly the
FICA taxes have at nil times hin.e the Project was organized been de-
ducted and paid. However, through an oversight, Form SS-15, Certificate
Vaiving Fxtption from taxes Under the Federal Insurance Contributions
Act w s not filed nnd the Project now requests a ruling that it be
permitted to filean SS-15 wfth" tin effective date retroactive to the....
period iAeo the organizition first bzgan deducting and payil the PICA
tax. This action has beau requested to insure that the Project's pre-
sent and format employees will receive credit for all earn previously
reported.

Under section 3121(b)(8)(D) of the Internal Revenue Code, an
organization described in section 53 (c)(3) of the Code is exnt from
the taxes imposed by the PICA. A charitable or oLher organization
wlshing to obtain Social aecu-xity cover;%ge for its eployeea, nay how-
ever, file at SS-15 together with a For SS-15s containing, the na-ea,
if any, of c.ployees who concur in thn filing. Individuals -who av
..pluy4ea At the time the Foxn SS-15 is filed have u option of electing

covcraZe by si-ninp the Form SS-1i5. or A Forn SS-15a S rplunent Within
tw.nty-.'vur r.onth of the date of the filing. Individuals wh.o .ro hired

BEST COPY AVAILABLE
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Xahtn iwery "Project

af ter the quart:'c in vlhihio te For,-a SS-15 i,- fi!-! o:_. witaLcl ly
covered unJur the Fom S-15.

Section 3121()1)(B) of Lhe Code provides in partineln part thLat the
certificates shall b in affect for the- period b egin ing dLt-h whichtver
of the following ray ba de3sigaed by t: organi=ation

(iii) the first day.of any caleadar quarter
preceding the calendar ouart,-r in -thich the
certificate is filed, except that auch date
ny not b e..rlie-r tVin th first day of the
twentieth calendar quarter preceding the

.quarter in bich rsuch certificate !a filed.

'Jhuz the law With respect to the efft.ctive dat"e which ray be elcct d
by an orrgauizat'iou wlhen it filt ain SS-15 is vs-y specific end ve are -
without statutory authority to grant relieLf of the type wich you h.ave
requested in that the Projp.t's activitie3 began -ore than five years ago.

If you file your Form SS-15 %.th a retroactive date of 20 quarters
(5 years), an individual &,ho is an Lemployee of the Projtct at thes ti:e
the Form SS-15 is filed has an option with respect to his social
security coverage. If he wishes to continue coverage ha roist sign
the Form S-i5a at the time the Forn Si-15 is filed. Ilc tay also
obtain coverage by filing a Form SS-S.e StppleMent within 24 -onths
of the filing of the Form SS-15A. If he does not wi sh to continue
his social security coverage, he vill he entitled to a refund of the
tax erroneously withheld i3p to ths statutory limitations for refunds..
You will find the procedures for m.kin.g adjusnm-.nts and refu.ds of
erroneously withheld FICA taxes outlined on the reverse of thie.Fonb.941.

It is our understanding from the Social Security Adkinistration that
under its regulations, earning;.; records Will not nornally be'revised
ifter three years, three teont:ha and 15 days. Thus, even though the

Form SS-1 may be made retroactive for a period of 5 years only, th
earnings prior to that tiaa not covered by the Forn SS-15 would not
be disturbed. Ilowever, since earnirds records and the payment of
bca.efits co-ne within thu jurisdiction of the Ad.inistration, we would
bupgest any further question you ay have in tat respect be directed
to your local Social Securlty district office.

We are c, losln3 n copy of P'vezej' Proced'r- 67-35 puhbichd in cut
CuOulative Zullettin 1957-2 aL ,.%&e 6S2 ",:ilch oay i:vasr fur,;:ar
questions you raty hav wlth respect .o filing theo wqver certificate

Sincerely yours,

liia-, Employment .~-' and Admnitrativa
Provisions Branch

Enclosure

..T COPY AVAILABLE
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Senator BYRD. Dr. Sanford?

STATEMENT OF JAY P. SANFORD, M.D., DEAN, SCHOOL OF
MEDICINE, UNIFORMED SERVICES UNIVERSITY OF THE
HEALTH SCIENCES, BETHESDA, MD.
Dr. SANFORD. Mr. Chairman, I am Jay Sanford, dean of the

School of Medicine, Uniformed Services University of the Health
Sciences, representing Mr. David Packard, the Chairman of our
Board of Regents. Mr. Packard was not able to be here today, but
he has a statement that we would like to submit for the rec6rd.

Senator BYRD. Without objection it will be inserted into the
record.

Dr. SANFORD. I would just like to, very briefly, clarify points with
regard to this legislation.

As you are aware, the Uniformed Services University was estab-
lished in 1972 as an institution to train military and other uni-
formed physicians.

At the time of the enactment of the legislation, it was the view of
those involved that to acquire a quality faculty, it would be neces-
sary to have civilian faculty be reimbursed on a salary schedule
that was comparable with their colleagues in the civilian sector.

This included not only salary schedules, but fringe benefits.
In July 1975, the Secretary of Defense authorized the university

to proceed to provide tax-deferred retirement annuities to its facul-
ty members. I might say, of the 126 medical schools in the country,
all of them have such authorization.

At the same time, we requested of the Internal Revenue Service
authority to do so.

As a Federal agency, we are not eligible under 501(cX3). The
same had arisen with regard to State universities in 1960 when the
Internal Revenue Service ruled the same and legislation was
passed stating that educational institutions within States or their
subdivisions would be eligible to qualify under section 403(b).

We have brought this to the Internal Revenue Service but they
point out that that legislation specified State and political subdivi-
sions thereof and we, in fact, are the Federal Government. There-
fore, we do not qualify under either of these and I feel that the
only recourse that we have is to come to you for such legislation.

I emphasize again that this is not tax exemption, this is tax
deferral in a manner similar to other types of tax-deferred annu-
ities. The total dollars involved are very small. We currently have
79 faculty members participating in this. The dollars involved are
less than $50,000 per annum.

Senator BYRD. Thank you.
I have a statement in support of the legislation by Senator

Mathias which I will insert in the record at this point.
[The statement of Senator Mathias follows:]

TEmSMONY OF SENATOR CHARLES McC. MATHIAS, JR.

Mr. Chairman, thank you for the opportunity to testify today on S. 945. The bill
would allow the faculty and staff of the Uniformed Services University of the
Health Sciences, located in Bethesda, Maryland, to participate in the tax-sheltered
annuity program enjoyed by their colleagues in other medical schools. As you know,
your distinguished colleagues on the Finance Committee, Senator Boren and Sena.
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tor Chafee, have joined me as cosponsors of this bill. Last year a similar bill was
passed in the House.

The University was designed to provide top quality medical educations for people
who would serve in the United States armedservices. Congress left the Unversity's
charter deliberately broad in order "to make this the finest medical school in the
world in the shortest possible time," according to the Uniformed Services Health
Professions Revitalization Act.

I don't have to tell this Committee that the Internal Revenue Code is extremely
precise in its distinctions, and it is very clear that only state schools and private
schools are eligible to participate in the annuity program. Since the University is an
instrument of the federal and not a state government, it has been repeatedly denied
authorization from the IRS to participate in the program, which is available to
every other medical school in the country.

To deny benefits to the faculty and staff of the University sets back our efforts to
make the University the "finest medical school in the world." S. 945 will allow an
annuity contract bought by the University for its employees who are members of
the civilian faculty or staff to be treated as if the University were a State-funded
school, or a charitable organization. That means that the faculty and staff of the
University would be able to take advantage of a significantly beneficial tax shelter.
And the University will be on equal footing competitively with other medical
schools in the nation.

I hope that this Committee will find it appropriate to correct this anomally in the
law. The men and women who are striving to make the University the best in the
world have earned this vote of confidence.

Senator BYRD. I might point out that the Treasury Department
does not believe that this represents sound tax policy. However, the
Treasury statement says, in the context of the present law, the
Treasury does not oppose S. 945.

The Treasury, however, does suggest a change in the effective
date of the bill. S. 945 provides that it wi!l apply to services
performed after December 1, 1977, in taxable years ending after
such date.

Treasury does not believe that it is appropriate to provide for a
retroactive effective date.

Do you have a view on that comment?
Mr. SANFORD. Mr. Chairman, the date of 1977 was introduced at

the time in the last session of the Congress, the same legislation
was introduced into the House and was passed by the House and
did not manage to get on the Senate calendar.

Senator BYRD. Would that give you any great problem, not to
have it retroactive?

Mr. SANFORD. No, it would not. Obviously, wc. would prefer to
have it, but it would not create a problem.

Senator BYRD. Thank you.
Senator Chafee?
Senator CHAFEE. Mr. Chairman, I think this is good legislation.

We want to keep a top faculty at the Uniformed Services Medical
School.

I know that Dean Sanford and Mr. Packard are working ex-
tremely hard. I am a cosponsor of this piece of legislation, inciden-
tally, and support it.

Thank you.
Senator BYRD. Thank you, doctor.
[The prepared statement of Mr. Packard follows:]
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STATEMENT OF DAVID PACKARD
CHAIRMAN, BOARD OF REGENTS

UNIFORMED SERVICES UNIVERSITY OF THE HEALTH SCIENCES

Mr. Chairman and members of the Committee, the Board of Regents of the

Uniformed Services University of the Health Sciences appreciates the

opportunity to present its views on S. 945 which would provide Univer-

sity faculty the benefits of tax-deferred annuities enjoyed by their

colleagues at comparable schools.

The University was established in 1972 pursuant to P.L. 92-426 to train

medical personnel for the uniformed services. Congress provided that a

Board of Regents would conduct the business of the University.

The Board has overseen the construction of the school, from the ground-

breaking in July 1975. The complex of buildings has just been completed,

at a cost considerably less than the appropriation. This September our

fourth class of medical students began classes.

The Board is also vested with the function of assembling a.University

faculty. The University's enabling legislation provides that:

The Board . . . shall obtain the services of such . . .
civilian professors . . . as may be necessary to operate
theUniversity. - Civilian members of the faculty and
staff shall be employed under salary schedules and
granted retirement and other related benefits prescribed
by the Secretary of Defense so as to place the employees
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of the University on a comparable basis with the
employees of fully accredited schools of the health
professions within the vicinity of the District of
Columbia. (Underscore added)

Faculty recruitment for the medical school continues. As anticipated by

the Congress, we have had to be competitive with comparable medical

schools in order to attract an outstanding faculty.

An important aspect of comparability is the retirement program we

offer. This is especially significant in recruiting distinguished

senior faculty, the people who will most affect the curriculum's effective-

ness and reputation. There is one prevailing retirement plan throughout

the United States (and in the vicinity of the District of Columbia) that

university faculty routinely expect as part of v benefit package. A

part of this is the provision for tax-deferred annuities.

On July 15, 1975, the Secretary of Defense approved a tax-deferred

annuity program for civilian faculty as part of the University's re-

tirement package. Faculty were recruited expecting this to be included

in the retirement program.

On July 23, 1975, the University asked the Internal Revenue Service to

issue a ruling approving favorable tax treatment. In January 1976, the

Internal Revenue Service ruled that:

For an employee to be entitled to participate in a tax-sheltered
annuity program as described in section 403(b), the employee
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must either (1) be employed by a State, a political subdivision
of a State or an agency or instrumentality of the foregoing and
perform services for an educational institution as defined in

section 151(e)(4) of the Code, or (2) be employed by an organ-
ization described in section 501(c)(3) of the Code which is
exempt from taxation under section 501(a) of the Code.

Since the University apparently is an agency or instru-
mentality of the Federal government, and not an agency or
instrumentality of a State or a political subdivision of a
State, and since it apparently is not an organization
described in section 501(c)(3) of the Code, we conclude that
the University is not a qualified employer as described in
section 403(b) and its employees are not eligible to
participate in a tax-sheltered annuity program as described
by that section.

The history of tax-deferred annuities at educational institutions may be

of interest to the Committee.

Section 403(b) of the 1954 Code provided for tax-sheltered annuities

where the annuity contract was purchased by an employer which was a

tax-exempt organization described in Code Section 501(c)(3) (i.e.,

organized and operated exclusively for educational purposes, insofar as

relevant here).

In 1955 the Interndl Revenue Service ruled that an organization organized

and operated exclusively for educational purposes could qualify under

Section 501(c)(3) and provide the benefits of Section 403(b) tax-

sheltered annuities to its employees, although it was already exempt

from Fedetal income taxation as a wholly owned agency or instrumentality

of State government. (Rev. Rul. 55-319, 1955-1 C.B. 119).
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In 1960 the IRS amplified the 1955 ruling, holding that if the organ-

ization in question was being conducted under the jurisdiction of a

branch or department which was an integral part of State or micipal

government, the organization could not qualify as a Section 501(c)(3)

organization and therefore could not offer tax-sheltered annuities. The

reason was that the governmental functions of the branch or department

by which it was being conducted would exceed the functions prescribed

for a 501(c)(3) organization. (Rev. Rul. 60-384, 1960-2 C.B. 172).

Acting with dispatch, Congress in 1961 adopted an amendment to Code

Section 403(b), designed to avoid the effect of the 1960 ruling and

relieve the school supervised and conducted by a branch or department

which was an integral part of State or municipal government of the

necessity of qualifying as a 501(c)(3) organization before it would be

entitled to the benefits of the tax-sheltered annuities in question.

The reason for adopting the 1961 amendment is reflected in the Report of

the Senate Committee on Finance on H.R. 4317 (Senate Report No. 379,

87th Cong., lst Seas.). Referring to the restrictive position taken by

the internal Revenue Service in the 1960 ruling, the report stated:

The Committee felt that it was not reasonable to take the
view that Congress ever intended that State or local
governmental units should be required to file application
with the Commissioner for classification as s tax-exempt
organization when the Federal Government has no power
under the Cons;itution to tax the State or local government
in the first place.

Tax-sheltered annuities under Code Section 403(b)(1)(A)(ii) are avail-

able to faculty at other medical schools, including those which are
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an integral part of a branch or department of State or micipal govern-

ment. However, the IRS adhered to its ruling position that the program

was not available to the Uniformed Services University faculty. This

was in spite of a letter from a former member of Congress, who had

drafted the University's legislation, indicating that tax deferral was

contemplated in the legislation. This letter stated:

I am unable at this time to recall exactly when the provision
quoted above was first brought up. I do recall, however,
that when it was, the point was made most emphatically that
it was desired to make it possible for the University to offer
to its faculty and staff the same type of compensation benefits
including tax sheltered annuities that were available at other
medical schools throughout the country; that this would be
absolutely essential if the USUHS was to be in a position to
compete with the other medical schools for the best professional
talent. It was mentioned that even the State medical schools
had these benefits by specific code provision and that the USUHS
should have the same benefits.

I can assure you it was my understanding, and I am certain the
other members of my committee concerned with this legislation
were of the same mind, that we wanted the employees of the
USUHS to have the same rights to tax sheltered annuities that
were available under the Internal Revenue Code to employees of
the other medical schools, including those owned and operated
by a State or political subdivision thereof. I can give you
the same assurance that the sentence in section 2113(f) of the
statute quoted above was intended to provide those rights.
It was never anticipated that the Code would be construed
narrowly to exclude the USUHS employees from the benefits
available to employees of virtually all other medical schools.
Had that been forseen, the statutory provision would undoubtedly
have been made more precise.

It would be contrary to the Congressional intent, in my
opitiion, to deny these tax sheltered annuities to employees
of US1JHS.

I note that this is echoed in the Conference Committee Report, which
states:

(I)t was the general consensus of the conferees that the
provisions, as written should remain deliberately broad
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so as to provide the Secretary of Defense and the Board of
Regents, in establishing and administering the university,
sufficient executive authority to ensure the kind of admin-
istrative flexibility that will be necessary to make this the
finest medical school in the world in the shortest possible
time.

The lack of tax-deferred annuities is an important issue to our faculty

since they are being denied a benefit they would have at most other

medical schools. In addition, the faculty we are recruiting express

concern and are told we are attempting to provide the program. Certainly,

when Congress provided this benefit to public schools in 1961, it would

have included the University, had it existed. Since it did not yet

exist, this bill provides a resolution of the issue.

As I'm sure you realize, the effect of this bill involves no additional

budget outlay for the University and does not involve tax exemption, but

tax postponement. University faculty participate in the Social Security

System as well as the contributory faculty retirement plan.

The Regents support this bill as necessary to the University's continued

development, and I appreciate the opportunity to present the Regents'

point of view. The Regents and I are ready to provide any further

assistance that you and the Committee desire and to answer any questions.
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Senator BYRD. We have two additional bills; neither should take
very long. S. 224 introduced by Senator Hatch.

The committee is very pleased that the Senator from Utah is
present. The Senator from Utah will be recognized, but before that,
the panel that will follow the Senator from Utah will consist of Mr.
James M. Bodfish, president, Tax Executives Institute, accompa-
nied by Mr. W. Dale Hay, chairman, Subcommittee on Fringe
Benefits; and Mr. Converse Murdoch, president, Small Business
Council of America.

Senator Hatch, you have introduced a very important piece of
legislation, and we are pleased to be able to hold this hearing today
and are more than delighted that you are here to present your
observations.

Senator HATCH. Mr. Chairman, I have prepared a statement. Let
me just put a little of it in and present the rest for the record.

STATEMENT OF HON. ORRIN HATCH, U.S. SENATOR FROM THE
STATE OF UTAH

Senator HATCH. S. 224 is a bill designed to prevent the Treasury
Department from issuing administrative regulations to include em-
ployee fringe benefits as a part of gross income for tax purposes.

his bill should be acted upon promptly in this session and thus
return to Congress the responsibility of levying taxes on employee
fringe benefits, aid business and labor in future contract negotia-
tions by ending speculation as to what the IRS might define as
taxable income, to save taxpayers billions of dollars in additional
taxes and avoid the cumbersome process of legislative veto in
which Congress attempts to review and modify regulations put
forth by an executive department.

Mr. Chairman, it is the constitutional duty of Congress to legis-
late tax policy and thus determine what portions of personal in-
come is taxable. If there is a need to tax fringe benefits, politically
sensitive elected officials in Congress should act, and not the IRS.

This is one responsibility that the Congress would be unwise to
leave to the bureaucrats of an executive department.

Now, I have a number of pages of testimony that I would like to
submit for the record.

Senator BYRD. The comp!ete text of your testimony will be pub-
lished at this point in the record, Senator.

Senator HATCH. Thank you, Mr. Chairman.
In addition, I would like to submit the article from U.S. News &

World Report entitled "Forty Fringe Benefits the IRS Wants To
Tax." I think that would aid and assist the committee to know a
little about what the IRS has up its sleeve.

Senator BYRD. Yes, I think it would be well to have that in the
record.

[The material referred to follows:]

PREPARED STATEMENT OF SENATOR HATCH

Mr. Chairman, S. 224 is a bill designed to prevent the Treasury Department from
issuiing administrative regulations to include employee fringe benefits as part of
gross income for tax purposes. This bill should be acted upon promptly in this
session and thus: Return to Congress the responsibility of levying taxes on employee
fringe benefits, aid business and labor in future contract negotiations by ending
speculation as to what the IRS might define as taxable income, save taxpayers
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billions of dollars in additional taxes, and avoid the cumbersome process of legisla-
tive veto in which Congress attempts to review and modify regulations put forth by
an executive department.

Mr. Chairman, it is the Constitutional duty of the Congress to legislate tax policy
and thus determine what portion of personal income is taxable. If there is a need to
tax fringe benefits politically sensitive elected officials in Congress should act, and
not the IRS. This is one responsibility that Congress would be unwise to leave to the
bureaucrats of an executive department.

Mr. Chairman, let me explain why the IRS should not be allowed to tax fringe
benefits at its own discretion.

In 1975, a discussion draft containing a number of rules for determining whether
various fringe benefits constitute taxable compensation was issued by the Treasury
Department. According to these proposed regulations some employee fringe benefits
not previously considered taxable, under prior administrative practice, would have
become subject to taxation. Other benefits considered taxable would not have been
taxed. In December of 1976 the Treasury Department withdrew the discussion draft.
The reason being that the facts and circumstances in each individual case are so
different that it makes it extremely difficult to determine what fringe benefits, if
any, should result in taxable income to employees.

"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 legislation outside the Code; and yet other exclusions
are based on judicial authority or an administrative practice. 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 excluded due to a combination of valuation difficulties
and widely held perceptions that the items do not constitute income." (Legislative
History Public Law 95-427)

In Commissioner v. Duberstein, The United States Supreme Court struggled to
formulate a standard to measure the compensatory nature of employee fringe
benefits. The court then qualified the use of the inferences it arrived at by stating
that they could not be viewed in absolute terms. If the United States Supreme Court
could not define what indicia or circumstances would qualify a particular benefit to
be characterized as taxable compensation, should Congress allow the IRS to choose
arbitrarily which benefits to tax. Mr. Chairman, if Congress allows the IRS to open
that "can of worms" it had better be prepared for an agonizing legislative veto
process. I would much rather see Congress decide when to tax fringe benefits and
which ones to tax than to attempt to review and modify a stream of regulations
from the Treasury Department, especially since it is the constitutional responsibility
of Congress. The IRS should not have such powers of taxation and the American
people should not be forced to depend on the often inefficient operation of Congres-
sional oversight to protect their interests against the IRS.

The IRS has already targeted several fringe beneits to tax. In an article May
1978, U.S. News & World Report catalogued forty benefits which soon will no longer
be tax-exempt, unless Congress takes appropriate action.

Mr. Chairman, I ask that this article from U.S. News & World Report, May 8,
1978, be included in the record of the hearing.

Mr. Chairman, I would like to give you a few more reasons why the IRS should
not be allowed to carry out its intentions.

I am concerned that companies and labor unions which must negotiate long-term
labor contracts have no clear indication from the Congress as to what portion of
fringe benefits will be taxable. The one most affected by this instability is the
middle-income wage earner. Any gains he might achieve in contract negotiations
may be wiped out if IRS regulations are upheld at some future date. In addition,
long-term planning by business is seriously curtailed by uncertainty with regard to
future wage and benefit commitments.

Another reason is that many employee benefits are primarily for the convenience
of the employer. The Treasury Department has previously ruled that supper money
paid to an employee for overtime work is- for "the convenience of the employer'
(O.D. 514, 2 C. B. 90). Likewise, many other employee benefits should fall within
that definition. When an employer provides free parking on his premise for his
employees, he does so to facilitate the punctual and orderly ingress and egress of his
employees. When an employer provides a subsidized cafeteria for his employees, he
may do so for any number of self-interest reasons. The length of the lunch period,
the physical proximity to comparable commercial food facilities, or the desire to
keep the employees close to the job-site are all reasons why an employer may wish
to attract his employees to his cafeteria by subsidizing the food prices. In each of the
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above examples, the benefit has inured to the employee, but the underlying purpose
is "the convenience of the employer".

In some cases the employee benefits given are "essential to the operation of the
business". Many industries, especially those requiring a high degree of technical
competence on the part of its employees, provide extensive and continuing on-the-
job training. For example, a line crew member for an electric utility company is
expected to stay abreast of the latest technical advances in industry hardware.
Indeed, it is "essential to the operation of the business" that he be aware of the
latest technology so that he may effectively perform his job. Without extensive and
continuing on-the-job training, the individual s job performance and his personal
safety may be jeopardized. There are many examples of how the employee benefit of
on-the-job training is "essential to the operation of the business". Mr. Chairman,
should the IRS be allowed to tax the employee for on-the-job training? This is one of
the fringe benefits the IRS has targeted.

Mr. Chairman, under the Tax Treatment Extension Act of 1978 (H.R. 9251),
Congress prohibited the issuance of any tax regulations on fringe benefits before
1980. Recently activity in both Houses of Conpress has extended that preclusion
through 1981. I urge prompt action on this bill because it recognizes that it is
primarily the responsibility of the Congress to legislate tax policy, therefore pre-
cluding the necessity of extensio, the Tax Treatment Extension Act.

Let me emphasis that S. 224 s not prevent the taxation of fringe benefits. If
the Congress wishes to raise rev. es by taxing these benefits, it will still have the
authority to do so. S. 224 will eh, , the Congress to maintain direct control over
the creation of new taxes at a time when the American people are crying for an end
to the increasing tax burden.
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Senator BYRD. Incidentally, when the Assistant Secretary of the
Treasury was here earlier today and indicated a lack of enthusiasm
for this bill, I tried to get from him a listing of just what the
Treasury had in mind, but he does not, at this point, have that.

Senator HATCH. Well, this lists at least 40 of the proposals that
they have considered.

In addition, Mr. Chairman, Mr. James K. Limona, chairman of
the Committee on Fringe Benefit Taxation, North American Inter-
line Clubs Conference, which represents 50,000 members employed
by the airline industry in the United States, has submitted a two-
page statement dated September 17, 1979, tn me, and I would ask
that that be placed in the record.

Senator BYRD. That will be placed in the record.
[The niterial referred to follows:]

NORTH AMERICAN INTERLINE CLUBS CONFERENCE,
COMMrrrgE ON FRINGE BENEFIT TAXATION,

Union City, Calif., September 17, 1979.
Senator HARRY F. BYRD, Jr.,
Chairman, Subcommittee on Taxation and Debt Management.

My name is James K. Lamona, and I am representing the North American
Interline Clubs Conference (NAICCi and its 50,000 members employed by the airline
industry in the United States.

NAICC is in full support of Senate Bill S. 224, as proposed by Senator Orrin
Hatch, and urge its prompt passage. We believe passage of this bill will clearly
inform the Treasury Department and the Internal Revenue Service that it is Con-
gress which has the duty and authority to legislate tax policy.

The subject of fringe benefit taxation may very well be one which should be
addressed. We submit that the issues should not be resolved through administrative
fiat by IRS rulings. The very complexity of the subject demands the insiht and
balance that can only come through congressional debate. A point well understood
by Representative J. J. Pickle, chairing the hearings last year for the Task Force on
Employee Fringe Benefits, Committee on Ways and Means, when he stated, 'what
may appear to be a can of worms is apt to turn into a den of rattlesnakes once we
get into specific recommendations".

It is obvious to the most casual observer that Congress now has before it too many
important issues of vital concern to this nation to spend the time determining how
much Congressmen should be taxed for their haircut, the factory worker for their
parking spot, the Sears employee for their store discount, or the airline employee
for their stand-by ticket home.

Unless Congress reserves their right to make those determinations in the future
by passing S. 224, the IRS will attempt to usurp that authority with administrative
rulings.

Should the IRS successfully gain that authority, the potential negative impact on
business is truly awesome to contemplate. Commissioner Jerome Kurtz has publi-
cized his "laundry list" of fringe benefits to be taxed and it is of sufficient scope to
encompass virtually every employed person, and certainl every business in the
country, no matter how small. Just the cost of paper work would probably knock
out the many "fat cat" fringe benefits like the dishwashers lunch. Of course, that
would mean re-negotiating his union contract, and that means raising the cost of
food for patrons, and that means raising the Consumer Price Index, etc., etc. It all
adds up to non-productive business costs, a questionable increase in tax revenues,
and chaos for everyone.

Naturally, as airline employees, the immediate concern of NAICC is the tax
treatment of free and reduced rate transportation. The taxing of this "fringe bene-
fit" is one high on Commissioner Kurtz's list. IRS rulings since 1921 have held this
benefit to be non-taxable and the use of "free" employee travel has been instrumen-
tal in building the highest quality privately owned public transportation system in
the world.

The "free" travel has been the incentive necessary for airline employees to
endure the rigors and expense of "space available" travel for the past 58 years.
Every journey undertaken has been a learning experience for the employee in-
volved. That personal knowledge of peoples, places, and things has then been made
available to the traveling public and increased their willingness to try the same
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experience. Both the public and the employer have gained the services of a highly
qualified staff, and the industry has prospered to the point where it now provides
employment for over 500,000 individuals.

Tax this fringe benefit and you remove the incentive to learn. Alernatives would
have to be found to provide that experience, and the upheavel of that search could
easily destroy the air travel industry as we know it today.

The potential for such disruption should not be allowed to rest in the hands of an
IRS Commissioner.

Senate Bill S. 224 has no effect on tax receipts, it merely maintains the status
quo. If the Congress wishes to tax these benefits in the future it will still have the
authority to do so. In the meantime it will allow the legislature to maintain direct
control over the creation of new taxes at a time when the American people are
crying for an end to the increasing tax burden.

We appreciate this opportunity to express our views in support of S. 224.
Sincerely,

JAMxz K. LAMONA, Chairman.
Senator HATCH. Well, I thank my two colleagues and I certainly

appreciate appearing before this very distinguished committee.
Senator BYRD. We are pleased to have you and I think the record

should show that the Treasury Department is opposed to this legis-
lation.

Senator HATCH. If you will excuse me, Mr. Chairman, I have to
run.

Senator BYRD. Senator Chafee?
Senator CHAFEE. Mr. Chairman, I just had one question.
Do I understand-first, we are grateful that Senator Hatch per-

sonally came here and I have had an opportunity to discuss this
with him personally. I know he has given it a lot of time and
thought.

Do I understand that this S. 224 would prevent Treasury for-
ever-in other words, there is no time limit. The present law
expires January 1, 1980. Yours is not just a deferral; it is a prohibi-
tion against the Treasury.

Senator HATCH. Right. That is correct. Because what the IRS is
trying to do is just go off and legislate tax policy which is our
obligation and our responsibility and frankly, if we wanted to tax
fringe benefits, then the Congress ought to tax them and ought to
set the limits and parameters to which they want taxes to apply.

And if we just allow the IRS to go out and legislate, then I think
we are wrong, and that is the purpose of this legislation.

Senator CHAFEE. Of course, the difficulty is in determining where
you draw the line. In other words, if you provide a house for an
employee, under the law, currently, there are regulations. There
are regulations that determine whether that house is necessary for
the business purposes of the corporation and so forth, or whether it
is not, and then whether it is taxable.

But then when you get to giving a discount to an airline employ-
ee's family to travel to Hawaii at space available paying 10 per-
cent, or whatever it is, then that gets more difficult.

Senator HATCH. I think that is a good point, but there is nothing
in my bill, which is a very simple bill, which would prohibit the
IRS, once we set the legislative parameters, to determine regula-
tions pertaining thereto, and I think that they can go ahead and do
that.

It is just in this particular case, if you look at the list of the 40
fringe benefits that they were planning on taxing, or at least would
like to tax, it goes into many, many legislative areas-in fact, all
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40 of them are, in my opinion, legislative areas that would be
better for the Congress to set, than for the Internal Revenue Serv-
ice.

Senator CHAFEE. But-I am not arguing with your point, but for
instance, in your view, would Congress take up and discuss when a
cafeteria meal provided at discount is a fringe benefit and when it
is not? Would we get into each of these specifics? Is that the way
you would approach it?

When is a country club dues payment a fringe benefit and when
is it not?

Senator HATCH. I think Congress can determine if it wants to,
the specific areas, but I would presume that Congress would have
to enact general legislation tha. would apply in certain fringe
benefit areas. It has already done that in the Internal Revenue
Code and we already have legislation that defines certain fringe
benefits that are taxable and for which the IRS can establish
regulations.

But what I want to prevent is this ad hoc, wholesale usurpation
of congressional initiatives by an administrative agency for its own
purpose even though in the past it has not deigned to do so.

Senator CHAFEE. Well, we thank you very much for coming,
Senator.

Thank you, Mr. Chairman.
Senator HATCH. I thank both members of this committee.
Senator BYRD. Thank you.
Senator HATCH. If you will excuse me?
Senator BYRD. We appreciate your being here.
Mr. Bodfish, I think you commented earlier in the day.
Mr. BODFISH. Yes, sir.
Senator BYRD. Do you want to make a few remarks?
Mr. BODFISH. Yes, sir, if I may.
Mr. Chairman, Senator Chafee, if I may introduce my colleague

Mat Kennedy who is tax counsel for Shell Oil and is appearing
here today as the senior vice president of the Tax Executives
Institute.

STATEMENT OF JAMES M. BODFISH, PRESIDENT, TAX EXECU-
TIVES INSTITUTE, ACCOMPANIED BY W. DALE HAY, CHAIR-
MAN, SUBCOMMITTEE ON FRINGE BENEFITS, AND MAT KEN-
NEDY, SENIOR VICE PRESIDENT, TAX EXECUTIVES INSTI-
TUTE
Mr. BODFISH. Let me just begin by saying I think there are two

aspects of this problem, one being what is a fringe benefit and
compensation and that which is a fringe benefit and which is not
taxable under our tax system; and secondly, if it is a fringe benefit
and compensation, what is the method of evaluation to be deter-
mined?

The institute is concerned that adoption of S. 224 will not be the
permanent solution to what is, and what is not, taxable compensa-
tion includable in the employee's gross income. The problem of
taxability of fringe benefits is one which has perplexed the Ameri-
can taxpayer, the American businessman and the Internal Reve-
nue Service for many years.
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In order to insure the integrity, simplicity, and uniformity of the
tax system to facilitate compliance and to provide certainty to
businessmen as to the consequence of their actions, clear and rea-
sonable guidelines should be enacted by the Congress.

It would appear to the institute that Senate bill 224 generally,
and broadly, exempts from taxation those currently known items
generally recognized as fringe benefits, but does not establish clear
guidelines to identify other facilities, goods, or services, which may
be excluded from gross income.

The institute recommends the following approach to the taxation
of fringe benefits. The following fringe benefits would not be taxed:

Fringe benefits which are currently excluded from income under
specific provisions of the law should continue to be exempt.

Two, any fringe benefit which is basically a working condition
should not constitute taxable income, such as, office space, furni-
ture, fixtures and similar items; employee-provided parking space;
supper money and transportation for overtime in an amount equal
to the actual amount expended, or reasonable standard amount set
by the employer; subsidized cafeterias and restaurants; de minimis
gifts and periodical social functions, such as picnics, Christmas
parties, and so forth, but substantial awards, such as holiday trips,
should continue to be taxable.

Three, employee merchandise or service discounts. These should
not be taxable if available to a reasonably broad class of employees.

Four, use of employer facilities where such facilities otherwise
have a bona fide business purpose. It should not be taxable if
available to a reasonably broad class of employees. If not available
to a reasonably broad class of employees, not taxable unless the
employer incurs a measurable additional cost other than de mini-
mis costs.

In the case of taxable fringe benefits, the measure should be the
incremental cost incurred by the employer or other persons supply-
ing the benefit. De minimis additional costs should e disregarded.

This recommendation is made for two reasons. First, as pointed
out by Assistant Treasury Secretary Donald Lubick in his testi-
mony on August 1, 1978, there is some concern as to whether any
person would pay the so-called fair market value to obtain most
fringe benefits.

Second, by using a measure based upon incremental employer
cost, the effect of fringe benefits on the tax system is neutral. That
is, the employer will receive a deduction equal to the amount
included in the employee's income as in the case of cash salary and
wage payments.

There are other recommendations which are included in our
statement. I ask that that statement be made a part of the record.

Senator BYRD. That will be made a part of the record.
[The prepared statement of Mr. Bodfish follows:]
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Statement Of
James N. bodflah, President

On Behalf Of
Tax Executives Institute, Inc.,

Washington, D. C.
On S. 224

A bill to Prohibit Permanently the Issuance of
Regulations on the Taxation of Fringe Benefits

Before The
Subcommittee on Taxation and Debt Management

Senate Finance Comittee
September 17, 1979

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 approximately 3,250
individual members representing 1.800 of the largest corporations in the United
States and Canada. Membership in TEl 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 managerial capacity.

Tax Executives Institute, Inc., is dedicated to the principle that administration
of and compliance with the tax laws in accordance with the highest standards of
professional competence and integrity in an atmosphere of mutual trust and con-
fidence between business managements and tax administratnrs promotes uniform
enforcement 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 TEl is "To cooperate with Government tax admini-
stratcrs in meeting ond solving problems of tax administration."

TEl appreciates this opportunity to submit Its position and comments on S. 224,
a Bill to prohibit permanently the issuance of regulations on the taxation of
fringe benefits.

SUiARY

Tax Executives Institute is concerned that adoption of S.224 would not be the
permanent solution to what is, and to what is not, taxable compensation includable
in the employee's gross income. The problem of taxability of fringe benefits is
one which has perplexed the American taxpayer, the American businessman and the
Internal Revenue Service for many years. In order to insure the integrity, simplicity
and uniformity of the tax system, to facilitate compliance and to provide certainty
to businessmen as to the consequence of their actions, clear and reasonable guidelines
should be enacted by the Congress.

It would appear to the Tax Executives Institute that S.224 generally and broadly
exempts from taxation those currently known items generally recognized as fringe
benefits but does not establish clear guidelines to identify other facilities,
goods or services which may be excluded from gross income. Thus, the American
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taxpayer, the American businessman and the Internal Revenue Service will continue
to face uncertainty and differences of opinion as to the taxability of numerous
items.

PROPOSED SOLUTION

The Institute previously recommended the following approach to the taxation of
fringe benefits:

A. Fringe Benefits Which Should Not Be Taxed

1. Fringe benefits which are currently excluded from income
under specific provisions of law should continue to be
exempt.

2. Any fringe benefit which is basically a working condition
should not constitute taxable income, e.g.

a. Office space, furniture, fixtures and similar items

b. Employer provided parking space

c. Chauffeur driven automobiles for executives or
government officials to enable such individuals
to work while traveling even if such traveling
is between the employee's residence and his place
of business

d. Free or subsidized transportation for employees
where safety or availability is the primary factor

e. Supper money and transportation for overtime in an
amount equal to the actual amount expended or a
reasonable standard amount set by the employer

f. Availability of goods or services to the employee
for testing and/or evaluation purposes

g. Subsidized cafeterias or restaurants

h. Security costs such as burglar alarms or the
furnishing of bodyguards whese the need for
such items is reasonable under the circumstances

i. Travel agents' familiarization trips

J. De ainimis gifts and periodic social functions such
as picnics, Christmas parties, etc. (but substantial
awards such as holiday trips should continue to be
taxable)

3. Employee Merchandise or Service Discounts

These should not be taxable if available to a reasonably
broad class of employees.
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4. Use of Employer Facilities Where Such Facilities Otherwise Have
a Bona Fide Business Purpose

a. Not taxable if available to a reasonably broad class
of employees

b. If not available to a reasonably broad class of
employees, not taxable unless the employer incurs
measurable additional costs other than de minimis
costs

B. Measurement of Fringe Benefits for Inclusion in Income

In the case of taxable fringe benefits, the measure should be the
incremental cost incurred by the employer or other person supplying the benefit.
De minimis additional costs should be disregarded. This recommendation is made
for two reasons. First, as pointed out by Assistant Treasury Secretary
Donald Lubick, in his testimony on August 14. 1978, there is some concern as to
whether any person would pay the so-called fair market value to obtain most
fringe benefits. Second, by using a measure based upon incremental employer
costs, the effect of fringe benefits on the tax system is neutral. That is,
the employer will receive a deduction equal to the amount included in the
employee's income as in the case of cash salary and wage payments.

C. Other Recommendations

Because of their nature and the difficulty in many cases of accumulating
the necessary data, we believe that even where fringe benefits are taxable, they
should not be subject to the withholding tax on wages but instead be subject to
the requirements of information reporting, i.e., Forms W2 and 1099.

Furthermore, we believe that even where fringe benefits are subject to
the income tax, they should not be subject to the Federal Insurance Contribution
Act (FICA) ond the Federal Unemployment Tax Act (FUTA). We make this latter
recommendation because where fringe benefits effect highly salaried employees,
such employees normally would have income in excess of the limit of contribution
for the above taxes. With respect to lower paid employees, the additional
complications and administrative work are considerable and would involve costs
which are excessive in relation to the amount of additional tax involved.

For the same reasons, we feel that where meals and lodging are excluded
from income under Sec. 119 of the Internal Revenue Code, such meals and lodging
should be excluded from the provisions of FICA and FUTA.

Conclusion

Although adoption of S.224 would appear to reduce the uncertainty associated
with the taxation of some fringe benefits, it is not in our professional
judgment the full and final solution to tht problem. The prohibition against
the issuance ul regulations in the taxation of fringe benefits will add to
the uncertainty and cause the lack of uniformity in the enforcement of the
tax laws.

Respectfully submitted,

James H. Bodfish
President
Tax Executives Institute
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Senator BYRD. Thank you.
Mr. Murdoch?
Mr. MURDOCH. Mr. Chairman, I appreciate being a witness here

today, and I have submitted a written statement which I will ask
to be included in the record.

Senator BYRD. That will be included in the record.

STATEMENT OF CONVERSE MURDOCH, PRESIDENT, SMALL
BUSINESS COUNCIL OF AMERICA

Mr. MURDOCH. Small businesses have a particular interest in this
matter of taxation of fringe benefits because small businesses, un-
like big businesses, do not have the access to inside counsel, inside
accountants, and inside computer services, which enable them to
comply with the regulations about the taxation of the great miscel-
lany of fringe benefits.

Small business supports this legislation, because we would like
this subject to be covered at hearings such as this where we can
have an input on particular proposals and explain how they would
affect small business.

Before coming here, I was intrigued to pick up Newsweek for this
week. It has on the cover a picture of a very macho guy on a horse
and it says, "The Angry West; Get Off Our Backs, Uncle Sam."

I have aspirations that I will be on the cover some day and the
headline will be "Angry Small Business; Get Off Our Backs, Uncle
Sam." That is our plea. Get off our backs.

My wife tells me that even if I moved to Utah, got the same
tailor as this guy and got a horse, I probably would not make the
cover, but I do want to report, Senator, that small business people
are upset by the ever-increasing regulations to which we are sub-
jected.

I have one specific proposal with regard to this legislation. I urge
the subcommittee to consider including in this legislation-if it is
not already included-a deferral of any change on self-insured
medical expense reimbursement plans. That was a matter which
was taken up in the closing days of the last Congress, in the last
session, and was inserted in the 1978 Revenue Act at the last
minute without, what I would consider adequate consideration by
Congress. I urge that this committee extend this legislation to self-
insured medical expense reimbursement plans.

The new rules on self-insured medical expense plans are going to
become effective January 1, 1980, unless they are deferred. I urge
the subcommittee to put that topic in with the other fringe benefits
provisions and that Congress act on them when Congress feels it is
ready to act on all of these items.

Thank you, Mr. Chairman.
Senator BYRD. Thank you, Mr. Murdoch.
Senator Dole?
Senator DOLE. I have no questions.
Senator BYRD. Thank you, gentlemen.
[The prepared statement of Mr. Murdoch follows:]
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SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

FINANCE COMMITTEE

Statement Submitted by Converse Murdoch, Esq.
At Hearings on S. 224

September 17, 1979

This statement is submitted in connection with the Sub-

committee's consideration of the parts of the bill having to do

with deferral of the effective dates of any new regulations

with respect to income taxation of various employer-sponsored

fringe benefit programs.

This statement is submitted by me on behalf of the Small

Business Council of America, Inc.

I am an attorney in private practice in Wilmington,

Delaware. Most of the clients of our firm are owners and prin-

cipals ia small businesses - mostly closely held.

I am also the President of the Small Business Council

of America, Inc.

Summary of Statement

The following is a summary of my statement.

I urge the Subcommittee to recommend that changes in

the law or regulations having to do with income taxation of

employer-sponsored fringe benefit programs be deferred for at

least one year until the Congress has had an opportunity to

thoroughly consider the ramifications of any changes with

respect to the income taxation of benefits supplied under

employer-sponsored fringe benefit programs.
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I urge that in connection with this deferral to give

the Congress adequate time to consider the matter, the Subcom-

mittee recommend that S. 224 be expanded to include a deferral

of the effective date of S 105(h) of the Internal Revenue Code

of 1954, as enacted by S 366 of the Revenue Act of 1978.

The cited section was enacted during the closing stages

of Congressional consideration of the Revenue Act of 1978 and

without hearings before the Finance Committee.

The cited section is not yet effective. It is destined

to become effective January 1, 1980, unless Congress defers this

effective date in order to give adequate time for Congressional

consideration of the matter.

Section 366 of the Revenue Act of 1978 for the first

time introduced into the income tax law a concept of non-discrimi-

nation for employee benefits which requires absolute dollar

equality of promised benefits for covered employees, regardless

of the compensation of the various employees. It requires that

in a self-insured medical expense reimbursement plan unless

there is absolute dollar equality of promised benefits, the

employer-sponsored medical expense reimbursement plans will

become disqualified and result in inclusion in taxable income

of benefits furnished to officers and highly compensated em-

ployees.

Small Business Has a Particular
Concern With Respect to Taxation of Fringe Benefits

All businesses (and many employers not operated for

profit) are concerned by the administrative hassle factor

which will be aggravated by changing
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the rules with respect to taxation of employer-furnished fringe

benefit programs, including employer-sponsored self-insured

medical expense reimbursement plans.

Small business has a particular concern with respect

to these matters because it can ill afford the legal, accounting

and administrative burdens imposed by these ever-changing rules.

Many small businesses are not able to cope with the problems

posed by these rules. They cannot afford the computer services

which are available to larger businesses which attempt to comply

with the withholding and social security tax obligations of the

employer and employees.

Small businesses particularly feel overwhelmed by the

paper work burdens which seem to increase daily. As a result,

more and more owners of small businesses are simply throwing

up their hands and abandoning worthwhile fringe benefit pro-

grams, rather than subjecting themselves to the hassle and

expense associated with these ever-changing rules and regulations.

Accordingly, the Small Business Council of America urges

the Subcommittee to postpone the effective date of any new rules

with respect to fringe benefit programs, including self-insured

medical expense reimbursement plans.

Within a matter of a few weeks, self-insured medical

expense reimbursement plans will have to be curtailed, terminated

or drastically changed to comply with S 105(h) of the Internal

Revenue Code. It's not too late for the Congress to postpone

this effective date and have medical expense reimbursement plans
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considered along with all other fringe benefit programs, with

a view to establishing sensible and workable rules with respect

to the income taxation of such programs.

Background of Income Taxation of
Self-Insured Medical Expense Reimbursement Plans

Prior to the enactment of the Revenue Act of 1978, it had

become commonplace for most employers to maintain some sort of a

program under which the employer paid all or part of the costs of

employees' medical care. These plans did not fall into any clear-

cut categories. The variety of these plans were almost literally

infinite. The health care needs of particular individuals are so

varied that it was a practical impossibility to devise one, two or

even ten standard plans which met the particular needs of an in-

dividual employee or a group of employees. The size of the

employee-group, the age and sex makeup of the group, the geograph-

ical location of the group and hundreds of other factors influence

the design of employer-sponsored health care plans.

For purposes of certain health care benefit programs, many

employers (particularly those in the small business community)

found that self-insurance was both feasible and economical.

The growth' of these plans was encouraged by the provision

in the Internal Revenue Code permitting exclusion of such employer-

furnished benefits from the taxable incomes of the benefitted
(1)

employees. The principal requirement of the Internal Revenue

Code prior to the Revenue Act of 1978, with respect to tax quali-

fication of employer-sponsored health care plans was that the plans

be for the benefit of employees as opposed to benefitting

(1) See particularly S 105 of the Internal Revenue Code.
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stockholders. The Internal Revenue Service was successful through

litigation in denying income tax exclusions with respect to plans

which were patently discriminatory in favor of the owners of a
(2)

business, as opposed to the non-owner employees.

These plans flourished in no small part due to the fact that

there was a minimum of administrative burden on the sponsoring em-

ployer. One has only to look at what happened to many small, quali-

fied pension plans after the imposition of the regulatory burdens

imposed by ERISA to appreciate why employers were willing to establish,

continue and expand health care programs. In the case of the latter,

there was a minimum of "hassle" factor in terms of forms to be com-

pleted and filed with the Internal Revenue Service and others.

The Revenue Act of 1978

Early in 1978, the Administration, as part of its proposals

to the Ways and Means Committee, recommended that anti-discrimination

rules somewhat similar to those found in the pension and profit

sharing plan area be imposed on employer-sponsored health care and

other welfare benefit programs.

After hearings on this proposal, the Ways and Means Committee

rejected the Administration proposal in this regard. It

(2) See Leidy et al, 34 TCM 1476, 1975 P-H TC Memo 1 75,340 (1975)
aff' d per curiam 77-1 USTC 9144, 39 AFTR 2d 77-877 (4th Cir.
12/16/76); John H. Kennedy, Inc. et al., 36 TCM 878, 1977 P-H
TC Memo 1 77, 210 (7/11/77) and cases cited there.
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was generally assumed among the taxpayers familiar with this

matter that the rejection of these proposals by the Ways and

Means Committee spelled the end of the proposal - at least in

connection with the bill which eventually became the Revenue

Act of 1978.

However, with no public hearings or prior discussions,

at the last minute during consideration of the Revenue Act of

1978, the Senate Finance Committee recommended the enactment

of S 366 of the Act. In essence, that section imposed on self-

insured medical expense reimbursement plans drastic and novel

anti-discrimination rules.

The section, as it cleared the Finance Committee, pro-

posed that any self-insured medical expense reimbursement plan

which provided greater benefits for stockholder-employees, officers

and highly compensated employees than were provided for other em-

ployees would be deemed discriminatory and, as a result, the

members of the prohibited group would be required to include in

taxable income the excess of benefits received by them over the

benefits provided for other employees. It's important to note

here the substantial and drastic difference between the anti-

discrimination rules of S 366 of the Revenue Act of 1978 and anti-

discrimination rules which for years had been applicable in the

pension and profit sharing plan area. In the pension and profit

plan area, it has long been recognized that a plan is not dis-

criminatory merely because benefits are proportionate to other

compenation. However, in S 366 of the 1978 Act, for the first

time discrimination was tested in terms of absolute dollars of
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benefits, rather than in terms of percentage of compensation.

It's also important to note at this point that 5 366

of the 1978 Act is limited to self-insured plans. The effect

of this is that a self-insured plan which is discriminatory for

purposes of that Act can acquire a tax-favored status by the

simple device of having an insurance company provide the bene-

fits. The effect of this is merely to cause the employer to

incur the extra costs associated with the purchase of insurance.

The effect will not be to spread benefits to more employees.

The only ones who will profit from this rule will be the insurance

companies who can now charge employers a fee for providing benefits

which heretofore the employers were able to provide more econon-

ically on their own.

As all members of Congress are aware, the Revenue Act of

1978 was passed during the final days of the session. As a result,

there was little opportunity for the tax-paying public to become

aware of S 366 of the 1978 Act - much less to study it and make

comments to members of Congress.

The Technical Problems

Because of the infinite variety of employer-self-insured

plans, it's a practical impossibility for anyone at this time to

point up all of the technical problems which will be encountered

once S 366 of the 1978 Act becomes fully effective. The only way

that even a substantial fraction of these problems can be brought

to the surface and considered is through hearings on the substantive

provisions.
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An ideal and practical way for these problems to be

considered and dealt with is to repeal S 366 of the 1978 Act

so that this subject can be considered in connection with the

Congressional study of the entire fringe benefit area. This

will permit the appropriate Committees of the Congress to also

reconsider these matters before the new provisions become

effective.

Technical Problems Under S 366

of the 1978 Act.

There are myriad technical problems posed by S 366 of

the 1978 Act.

Attached to this statement is an Appendix, listing in

summary form, a few of the technical problems which have been

posed by the enactment of S 366 of the 1978 Act. No claim is

made that this list is anything more than the result of

scratching the surface of the problems. When Treasury Regu-

lations are proposed and public comment is invited, there

will undoubtedly be many other problems which will surface and

have to be dealt with.

it is a

medical

whether

Until more problems have surfaced and can be dealt with,

great unfairness to employees covered by self-insured

expense reimbursement plans to keep them in doubt as to

their plan qualifies under S 366.

53-845 0 - 79 - 37
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As long as there is doubt about these matters, the natural

reaction of employers will be to drop plans unless and until there

is clarification. This would be a most unfortunate development

benefitting no one. There would be no appreciable revenue effects

flowing from such a development. The Joint Committee Staff general

explanation-of the Revenue Act of 1978 says on this point:

'This provision [S 366 of the 1978 Act) will have

no revenue effect in fiscal year 1979 and will increase

budget receipts by less than $5,000,000 per year there-

after. [Emphasis supplied].0

By way of a sampling of the technical problems which will

have to be resolved in regulations, the following can be mentioned:

1. Is it permissible to have a plan under which the

employer reimburses employees for premiums for various kinds

of health care insurance where the amount of premiums reim-

bursed varies with the cash compensation of the employees?

2. Does the provision apply to government programs?

3. What benefits are part of the "plan"? For example,

assume that an employer maintains what is concededly a non-

discriminatory plan and during the last part of a plan year,

as an act of compassion for a member of the prohibited group,

the employer reimburses him for some catastrophic expense.

Does this mean that on a retroactive basis the plan becomes

non-qualified?
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4. How does one test discrimination in favor of the

highest paid 25% of employees when there are less than four

employees? Are all of the employees in such a situation in

the top 25% or are none of them?

These are real problems. Unless and until they are

solved in the Regulations, employers will be given no practical

alternative to either incurrinq the additional cost of paying

an insurance company to run the plan or simply abandoning the

plan.

Conclusion

I respectfully urge that if the Subcommittee is not

prepared at this time to recommend the repeal of S 366 of the

Revenue Act of 1978, that it at least change the effective date

so that it is not applicable until taxable years beginning after

the Congress has had an adequate opportunity to consider the

entire fringe benefit area.
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APPENDIX TO STATEMENT OF
CONVERSE MURDOCH

BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

September 17, 1979

Samples of Technical Problems Under
Section 366 of the Revenue Act of 1978

1. Will employers be required to submit information returns

reporting taxable benefits? The original legislation is

silent regarding the employment tax and withholding duties

under section 366. The Conference Report says there is no

social security tax or withholding associated with the

provision. Under section 103(a)(10)(A) of the Technical

Corrections Act of 1979, payments excludable under section

105 of the Code will be free of withholding. No mention is

there made of social security taxes. As drafted, the pro-

vision of the bill says nothing about payments which are not

excluded under Code section 105 - i.e., benefits made taxable

by virtue of section 366 of the 1978 Act.

2. Will government plans for government employees be covered?

3. What will constitute "insurance"? For example, can a single

employer or a small group of employers own the insurance com-

pany which provides the benefits? What if premiums for

"insurance" are tied directly to the benefits paid?
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4. In attempting to comply with sex anti-discrimination rules,

can an employer end up violating section 366 of the 1978 Act?

For example - what if the members of the prohibited group are

women and the other employees are men and the plan pays

maternity benefits?

5. How will the rules be applied when an employer has an interest

in a second (or third) business in another locale where certain

medical care benefits are not feasible?

6. How can one determine whether a particular employee is one of

the highest paid 25% when there are less than four employees?

7. May the employer reimburse all employees for health care in-

surance premiums based on levels of compensation? Is such a

plan "self-insured"7

8. Will Treasury go along with Conference Committee definitions

of part tine and seasonal employees?

9. Under a plan which requires three years of service - what

breaks in service will require the commencement of a new three

year employment period?

10. Does making an employee an officer late in the plan year retro-

actively disqrualify the plan?

11. What is the definition of an "officer"? For example, is a

clerical employee designated an Assistant Treasurer solely to

enable that person to sign state unemployment tax return forms

an "officer"?

12. Will the Treasury agree with (and can it effectively and fairly

administer) the suggestion in the Conference Committee Report
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that plans should not be retroactively disqualified if *the

plan has made reasonable efforts to comply with tax dis-

crimination rules"?

13. Will the Treasury agree that section 366 as written permits

integration with plans of other employers?

14. How will "plan' be defined in the Regulations? Assume a

clearly non-discriminatory written plan and late in the year

the employer, without amending the plan, pays substantial

hospital bills for the terminally ill wife of a junior execu-

tive. Is such a payment part of the plan and therefore is the

whole plan retroactively disqualified?

[Note these are but samples of the problvas. Every day more

problems surface. When the section becorxes fully effective, the

flood of problems will accelerate.]
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Senator BYRD. The next piece of legislation to be considered will
be S. 616. There will be a panel consisting of Dr. Henry Clausen,
sovereign grand commander, the Supreme Council, Washington,
D.C.; Mr. Charles J. Claypool, imperial potentate of the Shrine of
North America, accompanied by Mr. Edward G. Magg; and Mr.
Robert S. McIntyre, public citizen, Tax Reform Research Group of
Washington, D.C.

Welcome, gentlemen. I am particularly glad to see my friend,
Henry Clausen, here this morning.

Mr. CLAUSEN. Thank you, Mr. Chairman.
Mr. Chairman, members of the committee, I have filed a state-

ment with numerous exhibits which I ask be filed with the commit-
tee and therefore I will save time by not reading the statement, but
I would like to skim over portions.

Senator BYRD. Yes. Your statement will be published in full in
the record.

STATEMENT OF HENRY CLAUSEN, SOVEREIGN GRAND
COMMANDER, THE SUPREME COUNCIL, WASHINGTON, D.C.

Mr. CLAUSEN. My name is Henry C. Clausen. I am now, and have
been since 1969, the sovereign grand commander of the Supreme
Council, Southern Jurisdiction. Prior to that, my masonic experi-
ence has been as master of my own lodge in San Francisco and as
grand master of the grand lodge in California.

The total membership of the southern jurisdiction, or mother
jurisdiction, is 650,000 with local organizations in some 220 cities
throughout the United States.

In addition to speaking for my organization, I, this morning,
speak for the northern masonic jurisdiction at the request of the
sovereign grand commander, Stanley Maxwell. They have a total
combined membership of 500,000 so I am speaking for some
1,175,000 men.

The membership of the Scottish Rite is derived from Master
Masons who received three degrees in a what we call symbolic
lodge, and that is governed by the various grand lodges of each of
the States. It is restricted to men of good character, good morals,
good reputation, belief in God, immortality of the human soul,
subject to unanimous favorable ballot.

Those number today about 3.5 million in the United States and
the problem arises, which is behind this legislation, that the meet-
ing places of ihese masonic lodges and of the Scottish Rite, in many
cases,, have become dilapidated, are in unsafe places of cities, re-
quiring removal, renovations, improvements, and rehabilitation.

The subject of rehabilitation might seem sort of odd when it is
borne in mind that these combined masonic organizations today,
and every day, contribute toward charity more than $1 million, but
those funds are earmarked for charitable purposes. They may not
be touched to do the renovating, may not be touched to do the
fixing and the improving required, in order to maintain member-
ship.

The result is, Mr. Chairman and committee, that the member-
ship is in an acute situation with regard to need for these renova-
tions, and therefore, we point out that the organization itself is
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solely and exclusively educational, charitable, and religious, and
that the Congress already has so found.

In other words, the Congress has found in the legislation
501(cX10) that the organization must, in order to qualify for an
exemption, possess the qualifications that I have set forth on the
sheet here, which I also would ask to be filed, which gives the
legislative history in part and, Mr. Chairman, distinguishes the
masonic organizations from other nonprofit organitions.

It says in the legislative history-this was the joint committee of
the Congress-believes that it is appropriate to provide a separate,
exempt category for those fraternal beneficiary associations-such
as the Masons-that is the Congress paren-which does not provide
insurance for their members, and that is us.

Senator BYRD. Without objection, that document will be inserted
in the record, Mr. Clausen.

[The material referred to follows:]
The legislative history of Section 501(cX10) of the Tax Reform Law of 1969 shows

that the Congress recognized and found our special situation and consequent rights.
It reads in part:

"A new category of exemption for fraternal beneficiary associations is set forth
which applies to fraternal organizations operating under the lodge system where the
fraternal activities are exclusively religious, charitable or educational in nature and
no insurance is provided for the members. The committee believes that it is appro-
priate to provide a separate exempt category for those fraternal beneficiary associ-
ations (such as the Masons) which do not provide insurance for their members. This
more properly describes the different types of fraternal associations."

The Congress further recognized and found our Supreme Council House of the
Temple at Washington, D.C. entitled to real estate tax exemption. This was Private
Act 92-23 of the 92d Congress, H.R. 7718, August 13, 1971.

Mr. CLAUSEN. And I would point out that in order to receive that
exemption you naturally must qualify under that section, and that
does not, however, include only the Masons. There are included, I
know, Knights of Columbus, Odd Fellows, Elks, Sons of Italy,
Knights of Pythias, and similar other organizations who, of course,
would speak for themselves.

So we ask that the committee favorably report the legislation
616.

Senator BYRD. Thank you, sir.
Mr. Claypool?

STATEMENT OF CHARLES J. CLAYPOOL, IMPERIAL POTENTATE
OF THE SHRINE OF NORTH AMERICA, ACCOMPANIED BY ED
MAGG, GENERAL COUNSEL
Mr. CLAYPOOL. Mr. Chairman, I am Charles J. Claypool, the

imperial potentate of the Shrine of North America, and I have
with me our general counsel, Ed Magg, from Illinois.

I represent approximately 1 million Shriners across the country,
and every Shriner must be a Mason. I have been traveling every
week to the various parts of the country and I have observed in
many cities the condition of our Masonic buildings and, as my
brother said, some of them are pretty old.

I would say the average age of our Masonic buildings in the
United States is over 50 years old.

But the Shrine itself, being a part of Masonry, this year will
spend over $50 million taking care of crippled and burned children.
We receive no aid from the Federal Government, or any State
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government, and we do not even take money from the insurance
company.

We have raised this money ourselves, and we' are mighty proud
of it, and we operate 21 hospitals absolutely free and no one has
ever received a bill since 1922. Nineteen of these hospitals are
located in the United States, and no one has ever received a bill.

I want to speak on behalf of our 942,000 members that we
support this bill wholeheartedly, and if you would, I would ask my

-general counsel if he has a statement.
Mr. MAGG. Thank you.
My name is Edward G. Magg. I am an attorney at law. I am

general counsel for Shriners Hospital for Crippled Children and
the Shrine of North America, the fraternity.

I wish to say that our fraternity sponsors, and wholly supports,
alone and through our friends, what has been known as the world's
greatest philanthropy. There is not anything like our philanthropy
anywhere on earth, sponsored by anybody, because we treat, and
have treated, over 200,000 crippled and burned children, restored
them to active, normal lives, and we have never accepted any
money. We do all of this without regard to race, color, or creed.

Now, the reason our philanthropy is so universally accepted and
so successful is that we have the support of 170,081 temples, the
individual Shrine fraternal temples. Without those temples sup-
porting our philanthropy, the philanthropy could not exist.

In every temple when we say that we spend $50 million a year,
that is just on patient care. That does not include all the money
spent by the individual temples inside their own temple buildings
for publicity, fundraising, patient recruitment, patient transporta-
tion, for transportation of the parents of patients to our 21 hospi-
tals.

None of that money is included in the $50 million that we spend
directly for patient care.

I remind you 5 years ago the Internal Revenue Service audited
our philanthropy extensively. It was of great interest to the agents
to find that our philanthropy produced more money and operated
at a less percentage administrative costs than any other philan-
thropy that they have ever audited in history. Less than 1 percent
of our total revenues are devoted to administrative costs.

We are most efficient. We are proud of what we do and we
believe that the fraternity and the philanthropy are intertwined;
one would not exist without the other.

We believe this bill is reasonable. We believe that we need it in
order to support our philanthropic endeavors.

Senator DOLE. Do you feel the legislation would help your organi-
zation carry out its charitable functions?

Mr. CLAYPOOL. Senator Dole, as I stated earlier, our membership
of 942,000 members are all Masons. We have shown a constant
growth as far as the Shrine is concerned, but our well is going to
run dry if we do not help our Masonic brethren across the country
because they have lost over 330,000 members in the last 5 years.

Mr. CLAUSEN. Senator Dole, may I also concur, and point out
that our statement in this regard is not based upon conjecture but
real experience that has shown that where you remove a local
lodge in some town to a more secure place, or where you just fix
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the kitchen up and put in new carpet and paint the place, you
attract members and if you do not do that, you lose members. If
yo do not ,do that, you kill the goose that laid the golden egg

use the members supply the funds for the philanthropic pur-
poses.

Mr. MAGG. I would respectfully suggest that the hundreds of
millions of dollars raised annually by the fraternity devoted to
charitable purposes are raised by the fraternity devoted to charita-
ble purposes, which otherwise the burden of which would have to
be borne by government agencies, or others.

So I respectfully suggest that we do perform a great public
service and there is a substantial public interest in this bill.

Senator DoLE. I am informed by the staff that the estimated cost
of the bill is $5 million. Are you having trouble raising money for
charitable purposes?

Mr. CLAUSEN. It is diminishing, Senator Dole. As membership
diminishes, our ability to raise funds diminishes. So if, for example,
as is the case, you have a loss in the total combined Masonic
membership of 50,000-plus a year and you extend that back 10
years, then in the future 10 years, you are certainly going to lose
the capacity to carry out these charitable functions.

That is why I say you are killing the goose who laid the golden
egg. You can take the charity without helping the charity to pro-
duce.

Senator DoLE. Obviously, the problem is whether it is an internal
activity or charitable activity and how you distinguish.

Should there be any tax preference in a case of this type of
activity? It is something we are going to have to come to grips
within the committee, hopefully this year.

I appreciate your testimony, and your statements will be made a
part of the record as if given in full.

Thank you very much.
Mr. CLAusEN. May I point out further, as I stated, in the pie that

is an exhibit to my statement, the amounts contributed by these
organizations exceeds $1 million a day, so if there was an impact
study by any Treasury Department of the figure that you men-
tioned, Senator Dole, it would be negligible in comparison to the
charities expended.

Senator DoLz. Thank you.
Mr. CLAusEN. Thank you.
Senator DoLE. Mr. McIntyre?

STATEMENT OF ROBERT S. McINTYRE, PUBLIC CITIZEN'S TAX
REFORM RESEARCH GROUP, WASHINGTON, D.C.

Mr. McINwRE. Thank you, Senator Dole. It is appropriate that
you are here, since three of the four bills to which we have objec-
tion have your name on them, and maybe we can discuss them and
indicate our objections.

Senator DoLz. If you could do it in 5 minutes?
Mr. McINTYu". First of all, I'd like to discuss the fringe benefits

bill, S. 224. We think that this bill is the wrong approach to the
fringe benefits problem and really reflects, as has been indicated in
statements that some of the sponsors have made, a misunderstand-
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ing of exactly what the current law is and what the current situa-
tion is.

The current law, section 61 of the Internal Revenue Code, re-
quires that all compensation including most of these in kind bene-
fits be included in income unless there is a statutory exception.
Commissioner Kurtz has only proposed that he enforce the law,
which has not been done very well in the past. To leave the
Revenue agents out there running wild, without any regulations,
without any guidance for them, or for that matter for taxpayers,
seems to us to be a terrible mistake.

Now, it was discussed this morning with Secretary Lubick, why
can we not wait until Congress approves some legislation that
clarifies the area? The problem is we have been waiting for con-
gressional clarification for some time. Ways and Means had a task
force on the issue and put out a very good report, but Ways and
Means was unable to act on it this year. They put it off again to a
nonelection year, 1981. I am afraid that process will continue for a
very long time, and we will continue to have taxpayers in one
district being treated differently than taxpayers in another, with
tax results depending on the whim of a Revenue agent or on the
happenstance of being audited.

I think the prohibition on proposed regulations would be a mis-
take for the Congress to enact, and that a short-term extension, if
the Congress wants to, will be much more appropriate. That is why
the Ways and Means Committee has passed something like that.

The second bill I want to comment briefly on deals with the
independent contractors issue. We are opposed to S. 736 for a
number of reasons. The first of which, is that we do not think the
standards in the bill make much more conceptual sense than do
the current common law standards, as applied to the withholding
issue.

The issue here, of course, is trying to make sure that the taxes
are collected. There is no ironclad rule from heaven that says you
have to withhold from employees, either. It is just a convenient
way of insuring that the taxes are paid. It's convenient for employ-
ees as well, because they are payi.,ig a little bit at a time, rather
than having to file quarterly estimated tax returns or pay in one
lump sum in April.

We think the focus of any new rule in this area, whether in
trying to redefine "independent contractor" or deciding when with-
holding should be required, ought to be on the real issue: Is it
convenient and feasible to require some kind of withholding? Be-
cause we know, from studies or from anybody's personal experi-
ence, when there is withholding, compliance goes up.

In addition, other areas are affected. Social security benefits are
affected; so is eligibility for pension plans. But just looking at the
income tax compliance issue, it seems clear that we ought to focus
on convenience and feasibility.

I do not think S. 736 really does that. It seems to have been
designed merely to respond to the complaints of the people that
have been affected by the recently intensified IRS audit program.
There is also a problem in S. 736 in that it is so broad.

Let me give you some examples of some of the people who could
be treated as independent contractors under the bill: Most of the
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high-level Federal bureaucrats on flex time under the new incen-
tive program could be treated as independent contractors. U.S.
Senators could be treated as independent contractors. Most of the
associates in law firms downtown, now treated as employees, could
switch to independent contractor status.

It is not necessarily that it would lead to abuses, in every area,
but it certainly would apply in the odd situations. And abuses
would likely result in some cases. We have an example in our
testimony of an employer would like to set up a tax-free pension
plan for himself, but cannot do it, because he would have to in-
clude his employees.

Rather easily, under your bill, he could switch them to independ-
ent contractor status, and exclude them from the pension plan.

Those are the kinds of problems that we have with S. 736.
We have endorsed the Treasury's withholding approach.
Senator DoLE. If you took care of that problem, you would be for

the bill?
Mr. McINWRE. No. I do not think it makes sense, in any case.
Senator DoLE. You would rather have a whole lot of horror

stories?
Mr. MCINTYRE. We have several problems, not just one.
We have endorsed the Treasury's withholding approach. We

think it could reduce some of the tensions in the area. A few years
down the road, we might be able to look at the definitional ques-
tion a little harder, and figure out where we are to go on that.

Finally, we are opposed to S. 616, which would give a tax deduc-
tion to the Masons for their building funds. We are opposed be-
cause these buildings are not used exclusively for the kinds of
purposes that a tax deduction would be approprate for, any more
than a building of my or animation, which is a 501(cX4) would be
appropriate for a charitable deduction.

Senator, could I put in the record in connection with the discus-
sion of fringe benefits our suggestions to the Ways and Means Task
Force on Fringe Benefits?

Senator DoLE. Is that a lengthy document?
Mr. MCINYRE. No.
Senator DoLE. That will be made a part of the record.
[The material referred to follows:]
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August 16, 1978

STATEMENT OF PUBLIC CITIZEN'S TAX REFORM RESEARCH GROUP
TO

THE WAYS AND MEANS TASK FORCE ON EMPLOYEE FRINGE BENEFITS

This statement is submitted by Public Citizen's Tax Reform Research Group In

response to the Task Force's August 3, 1978 request for brief position papers on the

taxation of fringe benefits. We have followed the outline suggested by the Task Force In
formulating our comments, and we hope to provide more detailed testimony at e later date.

(1) Specific concerns:

Our specific concerns are that the tax system attain to the maximum degree
possible:

(a) fairness among taxpayers,

1b) progressivity in tax burdens,
(c) economic neutrality, except in unusual circumstances,
(d) simplicity and comprehensibility,
(e) ease of administration, and,
(f) by a combination of the above factors, the respect and voluntary compliance
of taxpayers.

With regard to the taxation of employee fringe benefits, the application of these
criteria leads us to the conclusion that all such benefits should be included in taxable

income, except for certain benefits whose proliferation the Congress strongly wents to
encourage, and then only if safeguards are established to assure that high-income employees

are not benefitted to the exclusion of rank and file works. One additional general

exception we would favor is a de minirnos rule, sparingly applied. We offer some ad-
ministration suggestions for the application of such a rule below.

(2) Areas of present law involving the greatat uncertainity:

The legislative and regulatory status of fringe benefits Is - at least on paper -

TAX REFORM REsEARCm GROUP * 133 C STREET. S.E, WASHINGTON, D.C. 20003 e (202) $44-1710
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remarkably clear. Section 61 of the internal Revenue Code provides that "gron Income

means all income from whatever source derived, Including (but not limited to) ... (1
compensation for services .. (and] (2) gross Income derived from business." The IRS
regulations under this section are even more explicit: "Gross income Includes Income
realized in any form, whether in money, property, or services. Income may be realized,
therefore, in the formof services, meals, accomodations, stock, or other property." The
purpose end policy behind such an expensive definition of income are clear: A tax
system which exempted in-kind compensation would be whimsical and capricious,
treating similarly situated taxpayers radically differently, depending upon their mode of
compensation. And taxpayers with sufficient ingenuity could arrange their affairs to
decimate or even totally avoid their tax liabilities.

The only exceptions to the general rule that fringe benefits ate pan of taxable
Income are those specifically provided for elsewhere in the code. For example, employer-
supplied health Insurance, qualified pension plans, and group term life insurance are tax-
exempt; but employer-paid vacations, personal use of company cars, and stock options
ae clearly taxable.

The hardest issues in the public mind seem to arise in the area of employee
discounts on employer-produced or -sold items: such things as "courtesy discounts" on
merchandise, free plane rides for airline employees, free tickets for theatre personnel, and
so forth. Although these items clearly represent additional compensation, there is some
reluctance on the part of the public to see them as taxable, and some disagreement over
the proper valuation of the items. We support Commissioner Kurtz's position that the
proper resolution of f tax status of these kinds of benefits should be consistent with
the Weatmont given to the same benefits provided by other employers. Many of these
fringes would be excluded from taxation under a de minnmus rule like the one we
suggest below. For larger items - In the rare cases where past public uncertainty seems
at least somewhat justified - we suggest prospective application of "new" rules.

(3) Statistical evidence:

As the Task Force knows, the data on the quantity and scope of fringe benefits
is still very sketchy. We would like to refer the Task Force, however, to a study performed
last yw by Hays & Associates of Philadelphia, which surveyed 368 companies and found
that executive fringes averaged $10,000 each for $30,000 employees, and $30,000 each
for $100,000 employees.

(4) Recommendations:

The actual administration of the rules on fringe benefits has unfortunately not
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enjoyed the clarity of the sttut and regulations. In part, this has been due to the fact
that, until recently, IRS concentrated on the individual taxpayers who failed to report
the Income, rather than on employers who failed to withhold on It. In any event, whether
Individuals have actually paid taxes on their fringe benefits has largely depended upon

particular taxpayers' personal integrity and their understanding of the law or on the
happenstance of an I RS audit. When the Service has gone to court It has almost Invariably
won, but many taxpayers continue to flaunt the law on the nsaumption that detection is
unlikely and that, by pleading ignorance, they can avoid serious penalty If they are caught.
(Of course, many other, more scrupulous taxpayers do report their fringe benefits ac-
curately. A notable example Is President Carter, who paid taxes on $3,000 worth of free
plane rides for his family in 1977.)

We believe that the solution to the fringe benefit problem lies mainly with the
IRS and the Treasury. Issuance of comprehensive regulations, including numerous
examples, would go far toward clarifying the situation in the public mind. Vigorous
enforcement of thi withholding laws would encourage compliance without creating
untoward sudden burdens on employees. This Task Force could make I RS's job much
easier by offering an endorsement of such an approach.

There is one area in which a legislative solution might be advisable. Although the
Service applies an ad hoc de minimum rule In deciding which fringe benefits to go after,
the "rule" is now of varying and uncertain application - a fact which justifiably leads to
'ixpayer resentment. This Task Force_ might consider recommending a statutory de
mnnmus rule for the Service to apply. One possible approach might be to allow an
annual aggregate exclusion of $100 worth of fringes before an employer begins withhold-
ing or reporting on the benefits, and an additional $100 deduction for employees from
any reported fringes. This would mean, in effect, that $200 worth of fringes per employee
per year would be tax-exempt - a figure large enough to exempt most people, but small
enough to avoid serious unfairness

On the other hand, we believe that a statutory de minimum rule on a per Item
basis is Inadvisable, since It will only set the parameters for abuse (e.g., the china set
given one piece at a time). In practice, however, IRS will probably apply a per item de
minimus rule as en adjunct to the $100 exclusion.

Thank you for this opportunity to submit our suggestions,

Robert S. Mclntyre
Staff Attorney
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Senator DoLE. Thank you very much.
[The prepared statements of the preceding panel follow:]

STATEMENTS OF PROPOSED TESTIMONY OF HENYC. CtAUSEN
SOVIEIGN GRAND COMMANDER OF THE SCOTTISH RITE

MOTHER JURISD1CTI ON

FKIJMINAIY

aipport tOw legislation currmntly before thes Congnw which would allow tax

de&;ctlos for aontributton to maintain or build fWltffes of uanlxoas already exempt

en Income taes under Section 501(cX10) Internal Reven, Code.

The imt legislation Is S616 that Senatwrs Dole and Thunnand sponwred and

I4175 that Representative Duncn sponmd.

We SUF F this on the pounds -

1) WllttI of thes ognl2atlons In many cam have become dilapidated

or need removal to a mare secue section of a city thus giving the m

incentive for ,,,nerdlp Inase and inoet. rperience has slonthat

renveloe, Improvements and rehlltaton remuts In mnibmhip maintenance

oid income and thus generating fun for the charitble oblectives fo the

Organzations.

2) Funds fA thee purTpses In many cases am not callable to the organiztiorn

aid would be coifributed as taxe deductible.

3) Msnaw tIp Irnavse aid interest Is vital because the or glzations we

- the said sme* of combined MmonIc phllanflvop!e In the United States. They

"" ee o than one million dollars a day. If the Maonic base Is diminished

or destroyed, the Government necenarily wIll be forced to pay those amounts

and this would far exceed he tax benefits from page of the legislation.

BEST COPY AVAILABLE
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4) The proposed legislation would apply and a@aue to all similar non-

pmrfit ofronlzotior to ofI rnca, colors and aeds.

FACTS

My name Is Henry C. Ciausen. I am and have been since 1969, Sovereign

Grn Commander of the Supeme Council, Mother Jurixtdction. My vqprlence

Aianncally hcs been, in addition and prior there, Mater of my Lodge and Grand

Mter of the Grand Lodge of California with services on related committees. My

official functfoar Include super'vdson of my organization's operaflons.

Ou total m kmeshIp is about 650,000 with local organization In sme 220

cWe throughout the United States and the total membership of the Northern Masonic

Jlurfeictlon, the only other Scottish Rite Organization In the United States, Is about

S,I=0, or-a total of combined United States membership of one million, one-hundred

an seventy-five thous,d.

- - he Supreme Council (Moth. Council of the World) of the Inspectors General

KItcfi;,, Conmianden of the house of the Temple of Solomon of the Thl"rt-tid Degree of

*w Ancient and Accepted Scottish Rite of Freemasrv of the Southern Jurisdictlon of the

U16ted Statesf Amarica is a nonprofit organization, and comprises thirty-fi4v statewide

*gvanizatons and overseas areas under United States cortrol, each nonprofit. No part

elf iikei# idni of these organizations mInres to the benefit of any IndIvidual.

S The Supreme Council was organized at Charleston, South Carolina in 1801, and

From It &wdecended l I regul and recognized Scottish Rite organizatfos In the wrld..

c':" The Supreme CoucIl later ws Incorporated by Act o Congres on March 13, 1896,

ani Its headquarters prmntly are located at Ae House of the Temple, Wasington, D.C.,

53-845 0 - 79 - 38
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Thi national organization govew the activities of all Its xwordinate bodies In

over 35 staes and all United States territories and military bases. it Is supported by fees

ral due from the subordinate bodies, by procid of the sale of its books, by Invstments,

nd by legaces. Its governing fttutes; and laws requre that the oirg ztion be nOimoxfit

and charitable, rplIglous and educational.

The subordinate Bodies, known as Valleys, comprise four upate lBdies, I.e.,

the Lodge of Perfection, the Chapter of Rose Croix, the Councl of Kadod,, aid the

Consistory. As a Folow---p of the chapter, each of the Bodies, as provided by statute,

enct bylaws, after apF royal by the Sovereign Gran Iupector General aid The Supreme

Membership In the Soattis Rite aWes Is restricted to Mster Maiso, I.e., recipients

of the first three oegrees In a Symbolic Lodge, which Is governed by the Grand Lodges and

in which meber ip, as Is also true in the case of Scottid Rite, Is restricted to men of good

pmoIs, good character, good reputation, belief In God and in the Immortalityof the human

sotd, and subject to unanimous favorable vote.

One of the prirnay Functiore of the Four Bodies in a Valley, In addition to the religious

rd educational apects, is the charitable conribttlons. The Lodge of Perfection confers

dees from the 4th to the 14th. The Chapter of Rose Croix confers degrees from the 15th to

the 18th. The Council of Kodosh confers the degrees from the 19th to t e 30th. The

Consistory confers the degrees from the 31st to the 32rd. The Supreme Council confers the 33rd

degree. - "

.: ch. Body is separate, elects Its own officers and candidates, and confers its own

deees. The Lodge of Perfection, and a nonprofit temple corporation, are constituted the

fiscal anrI title holding agents.

The Masnic orgcanizaton'of which the Scottith Rite Is a pat Is slely and only and

BEST COPY AVAILABLE
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luem vey eductional, chtobl and religious. 1he three coev es we the only

c it has n other function, no other work.

In 19V The Supreme Council contributed one .111ion dolirs to The George

WdIfngton UnLiversity In VVMshington, D.C. ta endow a School of Government. Since

den the rcottish Rite supart has sustained a continuing Scottish Rite Fellowship Powm.

Over00 students in the Schools of Goverrnir*, International Affairs and B siness have

benefited from this program.

During the lost nine yam a special Public School Administration Schola ship has

helped qualified applicants attain a docitr's degree in Public Schol Administration. Many

Subordinate eodes of the Scottish Rite have followed the example of the Supreme Council

met make available scholarship funds to advance education focused on the living freedoms

weas Americans enloy.
Among the many cha table and philanthropic efort of the Rite ore our Inpreslve

efforts In behalf of children. In 1915 the Scottish Rite Hospital for crippled children,

ocated In Atlanta, Gemorgia has offered hope and remedy to thousands of victims of birth

de and childhood Illnesses and crir led conditions. le statistics alone are Impressive.

The $5 million facility has 50 beds, operates 32 out-paient clinics, performs, on the

everas, 3,500 operations each year and treas 12,000 patients annually.

Similrly, thejen Ilger new Texas Scottish Rite Hospital for Crippled Children In

Dallao, Teas, with a 125-bod capacity, has replaced, at a cost of $30 million, an

outdated facility started in 1921. Since tha date, 35,000 children have been treated, and

today, with the new building, even better treatment is possible with the center's up-ta-date

tfierapy,rveseorch and patient care capability.

A second major thrust of the Scottish Rite's many philanthropic efforts is core of the

ophasic child. Childhood aphasia, a nerve-related malFunction, affects the looming and
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nuago capacitie of children of normal Intellgence. Modern research ha revealed

meam of eliminating or minimizing this tragic condition, and dnc. 1958, the Scottish

Rite Cowlsorlee In Denver founded a phlilontwpy to bring speech to brain-fnjured

children. Later, about 18 years ago, the California Scottish Rite crated and estblised

the Scottish Rite Institute of Childcod Aphasia under the directim of Or. Jon Bsenson

at 9aimd University. In 1973 the facility, staff and Dr. Smn moved to San Francisco

Sot lWversilty. The program wa s succenful tht It was expanded to other Valleys In

California and to Florida, Kansas, Mlssitppi, North Carolina, Tene.se, Virginia,

Oklahoma, Texas, Nebrasda and Georgia. Today, the Rite supports aphasa clinics which

teat, treat, refer or cure chldren with the" disorders. Spoclatized professional therapists

e employed with local volunteers s that this significant program combines the boo of-

dedicated grmrot support with wet central medical teatment at the Scottish Rite

Institue.

The Supreme Council made the following contributions over the /ea as indicated on

the attached memo. See also th, attached related ochbits.

enrevolence and charity are inherent in Freemasonry and have been since time

Immea rial. The organization Is charitable. It it not organIzed or operated for profit or

*r the financial benefit of any member or Individual, except as may be disdured by way

ofchorttyorrellef. A subordinate Valley acts as a collector or money-latherer for The

14preme Council, which carries out Ith major plan of dispensing relief.

A member of The Supreme Council and of each subordinate Valley Is appointed

Almoner whoe function is to dlsburse to local needy people moneys collected from the

member. This Is done wfthoa regod to religion, without regard to membrshp In the Order,

without r fard a ce'eed or color.

SST cantYthe ned Mmohic contributions to charities in the United StatesJtheco) /" exceeds one million dollars a dayl

... Of zN I SM ,%
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* CHARITABLE, EDUCATIONAL OR RELIGIOUS CONTRIBUTIONS

April 6, 1979

American hImoanis Foundation, Konsa City, Mo.

American Red Cros

American Univerlty

Baptist Theological Seminary

W~yar Ull~erslty

loys' Club of MetropolItan PolIce

Children's Haspital, D.C.

Centrl Amencan Ralief

Colorado Flood Relief

Cammity Chest

Comncl, o hur.m, Not'i. Cap. Area

Damn College

Florence Crittendon Home

Frank S. Land Collee of Ed cation

Freedom Foundation of Valley Forge

Ceorg Mason University

Healing Proyer Fellowship

Wmre. Scott Cotge

Horace Mann League of the U.S.A.

Dutimuts do ogpedici in Wichita, Kansas

ICnas Disaster Fund (Tomado)

1960 $ 1,5

1954-68 8,7

1958-65 70,0

197-79

1954-79

1954-59

195-78

1965

1951

1954

1959-62

1968-79

1975

1963-79

1977

1975-79

1963-67

1966

w

00
P00

10,000

95,000

7,175

5,000O

6,100

2,500

2,000

1,000

1,800

30,000

1,000

33,000

2,500

3,000

10, 00

18,50

6,000

5,000
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Li Lodckood Ubrozy and Museum

Licuiskrm Hurlcane Relief

Mayland 51ble Society

MnArthwr Memorial Foundation

Mislusippi Hurricane Relief

National Florence Crlttendon Mision

National Multiple Sclerosis Society

New Orleans Baptist Theological Seminory

Omaha Nebraska Home for Bor

Pusn Children's Charity Hospital

Salvation Army

Scholarhips - Public School Administration
Two $5,00 Scholarships each year
far doctorates in Public School
Administration

School of the Ozars

Sibley Hospital

Sillinn University (The Philippines)

Stanford University

The George Wasinton University
Establishment of School of Government,
Business and International Affairs

The George Washington University - since 1956
420 Fellowship Grants, totalling (approx.)

Luther Rice Society, Gewrge Washington Un. Fund

Ufa Halee Protestant Home

Universty of the Pacific

University of Tampa

Vanderbilt University - Law School Scholarship Fund

Washingtc" Cathedral

West Centnil 4-H Educational Center, VA

Foundation For Economic Education

1967-71

19-

1954-59

1964-78

1961195-W

1977-78

1964

1%1-0

1965-74

197-79

191-75

191-72

196-70

1927-79

7,500

1,000

7,000"

8,500

5,000

10,000

1,100

10,000

2,000

7,WO0

400

283,750

10,000

800

2,500

55,000

1,035,000

1,686,800

6,000

3,500

55,000

.5,000

93,500

.%000

22,500

475

$3,645,100
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T9 a6 ".n

197*5

-Local 'Locdg" 5enewolleces (.50 Statss). $130.000.000

26% - ,'.&sonic Eomes and Hospitals. 3L1.670o00

10% - Lsonic Scholas-.Mp ?.-irais. $",.800,,000

___ 10$ - Shzini Eospit&.1s forCipldad24e Azm$2

7A - MLa±c Heslth 2,sarch P-.04ectS, $29,410,OW

. Sw.dry a.soric 3.-olent Progrms. $22,770,CO

JA- Uttatzasl Public Sezvlce ?rojoctz*. O$U,450.Q00

2b - Yasc.ic Relief. $7.215.000 %

2- fs.-nic Youth Proects and Eye FoundaLton, 43,2000,000

2A - Scottish .L Kisonic wuse= rad Library, $,6,QQ

,~000 .000
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SCOTTISH RITE HOSPITALS
FOR CRIPPLED CHILDREN

NORTH ATLANTA, GEORGIA

T HE Scottish Rite Hospital for Crippled
Children at North Atlanta. Georgia, the first

childreR's hospital in the world sponsored by
Scottish Rite Masons, has since 1915 been the
hope and sanctuary for tens of thousands of vic-
tims of birth defects and illness. No child is ever
turned away because of the inability to pay. Now
located in its modern new 50-bed. 5 million dollar
facility, the hospital offers 32 outpatient clinics.
including the only aphasia clinic in Georgia.
12,000 patients per year come to these clinics for
every kind of childhood problem. 3.500 opera-
tions per year are performed in the hospital's five
operating rooms, the majority to correct spinal
curvatures and back deformities.

Having relocated from outmoded quarters in
Decatur in July, 1976. the new Scottish Rite Hos-
pital is half again as large as the old and contains
semi-private rooms instead of wards, a large re-
covery room, an intensive care unit, physical
therapy gym, complete support facilities and a
200-seat auditorium.

As a teaching hospital it offers post-graduate
programs in orthopedics. anesthesiology, and
pediatric dentistry. Through iti affiliations with
medical colleges and institutions it provides
specialized instruction for graduate. medical and

nursing students.

HE"WHO BENDS DOWN
TO HELP LITTLE CHILDREN

RAISES HIMSELF AND
LIFTS THEM TO FAITH
AND CONFIDENCE.
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DALLAS, TX
T HE new Texas Scottish Rite Hospital for

Crippled Children, located at 2222 Welborn
Street. Dallas, Texas. will be dedicated on
January 26. 1978.

At 260,000 gross square feet. the new facility is
more than three times the size of the old Hospital.

acted by Texas Masons in 1921 when they saw a
need for providing medical care 'or children who
were disabled and whose parents could not afford
the cost of treatment.

The Hospital is comprised of six levels - two
below grade and four above. The basement level
contains all supply and logistics support depart-
ments. The garden level, one level below grade, is
the primary patient entrance and houses clinics.
diagnostic support and dining facilities. A glass-
enclosed atrium serves as a point of orientation
and as the major lobby-seating area. as well as
providing a transparent link between the two
building masses.

The first level, at grade. houses the visitors'
entrance and administrative activities, child de-
velopment center, and surgical and diagnostic
facilities. A 200-seat scientific lecture hall is con-
nected to the main structure at this level. Levels
two through four house administration, physical
and occupational therapy, research and patient
care facilities.

The new facility, with a 125-bed capacity, will
enable the Hospital to continue to treat an increas-
ing number of crippled children with the most
up-to-date equipment and procedures.

Undertaking of the $30 million expansion proj-
ect was made possible by a major income produc-
ing pft to the Hospital in 1964 by Senator William
A. and Villa Blakley. The former U. S. Senator
from Texas, a long-time member of the Hospital
Board of Trustees and a member of the Building
Committee, had oftentimes expressed his en-
thusiasm for enlarging the facilities for treatment
of crippled children in Texas.

More than 35.000 children have been treated at
Texas Scottish Rite Hospital in the years since its
founding in 1921 until the opening of the new
facility. Many of them have been able to lead
happy and useful lives, instead of wasted lives
that might have been ordained by deformities, and
all because of the generosity of people who have
cared, particularly the Scottish Rite Masons.
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SCOTTISH RITE
FOUNDATIONS

CAUIFORNIA

N 1958. the California Scottish Rite Foun-
dation established a program for the training of

children with severe language delay in the School
of Medicine at Stanford University. The Program
was designated as the Scottish Rite Institute for
Childhood Aphasia. The Director of the Pro-
gram. Dr. Jon Eisenson. who is internationally
recognized as an authority on language disorders
and particularly on childhood aphasia. was able to
secure supplemental federal funds to expand the
clinical functions of the Institute along lines of
basic research in child language and language de-
lay. On the retirement of Dr. Eisenson from Stan-
ford in September. 1973. the Scottish Rite [nsti-
tutq moved to San Francisco State University. At
the'same time an auxiliary clinical service was
initiated at the Scottish Rite Temple in San Fran-
cisco.

More than 3,500 children and their families
have been given help in the clinics - presently
supported by the Scottish Rite. This represents a
total of more than 125.000 hours of specialized
professional services, including a major amount
of nonpaid volunteer help. In addition, these Cen-
ters have provided highly valuable consultive and
in-service training for approximately 25.000 pro-
fessional workers in education, psychology,
speech and language pathology, social work.
medicine and related fields.

Expansion of the Scottish Rite programs was
begun in 1969 in California through the establish-
ment of additional centers utilizing Scottish Rite
Temple .facilities in other Valleys throughout
Caifomnia.-

One of the best of these Temple facilities is
located in Los Angeles. an intimate action scene
from which is presented herewith. The work in
these Temples provides greatly needed diagnostic
and consultative services and special remedial
help for children from the ages of four to sixteen
years who. despite average or general intelli-
gence, suffer from specific learning and language
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disorders. These conditions include difficulties in
learning to speak (childhood aphasia). in learning
to read (dyslexia). and in coordinating finer
movements (dyspraxia).

The treatment programs include prescriptive
remedial teaching based on a selected sensory
approach. either on an individual basis or in small
groups of four to six children with similar condi-
tions. In addition to this specialized remedial edu-
cmional help, many cases require child and parent
counseling, remedial exercises and occasionally
medications to help improve ability to concen-
tte or reduce distractibility. Additional consul-
tative help is available as required for each child's
classroom teacher and family physician. Ad-
vanced in-service training for teachers and other
professional personnel is also provided.

As statedby the Sovereign Grand Commander.
Ill .. Henry C. Clausen. 33°. still further expan-
sions of this program are underway throughout
the Southern Jurisdiction.

PATIENT LEAR4NING

BEST COPY AVAILABLE
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COLORADO

N 1952, the two Scottish Rite Consistories
in Denver founded a philanthropy to bring

speech to brain-injured children. Since then, the
Southern Colorado and Grand Junction Valleys
have joined to form the Scottish Rite Foundation
of Colorado so that the Orient, some 18,000
strong, is presently supporting the aphasia
program I- TO HELP A CHILD SPEAK.

These afflicted girls and boys, usually between
the ages of two and eight, are treated through the
nationally recognized personnel and facilities of
The Children's Hospital of Denver. Treatment
runs from one to several years. The miracle of
speech has been brought to 1.000 children by the
devotion of speech therapists and the benevolent
support of the brethren and the people of Col"
orado. Many patients have succeeded to the ex-
tent of completing successfully college degrees or
operating their own businesses.

Every Scottish Rite Mason in the Orient con-
tributes at least $2.50 yearly to the program. This
is supplemented by endowment income, life
memberships, and bequests so that these formerly
doomed children can live happy, normal and pro-
ductive lives.

More and more ofourother Orients are activat-
ing similar modern programs with marked suc-
cess. Examples. are to be found in California,
Florida. Kansas, Mfississippi. North Carolina,
Tennessee. Virginia. Oklahoma and Nebraska.
Alaska makes a contribution each year to further
the program.
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WRITTEN STATEMENT OF
THE IMPERIAL COUNCIL A.A.O.N.M.S.

TAMPA, FLORIDA
ON

SENATE BILL 616

SUBCOMMITTEE
BEFORE THE

ON TAXATION AND DEBT MANAGEMENT GENERALLY
COMMITTEE ON FINANCE

U. S. SENATE 96th CONGRESS FIRST SESSION

SEPTEMBER 1-, 1979

Identification of individuals who have principal respoin-

sibilities in the administration of Shriners Hospitals for

Crippled Children:

CHARLES J. CLAYPOOL
Imperial Potentate
Imperial Council A.A.O.N.M.S.
4130 Linden Avenue
Dayton, Ohio 45432

EDWARD G. MAAG
General Counsel
Imperial Council
A.A.O.N .M.S.
4343 West Main Street
Belleville, Illinois 62223

Administrative Offices:

IMPERIAL COUNCIL A.A.O.N.M.S.
Suite 206, Memorial Building
5700 Memorial Highway
Tampa, Florida 33609
(813) 885-2575
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S T A T E M E N T

My name is Charles J. Claypool, I am Imperial Potentate

for the Imperial Council of the Ancient Arabic Order of the

Nobles of the Mystic Shrine for North America, commonly referred

to as the Imperial Counci* A.A.O.N.M.S., a non-profit and tax

exempt fraternal organization described under Section 501(c) (10)

of the Internal Revenue Code. I have with me our General Counsel,

Edward G. Maag.

There are approximately one million (1,000,000) Shriners,

the vast majority of whom are Americans. Since 1935, the Imperial

Council A.A.O.N.M.S. and its one hundred eighty-one (181) Shrine

Temples, chartered by the Imperial Council, have been granted

a group tax exempt status by the Internal Revenue Service.

the Objects and purposes of the Imperial Council A.A.O.N.M.S.

reflect such attitudes as faith in God, man's relationship with

his brother and philanthropy.

The Shrine has long been characterized for the color

and pageantry of its parades, its marching Uniformed Units, its

bands and its clowns. It has been equally characterized for

its fund raising activities (circuses and sporting events) which

individual Shrine Tem:es sponsor to raise funds for what

many persons have aptly described as "The World's Greatest

Philanthropy' -- Shriners Hospitals for Crippled Children.
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Every Shriner is annually assessed a hospital assess-

ment by the Shrine to sLpport its charitable endeavor. In

addition, whenever our Shrine Units parade, they attempt to

call attention to our philanthropy. Our fund raising events

are known throughout this great land as a means by which monies

are raised to continue this suppo-t of our charity. These monies

also substantially assist our Shrine Temples in defraying the

expenses of bringing many crippled and burned children, along

with their parents, to our twenty-one (21) hospitals for treat-

ment since the charter and regulations of Shriners Hospitals

does not permit such expenditure of funds. Likewise, our

Shrine Temples meet certain charitable hospitalization needs and

expenses of our patients which sometimes goes beyond orthopedic

and burn care.

We proudly believe that it has been vividly demonstrated

over the years that the Imperial Council A.A.O.N.M.S., or the

"Shrine" as it is more commonly known, is a body of men with

a dedicated charitable purpose; a purpose for which Shriners

freely donate of their time, energy and money.

Since 1922, the Shrine has provided totally free care to

children afflicted with orthopedic problems. Over this period

of time, about one-fourth (1/4) of the orthopedists in the nation

have been Shrine-trained. In 1962, after the military leaders

of this nation interested the Shrine in what they felt was one

of the greatest unmet needs -- the care and treatment of badly
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burned children, we dedicated three (3) hospitals completely

to the care of severe thermal injuries in children. The present

annual operating expense of Shriners Hospitals for Crippled

Children is approximately fifty million dollars ($50,000,000.00).

These hospitals have cured or materially helped more than

two hundred thousand (200,000) children.

All of these worthwhile fraternal-activities sponsored

by the Shrine in the interest of public welfare would be greatly

imperiled and impeded if the Shrine and other charitable-minded

fraternal organizations are not permitted to have donors receive

a charitable contribution deduction for gifts and contributions

they make to the cost or maintenance of exempt fraternal organi-

zation buildings, the principal purpose of which is to house

such organization's fraternal and charitable activities. We

believe that the revenue lost to the Government for allowing

such a charitable contribution deduction to donors must be

considered extremely nominal.

On behalf of our one million (1,000,000) Shrine members,

we wish to wholeheartedly support the enactment of Senate Bill

616 so that all of our charitable activities can continue

through the voluntary assistance of Shriners.

Thank you for giving us this opportunity to testify.
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Statement of ROBERT S. McINTYRE
Director, PUBLIC CITIZEN'S TAX REFORM RESEARCH GROUP

Before the Subcommittee on Taxation and Debt Management
Of the Senate Committee on Finance

Concerning S. 224, S. 616, S. 736, and S. 1514
September 17, 1979

S. 224. Permanent Probibition of Consistent Administration of the Tax Laws witb regard
to Fringe Benefits.

This bill would permanently prohibit the IRS from establishing a consistent en-
forcement policy for its agents and clear guidelines for taxpayers with regard to the tax
treatment of non-cash compensation received by employees. We are strongly opposed to
this measure.

There seems to be a belief on the pat of many members of Congress that IRS
Commissioner Kurtz is threatening to usurp congressional authority and place enormous
new tax burdens on the American people by taxing forms of compensation which hereto-
fore have always been tax exempt. This belief is erroneous. In fact, as was noted in
an article inserted in the Record last year by Senator Hatch, the chief sponsor of S. 224,
"the tax code is so clear on the taxability of most fringe benefits that the IRS freely
admits that its own spotty record of enforcement is largely to blame for its failure to
collect." Commissioner Kurtz's proposals to improve enforcement and to rationalize
the rules for inclusion of particular items in income are in direct fulfillmer! r-f hik cwnrn
duty to carry out the laws as passed by Congress. Failure to do so would be the usur-
pation of congressional authority.

If Congress wishes to exempt certain kinds of compensation from taxation -
say, free plane rides for airline employees, merchandise discounts for retail clerks, or
vacation facilities for corporate executives - it should move forthrightly to do so. Al-

though we believe that such policy choices would be inequitable and unwise, such an
approach would at least be administrable. But to tell the IRS to enforce the laws on
fringe benefits on a catch-as-catch-can basis according to the whims of revenue agents
and the happenstance of an audit is ridiculous.

The House Ways and Means Committee has just approved a bill providing that no
fringe benefits regulations can become effective prior to July 1, 1981. This lengthy
continued postponement was designed to push the issue again into a non-election year,
and was necessitated by the Committee's failure to take constructive action during the
current session on the report of its fringe benefits task force. We believe this Sub-
committee should show more courage, and should extend the postponement only to
the middle of next year, with an accompanying request to Ways and Means to hold

hearings in early 1980. At worst, the Subcommittee should follow Ways and Means'
lead and extend the postponement until 1981.

53-845 0 - 79 - 39
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S. 616. Tax Deductions for Building Fund Contributions to Masonic Lodges and Certain
Other Fraternal Organizations.

This bill would allow a tax deduction for gifts to fraternal organizations tax-
exempt under IRC Section 501(c)(10)* if the funds are used for construction or main-
tenance of buildings housing such organizations. The primary beneficiaries would ap-
parently be members of Masonic lodges," which constitute about 90% of the 501(c)(10)
organizations.

Individual contributions to Masonic lodges are already tax deductible under IRC
Section 170(c)(4), so long as the donations are earmarked "exclusively for religious,
charitable, scientific, literary, or educational purposes, or for the prevention of cruelty to
children or animals." Masonic lodge buildings, however, are utilized only in part for a
group's charitable purposes. Other functions usually carried out in the !odge building
include entertainment, planning parades, and fellowship meetings.'" Thus, under
current law, contributions to a lodge's building or maintenance fund are not tax de-
ductible, and the IRS so ruled in 1956. Rev. Rul. 56-329.

S. 616 would reverse this ruling so as to allow deductibility. We believe this
result would be seriously inconsistent with the accepted rationales for the deductibility
of charitable gifts, and we urge that the bill be rejected.

When the charitable deduction was first established in 117, its stated purpose
was to provide a non-intrusive government subsidy to organizations performing functions
that served the public good - functions that the government itself might have to supply if
the charitable organizations did not exist."" Some tax theorists assert in additional
support of the deduction that funds (or property) transferred to charities do not con-
stitute either personal consumption or savings on the part of the donor, and therefore
should not be part of the income tax base under the most common theoretical definition
of income. The non-religiousc,,,- deduction has therefore been generally limited to
contributions used "exclusively for charitable, scientific, literary, or educational purposes,

IRC Section 501(c,(10) applies to "Domestic fraternal societies, orders, or as-
sociations, operating under the lodge system-

"(A) the net earnings of which are devoted exclusively to religious,
charitable, scientific, literary, educational, and fraternal purposes, and
"(B) which do not provide for the payment of life, sick, accident, or
other benefits."

* Masonic lodges are associations ofat, males, dedicated to the improvement
of morals and character through fellowship, mutual helpfulness, and symbolic
rituals. See, e.g., Blackmer, The Lodge and Craft (1976), p.11, 15; Hammond,
What Masonry Means (1975), p. 15.

* See, e.g., Blackmer, supra, p. 259.

The deductibility of religious contributions is, of course, not defensible
under this rationale. It is usually justifid as the best way for the government to
avoid "entanglement" with religious organizations, in compliance with the fist
amendment.

BEST COPY AVAILABLE
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or for the prevention of cruelty to children or animals," *100 activities which benefit the
public at large rather than the donor and are often also directly subsidized by the govern-
ment.

We believe this limitation is wise tax policy, and that an exception should not be
made for the Masons. Not only would such an exception be intrinsically wrong, but, like
the depletion allowance, it would likely expand greatly in the future, as other groups
queued up for similar favors. We urge that S. 616 not be favorably reported.

S. 736. Independent Contractors
This bill attempts to deal with some of the problems involved in the "indepen-

dent contractor" controversy by establishing a set of "safe harbor" criteria. Under these
rules certain workers and their employers could elect independent contractor status for
the workers. The bill is a companion to a proposal by Rep. Gephardt in the House. Al-
though we respect the good intentions of the draftsmen of S. 736, we do not believe it to
be an acceptable solution to the independent contractor problem, and we must oppose it.

Initially, we should make clear that we start with a bias in favor of treating
workers as "employees" whenever convenient and feasible - a bias we believe the mem-
bers of Congress should share. There are several reasons for our position:

First, the evidence is very clear that tax compliance is higher when taxes are
withheld. The IRS has just completed a study showing that only about half of all
workers treated by payors as independent contractors report their compensation on their
tax returns. In addition, anyone who has had substantial experience with independent
contractors knows that many of them are at best cavalier about their tax obligations.
Failure to pay taxes by some members of society means, of course, a higher tax burden
on the rest of us.

Second, workers treated as "employees" are often entitled to participate in tax-
favored benefit plans, such as pensions and medical insurance, which are usually denied to
independent contractors.

Third, workers treated as independent contractors are not entitled to unemploy-
ment insurance coverage, and may lose out on social security benefits.

We recognize that some individuals, for practical reasons, cannot be treated as
employees. But we believe that the exceptions ought to be made for reasons related to
the practical difficulties involved. And we also believe that an altered form of with-
holding can often be used when graduated withholding is impractical.

.In certain cases, contributions to organizations established to foster amateur
sports, to non-profit cemetery companies, and to veterans posts are also deductible.

.o The next most likely candidates would be the Elks and the Moose, tax-
exempt under Section 501(c)(8). rather than 501(c)(1O), because they provide
insurance benefits to members
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The current criteria for distinguishing employees from independent contractors
stem from the common law of torts and agency, and were originally used only to deter-
mine when a "master" should be liable for harm caused by a "servant" under the "deep
pocket" rationale. Conceptually, the tort liability issue has little to do with the with-
holding question, since the latter is concerned only with collection, not with imputed
liability. In practice, however, the main factor for finding vicarious fault on the part of
a "master" - i.e., control - has coincidentally turned out to be an acceptable standard
in most cases for finding withholding of taxes to be convenient and feasible.

It is precisely because the "control" standard does not always approximate a
"convenience and feasibility" standard that the independent contractor issue is currently
vexing the Congress, the IRS, and affected taxpayers. We believe that it is incumbent
upon the Congress and the Treasury to develop a new approach to the classification
problem which both rationalizes the definition of "independent contractor" and mini-
mizes the distinctions which rest upon the definition.

S. 736 does not focus very well on the convenience and feasibility issues. In
particular: (1) Control of hours worked, a carryover from the common law standard,
does not appear to have any particular relevance to whether withholding is practical; (2)
The place of business rule can be relevant in some cases to whether a worker has sub-
stantial work-related expenses, but making no place of business and many places of
business equivalent to providing ones own place does not make sense; and (3) while
having a substantial investment in assets is also relevant to whether withholding is feasible,
the fact that earnings are dependent upon performance or output does not appear to be
an important, or even germane, factor. Some of the situations in which independent
contractor status would be possible under S. 736 include:

(a) Bill is an attorney working as an associate with the firm of Ketchum,
Cheatum, and Runne. Depending upon the ebb and flow of business and how fast he
works, Bill's hours can vary from 40 to 70 per week, and his starting time can range from
7:30 to 10:00 a.m. Although he performs much of his work in his office, Bill also spends
a substantial amount of time in the hearing rooms of the Ways and Means Committee and
the Senate Finance Committee. Bill is paid a salary plus a year-end bonus. The size of
the bonus depends in large part on his productivity in promoting the interests of the
firm's clients. Bill could be treated as an independent contractor under S. 736 if he and/
or his firm so desires.

(b) Jill is a plumber working full-time for the Ace Plumbing Co. When Ace
receives a contract - say, to install a heating system in a residence - it will give the work
order to Jill. She will be told to complete the work by a certain date and when to start.
If Jill finishes a job early, she will usually come back for more work. The exact time Jill
begins and ends work each day depends upon her deadlines, how she feels, and so forth.
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Also, how long a job takes depends largely on how difficult it turns out to be. Since Jill
performs work at various sites during the year, she has no principal place of business. Jill
has invested several hundred dollars in tools - wrenches, screwdrivers, torch, etc. - al-
though some of the more heavy duty equipment is furnished by Ace. Jill could be en-
titled to independent contractor status under S. 736.

(c) Richard is a higher level federal employee participating in the new manager
incentive program. He is on flex-time. Frequently, he brings work home with him and
spends several hours on it. Richard could be treated as an independent contractor under
S. 736.

(d) Senator X is a member of the U.S. Senate. He work: between 50 and 100
hours a week. Usually his work day begins at 7:30 a.m., b-at it sometimes starts as
earl), as 5 a.m., and other times as late as 9 a m. The Senator has an office on Capitol
Hill, one in his home, and one in his home state. In order to facilitate his frequent trips
home to take the pulse of the electorate, the Senator owns a private plane which cost him
$50,000. Senator X could be treated as an independent contractor.

(e) Mr. Meany runs an electrical contracting firm which employs 12 electricians.
lie would like to set up a tax-deductible pension plan and medical reimbursement plan
for himself, but cannot without also providing coverage for his workers. Upon passage of
S. 736, however, Mr. Meany insists that all his electricians sign contracts converting them
to independent contractor status, for which they qualify as in case (b) above.

We could not endorse S. 736 even if its scope had been successfully limited to
satisfying the demands of the constituent -groups complaining the loudest about IRS's
increased audit activity in the independent contractor area, because we do not believe the
bill's standards make conceptual or practical sense. The bill's failure to have a narrow
application, however, illustrates how difficult it is to come up with language which
provides a satisfactory definitional solution to the problems surrounding this issue.

With that caveat, we would suggest the following as some of the principles
which could be applied in classifying workers as employees or independent con-
tractors for income tax withholding purposes:

(1) All workers without substantial work-related expenses should be
classified as "employees" (unless treated as self-employed under (3) or (4) below).
"Substantial" should be defined, as equal to, say, 30% of gross payments.

(2) All workers employed by only one payor should be classified as "em-
ployees" (unless treated as self-employed under (3) or (4) below). With only one
payor, withholding adjustments can easily be made in cases in which work-related
expenses are substantial. This rule might be extended to 3 or 5 payors.

(3) All workers who themselves have business employees should be classi-
fied as self-employed.

(4) For non-business payors, only essentially full-time workers (e.g., live-in
maids or governess, but not babysitters or repairmen) should be treated as "employ-
ees."

Unfortunately, these rules do not work so well with regard to social se-
curity taxes, where withholding adjustments and refunds are not as easily available
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as they are with regard to income taxes. It may, therefore, be necessary to amend
the payroll tax laws to take better account of non-reimbursed work-related expenses
of employees.

Because of the hostility and bitterness which currently surrounds the
independent contractor issue, enactment of principles such as we have suggested
would be difficult at this time, even if critical analysis shows them to be sound.
Recognizing this problem, the Treasury Department offers an approach which is de-
signed, not to rationalize the definition of "independent contractor," but to reduce
the consequences which hang on the classification. Thus, flat-rate income tax with-
holding (at 10%) would be required except where a worker has very substantial work-
related expenses or more than 5 payers. Assuming a payor complies with this re-
quirement, the only penalty for misclassification would be the employer's share of
FICA and FUTA taxes, an enormous reduction in penalty from current law.

We think the Treasury proposals are an excellent first step in this area, and
would help tremendously to reduce the tensions which have arisen over the "inde-
pendent contractor" issue. We endorse Treasury's plan and urge its quick enactment.

At the same time, however, we think the Congress should continue to explore
possibilities of improving the definition of "independent contractor." Although its
income tax importance would be reduced under the Treasury proposals, it would con-
tinue to affect social security coverage, unemployment benefits, and pension plan in-
clusion.

S. 1514. Exemption from the Restrictions on Industrial Development Bonds for Certain
Recycling and Energy Generation Carried Out in Connection with Solid Waste Disposal
Facilities.

Insofar as S. 1514 extends the use of industrial development bonds we are
opposed to it. Such bonds are a particularly inefficient form of government subsidy and
do violence to the fairness of the tax system, because about 40% of the federal revenue
loss goes in windfalls to wealthy investors. If the activities described in S. 1514 are
worthy ones, and are in need of additional subsidies because of imperfections in the
current market structure, we believe the subsidies should be made directly.

Senator DolE. The committee will stand in recess until the call
of the Chair. Thank you.

[Whereupon, at 12:55 p.m. the subcommittee recessed, to recon-
vene at the call of the Chair.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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WASHINGTON, D.C. 20910

September 17, 1979

The Honorable Harry F. Byrd, Jr.
Chairman, Taxation and Debt Management Subcommittee
Committee on Finance
U. S. Senate
Washington, D.C. 20510

Dear Mr. Chairman:

As co-sponsor of S. 1514, 1 welcome the opportunity
to present today my views before your Subcommittee as
it considers this important piece of legislation.

In particular, I applaud the initiative that you
have taken in coming forward with positive legislation
that will push us on our way to achieving our goal of
energy independence.

For America to continue to grow and prosper and
not be dominated and dictated to by the pricing whims
of foreign oil producers, we as a nation must become
energy independent by developing our own primary and
alternative energy resources.

One highly promising alternative energy resource
is that of converting solid waste into energy, most
typically steam and electricity. This energy alterna-
tive successfully recycles waste that would otherwise
be discarded, and contributes dramatically to solving
environmental problems of where and how to dispose of
the waste.

A major concern at present is municipal post-consumer
solid waste, which is currently being generated at a rate
of about 144 million tons per year, at a disposal cost
of approximately $4 billion annually. The Council on
Environmental Quality reported in January of this year
that the costs of waste management to both the private
and public sectors during the decade ending in 1986 may
exceed $94 billion.
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To be economically feasible, energy recovery systems
utilizing solid waste are said to require at least 600
to 1000 tons delivered per day at each site. Thus,
areas which are densely populated or have regional
collection systems possess the greatest immediate poten-
tial for converting solid waste into energy.

Despite problems of economic feasibility, munici-
palities in approximately 40 community areas across
America are already taking direct action on their environ-
mental and energy resource concerns through solid waste
energy conversion.

One of these communities is in southeast Virginia.
The Southeastern Public Services Authority, serving a
combined population of 750,000, has invested $2.2 million
dollars in a solid waste disposal facility. The Authority
plans to collect solid waste from each of the partici-
pating seven counties and cities, convert it to steam
and then electricity, and sell the electricity to the
Norfolk Naval shipyard in Portsmouth, Virginia.

Unfortunately, however, until certain clarifications
are made in the Internal Revenue Code, the Southeastern
Public Services Authority will continue to face economic
hardship and may be prevented from even beginning its
actual conversion of waste into steam and electricity.

S. 1514 would alter the Internal Revenue Code in
two basic ways, both of which would facilitate the
efforts of this Authority and many others like it to
utilize solid waste for energy purposes.

First, the bill would permit tax-exempt revenue
bond financing by states and their political subdivisions
for constructing municipal solid waste disposal facili-
ties where energy is produced and sold to the Federal
Government. (Current law allows for tax-exempt revenue
bond financing when the energy end-products are sold to
the private sector.)
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In addition, S. 1514 would allow tax-exempt revenue
bond financing of electrical generating equipment which
is an integral part of a solid waste disposal facility.
This section of the bill modifies present IRS regulations,
which extend tax exemptions only to the waste disposal
portion of a facility.

Without the changes that S. 1514 would provide,
the bold plans of the Southeastern Public Services
Authority cannot be fully realized. Southeastern
Virginia will face the loss of more than a $2.2 million
investment, and will be forced to return to more
traditional means of solid waste disposal in a less
energy-efficient manner.

In my judgment, the conversion of solid waste
for energy purposes is an idea whose time has come.
The federal government must encourage, not discourage,
municipal efforts to produce solid waste disposal
facilities for energy converion. Without the altera-
tions made in the Internal Revenue Code by S. 1515,
their efforts will be severely, if not totally inhibited.

In conclusion, Mr. Chairman, le me again express
my appreciation for your sponsors i of S. 1514, and
extend my thanks to the Subcomm tee for the opportunity
to contribute to its consider ion of this important
measure.

R ctfully,

Sohn W. Warner

JWW/j um
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The Honorable Harry F. Byrd,
Subcommittee on Taxation and
Committee on Finance
Senate Office Building
Washington, D. C. 20515

Jr., Cbairman
Debt Management

Dear Mr. Chairman:

As you know, we have introduced H.R. 4988, a
companidp bill to S. 1514 which you introduced 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 facilities.

Obviously we are in favor of this legislation
and are delighted that you are holding a hearing on
the subject. This letter, for the record, is simply
to express the hope that your subcommittee will report
the bill favorably.

With kind personal regards.

Sincerely,

G. William Whitehurst

Robert W. Daniel, Jr.
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STATEMENT OF DEAkN C. MATHEWS

ON BEHALF OF THE

SPECIALTY ADVERTISING ASSOCIATION INTERNATIONAL

Mr. Chairman, I am Dean C. Mathews, president of the

Shedd-Brown Company of Minneapolis, Minnesota. I am appearing

today on behalf of the Specialty Advertising Association

International in my capacity as Chairman of the Board of

that Association.

I wish to say at the outset that our Association

strongly supports S. 736 and we commend Senator Dole for

introducing it. We oppose the Treasury Department proposal

for a flat 10 percent tax withholding.

The Specialty Advertising Association is the trade

association that represents the specialty advertising

industry. Its 2000 member firms, located in virtually all

states, manufacture or distribute specialty advertising

products. Specialty advertising is an advertising medium

which uses useful but inexpensive products to carry an

advertising message. Examples of such products are ball-

point pens, key chains and calendars, which are custom-

imprinted with the name, logo or other message of the

advertiser and distributed free of charge for their pro-

motional value.

Specialty advertising products may be sold by manu-

facturers directly or through distributors. Both direct

sellers and distributors receive orders from salespeople who

make the actual contacts with the advertisers. The sales-

people typically derive their income solely from commissions
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and operate away from the premises and free from the control

of their principals. There are approximately 30,000 of such

salespeople, the great majority of whom are treated as

independent contractors.

It is apparent that in recent years the Internal

Revenue Service has radically altered its approach to

employment tax enforcement. As a result, increasing numbers

of business firms, including several in our industry, have

been faced with back tax assessments, many involving huge

sums. In seeking these assessments, IRS has been asserting

that many groups of individuals traditionally viewed as

independent contractors under the common law test, and

treated as such, are actually employees. This abrupt retro-

active reversal of settled policy has had a damaging and

disruptive effect on our industry and on many others.

Interpretations long acquiesced in become a part of the

context in which business plans and acts, and Congress

legislates. It is not too much to state, as Justice Powell

implied in his concurring opinion in Central Illinois Public

Service Co. v. United States, 435 U.S. 21 (1978), that it is

improper and unfair for IRS to ignore apparently settled

interpretations of law without giving notice to taxpayers of

its intention to do so. Nevertheless, IRS demonstrably

feels it has the power, even the duty, to pursue its present
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course. For that reason it is idle to say -- as some con-

tinue to say -- that new legislative definitions are unnec-

essary in this area. While some may feel satisfaction in

knowing a court challenge to an IRS assessment will probably

succeed, for the great majority of small businesses even the

prospect of having to seek relief through the courts will be

seen and felt as a failure of the system. Although the

enactment last year of H.R. 14159 provided valuable interim

relief, it provides no protection against future IRS intran-

sigence in the enforcement of employment tax laws.

So long as statutory standards for the employee/inde-

pendent contractor distinction are vague, IRS will continue

in the fallacy that the thrust of its new emphasis on that

distinction is not defining standards but enforcing them.

The problem is the absence of a clear definition for

the future. Mr. Chairman, we believe S. 736 provides an

effective solution to that problem. The statutory "safe

harbor" tests it contains are clear and understandable.

They may be applied by business firms and individual workers

without the necessity of tax counsel. More importantly,

because of their clarity, they are not susceptible to being

misinterpreted by the IRS.

In addition, we believe the tests fairly embody the

basic common law concepts of the independent contractor -
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that is, a person who is free to determine when and how long

he will work, with no guaranteed or fixed income. A worker

who meets all of the bill's five tests ought to be treated

as an independent contractor.

In our view the Treasury Department's recent proposal

for a flat 10 percent tax withholding on independent con-

tractors would be highly unsatisfactory. This proposal is

far too drastic; it would subject our industry to an enormous

bookkeeping burden which we believe is unwarranted. Moreover,

the proposal really does not even address what we regard-as

the basic problem; namely, the lack of a clear, easy to

apply test for determining independent contractor status.

It would require the application of the same difficult and

highly subjective common law test.

In sum, we urge enactment of S. 736 and rejection of

the Treasury Department proposal.

Thank you.
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September 26, 1979

The Honorable Harry F. Byrd, Jr.
Member, Senate Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Byrd:

We represent the Council of American Survey Research
Organizations (CASRO), a trade association which represents
organizations involved in full-line market and other general
survey research. CASRO includes among its members most of
the prominent firms engaged in this type of research which
is now performed for nearly every manufacturer, advertising
agency, and media entity in the United States, as well as a
broad range of governmental agencies.

Your Committee now has before it a very important piece
of legislation which, in its present form, we believe to be
fundamentally defective. We are referring to H.R. 3245 (S.
736) which establishes a new standard for determining "whether
certain individuals are "employees" or "independent contrac-
tors" for purposes of federal employment tax payments.

On July 17, 1979, our organization addressed the House
Subcommittee on Select Revenues in opposition to H.R. 3245.
Our objections to the legislation at that time focused on
the inflexible wording of the income fluctuation provision
of the so-called "safe-harbor" test, which restricts any
worker paid on an hourly basis from qualifying as an inde-
pendent contractor.* A copy of our written comments is
enclosed.

That section provides in relevant part that:

"the individual risks income fluctuation because his
remuneratic with respect to such service is directly
related to sales or output rather than to the number
of hours actually worked."
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Although the reasons for CASRO's original concern still
stand, additional serious considerations have now come to
our attention. We would like to take this opportunity to
bring our most serious objection to your attention.

The only way that CASRO member organizations, and pre-
sumably many other industries, could satisfy the "income
fluctuation" requirement would be to compensate workers
solely on an output or piece-rate basis, instead of the
current hourly wage practice. While this may not appear to
be an impossible burden, we have been informed from several
of our members that other existing federal laws prevent them
from compensating workers in this manner.

Beginning several years ago, the Department of Labor
communicated with companies in our industry informing them
that their practice of piece-rate remuneration could be
construed as an evasion of the minimum wage provisions of
the Fair Labor Standrs Act, 29 U.S.C. S 206-207 (1970).
It is clear that CASRO members will be faced with the fol-
lowing unpleasant dilemma: either remunerate on the basis
of output and possibly violate fair labor standards, or pay
an hourly wage and immediately forego the safe-harbor and
have their workers classified as employees. As we noted in
our Congressional testimony, the tax status of interviewers,
as employees or as independent contractors, is of substantial
concern to CASRO members whose costs of doing business are
significantly affected by employment tax contributions and
the overhead burden of withholding, accounting, remitting,
and reporting.

We have inquired as to why the Department of Labor did
not itself address the discrepancies between H.R. 3245, S.
736 and the Fair Labor Standards Act. Our discussions with
Labor Department personnel satisfy us that, in fact, they
have been aware of the possible impact of independent contrac-
tor tax legislation on the Fair Labor Standards Act. Their
failure to speak up is inexplicable.
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Further, it is ironic that a second government agency,
the Bureau of the Census (with operations closely related to
those of CASRO members) has applied for and received relief
from the dilemma presented by the Fair Labor Standards Act
(FLSA) and the proposed tax legislation. The Bureau of the
Census, like CASRO member organizations, contracts with
thousands of individuals to interview the public on a one-
time or limited contact basis. In order to ensure that FLSA
does not inhibit remuneration on a piecework method, the
Bureau lobbied for that provision of Pub. L. 95-431, which
reads:

"Provide, that certain cnumerators for the
1980 enial Census ry te paid on a piece
rate basis without regard to the provisions
of 29 U.S.C. 206 and 207."

The Bureau of the Census has also failed to address itself
to H.R. 3245 and S. 736. With the aim of discovering the
Bureau's reasons for seeking the exemption, CASRO has insti-
tuted a request under the Freedom of Information Act in
order to obtain whatever background documents may be available.
Should the search prove to be fruitful, we will forward
copies to the Subcommittee.

In conclusion, I would like to reiterate our basic ob-
jections to H.R. 3245. First, it sets forth a shallow,
artificial and confusing two-step approach to the problem of
distinguishing independent contractors from employees.
Second, the bill appears to have been drafted in order to
pla-cate certain special interest groups by remedying their
specific problems without apparent regard for other socially
desirable legislation, namely FLSA. Finally, failure to
define such key teras as "asset" and income fluctuation" in
the safe-harbor provision of the text of the bill will
engender as much confusion regarding tax status as did the
common law test.

53-845 0 - 79 - 40
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CASRO applauds the efforts of those on the Hill who
have taken it upon themselves to clarify and update the
labyrinth of the common law. However, when bright-line
tests are chosen which do not accurately reflect the real
world concept of the fundamental differences between an
"employee" and an "independent contractor", then such tests
must be refined or reshaped. We therefore urge you and each
of the members of the Subcommittee to carefully scrutinize
the wording of this bill, and to make the appropriate modi-
fications before it is passed to the full Committee. We
will be in touch with your staff in the near future in
'connection with this matter.

Sincerely,

Richard B. Lavine

RBL/cmm
Enclosure
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STATEMENT OF SANFORD L. COOPER
CHAIRMAN, COUNCIL OF AMERICAN SURVEY RESEARCH ORGANIZATIONS

BEFORE SUBCOMMITTEE ON SELECTREVENUES
HOUSE COMMITTEE ON WAYS AND MEANS

0

Mr. Chairman and Members of the Subcommittee:

My name is Sanford L. Cooper and I represent the Council

of American Survey Research Organizations (CASRO). We appre-

ciate the opportunity to testify before the Subcommittee

this morning on the tax status of independent contractors

and particularly H.R. 3245. Before discussing our objections

to that particular bill permit me to describe briefly the

market research survey organizations who are members of

CASRO, the work of CASRO, and the problems these groups have

experienced with the Internal Revenue Service over the past

several years.

CASRO is a business trade association formed four years

ago to represent the organizations involved in full-line

market and other general survey research. CASRO includes

among its members most of the prominent firms engaged in

this type of research which is now performed for nearly

every manufacturer, advertising agency, and media entity in

the United States as well as a broad range of governmental

agencies.

In conducting market survey research CASRO member organi-

zations have the need to use the services of thousands of

interviewers throughout the country. On occasion these

interviewers contract directly with CASRO members, although

often they are hired by independent field organizations which

then negotiate with CASRO members to conduct the necessary

interviews. In either case, the tax status of the inter-

viewer, as an employee or independent contractor, is of
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substantial concern to CASRO members whose costs of doing

business are significantly affected by employment taxes.

Although all market survey organizations do not conduct

their research activities in an identical manner, we would

ask the Subcommittee to focus on a representative company

which recruits individuals to conduct the necessary interviews

by means of newspaper advertisements, contact with employment

agencies, and schools, among other sources. These individuals,

many of whom are housewives, students, or other persons whose

availability is generally uncertain, contract to interview a

sampling of the public, by telephone or in person, and to

fill out questionnaire forms which report the results of

the interviews. These tasks, performed on a short term

basis, are usually performed away from the business premises

of the company, and according to hours set by the worker.

The company's control over the individual is usually limited

to a brief instruction period - usually by mail or telephone -

at the beginning of an assignment and involves limited ongoing

supervision. The interviewers generally do not maintain a

continuing relationship with a single company, but accept

spot work as it becomes available from many companies in the

industry. The income derived from these activities, whether

paid on an hourly or per interview basis, is, therefore,

subject to wide fluctuation and the risk of extended periods

of unemployment is continuing and severe. The surveying

company, while reimbursing certain expenditures, may require
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its interviewers to use their own telephones, automobiles or

other personal property to conduct their research.

For years market survey research organizations have been

convinced that the interviewers who perform the functions

just described are independent contractors under the common

law test of the Internal Revenue Code (26 U.S.C. 3121(d) (1970)).

CASRO members and other research groups have applied the

twenty factors developed by the tax agency to establish the

employment status of workers (Internal Revenue Manual 8463)

and have made a good faith determination that the large

majority of research interviewers working in this industry

are self-employed. The IRS has not always agreed, however,

-and the result has been continuing harrassment and unneces-

sary and non-productive tax audits.

Like many of the groups that will testify before your

Subcommittee this week, CASRO members have suffered through

years of confusing and inconsistent IRS positions on the

employment status of research interviewers. Even today,

nearly fifteen years after the Revenue Service's first major

ruling in this area, many market research groups have no

guidance or direction on this vital issue which directly

affects the day-to-day operations of hundreds of businesses.

A very brief history of some of the sources of the present

disorder is now in order.

In Revenue Ruling 65-188, 1965-2 C.B. 390 (Attachment A)

it was determined that certain market research interviewers

are self-employed provided they are part-time workers, free
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from significant supervision or control, and permitted to

refuse certain assignments. The Ruling further provided that,

depending on the circumstances, the interviewers may be paid

by the hour, or according to a specified fee per interview,

and receive reimbursement for certain expenses.

Ten years later Revenue Ruling 75-243, 1975-1 C.B. 322

(Attachment B) distinguished the earlier Ruling and found

certain interviewers to be employeees, apparently on the

basis of .3 greater degree of control exercised by the

research organization. In recognition of the fact that the

two previous Rulings could not be reconciled so as to be

applicable to a given factual setting, a third Revenue

Ruling (78-284) was issued in 1978 (Attachment C), which

"effectively limited" but did not specifically overrule the

1965 Ruling. Finally, on January 22 of this year the Internal

Revenue Service issued Letter Ruling 7916104 (Attachment D)

which, on circumstances similar to those under which the

majority of the industry operates, and largely indistin-

guishable from those presented in the 1975 and 1965 Rulings,

concluded that market research interviewers were not employees

for purposes of the Federal Insurance Contributions Act

(FICA), Federal Unemployment Tax Act (FUTA), and Federal

income tax withholding.

CASRO, like many other similarly situated organiza-

tion:;, had hoped that the Congress would legislate a compre-

hen;ive solution to the problem inherent in classifying

workers as independent contractors once the Conferees on the
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Tax Reform Act of 1976 requested the staff of the Joint

Committee on Taxation to make a general study of the area,

and the General Accounting Office began to prepare its own

report on the same subject. Both these studies have arrived

at the rational conclusion that the primary cause of the

present state of confusion is the absence of development of

a universal, simplified set of criteria against which the

tax status of a worker could be determined, not only by the

Internal Revenue Service, but also in the first instance by

the employer and individual worker. The adoption of such a

standard would obviate the need for costly audit procedures

and would provide a sense of fairness and uniformity to the

''-tax code. H.R. 3245, now pending before this Subcommittee,

fails to clarify the present vague common law standard and,

if enacted in its present form would only contribute to

the arbitrariness and confusion inherent in the present

system.

H.R. 3245 essentially provides two means by which a

worker could establish independent contractor status. The

first involves wahat has become known as the "safe harbor"

test. The second resurrects the common law standard. To

qualify under the "safe harbor" test five requirements must

be met. These requirements relate to : (1) control of hours

worked, (2) place of business, (3) investment or income fluc-

tuation, (4) written contract and notice of liability, and

(5) filing of required returns. The ability to satify these
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provisions conclusively establishes independent contractor

status; failure to do so subjects the individual to the

burden of establishing his employment status via the common

law.

CASRO objects to H.R. 3245 on the following grounds:

(1) the bill fails to provide the comprehensive solution to

the independent contractor issue envisioned by the passage

of Section 530 of the Revenue Act of 1978 but, rather,

suggests a shallow, artificial, and confusing two step

approach to a situation cryirg out for one set of rules for

everyone; (2) the lack of definition inherent in key pro-

visions of the "safe harbor" test, such as the meaning of

'asset" and*."income fluctuation" in the third requirement,

is certain to inject more uncertainty into an already murky

situation; and (3) the bill would appear to be drafted to

placate certain special interest groups, who have frequently

introduced their own bills to remedy their special problems,

while subjecting others to the common law rules from which

relief is esse-itial. I will cite one illustration of the

shortcomings we perceive in H.R. 3245.

Bear in mind the nature of the work performed by market

survey research interviewers which we described earlier. In

this setting, CASRO has a manifestly legitimate basis on

which to assert that these workers are, for the most part,

independent contractors. The "safe harbor" test, however,
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is not available to most CASRO members because of the arti-

ficial and unrealistic rigidity of part "b" of the third

requirement which provides that:

[t]he individual risks income fluctuation
because his remuneration witb respect to
such service is directly related to sales
or other output rather than to the number
of hours actually worked. (Emphasis sup-
plied).

Whether CASRO members compensate their workers by the hour or

by the interview cannot reasonably have a substantive effect

on the relationship of the company to the worker. Yet, under

the present test, form prevails over substance. The most

recent IRS Letter Ruling on this topic did not find hourly

ompensation to be a material factor. In fact, if "income

fluctuation" is to be a criterion, then the interviewers of

this world meet the standards handily in light of the lack

of continuity associated with their work.

The approach of H.R. 3245, like that of several bills

introduced in the last session which were not enacted, is

designed to assist a handful of industries when dozens of

others are adversely and severely affected. For years, many

employers have in good faith consistently treated individuals

as independent contractors. These employers, who have been

continuously harrassed by the IRS audit practices and regu-

lations, will receive no relief from this proposed legislation.

After years of anticipation that Coxngress would finally

develop a comprehensive, even-handed, and nondiscriminatory

test of employment status, it is most disappointing to find
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that a bill such as H.R. 3245 is even under serious considera-

tion. The common law test, so widely criticized, would remain

the primary standard a worker would have to satisfy in order

to establish that he is an independent contractor should

this bill be enacted.

It is not CASRO's intention to suggest the criteria for

establishing whether an individual is an employee or indepen-

dent contractor. This is a resposibility the Congress undertook

when it enacted Section 530 of the Revenue Act of 1978, and

it is a subject about which this Subcommittee can draw upon

a wide body of expertise not found within our organization.

CASRO does request that the Congress legislate a fair standard

which would clarify the present vague common law, and promote

uniform enforcement by the Internal Revenue Service.

In closing, we would like to remind the Subcommittee of

the often cited prophetic words of Adam Smith some two hundred

years ago:

"The tax which each individual is bound to
pay ought to be certain, not arbitrary. The time
of payment, the manner of payment, the quantity
to be paid, ought all to be clear and plain to
the contributor, and to every other person ...
The certainty of what each individual ought to
pay is, in taxation, a matter of so great im-
portance that a very considerable degree of
inequality ... is not near so great an evil as
a very small degree of uncertainty."

lie ask you, most respectfully, to pay attention to those

words.
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Attachment A

Rev. Rul. 65-188

SYNOPSIS"

In conducting surveys of the response to certain types
of advertising, the X corporation engages individuals on
a short-term basis to interview the public, by telephone
or in person, and to fill in questionnaire forms report-
Ing the results of the interviews. The interviewers are
free from supervision or control in doing the work, and
*the X corporation is interested only in the results as
reported in completed questionaLres. Depending on the
circumstances, the interviewers are paid either by the
hour or a specified fee per interview,. and they may re-
ceive reimbursement for telephone or travel expenses.
Dealings between the X corporation and the interviewers

* are generally by wail. The interviewers are free to re-
fuse any assignment, and to work whenever they please
subject to the specifications of a particular job. Held,
the interviewers are not employees of the X corporatioCn
for Federal employment tax purposes; however, each is
engaged -In a- trad. or business for purposes of the 'Self-
Employment Cantributions Act of 1954.

Advice has been requested whether "resident inter-
viewers' who -obtain information from the public are employ-
ees of the X corporation for Federal employment tax purposes.

The X corporation is in the business of making surveys
of the public response to-certain types of advertising,
either nationwide or in smaller areas. Representatives of
the X corporation, located in different parts of the United
States, maintain lists of individuals who are available to
perform interviewing services in the areas in which they
reside. The resident interviewers, many of whom are house-

' wives or students, perform the services on a part-time
basis. New interviewers are given a 2- or 3-hour training
class by .the X corporation's representative, but subsequent
communications with the interviewer are usually by telephone
or mail.

Whenever the X corporation desires interviews in a
certain area, its representative mails questionnaires and
specifications to selected resident interviewers in the
area. The specifications state the amount and basis of
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payment for the services, the amount, if any, of telephone
or travel expenses for which reimbursement will be allowed,
and any special requirements for the particular assignment.
Examples of special requirements are the restriction of
interviews to a particular time of day, the obtaining of a
specified percentage of interviews with men or with women,
or the completion of the work within a time limit. An
interviewer who does not wish to accept an assignment is
free to return it for reassignment.

If the resident interviewer accepts an assignment, the
work is to be done as specified, but without any other
supervision or control by the X corporation or its repre-
sentative. The interviewer mails the completed question-
naires to the X corporation's representative, who validates
a sample of the work by conducting short re-interviews by
telephone. The X corporation pays the interviewer the
.agreed amount which, depending on the nature of the assign-
ment, may be based either on the time spent or the number of
interviews completed. The interviewer is paid whether or
not the results of. the interviews are entirely satisfactory,
but further assignments are not given to an interviewer who
repeatedly produces poor results.

. -Each assignment to a resident interviewer is for a
specific project which normally requires only a ihort period
of time. In accepting an assignment, an interviewer is
responsible for producing results according to specifica-
tions, may engage helpers for this purpose, and ii not.
obligated to perform the work personally. The interviewer
is free to accept nonconflicting assignments from other
survey organizations. There is no continuity of relation-
ship between the X corporation and the resident interviewer;
and after completing an assignment, the interviewer has no
further relationship with the X corporation unless and until
another assignment is received and accepted by the inter-
viewer.

Under section 3121(d)(2) of the Federal Insurance
Contributions Act (chapter 21, subtitle C, Internal Revenue
Code of 1954), the term "employee" means, among other things,
any individual who, under the usual common la; rules appli-
cable in determining the employer-employ'ee relationship, has
the status of an employee. The guides for determining,
under these rules, whether an employer-employee relationship
exists, are found in section 31.3121(d)-i(c) of the Employ-
ment Tax Regulations.
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It is concluded, upon the basis of the stated facts,
that the X corporation neither exercises, nor has the right
to exercise, such control and direction over the resident
interviewers as is necessary to establish the relationship
of employer and employee under the usual common law rules.
The X corporationis interested only in the results obtained
by the resident interviewers and does not direct or control
the interviewers as to the details and means by which the
results are accomplished. Accordingly, it is held that the
interviewers are not employees of the company for purposes
of the Federal Insurance Contributions Act.

This conclusion is also applicable for the purposes of
the Federal Unemployment Tax Act and the Collection of
Income Tax at Source on Wages (chapters 23 and 24, respec-
tively, subtitle C of the Code). Furthermore, each inter-
viewer-is engaged in a trade or business, the income from
which should be taken into consideration in computing net
earnings from self-employment, for purposes of the Self-
Employment Contributions Act of 1954 (chapter 2, subtitle A
of the Code).
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Attachment B

Rev. Rul. 75-243

SYNOPSIS

Market research survey interviewers. Interviewers paid
on an hourly basis to conduct market research surveys, for
a company that hires from its list of people who waat to
conduct interviews oa a permanent basis, issues specific
instructions for conducting interviews, may select the in-
terview site, sets quotas and deadlines for completion,
does not permit the interviewers to hire assistants or
substitutes, and requires daily reports, are employees
of the company; Rev. Rul. 65-188 distinguished.

Advice has been requested as to the status of an indi-
vidual performing services for a company, under the circum-
stances described below, for purposes of the taxes imposed
by the Federal Insurance Contributions Act, the Federal
Unemployment Tax Act, and the Collection of Income Tax at

.. Source on Wages. (chapters 21, 23, and 24, respectively,
subtitle C, Xnternal *Revenue Code of 1954).

The company is engaged in the business of conducting
market research surveys for it- clients, and recruits indi-
viduals to perform services for it that consist of the
gathering of the market research data from members of the
public.

The company maintains a permanent list of potential
interviewers that have expressed a desire to perform these
services orL a permanent basis. When the company receives a
request from one of its clients, it contacts an interviewer
and engages his services pursuant to an oral agreement.
Under the agreement the interviewer receives his assigru'ents
by telephone and is expected to pick up the necessary inter-
viewing forms, instructions, and other material at the
company's office. While the interviewer is not required to
accept every assignment offered, if he does accept, he is
given a deadline for completion and a quota of interviews
that must be completed. The amount of time for completion
of an assignment varies with the nature of the survey pro-
ject and the number of interviews that must be completed.
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The interviews are generally conducted wherever the
people to be interviewed can be found, such as shopping
centers, stores, homes, etc. Generally, an interviewer may
select his own interviewing area. However, when a large
number of interviewers are working on a single project the
company furnishes each with a specific geographical terri-
tory. Each interviewer is given specific instructions as to
the qualifications of the people to be interviewed and is
supplied with printed questionnaires. The company requires
that only those questions be used during the interview. In
the event an interviewer cannot complete all of his assigned
interviews the company will engage another interviewer to -
help complete his interviews. The interviewer is required
to complete his services personally, cannot engage assis-
tants or replacements, and is required to report to the
company daily on his progress.

When an interviewer has completed his assignment and
turned in the interview forms to the company, a company
representative calls a certain percentage of those persons

* interviewed to verify that-an interview was conducted and
that the proper questions were asked. The company may
terminate the interviewer's services for repeated failure too
complete assigned projects, falsifying reports, or for
failure to follow instructions.

The interviewer is paid on an hourly basis, and is
expected to furnish his own transportation, telephone, and
supplies, such as pencils and clipboards. The company
reimburses each interviewer for transportation expenses such
as parking fees, tolls, gas and oil, incurred in performing
the services. In addition, the company reimburses each
interviewer for the cost of a license or permit, if one is
required.

An individual is an employee for Federal employment tax
purposes if he has the status of an employee under the usual
common law rules applicable in determining the employer-
employee relationship. Guides for determining whether that
relationship exists are found in three substantially similar
sections of the Employment Tax Regulations, namely, sections
31.3121(d)-I, 3].3306(i)-I, and 31.3401(c)-l. Generally,
the relationship of employer and employee exists when the
person for whom the 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
also as to the details and means by which that result is
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accomplished. That is, an employee is subject to the will
and control of the employer not only as to what shall be
done but as to how it shall be done. In this connection, it
is not necessary that the employer actually direct and
control the manner in which the services are performed; it
is sufficient if he has the right to do so. The right to
discharge the individual is also an important consideration.

Rev. Rul. 65-188, 1965-2 C.B. 390, considers the status
of a resident interviewer engaged by a corporation on a
short-term basis to interview the public by telephone or in
person, and to fill out questionnaire forms reporting the
results of the interview. A :iew interviewer is furnished
with a brief training period by a representative of the
corporation. After this initial period all other contact
between the resident interviewer and the corporation is
usually by mail or telephone. The interviewer is not re-
quired to perform the work personally, and is free to accept
or decline an assignment. If an assignment is accepted, it
is to be done according to specifications provided by the
corporation, but without its supervision. Under these
circumstances, Rev. Rul. 65-1.88 holds that the resident
interviewer who obtained information from the public is not
an employee of the corporation for Federal employment tax
purposes.

The facts in this case are distinguishable from those
presented in Rev. Rul. 65-188. In this case the interviewer
is obligated to personally perform the services, is issued
specific instructions with respect to conducting the inter-
view, the type of people to be interviewed, the questions to
be asked, and is required to report his progress to the
company on a daily basis. Generally, the interviewer deter-
mines where the interviews will be conducted. However, the
company retains the right to designate certain areas when it
deems such action appropriate. Although the interviewer
does not require constant supervision, the company has
retained the right to control and direct the interviewer to
the extent necessary for the satisfactory conduct of its
business.

Accordingly, in the instant case, the interviewer is an
employee of the company for purposes of the taxes imposed by
the Federal Insurance Contributions Act, the Federal Unemploy-
ment Tax Act, and the Collection of Income Tax at Source on
Wages.

Rev. Rul. 65-188 is distinguished.
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Attachment C

Rev. Rul. 78-284

The Internal Revenue Service has been asked to recon-
sider the distinctions made in-Rev. Rul. 75-243, 1975-1
C. B. 322, between the facts in that Revenue Ruling and
the facts, in Rev. Rul. 65-188, 1965-2 C. B. 390.

Rev. Rul. 75-243 holds on the basis of facts stated
therein that interviewers are employees for Federal em-
ployment tax purposes. Several factors are listed dis-
tinguishing that ruling from Rev. Rul. 65-188, which holds
that interviewers are not employees.

Rev. Rul. 65-188 implies that individual interviewers
of the type described therein will never be considered
employees. Upon reconsideration it is concluded that the
issuance of Rev. Rul. 75-243 effectively limited Rev. Rul.
65-188.

Accordingly, pursuant to the authority provided by
section 7805(b) of the Internal Revenue Code of 1954,
Rev. Rul. 75-243 will be applied without retroactive
effect with respect to wages paid before July 1, 1975.

53-845 0 - 79 - 41
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Dear Mr. Byrd:

The American College of Emergency Physicians is submitting the attached
written comments related to the Subcommittee on Taxation and Debt
Management Generally deliberations of S. 736, "The Employment Tax Act
of 1979."

We are pleased with the careful review the Subcommittee is giving to
the problems being encountered by msany as a result of the ambiguity of
the classification criteria that has been used by the Internal Revenue
Service.

We will appreciate the Subcommittee's consideration of the unique
difficulties certain provisions of S. 736 will cause for emergency
physicians, as medical professionals have traditionally been considered
independent contractors.

If w6 can be of assistance to you in any way, please do not hesitate
to contact us.

Sincerely,

GergePod mny D
President
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I

INTJRODUCTION

The American College of Emergency Physicians ("ACEP") was founded in 1968
by a group of physicians responding to the growing public demand for improvement
in the care and treatment of medical emergencies. ACEP has grown rapidly and
now has almost 10,000 members whose primary interest is the support and promotion
of excellence in the delivery of emergency medical care.

One of the objectives of ACZP is to foster the working relationships
between physicians, physician groups, professional corporations, and hospitals
providing emergency department facilities for use by physicians. In particular,
we want to encourage and promote the practice of emergency medicine as a full-time
specialty. Any governmental proposal which endangers that practice or makes it
less attractive or fulfilling may correspondingly portend a decline in availability
and quality of emergency care.

There is a continuing need for a concerted national effort to improve
emergency medical services, and to encourage and facilitate the practice of
emergency medicine. For example:

1. Accidental injury, while on the decline is still the leading
cause of death among persons between the ages of 1 and 44 years.

2. Cardiovascular disease is the number two killer in the United
States today, accounting for 960,090 deaths in 1977. Of these, nearly
one-third, or 305,460, were in the category of sudden death due to
heart attack.

3. In 1976, 5,700 deaths were attributed to poisonings and 6,300
deaths were the direct result of serious burn injuries.

We are not pleased with these statistics, but they do reflect an improvement
over prior years. Nevertheless, the incidence of unnecessary death and debilita-
tion that can be attributed to inaccessability of appropriate emergency inter-
vention is far too high. This country has the needed knowledge and technology,
but it is still not being made uniformly available. Rural hospitals in particular
have often lacked for physician coverage of the emergency department and many
emergency groups are providing needed emergency coverage for these comnities.

The hospitals' ability to contract for emergency department coverage has
evolved rapidly over the last 5-7 years and has provided a number of benefits
to the health care system. Specifically, it has helped lessen the impact of
the maldistribution of physicians, particularly for emergency department coverage
in inner city or rural hospitals. At the same time, the quality of care has
risen and, we believe, this system has helped keep the cost of emergency care down.
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It is essential in expanding the availability and increasing the number
of physicians practicing emergency medicine that government regulations do not
discriminate against the emergency physician in contrast to other medical
specialists. The Internal Revenue Service has recently launched just such an
attack, unilaterally attempting to characterize emergency physicians as employees
of groups or hospitals where they provide services -- in derogation of the
traditional common law concept of the physician as an independent professional
responsible to his patients and in disruption of efficient arrangements for
delivery of emergency care.

We see this attack as endangering the attractiveness and independence of
emergency physicians, casting them in a disadvantaged position compared with
other physician specialties.

Such an imposition must be thwarted. We respectfully ask your legislative
assistance.

II

BACKGROUND OF RELATIONSHIPS

Emergency physicians have numerous types of working relationships with
physician groups and hospitals. These various types of relationships are
dictated not only by the preferences of the physicians, but by the needs of the
hospitals and the communities they serve. A key advantage is the ability to
match availability of the medical doctor to the need of the hospital. These
are summarized and simplified as discussed below, although this description is
not intended to be a complete analysis of all operating factors. The work
relationship frequently takes one of three forms, as illustrated on Chart I,
attached.

i) Some hospitals contract with an individual physician or with a
professional corporation owned by a physician or several physicians. The
contracting physician or corporation (the "Group") agrees to arrange or
coordinate for services of emergency physicians for patients of the hos-
pital, and thereby to provide full-time or intermittent coverage. The
Group may, in turn, contract with numerous other physicians directly or
with professional corporations that employ physicians to obtain these
services.

(ii) Some hospitals use their own employee staff physicians to staff
their emergency department, such as military hospitals or certain private
closed-group facilities.

(iii) Some hospitals contract directly with each of several physicians
to provide services at different times and thus attain full-time coverage
of their emergency rooms. These physicians may have their own private
office practices in addition to the contracted emergency services or may
be residents or interns at other hospitals.
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Some emergency physicians by choice negotiate with hospitals or Groups for
a working relationship which will be characterized as an employee relationship.
These generally do so to attain certain employee fringe benefits. Most, however,
have preferred the more traditional independent contractor relationship. The
factors described below relate to the independent contractor group.

Compensation patterns for emergency physicians vary. A report prepared by
the Department of Health, Education, and Welfare, Health Care Financing Admin-
istration, "Study of Reimbursement and Practice Arrangement of Provider-Based
Physicians", December 1977, (the "HEW Report"), indicated that 16% of the
emergency physicians surveyed billed patients directly for their services. Of
the physicians surveyed 26% were compensated directly by the hospital on a
salary basis. 19% received compensation based on a percentage of the gross or
net fees paid by patients using the emergency department services. This means
that 39% of the emergency physicians surveyed were compensated in some other
way, many of them using a variation somewhere between the fixed salary approach
and the strict fee-for-service approach where the individual physician is paid
directly by the patient. These variations are numerous and were not reflected
in the HEW report. For example, this report did not distinguish between physicians
who contract directly with a hospital for services for patients and physicians who
contract with a Group which had contracted with a hospital for patient services.
Compensation patterns for physicians providing services to a Group include payment
of a percentage of fees generated and payment of hourly fees.

Emergency physicians other than physicians retained as employee staff physicians
control the number of hours which they work and the scheduling of their work.
Generally, they notify the hospital or the Group in advance to advise it of the
time they choose to work for a following week or month, and the shifts that they
choose to work, either or both of which may be irregular. They frequently work
longer hours than originally anticipated when the emergency department is crowded
or patients need additional care. In addition, they generally have the right to
change their schedule with little notice.

Independent emergency physicians generally receive no fringe benefits from
the hospital or the Group. Physicians who contract directly with hospitals often
carry their own malpractice insurance. Physicians who contract with a Group are
generally covered by the Group's malpractice insurance policy, although many Groups
charge these physicians with each physician's pro rata share of the malpractice
insurance premium.

Finally, emergency physicians work independently and with review either by
the hospital or the Group (other than review extended to all physicians who are
admitted to practice at a hospital) and provide services to patients in the same
manner, relationship, and responsibility as does any physician.

III

PROBLEM

No cases have *pecifically reviewed the common law tests with respect to a
physician who provides emergency medical care services in a hospital. In general,
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however, most emergency room physicians have relied on Rev. Rul. 66-274, 1966-2 C.B.
446, and similar authorities to support their characterization as independent con-
tractors with the hospital. In that ruling, a hospital contracted with a physician
to serve as director of its Department of Pathology. The individual was paid a
percentage of fees for his services, was required to pay the remuneration of any
physicians that he hired to assist him, and was permitted to perform services for
other hospitals. In fact, the individual performed pathology services at three
different hospitals. The ruling held that the individual was not an employee of
the hospital.

When the Internal Revenue Service started its "purge" of independent contractors
in the 1970's, it mounted its attack on physicians in their relationships with hos-
pitals by issuing Rev. Rul. 72-203, 1972-1 C.B. 324 and Rev. Rul. 73-417, 1973-2
C.B. 332. Rev. Rul. 72-203 held that associate physicians working for an independent
contractor pathology director were considered employees of the individual pathology
director (but not of the hospital). Rev. Rul. 73-417, issued subsequently, however,
found the hospital pathology director to be an employee of the hospital -- directly
undercutting Rev. Rul. 66-274 by its insinuations of control, rather than by out-
right reversal. Both rulings reflected an attempt by the Internal Revenue Service
to change law and expand its "employee" grip over independent physicians.

More recently and specifically, the Service issued Private Rulings 7833002 and
7804002 which held that certain emergency physicians were employees of the hospitals
where they performed services. In the first ruling, the physicians were paid an
hourly fee for a fluctuating amount of time which each physician would determine in
his own discretion to perform each month and at a time which each physician requested
and was agreeable with the hospital. The latter ruling involved contracts with a
five-physician group to perform full-time coverage on a percentage fee basis to an
emergency room. In neither case did the hospital or its staff provide any control
over the manner or means by which the physician performed his services.

This recent Internal Revenue Service attack is contrasted with the result in
Azad v. United States, 388 F. 2d 74 (8th Cir. 1968). This case appears to be the
court of highest review which has addressed the independent contractor question for
physicians. It held that the physician radiologist who managed the Radiology
Department of a hospital was not its employee. Neither the hospital nor the doctor
regarded each other as an employer-employee. The physician was not restricted to
the performance of services solely in that hospital, was not controlled or super-
vised, did not pay rent to the hospital for its facilities, and was not subjected
to hospital rules other than those which applied to all members of the medical
staff. The physician was paid by percentage of fees of the lidiology Department.

We believe that Azad is a fair example of the application of ccinwn law rules
to physicians. Accordingly, the Service is improper in its recent attempts to revise
the interpretation of these rules for physicians.

In particular, protection from the Internal Revenue Service's revisions of
these rules is needed to clarify that independent physicians who receive compensa-
tion based on fees (including hourly fees), control their own hours and scheduling,
and are not subject to review of the manner and means of performance of services
are independent contractors, both with respect to the hospitals and/or Groups for
which they perform services.
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Iv

PROPOSALS

A. Treasury Proposal.

The Treasury has proposed continued use of the common law test, but with a
superimposed requirement that individuals withhold 10% of compensation paid to
independent contractors, unless the payment is not made pursuant to a trade or
business of the payor, the payee receives payments for similar services from
five or more persons, or the payee represents that the 10% withholding would
"over withhold" his tax liability. As such, the Treasury's proposal is counter-
productive. In the simplest situation, it provides no assurance that an individual
physician is an independent contractor. Thus, if the Internal Revenue Service
believed that a hospital or Group were "unreasonable" in its determination that an
individual was an independent contractor, the hospital or Group would be exposed to
substantial retroactive tax liabilities, even if it had withheld the required
10% amount.

How would a hospital know whether it was reasonable or unreasonable? No
doubt the hospital would rely on cases such as Azad, supra, to support its
reasonable determination that the individual was an independent contractor. The
Internal Revanue Service might counter with other arguments (however elusive) to
assert that the physician was an employee. Must a hospital continue to be at the
mercy of the Internal Revenue Service on this issue -- with all of the administra-
tive cost, disruption, and potential liability which that entails? That is exactly
what the retroactive "moratorium" adopted by the Revenue Act of 1978 sought to
prevent.

more difficulties arise when a hospital makes payments to a professional
corporation Group which manages its emergency department and that Group makes
payments to other professional corporations, which, in turn, make payments to
individual doctors for work performed. At what level should the 10% amount be
withheld? Is multiple withholding required against each level of payment?

Many physicians present a separate bill to their patients either directly or
through their hospital's billing service. Would the Internal Revenue Service
attempt to characterize these doctors similar to the "direct sellers", thereby
requiring them to remit 10% of their patient fees to the hospital to satisfy the
purported withholding requirement? Testimony submitted by the Department of
the Treasury may indicate that the Service may indeed attempt such an expansive
application of the 10% withholding.

Finally, nwserous interpretative questions would be difficult to resolve.
The concept of "similar services" in the exemption for payments from five payors
is ambiguous. Mechanical calculation of the over-withholding exemption will be
cumbersome and arbitrary when it is coordinated with the effect of other income,
losses, investments, net operating losses, and estimated tax payments which a
physician might sustain.



644

Not only is the Treasury's proposal over-reaching, arbitrary and ambiguous,
but it is also unnecessary -- particularly as to physicians. The Treasury's
proposal was grounded on the premise that 10% withholding was required for all
independent contractors to remedy noncompliance. Toe Treasury proposal indicates
that individuals earning over $50,000 or $100,000 reported 94.6% and 99.9%, res-
pectively, of their compensation. Although no comparative data was included with
respect to persons characterized as employees, we assume that this percentage of
reported compensation for independent contractors compares favorably with reported
compensation for employees. Most physicians are relatively "high bracket" tax-
payers. (See HEW Report). Accordingly, the Treasury's proposal imposes burdens
on physicians and hospitals without providing any substantial benefit in increased
tax collections.

B. S. 736.

S. 736 is helpful in that it attempts to create an objective definition of a
working relationship which will be considered an independent contractor relation-
ship. To a large extent, the statutory definition therein can be helpful in
assuring physicians of an independent relationship with hospitals and Groups. This
intended coverage can be inferred from the background of this legislation that con-
sidered physicians as independent contractors. It may create an unintended problem,
however, in that its speftlic language may not clearly cover the physician rela-
tionship. The Committee should take this opportunity to insure that the intended
result is actually achieved. Toward this end, several of the tests in S. 736 need
amplification or amendment to assure that independent physicians will be afforded
statutory protection from improper or expansive challenges by the Internal Revenue
Service.

1. The first test of independent status (Section (b)(1)) is met if the
individual controls the aggregate number of hours actually worked and sub-
stantially all of the scheduling of the hours worked. Emergency physicians
generally notify hospitals or Groups in advance (weekly or monthly) of the
hours that the physician will generally work and what shifts the physician
chooses to work for that time period. Frequently, these physicians work
longer hours than they originally chose simply because of the volume of patient
needs and the physician's own fee.irg of professional responsibility. Thus,
the physicians would satisfy this test. Nevertheless, the Committee reports
and explanation of the Bill should indicate that if an individual can period-
ically choose how many hours he wants to work and when he wants to work them,
he will be deemed to satisfy this test of hours and scheduling.

2. The second test (Section (b)(2)) requires that the individual not
maintain a principal place of business or, if he does, the principal place
of business is not provided by the person for whom services are performed
or, if so provided, the individual pays rent therefor. The application of
this test to the emergency physician/hospital relationship is unclear. An
emergency physician who performs services at a single hospital on a full-
time basis (but with control over the aggregate number of actual work hours
and scheduling) might be deemed to maintain a principal place of business
at the hospital. In fact, however, his services are provided to the public
generally, and his professional responsibility runs to his patients. If so
construed, the clause would be satisfied, even though the physician did not
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pay the hospital rent, since the clause requires the payment of rent only if
the principal place of business is obtained from the person to whom service is
provided. To reiterate, in this situation the services are provided by the
physician for his patients, not the hospital which makes the facilities
available.

We are concerned that the Internal Revenue Service may misinterpret this
clause in the context of emergency physicians, and deem the hospital as the
person for whom services are rendered. Thus, the Internal Revenue Service
might argue that these physicians could not satisfy this test, thereby rendering
S. 736 ineffective in resolving the employment tax dispute for emergency physicians.
Medicare/Medicaid rules, ad valorem tax problems, and industry restrictions
prevent most hospitals from allowing emergency physicians to directly pay rent for
the facilities. Moreover, it would be contrary to industry practice for a
hospital to charge physicians for the use of its facilities. That charge is in
fact borne by patients.

Accordingly, to provide substantive relief for emergency physicians, this
Committee should indicate that patients will be deemed the persons for whom
services are performed, notwithstanding that the services are performed in an
emergency department of a hospital and pursuant to contractual arrangements with
a hospital for the performance of services for patients.

3. The third and last substantive test (Section (b) (3)) requires either
that the individual have a substantial investment in assets used in connection
with the performance of the service or that the individual be remunerated in a
manner directly related to sales or other output, rather than the number of hours
actually worked. Although this test may have originally contemplated an invest-
ment in tangible assets, it should be extended as well to substantial invest-
ments in intangible assets. A physician's sizable investment in costs and
time of a professional education is as meaningful an investment as another
individual's investment in tangible equipment. Moreover, the Income Tax
Regulations recognize that a specific professional education is an asset which
is, in part, capital in nature. Treas. Rag. 61.162-5(b). Since a physician's
education and training requires a substantial investment in both time and money,
physicians should be deemed to satisfy the investment test and the Committee's
report should so indicate.

most emergency physicians clearly satisfy the alternative income fluc-
tuation test in Section (b) (3), since their remuneration is either direct
patient fees or a percentage of fees collected for the physicians by the
hospital or Group. Other emergency physicians, similar to other professionals,
calculate their fees on a simple hourly rate and bill hospitals or Groups a fee
based on hours of service rendered. Since such a negotiated fee for professional
hours worked would, in fact, be related to that physician's *sales or other
output" and would correspond with industry practice for many, if not most,
professionals, such a compensation arrangement should satisfy the income fluctua-
tion criteria. Accordingly, the Committee should indicate in its report that
the prohibition in this test of payment based on the "number of hours actually
worked" should not apply to professionals who are normally remunerated for
services performed based on a fee for hours worked.
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V

SUMMARY OF SOLUTIONS

As indicated above, S. 736 can be used as a basis for solving the dilemma of
hospitals, Groups, and emergency physicians, but it will require clarification to
insure that Congress' intent is not thwarted by the Internal Revenue Service's zeal
to characterize individuals as employees. The clarifications necessary have been
noted above, but are summarized here for review -.nd evaluation:

1. The Committee should oppose -- or at least deal cautiously -- with
the proposed mandatory withholding for independent contractors. In particu-
lar, it should require an exemption from such withholding if the payee anti-
cipates adjusted gross income of $35,000 or more for the year.

2. The Committee should emphasize that the hours and scheduling test will
be satisfied if the worker can periodically choose how many hours he works and
when he works them.

3. The Committee should emphasize that a physician or professional cor-
poration will be considered performing services for patients, notwithstanding
that the physician or professional corporation, either directly or through
other physicians or professional corporations, might have contracted with a
hospital to perform services for these patients without payment of rent to
the hospital for use of its facilities.

4. The Committee should illustrate the substantial investment in assets
test by reference to a physician's investment in time and money for profession-
al education and training.

5. The income fluctuation test, which requires remuneration to be re-
lated to sales or other output "rather than to the number of hours actually
worked", should be modified by explanation or amendment to indicate that this
test will be satisfied if the "output" is professional services and if industry
practice would normally remunerate a professional on an hourly fee basis.

6. We urge that S. 736 be amended to assure independent contractor status
if the worker meets 4 of the 5 prescribed tests, rather than requiring him to
meet all of the tests. This would insure that personnel such as emergency
physicians, intended to be classified as independent contractors, were not
misclassified because of a technicality in the statute. A "preponderance"
test would provide a more workable solution to finalizing the status of
individuals, and would prevent the unwarranted Internal Revenue Service attack
on work relationships.

7. Alternatively, an additional sixth test could be added that an
individual must obtain a license from a professional association or govern-
mental agency to render the services involved, and the statute modified to
require that an individual meet 5 of the 6 tests to be considered an indepen-
dent contractor. Use of a license as an optional statutory test of an in-
dependent contractor is appropriate since it identifies those persons who have
generally received special training and who generally have particular indivi-
dual responsibility for their work performed.
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S. Finally, and most simply, Congress could assure independent contractor
status to physicians by adding a clause to S. 736 to specify that physicians,
substantially all of whose services involve treating patients in private offices
or in hospitals or clinics, shall be deemed independent contractors if their
services are performed pursuant to a written contract which specifies indepen-
dent contractor status.

VI

CONCLUS ION

The preservation of the independent contractor status of emergency physicians
is critical to continuing improvements and advancements in emergency care. It is
key for several reasons:

1. To make these physicians employees will only add to the cost of
health care. For example, if emergency physicians who work with numerous
hospitals were considered employees of the hospitals, each hospital would
pay the FICA tax on that physician -- resulting in a maltiplication of the
social security taxes paid on that physician over the amount of self em-
ployment tax he would have paid as an independent contractor. This excess
cost is undoubtedly passed on to the public as increased health care costs.

2. Characterization of these physicians as employees would interfere
with the traditional role of the physician and is a threat to the independent
judgment of the physician.

In summary, the doctor/patient relationship has traditionally been a paradigm
of independent contractor relationship. S. 736, as originally drafted, made no
attempt to define statutorily this relationship as independent, since it was pre-
sumably assumed that the Internal Revenue Service would recognize the relationship
as an independent contractor relationship.

We understand the scope and significance of the issues which the Committee must
now confront structuring a fair and equitable tax system which overlays a complex and
changing society involves difficult line-drawing. Perhaps for these very reasons,
we are particularly aware of the unique physician/patient relationship which has
existed for centuries: and the paramount responsibilities which stem from that re-
lationship. We desire to insure and protect the right of physicians, including
those in emergency health care, to maintain that relationship -- professionals
whose responsibilities to their patients are their own.

Notwithstanding all the dialogue about simplification, the Treasury Department
seems willing to embark upon a course that will likely make an already complex and
overburdened tax system even more so.

We urge that this Comsittee maintain the independence of the emergency
physicians and the quality of services they perform by rejecting the Treasury
Department proposals and by adopting legislation comparable to S. 736 with the
clarifications suggested in this statement.

We are grateful to the Coomuttee for this opportunity to be a part of this
important legislative process.
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Recommended Language Changes and clarifications
Related to Provisions in

H.R. 3245 "Independent Contractor Tax Status Clarification Act of 1979"

submitted by the
American College of Emergency Physicians

We suggest that the following change be made:

(b) REQUIREMENTS - For purposes of subsection (a), the requirements
of this subsection are met with respect to service performed by
any individual if four of the folouing five conditions are met.

In the subcommittee's report under discussion of paragraph (b)(1) CONTROL OF
HOURS WORKED, we suggest that the following paragraph of clarification be in-
cluded:

%... Because some services must be made available without interruption
during a given period of time and those persons responsible for inmuring
that this service is available without interruption need prior corzit-
ment from contractors of their intentions to be available at specific
times, this test is satisfied if an individual contractor can periodicaly,
perhaps on a weekly or monthly basis, indicate how many hours he or she
wants to work and when this work will be performed."

In the subcommittee's report under discussion of paragraph (b)(2) PLACE OF
BUSINESS, we suggest that the following paragraph of clarification be
included:

"...The Cocmittee recognize that the independence of the relationship
between the physician and his or her patient has been traditionally
regarded as inviolable. Even though some physician services are
regularly provided in one location such as a hospital, and the hospital
sometimes serves as the billing agent for the physicians, it is not the
Comittee'a intent that the hospital be construed as the person for
whom the physician services are performed. When provided by a physician,
medical services are performed for the patient without regard to the
location wher those services are performe$.

In the subcottee's report under discussion of paragraph (b) (3) INVESTMENT
OR n#MeCO FLaTuATICK (A) "Investmnt in Assets", we suggest that the follow-
ing paragraph of clarification be included:

"...Assets are generally considered the tangible fao:ities or equip-
ment used by workers in performing given responiilities. The Cowvnittee
recognies that in the preparation for some professions, such as la and
medicine, there ie a substantial investment in the intangible asset of
training and education that must be made before the professional can
legally perform services. The Co'utittee considers this training and
education to be a, asset in the terms of this section. Therefore, these
professionals will be deemd to satisfy the investment in assets test."

In the subcommittee's report under discussion of paragraph (b) (3) INVESTMENT
OR INCOME FLUCTUATION (B) "Income Fluctuation", we suggest that the following
paragraph of clarification be included:

"...Many professionals, after a review of their experience of the charges
for service, have developed hourly equivalents as a matter of convenience
and practicaZity. The oomwittee's intention is that the prohibition
against payment of charges calculated by the number of hour actually
worked should not apply to professionals who are at times rem:nrated
on this basis."
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STATEMENT OF
COLONIAL LIFE AND ACCIDENT INSURANCE COMPANY

SUBMITTED TO
THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE SENATE COMMITTEE ON FINANCE.
SEPTEMBER 17, 1979

Background

Colonial Life and Accident Insurance Company (the

Company) is a corporation organized under the laws of the

state of South Carolina with its principal place of business

located in Columbia, South Carolina. The Company has been

engaged in the life and accident insurance business for

approximately forty years and its insurance products are

sold in most of the fifty states.

The Company's products are sold through a distribution

system of independent sales representatives which is relatively

common in the insurance industry. Some of the representatives

are "agents" and sell primarily products developed by the

Company. Other representatives are 'brokers" and sell

products developed by a number of companies. Still other

representatives have supervisory functions over agents

in addition to their own sales functions. All of the represen-

tatives are compensated by commissions, based strictly on

production. In addition, and depending on the level of

production, representatives may be eligible for various prizes,

including automobiles and trips. All of the representatives

are responsible for maintaining their own place of business and

appropriate licenses, and are responsible for their own

expenses.
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Although some of the representatives have been affiliated

with the Company for a number of years, the Company ex-

periences a fairly high rate of turnover and some representatives

are affiliated with the Company for only a few weeks at the

time. Some of the representatives work essentially full-

time; others may maintain totally distinct businesses in

addition to marketing the Company's insurance products. All

representatives are retained under written agreements which

provide that the relationship with the Company is that of

principal-independent contractor, and which specify that the

Company shall have no direction or control over the time or

activities of the representative. The Company files appropriate

information returns with the Internal Revenue Service and

provides copies of such returns to its representatives.

For sound business reasons, the Company utilizes independent

contractors as opposed to employees to perform the sales

function. The Company has found, through years of experience,

that insurance sales personnel work best when they have

freedom to operate with independence and when their activities

are motivated by incentive as opposed to directive. In the

Company's view, individual initiative and individual responsibility

are primary determinants of an effective sales force. The

Company is proud of the representatives associated with it, and

the representatives are proud of their independence.

Prior to 1975, the Company had been audited by the

Internal Revenue Service (IRS) on various occasions with no

question ever raised as to the status of its representatives

53-845 0 - 79 - 42
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as independent contractors. The Company has always carefully

monitored IRS rulings and cases to assure compliance with

technicalities required to maintain the principal-independent

contractor status.

During 1975, the IRS began an audit of the Company and

ultimately determined that supervisory sales representatives

of the Company were in fact employees. At the same time,

the IRS made a factual finding that soliciting agents and

brokers representing the Company were in fact independent

contractors. Fased on its determination, the IRS subsequently

proposed an assessment of several million dollars against

the Company, consisting of alleged deficiencies in withholding

taxes, FICA taxes, and FUTA taxes. The assessment was made

despite the fact that the Company had not changed its method

of operation or its relationship with representatives since

prior audits, and despite the fact that the Company carefully

complied with existing IRS rulings and cases. In fact, the IRS

had changed its position and had applied this changed position

retroactively. Ultimately, the IRS conceded the case against

the Company as a result of passage of Section 530 of the

Revenue Act of 1978.

During January of 1979, the Company became aware that

many of its representatives were the subject of audit by the

IRS. On inquiry, the Company learned that the audits were

the result of a survey or study being undertaken by the IRS

in an effort to determine the tax compliance levels of

independent contractors. The Company requested, under the
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Freedom of Information Act, substantial information regarding

the study. The request was denied with the exception of some

instructional pages out of an Internal Revenue Manual Supplement.

The information provided was of absolutely no use to the

Company in determining either the methodology of the survey

or the results of the survey as to representatives associated

with it.

Based on its own analysis of information provided by a

substantial number of representatives, the Company has reason

to.believe that the compliance rates of representatives

associated with it are excellent. Indeed, the survey under-

taken by the IRS itself indicates a high level of compliance

by independent contractors within the insurance industry at

large.
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The IRS Study

During late 1978 and 1979, the IRS conducted a study

in an attempt to determine levels of compliance of workers

that it had reclassified as employees. The IRS has placed

great weight on the results of that study and contends that

the results are a convincing factor in support of drastically

expanded withholding requirements.

We strongly question the findings of the study.

The sample selected by the IRS was unweighted, and we

question whether it was representative of the universe of

independent contractors. Furthermore, the sample drew no

correlation between compliance levels of various categories

of independent contractors and the "safe harbor" factors of

S.736 and H.R. 3245, and we strongly question whether it is

representative of compliance levels which could be anticipated

for contractors qualifying under the "safe harbor" test. Even

assuming that the IRS compliance figures are statistically

sound, we are aware of nothing in the study which establishes

that non-withholding is the cause of low compliance or that

greatly expanded withholding is the cure. Specifically, it

appears that no comparative surveys were conducted to

determine if the fact of withholding or non-withholding is

really the critical factor in compliance levels of various

taxpayers. For example, we are aware that some insurance

companies, by choice and for their own reasons, use employees

as opposed to independent contractors in their sales forces.

We would be interested in a comparison of compliance rates
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of self-employed agents with those of employed agents.

Furthermore, it may be that withholding requirements are not

the primary determining factor in levels of compliance, but

rather income level is. It is noteworthy that a cursory

examination of the exhibits submitted by the Administration

at the June 20, 1979 hearings before the Select Revenue

Measures Subcommittee of the House Ways and Means Committee

would support this theory (See Chart No. 2). It may also

be that preparation of information returns (e.g., Forms 1099,

W-2) is the determining factor. The Company, for example,

has always provided Forms 1099 to its representatives, as,

we believe, many insurance companies have. This may well

account for the high level of compliance by independent

contractors in the insurance industry.

In summary, we question not only the results of the IRS

survey, but also the ultimate conclusion drawn from the

survey by the IRS that the key determinant of high compliance

levels is withholding.
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The Administration's Proposal

Based primarily on its conclusions regarding compliance

leVels, the Administration has proposed major changes in the

withholding requirements for independent contractors, including

the imposition of substantially increased responsibilities

on payors.

The Administration, specifically, has proposed that a

flat rate of 10% 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 existing common law test

would be maintained for purposes of determining who is an

employee as opposed to an independent contractor, although

the Administration has indicated that it would agree to a

more objective standard (if such standard classified a

sufficient number of workers as employees). In the case of

reclassification of workers, payers would be liable for a

penalty of 10% of the amount of wages not withheld on,

plus FUTA taxes, plus the employer's share of FICA taxes. The

penalty tax would be abated if it were "reasonable" for the

payor to treat the worker as an independent contractor and

if the payor had withheld the 10% flat rate (or where the

worker had elected out of the system). It should be noted

that if the payor acted "unreasonably," the 10% penalty

would be in addition to the 10% flat rate already withheld.

If the payor had not withheld any amount, apparently the
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law existing prior to passage of Section 530 of the Revenue

Act of 1978 would continue to apply.

The Administration has further proposed that information

reporting requirements be strengthened. Specifically, the

penalties for failure to file information returns would be

increased, copies of information returns would be required

to be provided to workers, and the information return requirements

would be extended to "buy-sell" situations.

The Administration, finally, has suggested that consideration

be'given in the future to increasing SECA tax rates relative

to FICA tax rates to bring the two into parity.

As an alternative to its primary proposal, the Admini-

stration has proposed replacing the common law test, and

requiring normal graduated rate withholding on all workers

unless such 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 non-

transportation business); 3) employees of his or her own who

provided a substantial portion of the services 'or which compensation

is received; or 4) substantial continuing expenses and

concurrently performed services for more than one payor.

(We are uncertain as to whether the four tests are conjunctive

or disjunctive; we assume they are disjunctive.)

From analysis of its two proposals, it is evident that

the Administration is concerned simply with maximizing

withholding to the extent politically feasible since it has

determined that withholding equates with higher compliance.



658

Although withholding by definition assists with high collection

levels, we question - as noted previously - whether withholding

iS-really the primary determinant of high compliance levels.

We are inclined to believe that information reporting to the

IRS, coupled with fear of audit, are the more important factors.

We also contend that there are principles other than

individual compliance levels which are entitled to consideration

in determining whether to expand withholding requirements.

For example, we would place weight on the right of free

people to enter into contractual relationships defining

their respective rights and obligations. We would place

weight on the principle that individuals are responsible for

their own actions and for payment of their own taxes. We

would place weight on the principle that individual initiative

and responsibility should be encouraged. As a general

matter we contend that the desires and burdens of the

public, as opposed to the particular desires and burdens of

professional tax collectors, are entitled to special conside-

ration under our form of government. Furthermore, we contend

that if the Government desires to further intrude on tne

lives and affairs of its citizens, it has the burden of

proving that such intrusion is necessary and justified.

We do not believe the Government has carried its burden in

this particular matter.

The Administration has proposed a fundamental change in

the tax responsibilities of principals and independent con-

tractors which can have far-reaching implications. We do not
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believe a change of this magnitude is appropriate, much less

necessary, to accomplish the desired purpose of higher com-

pliance levels.

We urge this Subcommittee to reject the Administration's

proposal and to adopt a proposal - specifically S.736/H.R.

3245 - which retains the traditional rights and responsibilities

of principals and independent contractors, while at the same

time resolving past uncertainties and encouraging higher

individual compliance through strengthened information reporting

.requirements and existing audit tools of the IRS.

S.736/H.R. 3245

S.736/H.R. 3245 is an attempt to legislatively codify the

fundamental elements of the common law test of respondeat

superior and thus avoid for the future the uncertainty and

the unfairness of the common law test as it has been applied

by the IRS in recent years.

The essence of the common law test is exercise of

control or right to control a worker as to the details and

means by which a particular job is performed. The test is

an expression of the principle that if an individual exercises

sufficient control over another individual, the former, as a

matter of social policy, should have responsibility for

actions of the latter while the latter is subject to that

control. Contrary to the assertion of the Administration,

these common law principles of control and responsibility

are entirely appropriate in the tax context. If an individual

controls the work done by another, controls the income and
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expenses in connection with that work, and controls the

payment for that work, then it is not unreasonable to place

responsibility on the former to withhold funds to meet the

latter's obligations to the Government. On the other hand,

if parties have specifically contracted away the element of

control, if a worker works at his or her own pace and schedule

and is responsible for his or her own expenses and production

of income, then we contend that it is inappropriate to

impose the responsibility for withholding on the payor.

The withholding tax system came into being as a result

of the Current Tax Payment Act of 1943. At the time of

passage, the Congress "found it impracticable to apply the

withholding provisions to income other than wages...' Sen.

Rept. 221, 78th Con., Ist. Sess., 1943 C.B. 1314, 1319. We

contend that this finding continues to be valid for reasons

including (1) the inequity of overwithholding where a worker's

income fluctuates depending on his or her own efforts and

expenses, (2) the administrative costs connected with withholding,

and (3) the inappropriateness of placing responsibility on a

payor who does not have the appropriate degree of control

over a worker and over the worker's production of taxable

income.

We note that the Administration's alternative proposal is

not unlike S.736/H.R. 3245 in concept. It would provide a

"safe harbor" test for independent contractor status based

upon objective facts. However, the Administration's alternative

"objective factors" do not focus on elements of control, or
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on the appropriateness of a payor's responsibility, but

rather on indications of wealth and economic substance of

the worker. We do rot believe these latter criteria are

appropriate.

For example, with respect to "maintaining a place of

business", whether or not a worker works out of the home

would appear to be of little relevance in determining the

appropriateness of placing withholding responsibility on a

payor. In our judgment, this factor would be of

relevance only if the payor provided the principle place of

business for the worker without cost to the worker.

Similarly, the Administration's exclusion of transportation

vehicles from the "substantial investment and assets test"

appears convenient to the IRS desires, rather than relevant to

the issue of responsibility for withholding. Automobiles

often constitute a very substantial investment, and are in

fact critical in some businesses, particularly the insurance

and other sales businesses where the product must be "carried"

to the customer. The appropriate consideration in this

connection would appear to be whether or not a transportation

vehicle is in fact used in the worker's business, and whether

such vehicle is provided at the worker's own expense or is

provided at the expense of the payor.

The "presence or absence of employees retained by the

worker" is relevant to the withholding issue, but alone does

not determine whether or not a worker may have a fluctuating

income, a risk of loss, and a taxable income substantially
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less than gross amounts paid by a payor. "Substantial

continuing expenses" is a relevant factor, although if the

purpose of this test is to identify workers with fluctuating

incomes and a risk of loss, it would appear that the tests

could be better stated in the more direct fashion.

In summary, the Administration's alternative proposal

appears to be little more than a limitation of the provisions

of S.736/H.R. 3245 in an effort to exclude the maximum number of

workers from the status of independent contractor. It is

not an attempt to address the fundamental issue of responsibility,

and the appropriateness of placing that responsibility on a

particular payor. S.736/H.R. 3245 does represent such an

attempt, and we contend that it succeeds.



Administrative Burdens and Estimated Costs of Compliance With
the Aii-nistration's Proposal

The Company has analyzed the Administration's primary

proposal and alternative proposal with a view to determining

the anticipated administrative burdens which would have to

be assumed by the Company if the proposals were implemented,

as well as the anticipated costs of such compliance.

The Administration's proposals would extend the Company's

withholding requirements to some 1800 to 2000 representatives.

The Company estimates a cost of over $30,000 to initially

implement the system changes required under the Administration's

primary proposal and over $80,000 to initially implement changes

under the alternative proposal. These estimates include

consideration of computer program design, installation and

implementation; modification of commission compensation

systems; modification of master control files; and coordination

with current payroll systems. The system operating

charges are estimated to be over $18,000 per year. In addition,

it is estimated that 3 to 5 employees would have to be

hired for the new work under either proposal. The additional

salaries, plus mailing, printing, and other overhead expenses

would range between $40,000 to $50,000 per year. Under the

Administration's primary proposal the Company would have no

increase in additional FICA or FUTA taxes. Under the Administration's

alternative proposal, the Company would have an annual

liability for additional FICA and FUTA taxes (based on 1979

FICA rates of 6.13% on $22,500) of some $700,000 to $800,000.
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The Company estimates the income potentially earned from

"float" under the Administration's primary proposal at less

thatn $7,000 per year. There is no doubt that either of the

Administration's proposals would impose substantial costs on

the Company.

Along with the financial costs noted above, there would

be associated problems in administering the new withholding

system. Due to the high turnover rate of insurance represen-

tatives, simply keeping up with withholding documents would

present an administrative problem. Unlike the Company's

home office employees, many times a sales representative is

retained by the Company but only produces for three to four

weeks before terminating. Assuming withholding would be

calculated on a monthly or quarterly basis, this could many

times leave the Company with no cash due the agent to deduct

the withholding amount from. Furthermore, due to the independent

nature of the Company's representatives, a representative

could in fact no longer be soliciting business for the

Company and the Company not know it for several weeks.

The communication between the Company's home office and

the representatives relative to the various documents which

would have to be signed before withholdings could take

effect would be difficult since the representatives do not

physically work on the home office premises. The representatives

travel a great deal and are difficult to contact. Often the

Company has insufficient addresses or telephone information

on representatives until several weeks after they begin

producing business.
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Additional withholding problems would arise with respect

to compensation paid to representatives in kind. For example,

automobiles and trips are awarded frequently for outstanding

production and are reported for information and tax payment

purposes. However, withholding on such items would be very

difficult.

Some of these administrative difficulties may appear

insignificant at first glance. However, they are real, they

involve time, and they epitomize the type of real world

problems and "red-tape" that businesses face - and that tax

collectors too often ignore - when new tax requirements

are proposed.

When the administrative costs and burdens of complying

with the Administration's proposals are compared with the

relatively small amount of taxes which would be withheld,

it is indeed questionable if the assumed benefits to the

Treasury justify the actual costs to the public.



666

Conclusion

The Company submits that S.736/H.R. 3245 would adequately

protect the interests of all concerned and would accomplish

the desired purposes. It would restore certainty to the area

of employee-independent contractor status determinations.

It would identify specific criteria which if met would

negate "payor control" and thus negate the appropriateness

of "payor responsibility". It would require the provision

of information which would encourage compliance. It would

require that independent contractors be specifically advised

of their employment tax obligations.

We urge this Subcommittee to recommend enactment of

S.736/H.R. 3245 as the comprehensive and permanent solution

to the problem of employee-independent contractor status

determinations. However, if the Congress should determine

that it cannot enact a permanent and prospective solution

to the problem this year, then we urge that the relief pro-

visions of Section 530 of the Revenue Act of 1978 be extended

until the final solution is concluded.
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CLARIFYING THE TAX STATUS OF INDEPENDENT CONTRACTORS

September 17, 1979

"It Is the declared policy of the Congress that the
Government should aid, counsel, assist, 'nd protect,
insofar as is possible, the Interests of small busi-
ness concerns in order to preserve free competitive
enterprise..."

(P.L. 85-536, as amended,
Section 2(a), Small Busi-
ness Act.)

*Of Ole Naatkr Sm fStness Asodan



669

STATEMENT OF THE
SMALL BUSINESS LEGISLATIVE COUNCIL

BEFORE THE
SENATE FINANCE CDMMITTEE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
HOLDING HEARINGS ON

S. 736
CLARIFYING THE TAX STATUS OF INDEPENDENT CONTRACTORS

The Small Business Legislative Council is an organization of over 70

national trade and professional associations and their affiliates representing

over 4 million small businesses throughout the country.

Independent contractors are an integral part of the small business

community which the SBLC represents. The status of the independent contractor

is essential If individual entrepreneurship and small business is to flourish

in this country. The reclassification of independent contractors as employees

is anti-small business with an adverse effect on the job market, as well as

causing an adverse effect on anti-inflation efforts by increasing costs of

doing business and reducing competition. For this reason SBLC supported the

interim relief granted to taxpayers in Section 530 of the Revenue Act of 1978,

and now lends its full support to S. 736, the bill sponsored by Senator

Robert Dole. The 48 member associations of the Small Business Legislative

Council supporting S. 736 are listed on Attachment A to this statement.

Prior to the legislative action taken by the Congress last year, the

Internal Revenue Service had initiated a campaign in some areas of the country

to challenge and alter the tax status of small business people filing as

independent contractors. Despite repeated defeats in the courts and sharp

criticism from the GAO, the IRS had increased pressure for changes in the

basic make-up of the industries utilizing this status -- that is, the
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reclassification of the independent contractors from small business people

to employees of companies. The major motivations of the IRS in justifying

reclassification appeared to be a desire to correct alleged under-reporting

of income by independent contractors, to bolster the Social Security trust

fund by changing from a self-employed payment system to a FICA system, and

to provide unemployment compensation to these individuals.

The Treasury Department supported the position of the IRS and considered

radically revamping the requirements one must meet to be classified as an

independent contractor. The changes then proposed could have effectively

eliminated millions of small business careers throughout the country.

The SBLC recognized then, as it does now, the need for workable and

definitive criteria for independent contractor status. This Is especially

true in light of the expiration at the end of this year of Section 530, the

interim solution adopted by Congress last year. Continued uncertainty In

this area can have a negative impact on growth of Industries to which the

use of independent contractors is critical. The impact will be most

harshly felt by smaller companies which do not have the flexibility or

finances to restructure a marketing force or their whole way of doing

business.

The SBLC has formally adopted the position, supported by 48 associations,

that the independent contractor is an integral part of our economy and Is

essential if individual entrepreneurship and small business is to flourish

in this country. The reclassification of independent contractors as

employees would be anti-small business, with an adverse effect on the job

market, as well as causing an adverse effect on anti-inflation efforts
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by increasing costs of doing business and reducing competition. The SBLC

supports legislative initiatives such as S. 736 to clarify the status

of independent contractors for employment tax purposes.

S. 736 provides a necessary safe harbor test, and retains for the

millions of small businesspeople operating under it, the common-law test.

The bill provides certainty for those industries where IRS has attempted

to reclassify independent contractors and would preserve status of those

small businesspeople who have historically been treated as independent

contractors.

Most significant, though, is the bill's five-pronged test for safe

harbor protection. Where the following five criteria are not fully met,

the common-law test definition of an employee would be applied. The

independent contractor: (1) controls number of hours worked; (2) is not

provided with a place of business by the person for whom services are

performed; (3) has complete freedom in capital investment and income;

(4) signs a written contract stating tax responsibilities, and (5) files

required returns with the Internal Revenue Service.

These five criteria provide the legislative mandate necessary to

clarify who is an independent contractor. And in those cases where not

all tests are met, the tax status will be judged by common-law tests. Small

businesses utilizing independent contractors and independent contractors

themselves will benefit immeasurably from the certainty that this

legislation provides. Moreover, the requirement of written contracts and

notification to independent contractors of tax responsibilities, and the

requirement of filing informational returns as intended by the bill will
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give both IRS and independent contractors additional Information to

improve tax compliance.

In hearings held by the House Subcommittee on Select Revenue

Measures June 20, the Administration proposed 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. In reviewing

this proposal, the SBLC has noted that it is conceptually inconsistent

with the philosophy and purpose of the independent contractor -- that

is. being truly independent, "one's own boss." We cannot emphasize

enough the importance of this incentive to entrepreneurial initiative.

Also, the Administration's proposal is so broad that traditional

buy-sell, franchise, or selective distribution arrangements could be required

to withhold taxes, when in fact the companies impacted have nothing from which

to withhold. Furthermore, since Treasury has indicated that withholding would

be based on suggested resale price of merchandise resold by the independent

contractor, there is serious question as to whether this would be an

indirect pressure on the independent contractor to indeed sell at the suggested

price. Such pressure, of course, is in direct contravention of the purpose

of the antitrust laws.

In addition, SBLC has serious reservations about the Treasury proposal

because of the administrative costs involved in withholding. Institution and

maintenance of recordkeeping, changes in accounting systems, etc.,

especially in industries where the independent contractor enters and

leaves the industry frequently, could be burdensome, particularly for

smaller companies that have very little ability to absorb such costs.
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These increased costs could also result in some industries phasing

out part-time. low earning individuals in order to balance increased costs

to companies for administering a withholding program. The withholding

proposal, by increasing costs and paperwork, runs counter to Administratlon

assertions that it would reduce these kinds of burdens for small business.

II#
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ATTACHMENT A

Small
Business September 17, 1979
LegislativeCouncil"

The position paper -- Tax Status of Independent Contractors -- Is
supported, as of this date, by 48 meters of the Small Business
Legislative Council.

American Association of Nurserymen
Washington, D.C.

American Textile Machinery Association
Washington, D.C.

Association of Diesel Specialists
Kansas City, Missouri

Association of Physical Fitness Centers
Bethesda, Maryland

Automotive Warehouse Distributors
Association
Kansas City, Missouri

Building Service Contractors Association
International
McLean, Virginia

Business Advertising Council
Cincinnati, Ohio

Christian Boosellers Association
Colorado Springs, Colorado

Direct Selling Association
Washington, D. C.

Eastern Manufacturers and
Importers Exhibit, Inc.
New York, New York

Electronic Representatives Association
Chicago, Illinois

Furniture Rental Association
of America
Washington, D. C.

Independent Bakers Association
Washington, 0. C.

Independent Business Association
of Washington
Bellevue, Washington

Independent Sewing Machine Dealers
of America
Hilliard, Ohio

International Franchise Association
Washington, 0. C.

Institute of Certified Business
Counselors
Lafayette, California

Local and Short Haul Carriers National
Conference
Washington, D. C.

Machinery Dealers National Association
Silver Spring, Maryland

Manufacturers Agents National Association
Irvine, California

Marking Device Association
Evanston, Illinois

-more-

The NabonW
SMA &AWWU$Awocwo &m~Ong
1604 K Stint N WS
flrqa' DC

=174 00
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National Association
& Education
Washington. 0. C.

National Association
McLean, Virginia

National Association
Distributors
Chicago, Illinois

National Association
Washington, D. C.

for Child Development

of Brick Distributors

of Floor Covering

of Home Builders

National Association of Plastics
Distributors
Jaffrey Center, New Hampshire

National Association of Realtors
Chicago, Illinois

National Association of Retail Druggists
Washington, 0. C.

National Beer Wholesalers' Association
of America
Falls Church, Virginia

National Burglar & Fire Alarm
Association
Washington, D. C.

National Candy Wholesalers Association
Washington, D. C.

National Flectrical Contractors
Association
Washington, D. C.

National Family Business Council
West Bloomfield, Michigan

National Home Furnishings Association
Washington, D. C.

National Home Improvement Council
Washington, D. C.

National Independent Dairies Association
Washington, D. C.

National Office Machine Dealers
Association
Zanesville, Ohio

National Office Products Association
Alexandria, Virginia

National Paper Trade Association
New York, New York

National Parking Association
Washington, D. C.

National Patent Council
Arlington, Virginia

National Pest Control Association
Vienna, Virginia

National Small Business Association
Washington, D. C.

National Society of Public Accountants
Washington, D. C.

National Tire Dealers & Retreaders
Association
Washington, D. C.

National Tool, Die & Precision
Machining Association
Washington, D. C.

Printing Industries of America
Arlington, Virginia

Sheet Metal & Air Conditioning
Contractors Association
Vienna, Virginia
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TAX STATUS OF INDEPENDENT CONTRACTORS

The IRS has initiated a campaign to alter the tax status of small busi-
nesspersons filing as Independent contractors.

Despite repeated defeats in the courts and sharp criticism from the
General Accounting Office, the IRS has increased pressure for changes
in the basic make-up of the Industries utilizing this status -- that
is, the reclassification of independent contractors frm small business-
persons to employees of corporations. The major motivations of the IRS
in Justifying reclassification appear to be a desire to correct alleged
under-reporting of income by independent contractors, to bolster the
Social Security trust fund by changing from a SECA payment system to a
FICA system, and to provide unemployment compensation to these individuals.

The Treasury Department has seen fit to support the IRS position and has
-econsde e d-dically revamping the requirements one must meet to be

classified as an independent businessperson to avoid tax burdens not
presently levied. These proposed changes, if adopted by Congress, could
effectively eliminate millions of small business careers throughout the
nation.

The Revenue Act of 1978 provides interim relief from employment tax
liability to taxpayers involved In employment tax status controversies.
Eligible taxpayers are relieved of all liability for federal income tax
withholding, Social Security (FICA) taxes, and unemployment (FUTA) taxes
with respect to their workers for any period ending before January 1. 1979,
provided-te-taxpayers had a reasonable basis for not treating the workers
as employees. To minimize taxpayers' uncertainty about the proper treat-
ment of workers for employment tax purposes during 1979, the bill also
relieves taxpayers prospectively through December 31, 1979, of potential
liabilities-based on employment status classifications, unless the tax-
payers have no reasonable basis for not treating the workers as employees.
The bill also prohibits the Department of the Treasury (Including the
Internal Revenue Service) from publishing any regulation or Revenue Ruling
with respect to individuals' employment tax status after enactment of this
legislation and before January 1, 1980, or the effective date of any legis-
lation clarifying the employment tax status of individuals, whichever is
earlier.

RESOLVED

The independent contractor status Is an integral part of our econoq'
and is essential If individual entrepreneurship and small business Is
to flourish In the country. The reclassification of independent con-
tractors as employees would be anti-small business, with an adverse
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effect on the job market,as well as causing an adverse effect on
anti-inflation efforts by increasing costs of doing business and
reducing competition. We support a legislative initiative to per-
manently implement recommendation of the Conference Report on the
Tax Reform Act of 1976, prohibiting the IRS from applying any new or
changed position In this area, inconsistent with a general audit
position, regulation, or ruling in effect on January 1, 1976.

#.9
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STATEMENT

OF THE

NATIONAL RETAIL MERCHANTS ASSOCIATION

BEFORE THE

TAXATION SUBCOMMITTEE

OF THE

SENATE FINANCE COMMITTEE

ON

S. 224, TAXATION OF EMPLOYEE FRINGE BENEFITS

SEPTEMBER 17, 1979

This statement is submitted today on behalf of the National

Retail Merchants Association, a nonprofit trade association re-

presenting over 35,000 leading department, chain and specialty

stores. The aggregate annual sales volume of NRMA's members is in

excess of $95 billion and they employ more than 2.5 million workers.

NRMA's comments are directed solely to one of the bills which

this Subcommittee is considering, namely S. 224, legislation to

prohibit permanently the issuance of regulations on the taxation

of employee fringe benefits. The general merchandise retail industry

is concerned in particular with one of the many existing employee

fringe benefits -- employee discounts, the practice of allowing

retail employees and others to purchase the employer's merchandise

at a discount from the regular selling price.

NRKA believes that employee discounts should not be considered

as compensation taxable to the employee. We agree, of course,
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that an employee should be taxed on what he or she earns by per-

forming services -- generally, on his or her wages. But employee

discounts differ from wages in a fundamental way. Wages are clearly

compensatory and are intended to be remuneration for services; em-

ployee discounts, on the other hand, are not intended as compensa-

tion, and they are not viewed by our employees as payment for services.

Indeed, the value of the discount to any individual employee depends

on how much he purchases, and not on how valuable his services are

to his employer. In point of fact, retailers make employee dis-

counts available for two purposes that are entirely separate and

distinct from compensation: first, to stimulate the company's sales

to a natural group of consumers that might not otherwise buy as much

of the company's merchandise; and second, to enable employees to

become familiar with, and to wear and be seen in, the merchandise

they are selling.

It is important to understand a crucial fact about employee

discounts -- the employer makes a profit on sales to employees.

The discounted price is rarely, if ever, less than the employer's

cost. By offering employees a discount, a company increases its

overall sales as well as its profits, which are subject to the regular

corporate income tax. The economic reasoning behind discounts is

evident in the practice of some of our members of providing discounts

to persons who are not, strictly speaking, employees -- for example,

the surviving spouses of longtime company employees, retired employees,

the clergy, boy and girl scouts. Employee discounts are a way for

the retailer to reach a natural group of customers whose extensive

patronage he might not otherwise obtain.
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The second reason why retailers provide discounts to employees

is to help stimulate sales to the general public. Retailers have

found that persons who have had personal experience with the store's

merchandise make more effective salespersons; their morale in

higher, and they are often more loyal advocates of their employer

and his goods. This rationale applies not only to salespersons but

to other employees as well. For example, an assistant buyer's

friends or neighbors naturally will expect him to have patronized

his employer, and will look to him for his opinions regarding his

employer's merchandise; it would hardly be to the employer's advan-

tage if such an employee had no knowledge of the merchandise he

was responsible for.

In addition, many retailers have found that having salespersons

wear and display the apparel that is available at the store is an

effective means of advertising -- it makes good business sense for

a customer to see a salesperson in the store wearing that store's

apparel. It would be hard to make a salesperson believe that he had

taxable income as a result of making an expenditure that was to his

employer's benefit, and where one of the reasons he purchased his

employer's merchandise was to be more effective in doing his job.

The discount serves exactly the same purpose as an employee business

expense that is reimbursed by the employer.

Most employees would not believe, and would find it quite dif-

ficult to understand, that their employee discounts represent a

form of taxable compensation. Indeed the Internal Revenue Service

for decades has taken the same attitude. (See Tress. Reg. §§31.3401

(a)-l (b) (10) (income tax withholding), 31.3121(a)-l(f) (FICA), and

31.3306(b)-I(f)(FUTA).) We believe that most employees view employee
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discounts like other kinds of benefitss" that employees enjoy

but that are not considered compensation. Like other nontaxable

benefits, the employee discount is intended to, and does, promote

the health, good will, contentment and efficiency of his employees

-- purposes which, under present law, are recognized as exempting

these benefits from employment taxes.

From the compliance point of view, taxing employee discounts

also makes little sense. In the vast majority of cases, a dis-

count reduces the price of a single purchase by only a few cents

or dollars. The cost of accounting for a large number of employee

sales on a separate basis, each small in amount, will greatly

burden the limited resources of the employer. This additional cost

will be particularly burdensome in t- case of a small retailer

who does not have access to sohphisticated computer systems or

large accounting firms. We question whether any revenue gain re-

sulting from taxing employee discounts is worth the additional

social costs of compliance -- especially when a tax on the dis-

count will discourage employee purchases.

NRMA also believes that a rule of law designed to tax employee

discounts would raise administrative problems of very great com-

plexity. The most difficult problem would be the valuation of

the discount for inclusion in the tax base. Treasury spokesmen

have commented that the only workable policy would be a tax based

on objective fair market value. (See Statement of Donald S. Lubick,

Assistant Secretary of the Treasury for Tax Policy, before the

Task Force on Employee Fringe Benefits, Committee on Ways and Means,

August 14, 1978.) But the objective dollar value of the discount
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simply does not accurately measure its real value. For example,

a sales clerk at a department stores may purchase his employer's

merchandise at a 10 percent discount; comparable merchandise may

be available at a promotional sale at a store around the corner at

the same or even lower price. It is difficult in this case to

find the bargain that is being taxed, for the employee has pur-

chased the merchandise at one of its many fair market values.

There is as much taxable income to an employee who buys merchandise

using his employee discount as there is to a member of the general

public who buys merchandise at a 20 percent markdown during a

January white sale.

Even where the merchandise is not otherwise available, there

would be grave problems with a policy that made a so-called bargain

into taxable income. An employee is under no compulsion to pur-

chase goods at his employer's tore; if he does so, it is only

because the price that he pays is equal to the value of the goods

to him. In other words, he gets just what he pays for, without

any element of taxable compensation or income.

NRMA wishes to emphasize, however, that the employee discounts

utilized in the retail industry do not involve transfers of property

to employees at unreasonably low cost. The retail employee dis-

count enables the employer to increase sales and thus taxable pro-

fits while at the same time obtaining a measure of advertising services

plus a more educated sales force, and promoting the goodwill, con-

tentment and efficiency of his employees. The consistent administra-

tivo practice of the Treasury over many decades has been not to

view employee discounts as compensation, and we believe that

that view represents a correct policy for today.

We greatly appreciate this opportunity to express our views.
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STATEMENT OF STANLEY C. SIMON
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

GENERALLY, SENATE FINANCE COMMITTEE, ON LEGISLATIVE PROPOSALS
RELATING TO "INDEPENDENT CONTRACTORS

My name is Stanley C. Simon. I am an attorney. My firm name

is Simon & Twombly, and my office is located at Two Turtle Creek

Village, Dallas, Texas 75219. I am making this statement on behalf

of The Southland Corporation, which supports S. 736.

Southland is engaged in several businesses; the largest one

is 7-Eleven Stores. There are almost 7,000 7-Eleven Stores. Most

of them are in the United States, but they are also located in --

at last count -- 7 foreign countries.

Over 3,000 of the American 7-Eleven Stores are franchised.

This makes Southland one of the largest franchisors in the country,

from the standpoint of number of franchisees. Some 7-Eleven fran-

chisees are corporations or partnerships; most are married couples;

some are individuals.

The store agreements between Southland and the franchisees

generally provide for a term of 15 years or, if less, the remaining

term of the lease to Southland of the store. Southland can only

terminate a franchise for a breach specified in the store agreements.

Typical breaches are bankruptcy, abandonment of the store, impair-

ment of Southland's security interest, which I will describe in

a minute, and failure to maintain an independent contractor re-

lationship with Southland.

A franchisee pays Southland a franchise fee of $10,000 and

a continuing 7-Eleven charge which is a percentage of his gross

income. He usually buys his initial inventory from Southland.

53-845 0 - 79 - 44
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He pays at least $7,500 on the inventory and borrows the balance

from Southland at interest; the loan is secured by the inventory.

Southland furnishes the franchisees with recommended vendors

and suggested retail price lists; the franchisee buys whatever he

thinks will sell from whomever he wishes and fixes his own retail

prices. He is required to report all purchases and retail prices

to Southland so that it can provide the contracted bookkeeping

service -- and calculate its 7-Eleven charge.

For the percentage of gross income, a franchisee receives a

package, turnkey deal from Southland -- the use of the land,

building, and equipment, merchandising advice, the use of the

service mark and trademark *7-Eleven,m bookkeeping service,

some mass media advertising, and indemnification against certain

losses -- those that it would be too costly for 3,000 plus fran-

chisees to buy separate insurance coverage; group casualty in-

surance is not available under the laws of many states.

In order to protect its national image, Southland insists

that each 7-Eleven Store be open at least from 7 A.M. to 11 P.M.,

every day of the year except Christmas. In order to encourage

franchisees to keep their stores open longer hours, Southland

reduces the 7-Eleven charge if a store is open 20 hours a day,

and reduces it even more if it is open 24 hours a day.

This does not mean, however, that the franchisee is required

to work any particular hours. He hires whatever employees he

wants and fixes thtir hours. His own hours, if any, are fixed

by him. I know a franchisee in Phoenix who is a full time

practicing lawyer; he only comes into his store to buy beer.
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Besides paying Southland the 7-Eleven charge, the franchisee_-_

has to pay operating expenses, such as payroll, payroll taxes and

insurance, inventory variation, supplies, telephone, equipment

repairs, janitorial, general maintenance, laundry, business

licenses, permits and bonds, inventory and business taxes. re-

turned checks, interest expense, and miscellaneous expense.

When the franchisee buys merchandise for sale or pays ex-

penses, he approves the voucher or payroll and forwards it to

Southland, which pays the approved items and adds the amount to

the loan I described earlier. As is customary in financing like

this, sales proceeds are deposited daily in an account designated

by Southland; they reduce the loan.

The franchisee draws an agreed amount each week for his own

living expenses. Each quarter 70% of the franchisee's increase

in worth must be applied to reduce the loan. He may draw the

other 30% or leave it in to reduce the interest on the loan.

After the loan is paid off, the franchisee draws his entire net

profits every month.

Southland furnishes the franchisee with an income statement

and balance sheet every month, as well as a product movement

analysis. Southland's computer generates the accounting entries

at the same time that it records deposits of sales receipts and

pays expenses for the franchisee. Southland also prepares all

tax returns, except income tax returns, for the franchisee's

signature.

A franchisee's profits fluctuate every month in accordance

with his.sales, cost of goods sold, and expenses. Some fran-

chisees make profits of $60,000 or $80,000 per year; others lose
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money. Some even go broke.

A franchisee is free to sell his franchise to anyone who

meets Southland's criteria for franchisees. In this case, he is

paid for his inventory, any equipment he may have bought, and any

premium attributable to the fact that the store is unusually

profitable or the fact that the percentage of gross profits

specified as Southland's 7-Eleven charge is higher in current

store agreements than it was in earlier agreements. One store

here in Washington sold for $80,000 good will plus the value of

the inventory; a California store sold for $125,000 good will. -

The Internal Revenue Service has ruled that 7-Eleven Store

franchisees are not employees of Southland; they are independent

contractors, independent businessmen. A copy of that ruling is

attached to this statement.

The same question has arisen in other contexts, with the same

result. The National Labor Relations noard has ruled that 7-

Eleven Store franchisees are not employees of Southland under

Federal labor law. The Arizona courts have held that 7-Eleven

Store franchisees are not Southland employees for Workmen's

Compensation purposes. The Arizona Employment Security Commission

has determined that Southland's franchisees are in an independently

established business, not its employees. Similar rulings have

been obtained from the Nevada Industrial Commission, the Calif-

ornia Unemployment Insurance Appeals Board, the California Workmen's

Compensation Appeals Board, the New York Department of Labor, the

Connecticut Unemployment Compensation Department, and the Joint

Reporting Committee of the Equal Employment Opportunity Com-
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mission. The Circuit Court for Prince George's County of Mary-

land and the Corporation Counsel to the Commissioners of the

District of Columbia reached the same result in the context of

the laws prohibiting chain stores and multiple alcoholic beverage

licenses, respectively.

S. 736 would continue the result previously reached by

the Internal Revenue Service, that is, it would make it clear

that 7-Eleven Store franchisees are not employees of Southland.

The only modification Southland suggests is that there be added

at the end of the first sentence of proposed section 3508(a)(2)

0, whether or not separately stated." This would make it clear

that the rent paid by a 7-Eleven Store franchisee through the

7-Eleven charge qualifies, even though the charge is not broken

down into separate percentages for each of the items it covers.
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L LITED STATES GOVERNMENT

Memorandum
TO DiArict Diroctor D^TR:

Dlallao, TrasII JAN 2 5 1399

FROM Nation.l Office, Intornal Rovczuo Service

suBJECT: The Sout-nd Corpomrtion
2=2 Nlorth Haskell Avene 9 o
Dafl1,1s, Tc=G 732CP 29
I1r. Yprz7 R. tartln
5 5 7 4 O ra D r iv e -. . . .. . . .- . I u mA U-
$& ,.+ i .. CI&U o f+ I" CKL , --

This is in reply to your mmorandun of Julr 29 and 31, 1967, f unrs.i-
• inform tion for a ruling relative to the .tatuz, for Federal 1= ooat
tax purposes, of Mi'. tarry R. Ibtint while operating a retail groce store
under an agreement idth The .Southland Corporation, doing. business an
NSpeedee Miart, hereinafter referred to as "Speedee" from July 3, 1965 to
the'-IAle of.Janr7 1967.

Spedee lhs devised a system for the ope-tion of convenionco-tyo
food zuxrkcts. Nit. Martin entered W.,o an aaracat vtith Spocdoo, a eopy
of which ws enclosed, under which Speadee gr.-t to Mr. I'n.i th ri !t
and license to use the OSpoede VArV. systcn and trade i and the righl
and license to use all mSpeedoe Mrt' trdcr nrca, labels and copyrights,
as woll as any advertising medim which wore the property. of, or thtich nm.ht.
be developed by, Speedea.

The amr nent provided tint Spooloe i.ould l=so the real property and
all the equipment used in the operation of the mascot to Mr. Harin. Th-
cqui-cnt consisecd of a cazh rtIc.cr', cdln& machine, stationer.7, an.
businuam forns. The trdo fiture3 uru at all tines te 01o pe;Crty.
of Speedes. A charge of .14.4% on sales ant %iscella.notw income wao to be
ade by Speed e as rental for.,the rcal property and trade fi.tures and for
services to be peformed by Speedao.

Mr. YartIn agreed to adhere to Speedco a plans wnd dirotions an to
locatios of trade fixtures, inventory, special cdLipl-ay, =i5w and mdver.Us-
Ing, and to purchase and offer for =1o only those itms authorizz4 b.
Speedoe and in the amoudts and br-s.n-- approved h7 Spcc Jco, bacr and wine
exceptod. IMr. artin t= to maintain at al tirnes an adcquato invcntoe7
of not loss ttan 4a0,500, ,thlcalo esat, t.his boin$ th,' amount of theo
invontory ti'en ho, tookc or the opcr.ti-.. c.: th: zov'. L% addition,
EX'. goal ~t z'1 t= rexd to ;ay to srcat" z2.- ;,.~cciy .o on
tlr,: lcazo a tho real proper.y a.-d the; txm fdi-. to d.;os*It c-p;'
promstoly $500 to provide %'w04n capital for the c:-. i. Ziccr Z.rd,

Buy U.S. Saving, Be , R,lady on t, Payll Saig, P14

BEST AVAILABLE TCOPY
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rv032.1a3 -2- 1 •

rn re: Tho 5outhland Corporation Iand ST. V4 I ,T. , .

buzine~s liccro and nisco.lumoou3 itcms. Upon cution of th' ~ :'.
Er. 1t-re.in v-3 to p3.7 Spcadoo $3,000 iniC~ ca in t the tot-i cblirtions
statcl in tho agrcocnt for the various co.widcastiocr of the a-%=nt.
M3~ u =.id he1-.nco ro wc:-ntod4 an oocn cvi;x. account duo &nd payable to
spy:dco. . cu?!.- account .-. to lr l h . - "
r.: do ror !!r. :.43 arA c. -tcl .i A2. oi.z .. ±..~

It -o bn/k. ,h = .t.. 1, aon in th& au.hAni unpaid. balanco at W.e cci r
;of.&W accetmi period would. be subject, to a qui'rto.-Ir interc:,A ckireo
of 2 21Z~.

The aErecent (i.ncujin the subl.cs3 oV real property and the tn-dm
fix-&ur.23) cw-uld bo terctiratod. nix month-- after tho dato of tho z
by either yarty upon giving a 30-dy written notice within fivo &ys ,aft.
the doliverX by Spoodee of the periodic financial statcaetns.

The information furnished to you, rA fo :narod to uo, is t':at Spsc.e±3
required Hr. virtin to attend a one mree cou.-oo of t.iar± ot i: trmi-.-
ing school and upon coplction of the courso ALu7iehcd .in fith itz "=n.Lz
of stardard operating procedures deh compraehenively cet forth the op:rt-
ing routinoms he should follow.

11r. HLrtin contoand that ho 12c Speadco's nplyoo. 11o OtWt3 SPccic
specified that the storo Vs to bo opr, frcn 7:00 a.n. to 11:00 p.n.,
soven days a weC, armi he was rcquir.d to nae that th3o hou ro w-' obzo.-ecd.
Ho otatts that he was required to folow. SpcCde'z ataroard oporatir
procedure: and that a £old sumorvico? -o to the ctore at lcozt co:.
avch to i-pcct tho prulco: for clcn.ui.o., to zoo that the prices :ro
right, that the window sigun Wejre up, tbit the sycils wero on sale and
that no unauthorized iteas Wer on Sale.

* An an inte.,ral, and 03sential, purt of ito arr)cr.t with 1r. ri
and as called for in the agrecent, Spsedoe provided a cc=)lote accountIn-
servico. For this pukose Mf. 1-;Irtin as roquircd to dpoit, on dcoiga.zt-
od days but at least three tines a %wvo, in a hank desi ,tcd by Sp3-:lee,
Mo07 equl to al Sales Uode to the date of deposit for c-zc4ii to the
cu-rent account carried in the Dtore's na=e nd to mil the roceiptcd
duplicate deposit tickets to Speedee on vpociicd dr.a. Gm SatuxL7 of
each ock X1r. in rtin mailed to Spoodco a3. Sjtmio for morcha-U&D .

purcj.a:d- dvritn- tho t.c% ard Specdue ja'1 th,,i, e" mi-. no the epenasa
of ESthe AtorI, frAE. e

BEST AVAILABLE. COPY
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DO:Dalias -3-
In ro: The Southl4rA Corporation

and
Mr. larry RI. .rtAIn

I i
ii2 fl2 j1,. :,'I:t CL . .

As noted above, Mr. martin was rcopon3ible for kooping the -tore openduring the hours spocified by Sp edse but it VaS within his dioartion
iihethor he would hire helpers to assist him in maintaining the open hour, -ho rany he vould hire and wbat houro they vould work. Mr. }kMrtin did, in "
tact, hire helpers and returns on Form 941 were prepared uith respect t6""'
them by Speedee.

M.r. lrtia.,a paid-on-the basis of sales. Incrco of -sales meant. *;ho~IfBrsales were inintainod at a c- n level for the entire
-'zr,,,hi received a guaranteed mount of remuneration. Ur. lhrtin -ws
given a vmekly drawing account of $150 provided certain conditions wore
.mt.* Boruea were paid if the sales exceeded certain &mounts.

The store vas oported under Spede's trade r=e and Spoodee did, or
furnished, all advertising. Xr. Martin did not hold hincelf out to the
publIc individually by telephone diroctory listing or otherwio. Howcrer,all necessary city, State and Federal licenses were issued in Mr. 1-xtin'a
rane and at his eense.

Speedee contends that Mr. Martin did no' have the status of an
employee and, as is our practice whora an cmployor-employco determination
ip involved, we invited it to suhbit and.qe'q the Crou for its position.

Ensic.i2j, Spoedee aintains that its relationship with IW. Ilrin
we that of franchi3or-franchisee and lascor-lesseo; that under the agreo-
ment for Mr. martin' s services he obtained the use of certain of its
valuable franchise properties, such as trde-mrke, trade .- ne, ntiorl
good ell,. etc., as well as ostablizshix.S a crclitor-dobtor relationship;
and that arart. from being subject only to- tb dgree'of control by, Speeds.'leglAI necessary tp protect Its franchise rights, Yr. FArtaiswae free t..'
operate the store &a he.sw fit. .

It is pointed out that while Speeds* controlled the hours and days-when the store was to open, this is a factor of its national good eilL
franchise image and it did not have the right to require 11r. Kartin
personally- to work those, or eny, hours or days. He ns free to hirehelpers if he wished to do so, and, thus, he himself decided how .any hours
he would work,'if any.

BEST AVAILABLE .COPY
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4-RECELVED
in re: The Southland Corporation JA~N 2 9 1P.3 r

Xr. lryR. r'1.Fn DALLAS

Spoodee rtaten that the principal purpose of having it fie
reproantativos visit its franchise Btorao, its obligation under the,
a&pccmt, is to offor adviao and su6etnions to tho stora opomrtors con-
earning thoir operating nthods, to Inform th3 of zr, nay mathod3 tbat
way havo bo;c dcyeloped, to trr to holp thca trith any problems they say
havo oncovtcrod, arA to uro tho to run thir stores as outlined in t*-0

".operaig~ tim~ess ooe*ta the reprezofttirn act,
?* M Zihsd i1ise -,onPaoLty. that the annot, as a zattir-of htt
require a store operator to adopt ary suaotion but, instead, it is. optiion~--
a with every operator, Including Mr. FArtin, whether thy will toile an:y .
sugestion. Siniarlyr, Spees. rocmmended Inventory Items and retail
prices as guidelines but, If he wished to do so, Kr. lrtia die.gardod
these reooonendatiokw.

Speeded would not allow Kr. )Axtin to disreSrd it3 requirements
relabivi to bealdn the'store receipts and forarding the deposit tic:cets
and invoices of purcluses to it at stated regular interal. It points .
out, honeer, adhexrme to this requirement was necessary if it uzz to
provide the orderly acoitins service it had obligated itself to furniih .

* to Kr. , rin.

It alo - pointed out t•t r. Ri4n received all of the moon
m hi. tore from the sale of merchandise and paid all operating c xpns .

including the equipment ratal chLrgo. Conscqucntly, the net conAituto.d
.. ds profit, or oss, and represented both coepention for his labor and

his ro tun on his investment.

In spits of the conflict of opinion between Speedee and Mr. X)sin,-
*it secas to us ths-sttemen±.s of both'establish that 1h., lrioeaev
the store mw a i nise.weagea& t and he procuro all business.
;lense. et*.., required by goverenmntal authoritica in his m=no. H~e had
Investment in the bWiness and its sucees dopcnded in larg Va- b on
his ow initiative, audstent and eargy. He hirod and ser-red bs om.

assistantn, who wer paid from hs share of the receopte. He loe had
,other ecqenses. These factors indicate an elemen of riek of pofit or

,6s wlich is almost never present in an ewploymont relatiOndlip. It i3
true that irr the eontmt, Spoedoe rctained certain contrda ovar tho
oro opertion S to proet its tradcrw and property. O PYver it is

theo total situation, including tha nrcc uiidertokoan, the control ixortised,

BES3T -AVAILABL..E COP



692

M:D& I s -5-

In re: Ahe Southland Corporation
&nd

M r. Zany R. )!artin

the opportunity for profit frem sound margccrnt, tV.t rrk r. 1Ktar m3
an 1rcpcrd:.t contractor. Acconrd1nZy, ic, concl,4o tht for FcderalCpio7~ont. tn purpozes, including incom tax vithholding, poce 4 rot
e~,ci.ze or kave tho ri_,ht to ox~rcizo ovar Xr. lbrbin in the perfoo.
of thte s~rriqc 3 in qucation tho dcznzo o.' UU-c-tion and4 control n.=ec4a-7
under tho uci-.1 cn== 2-,v ru3.os to c~t i-h an c7~~ ~~

* . .un cnc1 a y be applied to the cac of arV other Iividual
, opfrting a st.ro inder a franchise Agreeaa wi jdth Tho Southland Corporation, .

provided the facts and circa stancos do nt differ in ratexmI respect -
Sfr those in tbecaae of . artin.

* *. ..

BEST AVAILABLE COPY
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STATEMENT
OF

NATIONAL HOME IMPROVEMENT COUNCIL
BEFORE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE

HEARINGS ON
S. 736

LEGISLATIVE PROPOSALS RELATED TO INDEPENDENT CONTRACTORS
SEPTEMBER 17, 19g

National Home Improvement Council (NHIC) is a trade association serving the

home improvement and remodeling industry. Its membership is just over 3,000:

divided into national and local members. Our 60 national members are predominantly

manufacturers of material and equipment used in the industry, and include the

shelter and trade publications. Our local membership is basically found in the 44

NHIC chapters in major market areas across America. The largest portion of our

membership is in the contractor community in these local chapters.

Various industry studies show differing figures for the number and type of

home improvement contractors in the country. The likelihood is that the number is

in excess of 40,000 contractors who are generalists in the remodeling, room addi-

tion and general home improvement business or who are roofing/siding specialists,

kitchen/bath remodelers or insulation contractors. Industry studies show that the

average remodeler employs 8 or 9 full-time employees and 2 or 3 part-time. By

virtually every applicable federal definition of "small business," the home improve-

mert contractor is included in that definition.

The largest single grouping of home improvement contractors throughout the

country is the small entrepreneurial organization that specializes in skilled

craftsmanship in a general home addition, home improvement business with an average

of 2 or 3 employees. These units employ people with similar skills and backgrounds.

The typical contractor has little if any accounting or business background. He .

depends essentially on 20 or more separate types of craft specialists or independent
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subcontractors: the electrical contractor, the sheet metal specialist, the

roofer, the brick mason, et cetera. These skilled craftsmen, in their turn,

are fiercely independent. They prize their entrepreneurial status and do not wish

to be designated as "employee." The general contractor cannot exist without these

special skills.

Section 530 of the Revenue Act of 1978 was much appreciated by the small

business community in America. It recognized that the definition of "employee" in

the tax statutes left something to be desired, and afforded an opportunity for IRS

harrassment. This industry was especially hard hit. Many of us received claims of

the Federal Government for so-called back taxes, penalties and interest of amounts

in the 6 and 7 figures -- totals that would in almost every instance wipe out our

business if the government seriously attempted to collect. And in almost every

instance the claim was based on our utilization of independent contractors and the

attempt by the government to characterize these entrepreneurs as our "employees."

The contractors of our industry very much appreciate the approach of the

Dole Bill, S. 736, and heartily endorse the "safe harbor" test as offering the

opportunity for the small businessman to have some degree of assurance that by

meeting the five-point test, he will be free of IRS harrassment. At the same time,

we welcome the reaffirmation by Congress of the traditional comnon-law test for

those who have been historically treated as independent contractors.

Our srmall businessmen, already deeply awash in the regulatory requests of

ERISA, the insulation rules, DOE and FTC, would find it very, very difficult to

set up any complicated withholding system as proposed by the recent IRS testimony

in these hearings. There really are no accounting departments or tax officers

operating for the small Mom and Pop type of contractor in our business. To require
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withholding by the contractor for "independent contractors' would impose an

intolerable burden. I respectfully hope that your Committee would see fit to

oppose that suggestion by IRS.

Finally, we would also hope tat your Committee. Mr. Chairman, would see

fit not to recommend an increase in %.he self-employed tax structure from the

current 8 percent to 12 percent. A 50 percent increase in this tax on top of the

already contemplated changes in the social security tax structure would be an

economic blow of substantial proportion to the already hurting small business

comnuni ty.

I very much appreciate this opportunity to appear before this Subcommittee

and to register the wholehearted support of our industry for S. 736, the bill

under consideration. If there are any questions. I will be more than happy to

respond.
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Office o4f d Federm yTlionn Commiam Charman.

EPr F. Met nWn
541 NfeatM Avenue
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September 24, 1979
S..ord V" Prgxunt
Chad" H. Imp
FlorocA, South Carj,..

Swmv-Tmwi The Honorable Harry F. Byrd
L o ., AA4-Chairman
V.p,IA. Vrp'6 Subcommittee on Taxation and
Gor. oet, Debt Management Generally
how So o .inceeau Room 2227 Dlrksen Senate Office Bldg.

SDi Washington, D.C. 20510
& Main.~ eOfw'w
Clw.N..nvn Dear Mr. Chairman:
Co.w.o Marliill

.b. ,,l, This is to express the National Society of Public Accountant's
FM Ij.Cl.chVO strong opposition to the Department of Treasury's position with
Go.w.... o.ln v regard to the taxation of income earned by independent contractors.
J.% wilaame

NSPA's 17,000 Independent accountants In public practice provide
Pca'i. :F.. auditing, accounting, tax and management advisory services to 10
C wnc , .Ohio million taxpaying clients (3 filion of which are small business).
Gotrrn. . Oift. - Vi
JhF. Ift.. We believe that any change in the existing tax policy with
Macka..u'.fmi regard to independent contractors will significantly increase

ove ., sritVII costs and expenses which will feed inflation and increase prices
%.W0Z. ivre to the consumers.

cti.eo Wtvs0 NSPA feels the position of the IRS is unreasonable and without
Kale Mt be
A'w,.eow w' justification. The implication that Independent contractors are
Go.w,o04n .x willful tax evaders is contrary to the basic tenants of the American
wa. 0o. Tw.. voluntary tax system.
Goveor.Dwanx In addition to adding unnecessary additional costs and expenses
Uov.A.s,,ftm for independent contractors (who are primarily small business and

who can ill afford to absorb such additional costs), the Treasury
o"Wd. O.lwhi Department proposal would require the employer to know or verify the
o.kU. N..ed fact that a prospective independent contractor had more or less than
.Past ., t 5 employees. This could render the employer unnecessarfly liable for

Pa .Ae the representations of the Independent contractor, be difficult for
Ww.eWOM&Aamtm the contractor to control at any given time and is not 'Job related'

Feet r,,a,,, in the sense that it does not relate directly to whether or not the0.11, L- p Jr.sk
M~K. .p.On independent contractor can successfully perform the contracted for ta
Exowtin Vi. Preievdt
se u N. InfeAman0~ifu .C.
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The Honorable Harry F. Byrd
September 24, 1979
Page 2

1 have attached for your review and consideration some recomendations
in this area which we received from one of our members. However. it Is
not necessarily the recommendations of the National Society.

Based on the foregoing, NSPA supports the provisions of H.R. 3245
as being a reasonable approach to the situation.

Sincerely,

Elmer F. Heckinger
Chali rman
Federal Taxation Committee

E FH: phm
attachment
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1. 1 .7ployers:

a. Strict adherence to obtaining a Social Security Number and
home address from all Independent Contractors.

b. Issuance of Form 1099's to independent contractors with the
same deadline date as for current issuance of W/2's, with
Reconciliations to the Social Security Administration.

2. Independent Contractors:

a. Same responsibility for obtaining Form 1099 from employer
as in current situation of employees obtaining W/21s.

b. Inclusion of copy of Form 1099 by all receipients on
their Form 1040. Same procedure as currently in use
by W/2 receipients.

3. Internal Revenue Service:

a. Change current Form 1099 from 3 copies to 4 or 5 copies
so that independent contractor would have additional copy
to attach to their Form 1040 w.th 1040 requirement to
attach same, as in case of current W/2's.

b. Change on current Form 1040 that would indicate total
remuneration received on Forms 1099 (current Form 1040,
line 11 or 20 could easily handle this inclusion).

c. Inclusion of additional line on current Schedule SE that
would indicate remuneration received on Form 1099 (current
Line 5d of Part II also could be changed to conform to same).

d. Institute matching program of Form 1099's received to
amounts reported (same as current W/2 matching program).
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CITY OF CHESAPEAKE
CHESAPEAKE, VIROINIA

ARIAN P, WHiTCHURST
MAYOR SeptebeA 12, 19O9

HonoaLbte Ha y F. Byrd, Jr.
Suk-Corrr4tee oj Taxation and Debt Manageent

GeneuwUy
Senate FZnance Committee
411 Senate 06ice hidingg
Wa6hington, V. C. 20515

Veta Senatok Byrd:

I have been advised that you have a Public Heaving 6cheduted
6olr the week o6 SeptembeA 17, 1979, on Senate Bitt 1514, and wouLd
Like to endou~e pazzage by the Cong'e4 o6 thi6 pakticutvr biLU.

The pa~sage og Senate iUt 1514 is veAy nece aq in oAdeA 6o
the Southea.texn PubLic SeAvice Authotitj SoLid Cazte to EneAgy Project
to be under taken zucce6 sutty.

With wama t 'tegaA46,

SonceAe-j,

)WinP. Whtehwtt

ow

53-845 0 - 79 - 45
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Chamber of Commerce of the United States of America
Washington

September 10, 1979

TO: MEMBERS OF THE SENATE COMMITTEE ON FINANCE

FROM: Hilton Davis
Vice President, Legislative Action

SUBJECT: Revenue Effects of Decontrol

On August 2, 1979, the staff of the Joint Committee on Taxation, the
Department of Treasury, and other interested persons were requested to supply
the Senate Finance Comittee with estimates of the amount of revenue that
decontrol of crude oil prices and adoption of a "windfall profits" tax would
raise. The attached charts show the amount of revenue that the Chamber of
Commerce of the United States estimates would result (1) from decontrol Alone,
and (2) from decontrol with a "windfall profits" tax.

I. Effects of Decontrol

The National Chamber believes that decontrol should result in a
substantial increase in the overall level of economic activity. This finding is
contrary to assertions made by the Treasury Department on August 2. The Chamber
estimates that decontrol alone should raise real GNP by an average of $13 billion
per year (in 1979 dollars) between 1980 and 1990, an increase of 0.4 percent.
Decontrol should increase industrial production by 0.6 percent and create an
extra 300,000 jobs over this same period. Increased domestic production resulting
from decontrol should reduce oil imports and thus strengthen the dollar,
improving our trade position by an average of $21 billion per year.

The net increase in federal receipts due to the increased economic
activity from decontrol with no "windfall profits" tax will be more than $194
billion between 1980 and 1990, even if there are no real oil price increases over
the next decade. (State and local government receipts will also be higher, by
more than $25 billion.) The net increase in federal receipts is derived from
the following factors:

(1) As a result of oil price decontrol, oil producers and royalty holders
will pay an additional $140.3 billion in income taxes between 1980 and 1990. The
federal government will also receive $9 billion in increased royalty payments
over this period.

(2) Increased production in the non-oil producing sectors of the economy
should increase federal revenue by $11 billion. Decontrol also will lead to a
modest increase in the rate of inflation and to higher prices in the first half
of the next decade. But by 1986 to 1990, the increase in the inflation rate due
to decontrol will not be significant. The resulting higher general price level,
however, will increase the dollar value of federal revenues. This should add over
$68 billion to federal tax receipts. Thus the increased production in the non-oil
sectors and the higher general prices will increase federal revenue by $79.8 billion
over the next decade.
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(3) The increased economic activity, however, will increase the costs
of goods purchased by the government. These higher costs Vill offset somewhat
the increase in revenue from oil producers, non-oil producers and higher general
prices. During the 1980 to 1990 period, the increased costs will be $34.7 billion.

The growth of federal receipts resulting from decontrol will be even
larger if the real price of imported oil increases. For example, if world
oil prices rise by 3 percent per year in real terms between now and 1990,
federal tax receipts from oil producers and royalty holders alone would
increase to over $197 billion over the next decade: federal royalty receipts
would increase to $11 billion: and federal income tax receipts from the non-oil
producing sectors of the economy should increase by $185 billion. This will
come partially from increased economic activity and partially from increased
inflation caused by the higher oil prices.

II. Effects of "Windfall Profits" Tax

The enactment of a "windfall profits" tax on domestic oil production
would severely reduce the benefits of oil price decontrol and would have an
adverse impact on the entire U.S. economy. Even if no further increases in the
real price of imported oil occur, the House version of the "windfall profits"
tax will result in a net decrease in oil producers' income of $101.8 billion
between 1980 and 1990. This reduction in funds available for investment would
reduce domestic oil production by 800,000 barrels per day by 1990. Loss of
domestic oil production would result in lower investment, higher unemployment,
I wer domestic non-oil production, and a potentially larger trade deficit.
Real GNP in constant 1979 dollars would be almost $5 billion per year lower
between 1980 and 1990 as a result of the "windfall profits" tax, a decrease of
.16 percent. The "windfall profits" tax also would reduce employment by almost
114,000 jobs, increase the unemployment rate by 0.1 percentage points, and drop
industrial production by nearly 0.4 percentage points over the same period.

The decline in production in both the oil and non-oil producing sectors
of the economy due to the imposition of the 'windfall profits" tax would cause
federal government tax receipts from non-oil sources to decrease. This would
partially offset the added receipts coming to the federal government from the
windfallll profits" tax. These offsetting reductions in federal individual and
corporate income taxes and social security tax receipts could total $15 billion
over the next decade.

The National Chamber will be glad to supply additional information or
background material concerning these calculations. We certainly hope that this
material will prove helpful to the Finance Committee in its deliberations on this
important issue.
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Increase in
Income Tax on
Oil Producers

Plus
Increase in
Federal Income Tax
on Non-Oil Producers

Plus
Increase in
Federal Royalties

Less
Increase in Current
Dollar Government
Expenditure Necessary
to Maintain Level of
Real Government
Expenditure

Equal
Total
in current
dollars

TABLE A

Effect of Oil Price Decontrol
Without"Windfall Profitd' Tax
No Real Oil Price Increase

(Current $ billions) Totals

1980 1981 1982 1983 1984 1985 1980-85 1986-90 1980-90

3.0 8.5 12.0 12.4 13.1 14.0 63.0 77.3 140.3

- 1.0 2.0 3.4 7.6 9.3 23.3 56.5 79.8

0.2 0.5 0.6 0.7 0.8 0.9 3.7 5.4 9.1

0.9 2.6 3.5 3.6 3.9

3.2 9.1 12.0 13.0 17.9 20.3

14.5 20.2 34.7

75.5 119.0 194.5

SOURCE: U.S. Chamber of Commerce, Forecast and Survey Center.
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TABLE B

Effect of 3il Price Decontrol
With 'Windfall Profit" Tax
No Real Oil Price Increase

(Current $ billions)
Totals

1980 1981 1982 1983 1984 1985 1980-85 1986-90 1980-90

Increase in
Federal Income
Tax on Oil
Producers
(Excluding deduction
for WPT)

Plus
Increase in
Federal Income Tax
on Non-Oil
Producers

Plus
Increase in
Federal Royalties

Plus
Net Receipts
From Windfall
Profits Tax

Less
Increase in
Current Dollar
Government Spending
Necessary to Maintain
Level -' Real Government
Spending

Equals
Total
in current
dollars

2.7 8.0 10.6 10.7 11.0 11.3

- 0.6 1.6 2.8 6.7 8.1

0.2 0.5 0.6 0.7 0.8 0.9

2.6 8.1 11.3 11.5 12.1 12.8

- 0.9 2.6 3.5 3.6 3.9

5.5 16.3 21.5 22.2 27.0 29.2 121.7

SOURCE: U.S. Chamber of Commerce, Forecast and Survey Center.

54.3

19.8

3.7

58.4

14.5

57.0 111.3

45.0 64.8

5.4 9.1

72.4 130.8

20.2 34.7

159.6 281.3



Increase in
Federal Income
Tax on Oil
Producers

Plus
Federal Income
Tax on Non-Oil
Producers

Plus
Increase in
Federal Royalties

Less
Increase in
Current Dollar
Government Spending
Necessary to Maintain
Level of Real
Government Spending

Equals
Total
In current
dollars
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TABLE C

Effect of Oil Price Decontrol
Without 'Windfall Profits" Tax

3% Real Oil Price Increase
(Current $ billions)

1980 1981 1982 1983 1984 1985

3.4 9.7 14.1 15.4 17.1 19.2

0.5 4.0 7.3 11.8 16.3 18.9

0.2 0.5 0.7 0.8 0.9 1.0

0.5 1.5 3.7 5.8 8.2 10.3

3.6 12.7 18.4 22.2 26.1 28.8

Totals
1980-85 1986-90 1980-90

78.9 118.8 197.7

58.8 126.1 184.9

4.1 6.9 11.0

30.0 57.1 87.1

111.8 194.7 306.5

SOURCE: U.S. Chamber of Commerce, Forecast and Survey Center.
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TABLE D

Effect of Oil Price Decontrol
With 'Vindfall Profit" Tax

3% Real Oil Price Increase
(Current $ billions)

Totals

1980 1981 1982 1983 1934 1985 1980-85 1986-90 1910-90

Increl-e - -
Federal Income
Tax ri Oil
Producers
(excluding

deducticn for WPT)

Plus
Incre:!e in
Federal Incone
Tax on Non-Oil
Prcducers

Plus
T.icreace in
Federal Royalties

Plus
Nec :-ndfall
Profit Taxes

Less
ticrease in
Current Doller
Cover 2fnt Spending
Necessary to Maintain
Level of real Government
Spendin"

Equals
lotal
in current
dollars

3.0 8.4 11.8 12.4 13.4 14.3

0.5 3.6 6.9 11.2

.2 .5 .7 .8

3.1 9.0 12.8 13.8

0.5 1.2 3.4 5.5

15.4 17.7

.9 1.0

15.2 16.8

7.9 9.9

6.3 20.4 28.9 32.7 37.0 39.9

63.3 85.7 149.0

55.2 114.6 169.8

4.1 6.9 , 11.0

70.7 109.7 180.4

28.4 57.1 85.5

164.9 259.8 424.7

SOURCE: L.S. Chamber of 'ommerce, Forecast and Survey Center.
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STATEMENT

OF

AMERICAN MOVERS CONFERENCE

INTRODUCTION

We appreciate the opportunity permitted us to partici-

pate in the hearings by the subcommittee concerning the tax

status of independent contractors and related issues. The

American Movers Conference has approximately 1200 members

representing all classifications and sizes of motor common

carriers of household goods, with an underlying network of

some 9,000 movers and 45,000 independent truck operators

representing in total 200,000 people directly associated

with the U. S. moving industry.

This statement has been formulated and prepared to

provide background information along with our discussion of

specific issues in light of the moving industry structure.

The Conference appreciates the opportunity to present

this statement along with the American Trucking Associations,

Inc., with which we are affiliated. As such, we endorse

their statement. In that regard, our statement is intended

to add to ATA's statement and discuss a specific sector of

the trucking industry, and the importance of independent

contractors to continued quality moving service for the

American public.
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MOVING INDUSTRY

The moving industry provides a unique door-to-door

specialized service to the mobile American populace. The

U.S. Census Bureau estimates 1 in 5 Americans change

address each year, and approximately 1.3 million households

are moved interstate annually by the interstate motor

common carriers of household goods. Using the U.S. Census

Bureau average of 3.3 people per family, the moving industry

moves the personal possessions of 4.3 million people annually

interstate. Additionally, millions of people are moved

locally and intrastate by the moving industry.

In order to provide this personalized service

where movers are entrusted with an individual's most

personal possessions, a unique structure has developed

which relies heavily on the small business concept.

There are 2,794 household goods carriers certificated

by the Interstate Commerce Commission of which nearly

99 percent are small businesses under Small Business

regulations. Additionally, there are approximately

10,000 local community movers located throughout the

United States, most of which are tied together by a

contract with a van line of carrier possessing inter-

state authority. Nearly everyone of the 10,000 movers

are small businesses. They are known as agents, and

provide local services for the certificated carrier

such as packing and unpacking. Additionally,
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many of the local community movers have interstate author-

ity for several states or even a region. As a result,

community movers may have a certificate to move household

goods under their authority or as an agent for another

carrier. Finally, some carriers will interline with

another carrier so that the independent truck operator

will be transporting household goods moving under the

certificate of two or more carriers.

Either the agent or the carrier may have a long-term

or permanent contract with the independent truck operator

and become part of the permanent fleet. On the other

hand, the moving industry is seasonal with 60 percent of

the people moving during the summer months. During this

period, many more independent truck operators will enter

into an intermittent contract with the agent or carrier,

and in some cases the agent will enter into a contract

with the carrier so the independent truck operator's

contract is with the agent; but through the agent's con-

tract with the carrier, the independent truck operator

would be transporting household goods for the carrier.

In the moving industry, there are approximately

45,000 independent truck operators transporting household

goods interstate during the peak sumer season. The

number during tl'e non-peak season may decline to about

36,000. The vast majority of the independent truck
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operators own their power unit and many own both the

power unit, trailer and accessorial equipment.

Some own 2 or more units. In all cases, the indepen-

dent truck operator is responsible for the expenses of

the operation including fuel, tolls, fees, subcontractors,

and maintenance. The contract will provide for a percentage

distribution of the revenue from the shipment transported

with independent truck operators generally receiving

between 50 to 70 percent of the total revenues. This

will vary depending upon the amount of services performed

by the independent contractor, and in some cases is subject

to negotiation telephonically at any stage prior to perform-

ance under the contract.

This is necessitated because of the irregular route

nature of the industry where an independent truck operator

may pick up and deliver shipments for an extended period

of the time, and over the entire United States. Some

areas of the country are less profitable to the independent

truck operator under a normal contract which necessitates

instantaneous negotiation similar to changing the contract

for the construction of a building when additional services

or conditions are required.

While performing the contract, the independent truck

operator is subject to the terms and conditions thereof

which may contain various governmental requirements.
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Motor common carriers of household goods are one of the

most highly regulated industries in the general economy.

Those regulations are found at Title 49 of the Code of

Federal Regulations, and include a penalty of up to $500

for each violation of more than 200 non-economic regula-

tory requirements on every shipment.

Often, when the independent truck operator arrives

at an origin or destination location, he is required to

contract with a subcontractor (casual contractor) to load

or unload a shipment. This subcontractor generally demands

X number of dollars, depending upon the size of the ship-

ment and the conditions surrounding the loading or unload-

ing, such as the number of stairs. This subcontractor is

used generally on a one-time basis, and the contract is

for a certain sum, regardless of the hours involved.

INDEPENDENT CONTRACTOR STATUS

From the discussion, supra, the Conference believes

the value of independent truck operators to the moving

industry to be well established. Additionally, the

statement of the American Trucking Associations, Inc.,

details the trucking industry's position with respect to

independent contractors under the common law and on.

various legislative proposals.
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However, because the intent of any legislation

would be to remove any uncertainty on the determination

of independent contractor status, the Conference offers

several observations in the event Senator Dole's bill (S.

736) were to be altered or the subcommittee should consider

other legislation.

We support, as the statement of the American Trucking

Associations, Inc., discloses, the Dole bill; however,

wit is not without problems" which some minor modifications

could address.

If the assumption were made that the "safe harbor"

tests contained in the Dole bill do not cover independent

truck operators, then there is an absolute necessity for

inclusions of a "no inference" provision to definitionally

return the status of independent truck operators to the

common law. Under the common law, it has been consistently

determined such operators are independent contractors.

However, historically determined independent contractors

under long established principles should either fit within

the "safe harbor" provisions, or be grandfathered in so

that certainty would prevail.

We recommend a provision be included which would

provide the kind of certainty the general economy needs

by grandfathering as independent contractors those indi-

viduals or entrepreneurs traditionally accorded contractor

status.
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Further, a closer examination of the safe harbor

tests for moving industry independent truck operators

may enlighten the subcommittee's consideration of these

issues.

There is little question independent truck operators

control the hours worked with at least two exceptions --

both mandated by governmental law and regulations.

Household goods, consumers and the moving industry are

required to agree upon specific pickup and delivery

dates. As such, the industry may be subject to sanctions

if such dates are not met. Thus, the independent truck

operator may be required by contract to perform the

service by or on a specified date. How the independent

truck operator travels or the hours worked are within

the operator's control so long as the specified dates

are met. This provides a unique service to the nation's

moving public. The hours worked are further subject to

the U.S. Department of Transportation safety regulations

which operationally limit the hours any operator (regardless

of whether under a contract or totally independent) may

work.

This definitional distinction could be remedied

easily by excluding governmentally mandated controls

which apply to industries regardless of whether the

individual is an employee, and independent contractor or



713

a totally independent businessperson. Such governmental

mandates with a congressional intent other than for tax

purposes (such as safety or consumer satisfaction) should

not be considered under the safe harbor tests. Any

such controls are for the public interest and should not

reflect adversely on the determination of whether or

not an individual is an independent contractor. An

additional clarification could be made by inserting the

word 'or" in lieu of "and" in the next to last line

between "work" and "substantially". These two deter-

minables are disjunctive rather than conjunc-

tive, and are not considered the latter under the common

law.

The independent truck operators* principal place of

business would be their house or the "tractor" or power

until. Many literally take their office with them wherever

they go.

Most independent truck operators have a substantial

investment in assets used in connection with the perform-

ance of the service, depending upon the definition of

"substantial" and the independent truck operator's con-

tract in relation to the total contract for moving the

household goods.

There is little question the independent truck

operator risks income fluctuations. The operational
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management of the business determines income fluctua-

tions: e.g., where the fuel is purchased, economy of

equipment, whether maintenance is self-performed or

contracted out, and what routes of travel are used.

Provided "output" in clause (B) includes operational

considerations such as those above, then the independent

truck operator would be included. On the other hand, if

"sales" is meant to qualify *output" in such a way as to

limit the application of this clause to revenue produc-

ing activities, rather than normal business considera-

tions where profit levels are based on either revenue

production or cost containments, then traditional indepen-

dent businesspersons, including independent contractors,

would be limited in such a way not contemplated by the

common law nor common business practices. Additionally,

the business concept "volume" may be distorted by the

last expression removing "the number of hours" worked

from the profit margin considerations.

Both safe harbor tests (4) and (5) are currently

performed by the moving industry.

TREASURY PROPOSAL

The U. S. Department of the Treasury proposed,

among other matters, "A flat rate of ten percent be with-

held from payments made in the course of a payor's
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trade or business for services provided for certain

independent contractors.*

We submit that such a proposal, if it were to become

,law, would be devastating to the financial health of the

moving industry. The moving industry structure, as

discussed above, requires financially healthy, independent

truck operators. According to the Household Goods Carriers

Bureau (authorized by the ICC to, among other matters,

gather pricing information) in 1977, the last year for

which statistics are available, the average annual gross

revenue for a household goods independent truck operator

was $52,264. Average annual gross expenses for the same

year were $39,497, having a net of $12,767 or 24.4 percent

of the gross revenue. If the gross revenue for 1977

were increased by an annually adjusted amount equivalent

to the Interstate Commerce Commission's approved tariff

increases since 1977, the resulting gross revenue would

be $57,752. At the same time, if the annual expenses

were increased by the increase in the consumer price

index from 1977 through April of 1979, the annually

adjusted average expenses would be $45,935 having a net

of $11,817 or 20.5 percent of the average annual revenues.

Further, the Interstate Commerce Commission in

various weekly updates in Ex Parte No. MC-311, EXPEDITED

53-845 o - 79 - 46
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PROCEDURES FOR RECOVERY OF FUEL COSTS, has determined

the cost of diesel fuel has increased at 7.5 percent of

the rates in effect on January, 1979. By the Commission's

regulations, the full 7.5 percent rate increase must be

passed on to the independent truckers because of the

equivalent cost increase. Thus, the average annual

revenues adjusted for the increased cost of fuel would

be $62,064 and expenses $50,262, leaving $11,817 or 19

percent.

The government has determined the additional fuel

surcharge is equivalent to the cost of the fuel. Therefore

the cost of the fuel should be equal to the revenue

generated by the surcharge rate increase and result in

no additional tax liability. Yet, under the Treasury

Department's withholding proposal, the independent

truck operator could be subjected to a 10 percent loss

of gross receipts needed to purchase the fuel. The

Interstate Commerce Commission, in a decision served

June 26, 1979 in Ex Parte No. 311, EXPEDITED PROCEDURES

FOR RECOVERY OF FUEL COSTS, stated: OThe Commission

emphasizes that this surcharge should ensure that all

owner-operators should receive compensation for virtually

100 percent of fuel cost expenses .... *

And in a Commission decision served June 15, 1979,

in the same proceeding, regulated carriers were required

to adjust their contracts so the exact amount of the
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fuel surcharge increase determined by the Commission

on a weekly basis would be automatically passed through

to the independent truck operator.

If the moving industry were required to withhold

10 percent or any percent of the surcharge pass through,

they would be in violation of Interstate Commerce Commis-

sion regulations and subject to fines and other penalties.

Additionally, the financial chaos independent

truck operators would be subjected to under a withholding

scheme is apparent.

To pass the burden of determinating when tax liability

is equal to or by some regulation at an X percent level

of the amount that would be withheld if a withholding

requirement existed is unconscionable. The payee, in

this case the independent truck operator who hauled one

shipment at the beginning of the period and expected to

be under the contract for the full period, but experienced

mechanical problems or the loss of the equipment by

accident, could be considered in violation of an "option"

provision. As discussed, supra, there are an infinite

variety of variables affecting independent truck operators.

It would be impossible for them to accurately determine

on a 100 percent basis whether or not they qualified

under an option for exclusion to the withholding require-

ment.

Additionally, the administrative nightmare that

would be thrust upon the payor would require Substantially
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additional personnel to meet any requirement under a

withholding provision. There are continual adjustments

in the contracts. Loans are made by payors to payees

for a myriad of reasons over the course of the contract.

If the independent truck opeLator enters into a contract

lease with the regulated carrier, the relationship

reverses, and the independent truck operator would

becomes the payor and the regulated carrier the payee.

Should the independent truck operator then be required

to withhold monies from the regulated carrier payee?

Thus, the complicated business relationship between

contractors and contractees in the moving industry

takes on added significance.

The relationship between independent truck operators,

the moving industry and casual contractors needs to be

examined very closely in light of a withholding scheme.

As discussed above, many independent truck operators

contract with casual contractors for loading and unload-

ing services. Generally, the contract may average $35

to $40 for the one-time service. If the independent

truck operator were subjected to the administrative

burden of withholding $3.50 to $4.00 for each casual

contractor, a substantial paperwork, financial and

banking requirement would be added to an already burdened

businessperson. The casual contractor generally would
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be subject to the negative income tax provisions of the

Internal Revenue Code, which would not enhance the

Treasury. Also, generally the casual contractor contracts

for a specific amount and would not accept less, thus

requiring already financially burdened independent

truck operators to pay the withholding tax from their

already severely restricted profit margin. And, for

the independent truck operator to maintain records on

the monies that would be withheld, and properly deposit

them at a bank in accordance with Internal Revenue

Service regulations would be adminstratively impossible.

The independent truck operator may be on the road for

30 to 60 days before returning to their base. In the

event the operator was on the road at the time it would

be required to bank such monies or adminstratively

perform the various paperwork requirements, the result

would be the independent truck operator having banking

transactions throughout the country. In conclusion,

such a scheme would result in a windfall to the govern-

ment at the expense of an already administratively over-

burdened segment of the private sector.

Returning to withholding on independent truck

operators-- assume an independent truck operator opted

to have withholding, and for 7 months a percentage was

withheld. Then the independent truck operator's equipment
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malfunctioned, requiring an expensive replacement of an

engine. It is conceivable the independent truck operator

may not have the financial backing to replace the engine,

which would result in the loss of the equipment and

termination of the contract. On the other hand, if the

withheld money were available, the operator could replace

the engine. One carrier's experience indicates 70

percent of the independent truck operators terminate

their contract within the first year, and 10 percent

continue their contract for a period in excess of three

years. Studies have indicated the primary reason for

the turnover is the independent truck operator's business

acumen. With a withholding provision, far more independent

truck operators would be unable to survive. It is the

first years that are vital to the survivability of the

operator.

Additionally, during the first years, generally,

there is little or no tax liability because of the

investment tax credit.

Assistant Professor of Business Adminstration, Mr.

David H. Maister, at Harvard Business School in a speech,

noted in the July 23, 1979 issue of TRAFFIC WORLD, stated:

,"What all this means is that the motor carrier industry

Is going to have to put a lot of effort into matching

up an increasing demand (for owner-operators) with a
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static or declining supply." He went on to state:

"And that means recruiting new entrants into the industry...

I see only one, the van lines, (moving industry) that

are going all-out in this direction."

CONCLUSION

Thus, any withholding provision at this time without

further study would be devastating to the moving industry

at all levels. In order to assure certainty and a

financially healthy industry, the American Movers Conference

strongly encourages the subcommittee to address the

definitional question initially, and provide for further

more specific studies by the Treasury Department with

respect to a withholding scheme. Such studies should

consider the many facets of a particular independent

contractor as discussed above so the subcommittee can

knowledgeably consider legislation in the future to address

any problems which may exist between independent contractors

and the U. S. Government.

Once such studies were completed, profiles could be

used to zero in on the specifics a withholding scheme should

contain to address the more limited problems the-study

would disclose. A shotgun approach as recommended by the

Treasury Department considers neither the uniqueness of

independent contractors nor the realities of the private

sector of the economy.

Thank you.
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE SENATE COMMITTEE ON FINANCE
RE S. 736, THE EMPLOYMENT TAX ACT OF 1979

September 17, 1979

The American Farm Bureau Federation appreciates this opportunity
to comment on S. 736, the Employment Tax Act of 1979.

Farm Bureau, representing over 3 million member families, has been
in existence for over 60 years and is the nation's largest general farm
organization.

One of the purposes of Farm Bureau is to provide a mechanism
through which our members can analyze their problems and formulate any
necessary action to achieve appropriate solutions. To provide for the
insurancE needs of farmers and ranchers, Farm Bureau-affiliated
insurance companies have been established by many of the State Farm
Eureaus. For this and other reasons we have a vital interest in the
rulings of the Internal Revenue Service which affect independent
contractors.

We are aware of the recent events which brought this issue before
Congress, and we commend the Subcommittee on its diligent efforts to
reach a fair and reasonable solution. A change in the classification
of individuals who are now classified as independent contractors could
have serious consequences on the operations of Farm Bureau-affillated
companies and thus work to the detriment of the interests of farmers
and ranchers. Further, changes in classification could be detrimental
to some individuals who perform work on farms and ranches and who are
presently classified as independent contractors. In light of this,
the delegates of the member State Farm Bureaus to the 1979 annual
eeting of the American Farm Bureau Federation approved the following
policy:

We recommend that the present Inlependent contractor
status of the affected individuals be preserved."

The American Farm Bureau Federation Board of Directors recently
voted to support legislation containing the criteria specified in
S. 736. This legislation will accomplish the overriding objective
of preserving the status of workers who have historically been treated
as independent contractors. We also feel that it is fair and reason-
able as it permits the use of common law tests to classify those in-
dividualt who fall to meet all of the specified criteria. We urge
the enactment of 3. 736.

We thank you for this opportunity to present Farm Bureau's views.
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INTERSTATE
CONFERENCE OF

EMPLOYMENT SECURITY
AGENCIES, INC.

September 27, 1979

The Honorable Harry Byrd
Cha i rman
Subcommittee on Taxation and Debt

Management
U.S. Senate
Washington, D.C. 20510

Dear Mr. Chairman:

The Interstate Conference of Employment Security Agencies is
very concerned about the potential impact of S,736.gn the unemploy-
ment insurance programs administered by the State agencies we
represent. Our membership includes the State Employment Security
Agencies in the fifty States, the District of Columbia, the Virgin
Islands and Puerto Rico. We are committed to the continuing improve-
ment of the unemployment insurance system and indeed, the many pro-
grams which are administered by the State Employment Security Agencies.
Should S.736 be enacted as currently framed, we believe that there
will be significant repercussions in the administration of the unem-
ployment insurance program. We would like to share our concerns with
you and the members of the subcommittee.

As you know, S.736 was drafted to define new standards for deter-
mining whether individuals are employees or independent contractors.
This bill has come about due to Section 530 of P.L. 95-600 which
declared a moratorium on further modifications of the definition of
employee until January 1, 1980. We fully support the effort to achieve
the clarification called for in P.L. 95-600. However, the new stand-
ards provided in S.736 as currently drafted, differ significantly from
the common law definition of employee used in many benefit and pro-
tection programs. We believe that many employees will inadvertently
lose their rights to both benefits and other protections they are
guaranteeu by the Fair Labor Relations Act and the State unemploy-
ment insurance laws.

The need to determine whether a particular worker is an employee or
an independent contractor is not a new Issue, nor is it unique to
Federal tax law. Indeed, most of the protection and benefit programs
afforded to employees in the United States depend on the definition
of an employent relationship between the worker and the employer.

SUITE 126
444 NORTH CAPITOL ST. N W
WASHINGION.OC 20001
202 1.29 - 5588
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Workers compensation insurance, unemployment compensation insurance, rights to
bargain collectively, many retirement and disability programs are among the
types of programs which require an established employer-employee relationship.
Traditionally, the determination of whether the worker is an employee or an
independent contractor has been based on the well established principles of the
common law. The status of the worker under all these programs is examined on
a case-by-case basis and the key factor considered is the right of the principle
to direct and control the manner and means in which the service is performed.
The courts have applied these principles of direction and control broadly in a
significant number of decisions, ensuring that workers in a true employment
relationship are guaranteed all their rights to benefit ana protection programs.

The States have found the axioms in the common law provide sufficient guide-
lines for determining the actual relationship between the principle and the
worker, while being flexible enough to provide equity for both parties. We feel
the provisions of S.736 may be too rigid to provide such equity. Under the pro-
posed standards, workers who can normally control their hours of work, do not
perform their work in a specified place of business provided by the principle,
who have income influctuations and who sign a contract specifying the relation-
ship is a contractor-principle relationship, would be considered independent
contractors. Many workers could be placed in a tenuous position under these
standards. For example, the written contract between worker and principle could
well become a standard part of the application for employment in many situations.
In fact, there are a number of court cases which have established that such
written contracts do not form a sound basis for determining whether a worker is
an employee or an independent contractor. Furthermore, the suggested provisions
would effectively define persons paid-by-job, paid-by-piece, many drivers paid
by the load or mile and a large number of casual laborers paid by commission or
by the job as independent contractors.

In order to avoid the possibility of excluding many currently protected
workers from the rights they are now guaranteed, we urge that the Congress con-
sider the continued use of the principles of common law for determining the
employment relationship on a case-by-case basis. If it is Congress' intention
in S.736 to exclude specific groups of workers from coverage or that these
groups of workers be affected in a particular manner, may we suggest for your
consideration two alternatives. Each would achieve the objective of treating
clearly identified groups of workers in specific ways, while retaining the common
law definition of employee. The first alternative would be to enact narrowly
drafted exclusions from FUTA coverage of specific types of workers, meeting
specific characteristics. Several States have successfully enacted this type of
legislation to exclude groups such as insurance agents and real estate sales-
persons, paid solely by way of commission, from coverage under their unemployment
insurance programs. The second alternative for your consideration is amending
Section 3508 (a) of S.736 to the extent that the proposed standards would not
apply to individuals in a work environment which is considered an employment rela-
tionship under either the National Labor Relations Act or the unemployment insur-
ance laws of the State in which the service is performed.



725

The Interstate Conference of Employment Security Agencies urges the Sub-
committee to consider each of these alternatives in reporting S.736. Each would
allow the continuation of the uniform and equitable basis currently used to
determine the relationship between principle and worker, would maintain the inte-
grity of the common law, would not disrupt the definition of employee used by
employers when reporting to both the State and Federal taxing authorities and
would ensure that worker's rights are preserved.

We thank you for the opportunity to present our views on the provisions of
S.736.

Sin rely,

S. Martin Taylor
President
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TAXATION OF FRINGE BENEFITS

STATEMENT OF THE

AIR TRANSPORT ASSOCIATION

OF AMERICA

The Air Transport Association of America represents

virtually all of the scheduled airlines in the U.S. and

therefore has a deep interest in the current hearings on

the issue of employee fringe benefits before the Senate

Finance Committee, Subcommittee on Taxation and Debt Manage-

ment.

Airlines have provided free and reduced-rate travel

passes to their employees since the very beginning of

commercial air service. Such transportation passes are,

and always have been, exempt from income tax under an IRS

ruling originally issued in 1921. In recent years several

regulatory initiatives to change the tax treatment of fringe

benefits, including airline passes, developed. -The airlines

have opposed those initiatives pertaining to transportation

passes not only because they would have improperly reversed

long standing practice, but more importantly, they directly

involved basic tax policy issues within the purview of the

Congress.

Senate bill (S.224) would permanently prohibit the

Internal Revenue Service from issuing regulations on the

taxation of fringe benefits and, while this would resolve

the problem of the taxation of air transportation passes,

the Air Transport Association believes that the Congress

should have the opportunity to study the matter in greater

detail before passing a permanent prohibition.
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The airlines believe the time has come to resolve the

growing uncertainty caused by a variety of regulatory

initiatives and encourage the Congress to establish practical

and reasonable policy guidelines applicable to fringe benefits

for the guidance of the U.S. Treasury Department and the IRS

in issuing future regulations.

The airlines believe that such policy guidelines should

permit employers to share facilities, goods or services with

their employees arising from their businesses which incur

no additional cost to the employer and which are available to

all employees on a non-discriminatory basis, without increasing

the employees' tax burden. The airlines are strongly opposed

to any change in the long standing tax policy applicable to

airline passes.

The proposed guidelines would provide an equitable solution

to the problem of many employers, including the airlines, which

have been permitted by judicial and administrative authorities

to provide specific non-compensatory benefits to their employees

in many cases throughout their history. If the Congress were

to consider enacting legislative policy guidelines for the

taxation of fringe benefits, the first step in the development

of those guidelines would be to identify those facilities,

goods and services, the receipt of which is properly excludable

from gross income. Most authorities agree that certain benefits
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may be excluded; however, the disagrecinclit arises as to the

appropriate guideline that should be applied in making this

determination.

The airlines propose that the legislation should pro-

vide that where the employer provided his employees with

facilities, goods and services that exist incidentally to

his trade or business, the resulting benefit to employees

or their immediate family should not be included in gross

income if: a) the facilities, goods, or services are owned

by or are under the control of the employer for purposes

proper to the business involved and are primarily unrelated

to the personal use of such items by employees of the employer;

b) the facilities, goods or services are made available to the

employees without the employer incurring substantial cost;

and c) the facilities, goods or services are made available

on a non-discriminatory basis subject to reasonable classi-

fication based on such factors as nature of work or seniority

but not based on income.

Additionally, the provision of facilities, goods or

services should not be considered compensation includable

in gross income when the amount of the item is so small or

so difficult to value that accounting for it would be unreason-

able or administratively impractical.

This proposal is similar to guidelines previously

proposed by the Department of Treasury, but which were not

adopted because clear legislative authority was lacking. The
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airlines recommend that distinct legislative jurisdiction

be established which would result in a fair and equitable

policy in this extremely difficult and sensitive area. It

would provide guidelines to both industry and government with-

out major revenue impact and would remove the cloud of uncer-

tainty that exists.

While the airline proposal would result in taxation of

heretofore untaxed employee benefits, air transportation

passes would continue to be excluded from gross income as they

have for more than four decades. This exclusion is compelled

by several very simple facts:

0 An airline's schedules and its frequency of operation
are determined by economic consideration with no regard
for the desires of pass passengers.

* Since nass passengers generally travel on a space available
basis, their transportation results in no added expense
to the airlines. Indeed, payment of any required service
charge by the pass passenger reimburses the carrier fully
for use of an otherwise commercially wasted vacant seat.

* The passes are offered on a non-discriminatory basis.

a Airline employees can neither give, sell nor otherwise
transfer their tickets to any other person nor surrender
them for cash or for any item of value; nor can an
employee use a pass issued by one airline on another
airline.

Moreover, efforts to place a value on passes would create

an administrative and accounting nightmare due to the myriad

of discount, stand-by, and other conditional airline fares

against which a pass might be compared and in view of the

significant rules and restrictions placed upon airline pass

travelers.
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An additional point should be made on a matter which has

been viewed with concern by certain employee fringe benefits

analysts. The fear is that employers will use or have used

tax free fringe benefits as a substitute for cash compensation

or as a tactic for increasing compensation to employees in a

tax free manner. Whether this concern applies broadly to all

classes of fringe benefits is unclear. What is clear is that

airline employees are compensated with high wages. Government

studies over the years have shown again and again that airline

employees are among the very highest, if the not highest paid

workers in the United States. As repeated findings of federal

agencies in courts have demonstrated, transportation passes

are not a form of airline employee compensation.

It is obvious that the passage by the Congress of S. 224

would alleviate forever the uncertainty regarding IRS regulations

on fringe benefits. The airlines do not believe it would

completely remove the uncertainly regarding judicial actions

which may be taken. If the Congress fails to enact the

moratorium, the Treasury will then be free to issue regulations

without any guidelines from the Congress on the issue of

fringe benefits as taxable income. The airlines believe that

the Depaitment of Treasury needs policy guidelines in order

to adequately prepare the regulations which would be necessary

to implement, and to clarify the tax status of the myriad of

fringe benefits that exist. The airlines believe that the

use by an employee of an employer's ongoing service when that
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use presents no cost increase to the employer and is available

on a non-discriminatory bbsis should not result in a finding

of taxable income to the employee.

The basic test to be met in condsidering the tax treat-

ment of an employee's fringe benefits is whether or not they

really represent compensation. Airline transportation passes

clearly do not. It would be unfortunate if in the consideration

of Congressional policy, the conclusion was reached that all

fringe benefits should be treated identically regardless of

the differing purposes, applications, origins and merits. A

rule of reason and practicality is required which should be

the purpose of t~le policy guidelines issued by he Congress

for the Lidanceof the U.S. Treasury Department and the tax-

payers of the United States.

BEST COPY AVAILABLE
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STATEMENT OF THE AMERICAN COUNCIL OF LIFE INSURANCE TO
THE SENATE FINANCE SUBCOMMITTEE ON TAXATION AND DEBT

MANAGEMENT RELATING TO THE CLARIFICATION OF THE
EMPLOYMENT TAX STATUS OF INDIVIDUALS

OCTOBER 11, 1979

The purpose of this statement is to present the views of the

American Council of Life Insurance on the Issue of classifying

workers, particularly life Insurance salesmen, as either employees

or independent contractors for employment ta purposes. The

American Council of Life Insurance Is the major trade association of

the life insurance business with a membership of 491 life insurance

companies which, in the aggregate, have approximately 95% of the

life insurance in force in the United States and hold 97% of the

assets of all United States life insurance companies.

SUMMARY

We generally support S. 736, a bill introduced by Senator

Dole which would amend the Internal Revenue Code to provide certain

tests for determining the status of individuals for employment tax

purposes. If an individual satisfies all of the requirements set

forth In the bill with respect to services performed by him, he will

be treated as an independent contractor for employment tax purposes.

We believe that enactment of S. 736 will provide the certainty and

uniformity that is essential to the effective operation of the em-

ployment tax laws. We also believe that since S. 736 provides only a

"safe harbor" test for determining employment tax status, a provision

should be added to make it clear that if any of the "safe harbor"

standards are not met, determination of employment status will be

made under the common law rules, as if the "safe harbor" criteria

had not been enacted.

BEST COPY AVAILABLE
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The Administration proposes to resolve the question of

classifying an individual as either an employee or independent con-

tractor basically by requiring that a flat 10 percent be withheld

from payments made in the course of a trade or business for services

provided by independent contractors. The existing imprecise tests*

would be retained for determining whether the persons performing

the services are independent contractors.

Enactment of such a proposal would not, in our view, solve

the classification problem since even with withholding, the classi-

ficatIon of a worker would bo' important if for no other reason than

to determine which withholding system to use, i.e., the Administra-

tion's flat withholding percentage or the graduated withholding

system for employees. Moreover, we believe there are serious

administrative problems with the Administration's proposal so as to

make it unwise to adopt at this time. Finally, if the decision is

made to adopt the Administration's proposal, we urge that, since

most life insurance salesmen are either already subject to Social

Security tax withholding or would qualify for an exemption from the

proposed 10 percent withholding, commissions paid to life insurance

salesmen not be subject to withholding.

Background

Currently, Code §3121(d)(2), with certain specific exceptions,

defines an employee as "any individual who under the usual common

law rules applicable in determining the employer-employee relation-

ship, has the status of an employee." Basically, the common law is

a set of factors based on court decisions and custom which is used to

classify an individual as an employee or independent contractor.
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The focus of the common law in this area revolves around the

employer's right to control the way an employee works, both as to

the final result and as to when and how that result is accomplished.

(The IRS has adopted twenty factors to be considered in determining

employment status.) In making this determination, no single factor

is conclusive. Moreover, the degree of importance of each factor

varies in each case.

Application of the common law rules to complex and changing

business arrangements is very difficult and has produced inconsistent

results. At best, a decision to go one way or the other as respects

a particular relationship involves a significant degree of uncer-

tainty as to how the IRS will react. These problems are particularly

pertinent when attempting to classify a life insurance agent be-

cause of the myriad of arrangements between agents and their com-

panies that are used to market life insurance.

Despite the inherent weaknesses with the common law standard

for determining whether an individual is an employee or independent

contractor, the impression was created for many years that the com-

mon law definition of "employee" was a workable standard, since the

IRS, until recently, raised few challenges regarding the employment

tax status of individuals, including life insurance agents. During

the past few years, however, the IRS has increasingly challenged the

previously unquestioned employment tax status of workers in many

industries and occupations, including the life insurance business.

The experience of our member companies indicates that these employ-

ment tax audits appear to involve a change of position by the IRS

and, in some cases, a rejection by the IRS of prior private letter
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rulings issued to companies holding agents to be independent

contractors. This increased audit activity and challenges have

substantially eliminated the predictability that at one time seemed

to exist and have made it clear that the common law definition is

clearly too imprecise to be the primary test used in determining

the employment tax status of individuals.

The Administration's Proposal Does Not Address the Problem of
Classifying Individuals

The Administration's proposal for resolving the independent

contractor/employee definitional problem is essentially to duck it.

Instead, its solution is to require that a flat 10 percent be with-

held from payments made in the course of a trade or business for

services provided by an independent contractor. The Administration

assumes that with withholding, the number of disputes Involving

employment tax status will be reduced, the pressure on the common

law definition will be relieved and the definitional problem will,

thus, largely disappear.

We strongly disagree with the Administration's assumptions.

We believe that even if the Administration's withholding proposal

was adopted, classification of individuals would still be important,

and the pressure on the common law definition would remain.

First, it would be necessary for an employer to decide which

withholding system to use, i.e., the 10 percent flat rate or the

graduated withholding system normally applicable to employees. The

fact that the Treasury proposes a different withholding system for

independent contractors, i.e., a flat rate and an election for in-

dividuals who would be overwithheld to elect out of the system,

indicates that even Treasury believes that a graduated withholding
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system is not appropriate for payments made to independent contractors.

Therefore, it would still be important for businesses to properly

classify individuals. In this regard, we find it hard to believe that

the IRS will cease to question an employer's classification of an

individual as an independent contractor merely because 10 percent may

have been withheld from the payments to him. Moreover, to the extent

either of the two exceptions to withholding allowed under the Trea-

sury proposal are available, there would be no withholding and no

reason for the IRS not to continue raising challenges regarding the

employment tax status of those individuals.

Proper classification of workers would also be important in

connection with the Administration's proposed penalty tax. The

Treasury proposes that a 10 percent penalty tax be imposed on an

employer with respect to past payments to workers who are classified

as employees, in lieu of that employer's current withholding tax

liability. If the employer's classification of a worker as an in-

dependent contractor was reasonable, however, and he also satisfied

the proposed withholding rules, the penalty tax would be abated.

Without clear and objective standards for determining

employment tax status, the common law rules would have to be used to

determine whether the employer's classification was reasonable.

Ther, is no reason to believe that the IRS' application of the common

law rules in this area would be any more consistent or predictable

than it has been recently in its employment tax audits. Moreover,

while the reasonablee" exception may protect an employer as regards

past determinations, he still will have to decide how to classify

workers for the future.
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Finally, classification as independent contractors is

important from many life insurance agents' point of view. These

agents view themselves as professional independent businessmen.

The recent IRS audit activity, reclassifying many of them as em-

ployees, has had a very disturbing impact upon them.

In summary, therefore, we believe that unless Congress

enacts substantive legislation setting forth appropriate and clear

tests to be used in classifying Individuals as employees or inde-

pendent contractors, all the uncertainties and controversies involved

in recent employment tax audits will reappear as soon as the interimI'
relief enacted by Congress in the Revenue Act of 1978 expires.

This will be true whether or not the Administration's proposed with-

holding system is enacted.

S. 736 is an Appropriate Solution

S. 736, a bill introduced by Senator Dole, is designed to

provide a permanent solution to the problem of classifying workers.

for employment tax purposes. S. 736 sets forth five requirements

which, if satisfied, would result in a worker being treated as an

independent contractor.

To fall within S. 736's safe harbor, an individual: (1)

Must control the number and scheduling of hours worked; (2) Must not

have a principal place of business or, if he has one, it cannot be

provided by the person for whom the service is performed unless

reasonable rent is paid therefor; (3) Either must have a substantial

*/Section 530 of the Revenue Act of 1978 prohibits the IRS from
adopting any regulations or publishing any rulings with respect to
the employment tax status of any individual, before January 1, 1980.
In addition, the IRS is prohibited from reclassifying an individual
as an employee for any period ending before January 1, 1980, if the
business firm has a reasonable basis for treating such individual
as an independent contractor.
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investment in the assets used in connection with the services per-

formed oi must risk significant income fluctuation; and (4) Must

perform the services pursuant to a written contract that spells out

his status as an independent contractor and the tax obligations

associated with that status. Moreover, the person for whom such

service Is performed must file all Information returns required with

respect to such service.

We believe S. 736 represents the best approach yet formulated

for clarifying the employment tax status of individuals, including4/
life insurance agents. The requirements set forth in S. 736 are,

in our view, an appropriate dividing line. The tests can be easily

applied and will provide the certainty and uniformity that is so

necessary if our tax laws are to work efficiently and effectively.

As previously indicated, the Administration's alternative of doing

nothing as regards the classification question does not resolve the

problem at hand.

Although S. 736 will provide most individuals, including

most life insurance agents, with certainty regarding their employ-

ment tax status, because of the myriad of arrangements between

individuals and the persons for whom they perform their services,

there may be situations where a clear determination of employment

tax status may not be able to be made under the requirements set

forth in S. 736. Therefore, we believe there is also a need to

continue the use of the common law tests in determining employment

*/In this regard, we wish to point out that a substantially identical
Eill, H.R. 3245, has been introduced in the House by Representative
Gephardt. The Council testified in support of H.R. 3245 at hearings
held by the Select Revenue Measures Subcommittee of the House Ways
and Means Committee on July 16, 1979.
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tax status, where an individual fails to satisfy one or more of the

basic criteria contained in S. 736. Accordingly, we recommend that

a "no inference" provision be added to S. 736 which would provide

that, in cases where one or more of the "safe harbor" requirements

are not met, a determination of employment tax status shall be made

under the common law rules, as if the "safe harbor" provisions of

S. 736 had not been enacted.

The Administration argues that S. 736 would permit workers,

including life insurance agents, to be treated as independent con-

tractors. This implies, of course, that without S. 736, life insur-

ance agents would be treated as employees. It ignores the very

real controversy that has developed over recent years and which lead

to the stop gap legislation passed last year and the efforts by

Senator Dole and others to come up with a rational and administrable

set of guidelines.

The Administration also cites the possibility of "manipulating"

an employer-employee relationship to meet the requirements of S. 736

as a reason for opposing the bill. There is a strong implication

that such "manipulation" would be for tax-avoidance purposes. For

whatever reason, if an employer and an employee rearrange their

working relationship so as to meet the independent contractor cri-

teria, that change should be recognized--it is more than mere mani-

pulation. The real issue is whether the criteria are correct.

The Administration's Withholding Proposal is Unnecessary for Life
Insurance Agents

As regards the Administration's withholding proposal, it

should, as we previously indicated, be treated separately from the
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Question of dwvelOg i criteria for olseifyins LtviOaals as

employees or indep*ea9nt contractors. Me proposal obviously results

trot the alleged high rate of noncomlianee by Independent eontretors

with r to the payment of Social Security tax (3SCA) and Income

tax. ye are pleased to note, however, that the Adinisatrtion's

statistics indicate an extremely high degree of compliance by the

life insurance business. Thus, only 1.7 percent of all the comperi-

sation received by life Insurance agents is not being reported.

Thus, as a general matter, we do not believe it is necessary to sub-

ject life insurance companies and their agents to the complexities,

burdens and costs that would be involved in implementing the Ad-

ministration's withholding proposal.

But even beyond this, we believe that insurance commissions

should be excluded from any new withholding system because the bulk

of them are either presently withheld upon or would qualify for an

exclusion under the proposal. In this regard, full-time life insur-

ance salesmen who are self-employed independent contractors are

presently characterized as employees for Social Security purposes.

(Section 3121(d)(3)(B) of the Code.) Contributions to the Social

Security system for and by these salesmen are made under the

Federal Insurance Contributions Act (FICA). Thus, a combined con-

tribution at a rate of 12.26 percent (both the employer and the

salesman currently contribute 6.13 percent under FICA, with the

salesman's contributions being withheld from his commissions) is

already made, and Jt exceeds the 10 percent flat withholding per-

centage recommended by the Administration, which would first be

applied against the Social Security tax liability. Also, the total
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compensation paid to a full-time life insurance salesman must be

reported on Form W-2, which is attached to the income tax return.

Thus, as indicated from the compliance figures, the system of report-

ing, matching and enforcement as regards these taxpayers works.very

well.

Another group of life insurance agents are classified as

employees by their companies and, thus, are not subject to the

regular withholding procedures.

The other large group of life insurance salesmen are indepen-

dent brokers. As the name implies, a broker usually has no allegiance

to any one life insurance company and places insurance with a number

of life companies. Therefore, this group of salesmen would be able

to elect out of the Administration's withholding system under the

five or more payor exception.

Thus, it would provide little advantage to require insurance

companies to gear up for a new withholding system for commissions.

From the company's standpoint, implementing the withholding system

would necessitate the processing of many, many exemption certificates

to cover commissions paid to brokers. The cost-benefit ratio of the

system would, therefore, argue against it.

The Administration's Proposal Raises Many Broad Based Problems

Aside from the particular situation for insurance commissions,

the Administration's proposal, in its present form, presents severe

problems. The fault with the proposal is that it is much more per-

vasive than it appears on its face and, if adopted, will require

payors, in even the most casual transactions, to either be the

collecting agent for the Government, often resulting in overwithholding,
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or to process massive amounts of paper to establish that withholding

is not required. We question whether it is appropriate to place these

burdens on payors and payees.

More specifically, we believe the withholding proposal will

result in an administrative nightmare. A life insurance company

hires many independent contractors to perform specific functions that

are necessary to the operation of its business. For example, a

company may hire doctors to perform physical exams on potential

policyholders, consultants to give advice on specific subjects or

service people (painters, plumbers, electricians) to handle problems

with the building which houses its offices. Under the Administra-

tion's proposal, unless such an individual who performs a service

files the required form electing out of the system, the life in-

surance company must withhold 10 percent from the payment to that

individual.

As a practiodi matter, individuals in many cases either will

fall to file the required form because of inadvertence or forget-

fulness or will not file the form in time for a payor to process it

before making payment. In addition, payors will have to develop a

system to receive and process the massive amounts of forms electing

out of the system that will be filed with them. The confusion and

misunderstanding this withholding proposal will generate is un-

imaginable.

We recognize that there may be a noncompliance problem

regarding payments to independent contractors. However, we believe

the Administration's solution to the problem is too comprehensive,

unnecessarily burdensome and complex and expensive. Therefore, we
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recommend that the Administration's proposal to withhold a flat

percentage from payments to independent contractors not be enacted.

However, if the decision should be made to adopt a change in this

area, we recommend that any withholding be limited only to those

groups where a serious noncompliance problem has been demonstrated

Strengthening Information Reporting Requirements

We agree with the Administration's recommendations for

strengthening the information reporting system. We believe payees

should be given a copy of any information return filed with the IRS

so that there is no doubt about the amount of compensation to be

reported by them. Moreover, to assist the IRS in its enforcement

function, we suggest that the information return be required to be

attached to the individual's tax return, as is currently the case

with Form W-2.

Finally, we do not object to the proposal to increase the

penalties for failure to file an information return with the IRS and

to apply this penalty to the failure to furnish such return to the

payee.

Conclusion

In conclusion, we reiterate our support for S. 736 and urge

that the Subcommittee favorably report the bJl1 to the full Finance

Committee as quickly as possible. Further, we recommend that the

Administration's withholding proposal not be adopted. However, if

the decision should be made to adopt the proposal, we strongly

recommend that commissions paid to life insurance agents be ex-

cluded.
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We appreciate having the opportunity to present the Council's

views on the issues of classifying workers for employment tax pur-

poses. We would be happy to attempt to answer any questions the

Subcommittee may have.

Respectfully submitted,

AMERICAN COUNCIL OF LIFE INSURANCE

Stephen W. Kraus William T. Gibb
Assistant General Counsel Chief Counsel

Federal Taxes and Pensions
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STATEMENT OF MITCRELL S. FROMSTEIN,

PRESIDENT AND CHIEF EXECUTIVE OFFICER

OF MANPOWER, INC., IN CONNECTION WITH

THE PUBLIC HEARINGS ON S. 736, RELATIVE

TO THE TAX STATUS OF INDEPENDENT

CONTRACTORS, BEFORE THE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT OF THE

SENATE FINANCE COMMITTEE

October 12, 1979
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My name is Mitchell S. Fromstein and I am the Presi-

dent and Chief Executive Officer of Manpower, Inc., a worldwide

service firm supplying temporary help to business firms in over

thirty countries.

I am submitting this statement in connection with S.736

to inform you of the gross inequities that many franchisors and

franchisees would face if a proposed IRS position, which the IRS

actually attempted to apply to Manpower and its franchisees, were

expressly or implicitly approved by Congressional action now

being considered by your Committee. I believe that this proposed

IRS position would bring about dislocations in normal business

relationships which the Congress would not knowingly impose on

franchisors, independent franchisees, the employees of the

franchised businesses, and, ultimately, the customers of those

independent businesses.

The structure of Manpower in the United States is typical

of many franchise businesses. Manpower has approximately 300

license agreements under which independent businessmen are licensed

by us to carry on a business within a defined geographic territory.

In addition to this large group of franchisees or licensees, the

company owns and operates approximately 100 unit of its own.

Manpower franchises alone are responsible '-cr the employment of

over 200,000 temporary workers each year.

Licensees or franchisees who participate in this

kind cf relationship are independent entrepreneurs in every

sense of the word. They invest their own money in equipment and
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facilities; they are totally at risk as to profits and losses

from operations; they complete their own customer billings and

collections and retain all funds received as revenues. In every

instance, they are required, under our license agreement, to

establish a corporation through which all of their business is

conducted, and with very rare exceptions they are active employees

of that corporation. Our only relationship with these people

consists of two elements: First, there is a franchise or license

fee which is paid to our company based upon gross sales in the

franchised area. The fee is a minor part of the total revenues

and averages less than 5%. The other element is one in which our

company, in return for license fees, provides various national

advertising, operational systems and technology, along with the

right to use our brand name, Manpower, Inc., on a continuing basis.

WIe have maintained this relationship with our licensees for a

period of over 25 years. These franchises have been bought and

sold frequently. Most of them have accumulated corporate net

worth of hundreds of thousands of dollars, some in excess of one

million dollars.

In 1976, an IRS agent claimed that these independent

businessmen-licensees were actually employees under the common

law doctrine of employee/employer relationships and asked of us

the payment of additional taxes estimated at between $14,000,000

and $16,000,000. This assertion of taxes was based on the view

that all of the net income of all the corporations licensed

by us throughout the country was in fact compensation paid by

1 \ i'
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Manpower to our franchisees on which we, Manpower, Inc., should

have been withholding income taxes and paying Social Security

taxes. Our lawyers, and indeed some IRS officials who examined

the matter, could find no direct support for the suggested IRS

position, but we were nevertheless required to spend three years

and a quarter of a million dollars to fight the claim. It was

not, in fact, until the Congress, in its wisdom, suspended all

IRS proceedings in regard to independent contractors as a part

of the Revenue Act of 1978 that we were at least temporarily

relieved of these enormous additional tax liabilities.

If that claim or any other based upon the same princi-

ples had prevailed, it would have signalled the end of franchis-

ing programs such as ours, and precipitated a host of legal

problems between franchisors and franchisees. How would fran-

chisors collect the money on which withholding could be made?

They necessarily would have to obtain funds from the franchisees

sufficient to meet the withholding obligation. In turn, the

franchisees would have to deposit with their franchisors a

portion of their gross revenues sufficient to meet this separate

and duplicative withholding obligation, whether or not such

revenues were derived entirely from the performance of services.

The result would place upon the franchisees an overwhelming

financial burden. The consequences would ultimately require

abandonment of the useful and efficient independence of the fran-

chisees from franchisors.
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The Congress is now considering whether c, i.yee/employer

relationships should continue to be determined only by the common

law elements of *supervision and control." A new set of tests

of the affected relationships may be enacted. As a result of

our frustrating experiences of the past three years and our full

and deep knowledge of what employee relationships indeed are, we

applaud the effort to introduce order, predictability, and fair-

ness into these determinations. On the general questions of

concern, our views are consistent with those that have been expressed

by the International Franchise Association, of which Manpower is

a member.

We strongly support the intent of S.736 to establish

a "safe harbor" which would clarify that certain relationships

are not that of employer-employee. Our recent dislocating

experience with the IRS would be prevented from recurring if

there were a clear statutory statement that for purposes of this

legislation franchisees are neither employees nor independent per-

formers of personal services for franchisors.

By all rules of logic, the safe harbor should not be

needed. If the franchisee does not perform services for the

franchisor, and if the franchisor makes no payments to the

franchisee, both of which are facts in the overwhelming majority

of franchisor relationships, the question of withholding should

not even arise. Despite this, as I have already described above,

the question has not only arisen, but has threatened the survival

of hundreds of our franchisees as independent businessmen. For

this reason we strongly urge clarification of the language in
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S.736 to establish that franchisees shall not in any event be

considered to be individuals providing personal services to

franchisors.

The problem that I have described would be exacerbated

by enactment of HR 5460, the Independent Contractors Tax Act,

introduced in the House by Chairman Ullman and others on

September 28, 1979. By introducing and defining the phrase

.service recipients," HR 5460 fails in terms to establish that

franchisors are not "service recipients" in their relationships

with franchisees. Further, the bill includes a requirement that

a 10% tax be withheld on all payments to independent contractors.

There is reason to expect that if HR 5460 or any similar bill

were enacted, the IRS would return to us with the claim that our

franchisees are subject to withholding tax either as employees

(because they failed to qualify for inclusion in the safe harbor,

and the IRS resumed its tortuous application of common law) or

as independent contractors because they succeeded in qualifying

for inclusion in the safe harbor, 'thereby becoming subject to

the 10% withholding under HR 5460). We would make the same explana-

tion to them as we did befoLe, pointing out that we receive no

revenues on which we can withhold monies and that our licensees

are, in fact, independent businessmen with respect to whom income

tax and employment taxes are already being paid. That is, they

are employees of the corporation which is already withholding taxes

on their salaries and they are neither employees nor independent
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contractors performing services for the franchisor. Sadly, I

must anticipate that we would receive the same rejection of our

position and be handed another assessment amounting to more than

our annual corporate earnings.

Accordingly, I am urging Congress, on behalf of ourselves

and literally thousands of companies and their licensees through-

out the nation, to include in any redefinition of employee status,

and in any imposition of tax withholding on payments to independent

contractors, a provision that will effectively prohibit the IRS

from asserting a withholding or employment tax liability with

respect to relationships that cannot fairly be viewed as involving

the performance of personal services by one party for another.

This could be done in a brief and uncomplicated manner by pro-

viding that amounts earned by a franchisee in the course of his

business are not to be treated as amounts received from the

franchisor and that a franchisee is not to be treated as a person

performing services for the franchisor within the meaning of

this legislation.

The desired exclusion would protect thousands from the

arbitrary and capricious, and often even whimsical, searches

of the IRS for unnatural ways to enforce tax collection when a

very natural one already exists. At the same time, it would assure

small ousinessmen everywhere that the Congress of the United States

understands the problems of business and will intervene to prohibit

a baseless and unintended application of its laws by government

bureaus and agencies.

Mitchell S. Fromstein
Manpower, Inc.
5301 N. Ironwood Road
Milwaukee, Wisconsin 53217
(414J 961-1000
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Statement of the

EDISON ELECTRIC INSTITUTE

TAXATION OF FRINGE BENEFITS

This statement is submitted on behalf of the Edison

Electric Institute (EEI), which is the principal national

association of investor-owned electric utility companies.

Its member companies serve approximately 65,600,000 elec-

tricity consumers--77 percent oi the Nation's electricity

users and 99 percent of all customers of the investor-owned

segment of the electric utility industry.

EEI urges the enactment of S. 224, a Bill which wisely

would permanently prohibit the issuance of regulations on

the taxation of fringe benefits. Within the past few years,

efforts by the Treasury Department and the Internal Revenue

Service to establish an exhaustive regulatory scheme govern-

ing fringe benefits created both conflict and chaos. A cur-

rent proposal by a Treasury Department official that his De-

partment take a crack at enumerating all taxable fringe bene-

fits through the regulatory process promises more of the same.

It is time to recognize that employee fringe benefits, with

only limited exception, should not be subject to taxation.

Employees in the electric utility industry, as in other

industries, are recipients of various fringe benefits which

have been offered them as a matter of business convenience or

necessity, and which have long been properly regarded as non-

taxable to the employees. We believe that it would be a
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mistake to treat the bulk of the". benefits as taxable ooe

for such treatment would subvert vell-recognised justificationss

for their non-taxable status and would unjustly penalize the

anloyee-recipients. Moreover, non-taxable status would in

numerous instances support other Federal policies as vell

--policies which give recognition to the evolution of collec-

tively bargained benefits, to affirmative action programs for

disadvantaged minorities, and to the need for increased health

and safety in the work environment.

At the outset, it is important to keep in mind the limited

nature of the fringe benefits under discussion. The scope of

the issue has been seriously exaggerated by reports that fringe

benefits may amount to as much as 35 to 40 percent over and

above wages. What is lost sight of, however, is that the vast

bulk of that figure is attributable to such fringes as pension

ard insurance plans and the like--matters which already are

covered by statute and are not in controversy. To put the mat-

ter in proper perspective, fringe benefits in our judgment should

be divided into four main categories, as follows:

A. Legally required benefits. These include F.I.C.A.,

Unemployment Compensation, and Workers' Compensation.

B. Health/LiFe benefits and paid time off. The health

benefits include long-term disability, group life insurance,

and group sickness, accident and hospitalization insurance.

The paid time off includes vacation, holiday, personal leave,
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funeral leave, sick leave, and jury duty. It is important to

note that paid time off does not constitute additional compen- -

sation over and above regular earnings, but rather prevention

of loss of earnings for unworked time. Such paid time off for

tax purposes is generally treated as compensation and is taxed

as regular income.

C. Benefits subject to deferred taxation. These include

pension or profit-sharing plans, ESOP's, thrift savings plans.

D. Other benefits. These include use of company vehicles,

physical examinations, free parking on the employer's premises,

meals reimbursement for overtime or emergency work, employer

subsidized cafeterias, company picnics and Christmas parties,

and the like. Although we simply would not view on-the-job

training as a fringe benefit at all, such training if treated

as a fringe benefit would fall in Group D.

In response to a 1978 request by the House Ways and Means

Committee Task Force on Employee Fringe Benefits, EEI surveyed

its membership in an effort to measure the nature and scope of

fringe benefits in the electric utility industry. The results

are revealing. On the basis of that survey, EEI estimates that

the cost of fringe benefits, if defined to include all items in

Groups A, B, C and D, amounts to approximately 40.31 percent of

the average employee's straight-time earnings. If fringe bene-

fits are more properly defined as all items in Group D alone, that

proportion shrinks dramatically from 40.31 percent to 6.14 percent.

The following chart shows the breakdown of the four groups and

their components:
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% of straight-time payroll

Group A (F.I.C.A., Unem- 6.70
ployment Compensation,
Workers' Compensation)

Group B 17.75
Long-term disability 1.01
Group life 1.20
Group health 3.70
Paid time off 12.84

Group C 9.72
Pension 9.72
Other Negligible

Group D (Other Benefits) 6.14

40.31
It is to this limited area of "Group D" benefits that S. 224

is directed.

There is no sound reason why, given appropriate safeguards,

fringe benefits should be treated as taxable income to the em-

ployee at all. This is so because, in line with well-established

precedent as we discuss below, the proper focus of attention should

be upon the benefit to the employer. In the view of EEI, the

affirmative answer to either of two questions should be determina-

tive:

(1) Is the benefit primarily for the con-

venience of the employer?

(2) Is the benefit essential to the operation

of the business?

If either of the questions is answered in the affirmative, the

benefit in issue should not be treated as taxable income to the

employee. To be sure, if the benefit were to be used as a tool

for discrimination, it should remain fully taxable. But such
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discriminatorily imposed benefits would in any event be violative

of other Federal laws, such as Civil Rights Laws, and would pre-,

sumably be invalidated under those statutes.

The "convenience" and "essentiality" standards that we

believe should govern are not new and have a proven history.

As early as 1920 the Treasury Department exempted supper money

paid to employees who worked overtime because such money was

paid for the convenience of the employer (O.D. 514, 2 Cum. Bull.

90, June 1920). Numerous other employee benefits fall within

the "convenience of the employer" standard. Many companies

provide subsidized cafeteria operations, and do so for reasons

of their own self-interest. A variety of factors may influence

such a company decision. The lunch period may be too short to

enable employees to purchase their meals elsewhere; there may

be a need or desire to keep the employees close to the worksite;

or there may not be suitable eating facilities within a feasible

distance from the plant. In all such cases, although to be sure

the employee has benefited, it is the convenience of the employer

that is being served. Free parking at the plant for employees

similarly serves the employer's convenience, for by that device

he helps assure the punctuality of employees, and their orderly

entrance to and exit from the plant. Obviously a variety of

other benefits fall into this category.

A number of common benefits must be regarded as "essential

to the operation of the business." An example of particular
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importance to the electric utility industry is the extensive

and continuing program of on-the-job training for employees.

Although pronouncements from IRS and Treasury have been far

from consistent, they have given rise to concern in our in-

dustry that on-the-job training might be viewed asa taxable

benefit. Ours is an industry which requires a high degree of

technical competence on the part of our employees in order to

keep up with the rapidly changing technology and to master

highly complex equipment. A line crew member of an electric

utility company, as well as members of the other crafts, must

stay abreast of the latest advances in sophisticated equipment

if he is to perform his job properly and effectively.

Virtually every employee, if he is to perform well and be

able to progress in his work, should be exposed to such on-the-

job training, whether it takes place at the worksite or at a

specialized school. In the context of government-mandated or

voluntary affirmative action programs, such training takes on

an added value for disadvantaged minorities, for whom it pro-

vides nat only a path of entry into the job market, but also an

avenue to upward mobility in the actual workplace.

Also, the line crew members in particular are exposed to

a variety of on-the-job hazards--exposure to live wires, climb-

ing to dangerous heights, the dangers present in working under-

ground. Among the very real purposes of on-the-job training
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is to increase awareness of safety hazards, and to make em-

ployees sensitive to safety precautions that must be under-

taken for their own well-being. Under such circumstances it

would be senseless to view on-the-job training programs as

anything other than "essential to the operation of the busi-

ness." Moreover, it is obvious that such programs are not

only in the best interest of the affected employer and em-

ployees, but in many cases may well be necessary to ensure

compliance with specific Federal statutes, such as the Occupa-

tional Safety and Health Act.

One general point is worth further emphasis in connection

with benefits "essential to the operation of a business." Par-

ticularly in recent years there has been an increasing, and

proper, Federal interest in the safety and health of citizens,

and specifically, through the Occupational Safety and Health

Act, in the safety and health of employees. Benefits designed

to monitor and improve the health and safety of employees can

properly be regarded as benefits accruing to tha employer (as

well as to the employees) under the standards outlined above,

and should not be taxed to the employees.

In the same category of "essential to the oparation of a

business" is the use of employer-owned vehicles by employees in

the electric utility industry. As we are all painfully aware,

severe storms or power outages which can occur for other reasons

can create havoc in a community, and it is vital for employees
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to respond quickly and efficiently. Needless to say, employees

are expected to report to their jobs immediately. Through the

use of company vehicles equipped with two-way radios, employees

and equipment can be dispatched where needed without delay.

A wholly different area, though of minor scope in the

electric utility industry, serves to illustrate both the "con-

venience of the employer" standard and the potential disruption

to the collective bargaining process if the fringe benefits in

issue were to be taxed. A small minority of EEI membey:s grant

a discount to their employees for residential electric service,

which may well be memorialized in a collective bargaining agree-

ment. In othcr industries, concessions to employees based upon

the employer's product--be it a telephone discount, free trans-

portation for airline or railroad employees, a reduced price

for the merchandise of a retail employee--have become a vital

part of the employee's economic package and, where collectively

bargained, have been calculated for cost-benefit purposes on

the basis of their non-taxable status. As a union official

stated in testimony before the Task Force of the Committee on
_/

Ways and Means:

"Since the beginning of the labor movement,
workers have been allowed certain fringe
benefits directly related to and specifically
designed to stimulate that worker's overall
productivity. The coal miner was allowed to
fill his pockets with coal for home use; the
railroad worker rode the trains for free, and
the telephone worker was given the free use
of a telephone."

YT-estly-Ony of Louis B. Knecht, Secretary-Treasurer, Communica-
tions Workers of America, AFL-CIO, Hearings, p. 138.
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The same considerations hold true for a variety of long-accepted

benefits, such as free parking on the employer's premises, meals,

reimbursement for overtime or emergency work, and of course many

others.

Fringe benefits have become part of the quid pro quo in

bargaining an economic package. Plainly, any change in their

non-taxable status would have serious consequences at the bar-

gaining table. In these inflationary times which have already

put collective bargaining to the test, any further complications

at the bargaining table would be unacceptably destructive.

We believe that the two alternative tests--benefits pri-

marily for the convenience of the employer, and benefits

essential to the operation of a business--constitute the proper

yardstick by which the non-taxability of employee fringe benefits

can be measured. The standard must be a general one in order to

provide a useable guideline but also retain the flexibility needed

to assess individual cases.

In this context a recent suggestion by the Treasury Depart-

ment would surely court disaster. During the September 17 hear-

ing before the Subcommittee, Assistant Secretary Donald Lubick

stated that the IRS would like to undertake the project of de-

termining which fringe benefits should be taxed and enumerating

them in a proposed regulation. The prospect of cataloguinq the

myriad of fringe benefits in the industrial sector is mind-

boggling. To attempt to assess each fringe benefit with its
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infinite nuber of variations in order to establish a detatlq4

ogulatory scheme would be enormusly wasteful and unprodtivg,.

Indeed, the Treasury Department's proposal in effect invites the

Congress to lose itself in the impenetrable thicket of reviewing

and legislating upon each benefit enumerated in a mm batter of

regulations. .

S. 224 would prevent any such disruptive regulatory frame-

work. The bar on new regulations would assure that arbitrary

standards could not be invoked to impose tax liability upon em-

ployee fringe benefits.
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STATEMENT OF

J. R. SNYDER

ON BEHALF OF /

THE RAILWAY LABOR EXECUTIVES' ASSOCIATION

My name is J. R. Snyder. I am the Chairman/ of the Legislative

Committee of the RailwayLabor Executives' Assojiation and the

National Legislative Director of the United Trn sportation Union.

I have prepared this statement on behalf of the RLEA in support of

S 244. I am submitting it to the Committee in response to the in-

vitation of the chairman with the request that it be incorporated

into the hearings record on this bill.

The RLEA is an association of standard and of international

railway labor organization, 21 in number, whose function is to

promote the common interests and welfare of railroad employees

and their families. These 21 organizations collectively represent

virtually all of the organized workforce employed by railroads in

this country. I have listed the names of these organizations in

the attachment of this statement in accordance with the Senate rules.

S 244 would continue indefinitely the provisions in P.L. 95-427

which prohibits the issuance of regulations, taxing fringe benefits.

P.L. 95-427 was the legislature's response to a movement within the

Treasury Department to reverse a lonq standing policy covering the

non-taxability of a wide range of fringe benefits affecting employees

in a broad catagory of industries, including the railroad industry.

The proposal to reverse this policy first appeared, so far as we

know, in a discussion draft of proposed regulations issued by the

Treasury Deoartment during the last days of the Ford Administration.

The railroad labor organizations through the RLEA responded to this

discussion draft in early 1976 with strenuous objections to the

program to extend the tax to cover functions which have never been



763

subject to the Internal Revenue laws and which should remain non-

taxable.

We pointed out to the Treasury at that time that its proposal

would disrupt the common practice throughout the railroad industry

to require signalmen to have their off-track vehicles available at

all times whether on or off duty. The requirement of around-the-clock

availability means that the signalmen drive their repair trucks

to and from their work stations as a regular practice. These men

may be called upon at any hour of the day or night to respond to an

emergency within the jurisdiction of their craft and it is therefore

essential that they have transportation available to them at all

times for immediate action. The Treasury discussion draft of 1975

was sufficiently broad enough to have required the quantification

of the value of the use of these emergency trucks to and from work.

The proposition that a dollar value should be placed upon a job

requirement of this kind and that a tax based upon the formula

established by the Internal Revenue Service should be imposed upon

every signalmen who uses this emergency equipment, appears to us

to be altogether unreasonable and disruptive and we so informed the

Treasury Department in early 1976.

There are, of course, other examples of railroad employees

who may personally use equipment of this nature for employment-

related purposes.

Off track vehicle insurance, railroad passes, meal and lodging

allowances and insurance are among other functions which would have

been made subject to the Internal Revenue laws by the 1975 Treasury

discussion draft.

53-845 0 - 79 - 49
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There are many other examples to which Senator Hatch adverted

in his testimony and which other witnesses before this Committee

identified and we are in complete agreement with the views expressed

by these witnesses that any change in the practices with respect to

the taxability of function of this kind should remain the responsi-

bility of the Congress.

We join the sponsoring Senators in urging favorable action ..

by this Committee on this bill.



765

APPENDIX

1) American Railway Supervisors Assn.

2) American Train Dispatchers Assn.

3) Brotherhood of Locomotive Engineers

4) Brotherhood of Maintenance of Way Employes

5) Brotherhood of Railroad Signalmen

6) Brotherhood of Railway Carmen of the United States
and Canada

7) Brotherhood of Railway, Airline and Steamship Clerks,
Freight Handlers, Express and Station Employes

8) Brotherhood of Sleeping Car Porters

9) Hotel & Restaurant Employes & Bartenders Int'l. Union

10) Int'l. Assn. of Machinists and Aerospace Workers

11) Int'l. Brotherhood of Boilermakers and Blacksmiths

12) Int'l. Brotherhood of Electrical Workers

13) Int'l. Brotherhood of Firemen & Oilers

.14) Int'l. Org. of Masters, Mates & Pilots of America

15) Nat'l. Marine Engineers' Beneficial Assn.

16) Railroad Yardmasters of America

17) Railway Employes Dept., AFL-CIO

18) Sheet Metal Workers' Int'l. Assn.

19) Seafarers Int'l. Union of North America

20) Transport Workers Union of America

21) United Transportation Union
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STATEMENT OF RICHARD HUNT ON BEHALF OF

THE INTERNATIONAL TAXICAB ASSOCIATION

BEFORE THE SENATE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

CONCERNING LEGISLATIVE PROP.ALS RELATING TO

"INDEPENDENT CONTRACTORS"

OCTOBER 11, 1979

Mr. Chairman, my name is Richard Hunt. I am President of Indianapolis

Yellow Cab Company, Indianapolis, Indiana and President of the Inter-

national Taxicab Association. I am appearing before you today on behalf

of the association, which Is the sole trade association in the taxicab in-

dustry, representing taxicab operators in every state and in all major

cities in the United States.

The taxicab industry has used the lease system of operation, where the IRS

determines the driver to be an independent contractor, since the 1930s.

Small southern taxicab companies were the first to switch to leasing to

avoid going bandrupt.

In a lease operation, the driver (independent contractor) pays a fee based

on hours of vehicle use and number of miles traveled. This "Hertz-type"

lease significantly reduced the administration burden and related costs

to the small southern companies. As a result these companies were able to

make a reasonable profit, the lessees (independent contractors) made more

money, and the public received better service.

Leasing has evolved to thi point where 30% of all taxicab companies operate

under a lease system. Companies in 47 of the 50 largest cities in the U. S.

use a lease system. Apart from the reduction of governaetally-imposed
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administrative costs, the operation of a taxicab fleet through a leasing

system holds numerous practical advantages for the company, the driver, and

the public. Under the old "commission system, in which the driver is

treated as an employee, the fares collected by the driver are "split" on

a percentage basis between the driver and the company. That system requires

the company to collect all fares from the driver, make deductions for with-

holding, social security, and unemployment taxes as well as a number of

internal bookkeeping entries, and then redistribute the driver's share to

him in the form of a paycheck. In contrast, the lease system relieves the

company of the necessity of redistributing the fares collected. The company

takes its revenues solely from a lease fee, collected from the driver on a

daily or weekly basis. The driver then retains all fares and tips he col-

lects. The company issues no payments to independent contractor drivers.

The administrative savings for the taxicab company, generally between 25 and

30%, and the increased earnings for the drivers are essential to achieving

the end result of better service to the public. The level of service is

increased by the following factors:

1. The independent contractor driver does not split his fares with the

company, therefore, to increase his revenue he responds more quickly

to calls and is able to handle more calls.

2. Because the driver keeps everything he earns, fare and tip, he is

generally more courteous to the passengers.

3. The company, by reducing its administrative expense, keeps its fare

structure lower than would otherwise be possible.

4. Lease drivers prefer to lease newer cars which are more appealinq to their

customers and increases their revenue. Lease companies must respond to

the drivers demand for newer equipment.
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5. Lease drivers, unlike driver employees, are responsible for purchasing

their fuel. This further supports their desire for newer more fuel

efficient cars. It has also resulted in lease drivers consuming 12%

less fuel than commission drivers.

I would like to take a moment to describe to you who the "public" is that

the taxicab industry transports. Currently, 60% of all taxicab trips are

taken by transportation disadvantaged persons. The term "transportation dis-

advantaged persons" applies to the elderly, handicapped, unemployed, house-

wives, and other persons who do not have ready access to public or private

transportation. Persons age 60 and over represent 10.5% of the national popu-

lation for incorporate areas but account for 25.5% of all taxicab trips.

These transportation disadvantaged persons are generally low income and of-

ten taxi-dependent.

Now that I have outlined the way that leasing works within the taxicab in-

dustry I would like to offer some thoughts on what would happen if the status

of independent contractor were taken away from taxi drivers. First, taxi

fares would have to immediately increase approximately 21 to coveN the direct

increase in costs the company would experience. Second, even with the increase

fares the taxi drivers would, in most cases, experience a decrease in income.

Third, 601 of the taxi industry's passengers would face a mobility crisis due

to increase taxi fares. Fourth, due to the resistance of the governing body

to grant taxi fare increases numerous taxicab companies would go out of busi-

ness, thereby further increasing the mobility crisis of taxi-indendent pass-

engers.

lhe IRS claiming tax evasion by people operating as independent contractors,

wants companies to withhold 10 of the earnings of independent contractors.
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I do not know how a taxicab company that operates under a lease system could

comply. The lessee (independent contractor) pays a fee to the company for the

vehicle and services. The taxicab company does not know what the driver earns

in fares and tips and makes no payments to the driver. The independent con-

tractor's earnings from the numerous passengers he has serviced are know only

to the driver. Therefore, IRS's position in no way takes into account the taxi-

cab industry's mode of operation.

For the reasons outlined above the International Taxicab Association whole-

heartly supports the legislation that has been introduced by Senator Dole and

Representative Gephardt (S. 736 and H. R. 3245) to simplify the test of em-

ployment status. We support the Dole-Gephardt bill, because it provides

clear-cut objective standards for determining employment status. The enact-

ment of objective standards is necessary at this time to eliminate the possibi-

lity of subjective or discriminatory determinations of employment status.

Therefore, we urge this subcommittee to favorably report the Dole-Gephardt bill.
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October 9, 1979

Senator Harry S. Byrd, Jr.
133 Russell Building
Washington, D.C. 20510

RE: Senate Finance Subcommittee on Taxation and
Debt Management

Dear Senator Byrd:

We are the largest real estate company in Peoria, Illinois
with 90 employees. I totally disagree with the intent of
the testimony of Dr. Jack Carlson, Executive Vice President
of the National Associatior of REALTORS@.

We converted our entire sales staff from independent
contractors to employees in 1977. We believe in this isove
even at the nominal expense of additional bookkeeping, and
the major expense of the additional X.I.C.A. tax. But many
other real estate brokers disagree, not because real estate
sales people are actually "independent contractorsO, but
as a long standing, archaic approach of doing business
cheaply, and to minimize their responsibility to the con-
sumers we serve.

Independent contractor status is damaging to our profession
and unfair to us who must compete with those firms.

Very truly yours,

IM MALoOOF/REALTOR.

Michael Maloof

Executive Vice President

iO(/dmV

MLS

BEST COPY AVAILABLE
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October 15, 1979

The Honorable Barry F. Byrd, Jr.
Chairman, Subcommittee on Taxation

and Debt Kanagement
Committee on Finance
United States Senate
Dirken Senete Office Building
Washington, D.C. 20510

Re: Statement on Behalf of the National Association
of Life Companies on S. 736 and Related Propoaals

Dear Mr. Chairman

On behalf of the National Association of Life Compa-
nies (MALC), we submit the enclosed statement for inclusion in

the record of the Iubcomittoe's September 17, 1979, hearing on

certain miscellaneous tax bills, including S. 736. That bill,

which is sponsored by Senators Dole, DeConcini, and Matounaga

would clarify the standards used In determining whether, for
federal employment tax purposes, individuals are Independent

contractors or employees.

The NALC, whose membership includes over 300 life

Insurance companies representing 400,000 shareholders and 60

million policyholder, in more than 40 states, applauds the Sub-

committee's consideration of the knotty issues raised by Sena-

tor Dole's bill. a. 736 would bring some measure of clarity

and predictability to an area where certainty has long been

absent, and the MALC strongly recommends enactment of the bill.
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At the sane time, the WALC vigorously opposes the

Treasury Department'a proposal to require withholding on pay-

ments to independent contractors. That proposal completely

fails to address the fundamental question of status - of

whether an individual is to be treated as.an independent con-

tractor or an employee. Thus, it would do nothing to end the

confusion that taxpayers have faced in this area for almost

a decade.- in addition, In coming forward with its proposal,

the Treasury has grossly understated the costs and administra-

tive burdens that would accompany withholding. Perhaps most

important, the Treasury has utterly failed, at least with re-

spect to the insurance industry, to demonstrate the need for

a solution as radical as withholding. The iALC submits that

this fact, coupled with the availability of less drastic means

of addressing any compliance problems that may exist, requires

that the Treasury's withholding proposal be rejected.

The enclosed statement sets forth the VALC' position

in detail.

Respectfully submitted,

8UT8URLAED, ASILL & DRIWMAM

Imotay IV FV6VrmAy
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Statement of
Sutherland, Asbill G Brennan,

Washington, D.C., on Behalf of
the National Association of Life Companies

on S. 736 and Related Proposals

This statement is submitted on behalf of the National

Association of Life Companies (NALC), an association of over

300 life insurance companies. The NALC, whose principal office

is in Atlanta, Georgia, was organized in 1955, and its members

are active in more than 40 states, Puerto Rico, and Canada,

represent more than 60 million policyholders, and have over

400,000 shareholders and 170,000 employees.

The NALC urges the Subcommittee on Taxation and Debt

Management to act favorably on S. 736, the independent contrac-

tor tax bill introduced by Senator Dole of Kansas. That bill

represents a reasonable and balanced approach to a problem that

has long existed in the employment tax area -- the question of

what standards should be used in distinguishing independent

contractors from employees. At the same time, the NALC wishes

to voice its opposition to the proposal offered by the Treasury

Department to require withholding on payments made to indepen-

dent contractors. Not only does the Treasury proposal fail to

address the central issue before the Subcommittee -- the status

-question -- bu-t it is also ill-conceived. Although the stated

goal of the Treasury proposal is to increase income and Social

Security tax compliance, the proposal ie so riddled with exemp-

tions that t e--iiicipal industries that would be subject to
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withholding are the industries, most notably the insurance in-

dustry, whose compliance rates are the highest industries with

the lowest compliance rates would paradoxically be exempt. In

addition, the ease of administering the withholding program has

been as exaggerated as the costs and burdens of the program have

been understated. The Treasury Department's proposal, therefore,

should be rejected outright.

I. The History of the Problem

Since the inception of the Social Security system

in 1935 and the imposition of income tax withholding at the

source in 1943, the question of who is and who is not an inde-

pendent contractor has been answered, with limited statutory

exceptions, by reference to the common law control test. That

test focuses on whether the person for whom an individual per-

forms services has the right to control not only the results

to be accomplished but also the details and means by which

those results are accomplished. If the person possesses that

control, regardless of whether it is exercised, the individual

will be treated as an employees if that control is absent, the

individual will be treated as an independent contractor.

For years application of the common law control test

to the insurance industry caused few problems: insurance com-

panies treated their commission sales agents as independent
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contractors, and that treatment was accepted and sanctioned

by the Internal Revenue Service. §M G.C.M. 18705, 1937-2 C.B.

3791 S.S.T. 249, 1938-1 C.B. 3931 Rev. Rul. 54-309, 1954-2 C.D.

261; Rev. Rul. 54-312, 1954-2 C.B. 327; Rev. Rul. 59-103, 1959-1

C.S. 2591 Rev. Rul. 69-287, 1969-1 C.B. 2571 Rev. Rul. 69-288,

1969-1 C.B. 258. The courts similarly upheld the traditional

treatment of insurance agents as independent contractors. ill'

Reserve National Insurance Co. v.-United states , 74-1 U.S. Tax

Cas. 1 9486 (W.D. Okla. 1974)1 Standard Life & Accident Insur-

ance Co. v. United States, 75-1 U.S. Tax Cas. 1 9352 (W.D.

Okla. 1975)1 Kelbetn M. Simpson, 64 T.C. 947 (1975). The in-

dependent contractor status of insurance agents was most re-

cently affirmed in a case involving one of the NALC's member

companies. See Investors Heritage Life Insurance Co. v. United

States, 79-1 U.S. Tax Cas. 1 9394 (S.D. Ky. 1979), accepting

and adopting magistrate's report and recommendations, 79-1 U.S.

Tax Cas. 1 9246 (E.D. Ky. 1979).

As the Subcommittee is well aware, notwithstanding

this long line of authority in the early 1970s, the Internal

Revenue Service (IRS) reinterpreted the common law test and

*_/ This is not to say, however, that all insurance agents
are independent contractors. Some insurance companies choose
to exercise substantial control over their agents' activities
and, accordingly, treat their agents as employees.
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concluded -- not in any published ruling or pronouncement but

in the course of employment tax audits -- that commission in-

surance agents, among others, should be treated as employees.

As a result of the reclassifications, the IRS proposed massive

assessments against taxpayers in many industries, assessments

that were made even though the IRS had long accepted the tax-

payers' treatment of the individuals involved as independent

contractors and even though (in at least one insurance company

case) the IRS had issued favorable "technical advice" in re-

spect of the taxpayer's agents for the very year with respect

to which the assessment was proposed.

The IRS's reclassification program, in short, pro-

duced chaos, and confusion reigned where certainty once ruled.

Taxpayers in several industries turned to Congress for help,

and in 1978 it interceded: it passed section 530 of the Reve-

nue Act of 1978. Section 530 not only provided relief from

the staggering retroactive assessments, but it also prohibits

the IRS (until December 31, 1979) from reclassifying tradi-

tional independent contractors as employees. The relief ac-

corded by section 530, however, is only interim reliefs the

moratorium on reclassifications expires at the end of this year.

Congress must now formulate and enact a permanent legislative

solution. S. 736 is such a solution, and the NALC recommends

its prompt enactment.
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II. S. 736 Represents a Reasonable and Balanced
Approach to the Status question

5. 736 was introduced by Senator Dole, who last year

introduced the bill that was ultimately enacted as section 530

of the Revenue Act of 1978. The bill, which is cosponsored by

Senators DeConcini and Natsunaga, promises to bring order and

a measure of clarity to an area where certainty has long been

absent. S. 736 and its companion measure in the House of Rep-

resentatives (B.R. 3245, which was introduced by Representative

Richard Gephardt of Missouri and which has the bipartisan sup-

port of more than 130 members of the House) would establish

several Osafe harbor" requirements that, if satisfied, would

result in an individual's being presumed to be an independent

contractor. The approach of S. 736 is balanced, well-reasoned,

and fair.

From the NALC's perspective, the most important as-

pect of S. 736 is its focus: the bill fbrthrightly addresses

the question of status -- of what standards are to be used in

determining who is and who is not an independent contractor.

That any legislation in this area should address the status

_/ The principal difference between 5. 736 and B.R. 3245 is
the inclusion in the House bill of a specific Ono inference"
provision. That provision states that, if an individual fails
to qualify as an independent contractor under the bill, no in-
ference is to be drawn about the individual's status as an em-
ployeel rather, his status is to be determined under the common
law control test. The NALC supports the concept of a Ono infer-
ence" provision and recommends that S. 736 be amended to include
such a provision.

.11
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issue might at first blush seem obvious. After all, the root

of the problem has long been considered to be the IRS's rein-

terpretation of the common law control test, its reclassifica-

tion as employees of thousands of traditional independent con-

tractors. Indeed, it was the IRS's reinterpretation of the

common law test that spawned the audits, the lawsuits, and

ultimately the legislation Congress passed last year. But the

need to address the status issue -- the obvious -- has appar-

ently escaped the Treasury Department, for it has come forward

with a proposal that would do nothing to clarify the status

issue. The NALC submits the Treasury's approach of leaving

the common law control test intact, without clarification, is

unacceptable.

By focusing on the status question, S. 736 will af-

ford taxpayers the certainty and predictability they need to

plan and conduct their business affairs. The bill will not

only preserve the status of thousands of individuals who have

historically been treated as independent contractors, but it

will also effectively limit the IRS's ability to arbitrarily

and unfairly reclassify such individuals as employees. Such

a limitation on the IRS's discretion in this area is necessary

in light of the experience of the last 10 years.

S. 736 contains a five-factor safe harbor* test that

can be easily applied. If all five of the bill's requirements

are satisfied, the individual whose status is in question will
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be treated as an independent contractor. The bill, however,

is not a loose, Osomething for everybody" bill. It distills

the essence of the common law control test, and individuals

who are common law employees will not be able to satisfy all

of the bill's five tests. Indeed, the safe harbor approach

of the bill is necessary because many individuals who are un-

deniably independent contractors -- plumbers, doctors, lawyers

-- will be unable to satisfy all the *safe harbor" requirements.

Nevertheless, with respect to those industries in which the

line between independent contractors and employees has become

blurred, those industries in the so-called "gray areas,- the

"safe harbor" tests will represent a vast improvement over the

common law control test.

Two of S. 736's five tests -- the written-contract-

and-notice-of-tax-responsibilities test and the filing-of-re-

quired-returns test -- will be comparatively easy to apply.

either the tests will be satisfied or they will not. More-

over, by requiring that the individual's contract be written

and that it specify his tax responsibilities as an independent

contractor, the bill should enhance compliance with the tax

laws. The bill's other three tests -- the control-of-hours,

place-of-business, and investment-or-income-fluctuation tests

-- focus on the essence of control whether the individual

controls when he works, how long and hard he works, and where

he works; and whether the amount of money an individual earns

53-845 0 - 79 - 50
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is determined not by the mere number of hours he works but by

what he produces and how much he invests.

In his written statement to the Subcommittee, Donald

Lubick, Assistant Secretary of the Treasury, leveled three criti-

cisms at S. 736t first, that it affords protection to all indi-

viduals in the so-called "gray areas! secondly, that it will

overturn numerous court cases and will result in numerous employ-

ees' being treated as independent contractors and thirdly, that

it will be "complex to apply." Those criticisms are groundless.

The first criticism -- that the bill will afford

"safe harbors protection to all the classes of individuals

whose status as independent contractors has been questioned

by the IRS -- is, first and foremost, simply not true. En-

titlement to "safe harbor* protection under S. 736 is not au-

tomatic, and several classes of individuals who in the past

have been treated as independent contractors -- and whose

status as such has been challenged -- will be unable to sat-

isfy the bill's five tests. For example, many insurance com-

panies have long engaged in the practice of *financings their

new agents, of guaranteeing to a limited extent their income

during their first few months. Although some companies have

long treated these OfinancedO agents as independent contractors,

the agents will not fall within S. 736's *safe harbor: they

will be unable to satisfy the investment-or-income-fluctuation

test. Equally important, in criticizing the bill as providing
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safe harbor' protection for individuals in the Ogray areas,"

the Treasury has failed to recognize that the IRS's challenging

an individual's status as an independent contractor does not

transform that individual into an employee. indeed, a review

of the litigated cases reveals that the IRS has lost many more

reclassification cases in the "gray areas" than it has won.

S. 736 will do no more than preserve the independent contrac-

tor status of individuals who have long enjoyed that status.

It will do no more than prevent the IRS from arbitrarily reclas-

sifying such individuals as employees.

The Treasury's second criticism -- that the bill will

result in numerous employees' being treated as independent con-

tractors -- is equally without merit. it cannot be gainsaid

that many employees could satisfy one, two, or possibly three

of the bill's five 'safe harbor" requirements. There is abso-

lutely no evidence to suggest, however, that large classes of

employees could or would be 'switched' to independent contrac-

tor status. In order to satisfy all five of S. 736's tests,

a company would have to fundamentally alter its relationships

with the individuals involved, to make changes most would be

unable or unwilling to make. In other words, the 'switching"

argument is supported more by rhetoric than reason.

The Treasury's final criticism of S. 736 -- that it

will be complex to apply -- is curious indeed. One of the vir-

tues of the bill is that it will limit the inquiry to be made.
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Unlike the common law control test which is to be interpreted

by reference to 20 different factors -- many of which may not

even apply in a particular case -- S. 736 will require consi-

deration of only five tests. It is simply preposterous to sug-

gest that S. 736 will be more difficult to interpret and apply

than the common law control test. The criticism is doubly per-

plexing in light of the Treasury's own proposal, which not only

would give rise to a plethora of forms and exemption certifi-

cates but would also leave the classification issue unanswered.

(The Treasury's withholding is discussed in detail below.)

In sum, S. 736 and the "safe harbor* approach it em-

bodies represent a vast improvement over the common law control

test. The bill will bring order out of the chaos the IRS's re-

classification program produced. It should promptly be enacted.

IlI. The Treasury's Withholding proposal

Should Be ReJected

The NALC believes it is absolutely imperative that

Congress take up and resolve the status issue. Without gui-

dance from Congress on this question, the type of guidance

accorded by S. 736, taxpayers will be unable to effectively

plan and conduct their business affairs. Notwithstanding the

need for guidance and fact that the problems in this area can

be traced directly to the IRS's reinterpretation of the common

law control test, the Department of the Treasury has proposed

to do nothing about the status question. Instead, the Treasury
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would subject payments to independent contractors to flat rate

(10 percent) withholding. The status question, however, would

remain important under the Treasury's proposal: taxpayers would

have-to determine which withholding system their workers fell

within.

The NALC strongly opposes to the Treasury's proposal.

The failure of the Treasury proposal to address the fundamental

issue of status alone warrants its rejection. There are other,

perhaps more compelling reasons, however, for not requiring

withholding on independent contractors. The Treasury's proposal

would be extremely difficult, if not impossible, to apply. Per-

haps most significantly, the proposal would not accomplish the

goal the Treasury has set for it: it would not significantly

increase compliance with the tax laws.

As previously stated, the withholding proposal

would be extremely difficult to apply. With respect to the

insurance industry, for example, the obligation to withhold

-- to file forms, to complete reports, to remit withheld funds

-- would extend far beyond a company's obligation to withhold

on payments to its selling agents. Companies would potentially

have to withhold on lawyers (who defended claims), doctors (who

conducted physical examinations), and all other independent

contractors it paid in the course of its business (for example,

accountants, plumbers, and electricians). Some of those indi-

viduals would undeniably qualify for exemption under the Trea-
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sury's five-or-more-payor or overwithholding exemptions. But

not all of them would be exempt. Moreover, as explained by

Assistant Secretary Lubick, the exemption would have to be

elected by the individuals involved -- the payees; and some

of the individuals qualifying for exemption might choose not

to file exemption certificates with the company. In this re-

gard, too, it should be noted that some insurance agents could

qualify for exemption; whether they could, or would elect to,

qualify for exemption, however, would not reduce or eliminate

the need for a company to have the resources and capability to

withhold. Indeed, that some agents might be exempt and others

might not be would only compound the complexity of withholding.

The paperwork generated by the exemption process

would obviously be quite substantial. But the burden of with-

holding would go far beyond the paperwork. The withholding ob-

ligation on payments to independent contractors would be a re-

curring one and would thus be significantly more burdensome

than mere information reporting. Currently, companies are re-

quired to file information returns annually and then only in

respect of aggregate payments of $600 or more. Withholding, in

contrast, would be required every time a payment, however small,

was made to an independent contractor. That burden would be

tremendous. Indeed, if an insurance company remunerated its

agents on a policy-to-policy basis (that is to say, each time

an agent submitted an application for insurance, the company



785

would send the agent his commission on that policy), it would

likely be withholding on a daily basis. Moreover, the argument

that the cost of withholding would be offset by the company's

*use* of the withheld funds proves too much, for the monies

withheld in most cases would have to be remitted within three

days of the date on which they were withheld. (See Treas. Reg.

S 1.6302-2(a).) In short, withholding would entail much more

than merely multiplying the payment made to an independent con-

tractor by .1 and withholding and remitting that amount to the

Government. To suggest otherwise reflects, at best, a misun-

derstanding of the mechanics of withholding and, at worst, a

high degree of disingenuousness.

The fundamental flaw in the Treasury's proposal, how-

ever, lies not in its gross understatement of the costs and

burdens of withholding but rather in the fact that the proposal

would not achieve its stated goal: it would not significantly

increase compliance. The Treasury's withholding proposal is

premised-on a finding of significant non-compliance among in-

dependent contractors performing services in several industries.

That finding is not beyond dispute# for the IRS compliance study

from which it was drawn suffers many defects: among other things

the sample studied was too small and unrepresentativel the study

measured not tax compliance but rather whether compensation was

reportedly and no correlation was drawn between the filing of

information returns and compliance. But even assuming the re-
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suits of the compliance study were valid, that a significant

compliance problem existed, the Treasury proposal would not

solve it. Equally important, there are less burdensome ways

in which the problem could be addressed.

Preliminarily, it should be noted that, during the

Subcommittee's hearing on this issue, Assistant Secretary

Lubick acknowledged that the insurance industry had a signif-

icantly higher compliance rate than other industries. In his

written statement, however, he said, '* * * (Njoncompliance

rates do not have much to do with the industry classification'

of the worker.* His oral testimony was closer to the mark:

whereas overall income tax non-compliance was found to be 47

percent, in the insurance industry over 98 percent of the com-

pensation paid was reported, and only 6.2 percent of the indi-

viduals were found to be in *zero compliance.' The extremely

high compliance rate in the insurance industry by itself, of

course, is neither surprising nor remarkable, for the industry

has voluntarily taken steps to aid compliance; for example,

although they are not required to do so by law, most insurance

companies furnish copies of Forms 1099 to their selling agents.

• / As noted above, one of the most obvious flaws in the IRS
compliance study was its failure to correlate the furnishing
of Forms 1099 with compliance. The NALC is confident a strong
correlation between the two exists and that requiring companies
to furnish copies of the information returns to the independent
contractors would increase compliance.
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What is remarkable is that in formulating its with-

holding proposal the Treasury has failed to give due consid-

eration to the insurance industry's high compliance rate. That

is not to say, however, that the Treasury has not accorded the

insurance industry -- and, indeed, the other industries that

fared well in the compliance study -- a special status. It has.

The Treasury has in effect proposed to withhold only on indi-

viduals in those industries that have a high level of tax com-

pliance. Its proposal, as a practical matter, would exempt

from the withholding obligation those industries with the low-

est compliance rates. For example, workers in the trucking

(54.2 percent Ozero compliance"), logging (69.5 percent 'zero

compliance"), real estate construction (63.7 percent 'zero com-

pliance"), and hone improvement (55.5 percent "zero compliance")

industries most likely would all be able to qualify for either

the five-or-more-payor or the overwitholding exemption. At the

same time, the industries with the highest compliance rates --

insurance (98.3 percent of the compensation reported) and real

estate (89.5 percent of the compensation reported) -- would

be burdened with the costs and administrative complexities of

withholding.

!/ It should be noted that a withholding proposal that was
recently introduced in the House (H.R. 5460) would expand
the concept of exempting those industries with high levels
of non-compliance. That bill would add a third exemption
to the two proposed by the Treasury: no withholding would be
required in respect of "qualified direct sales." The "zero
compliance rate in the direct selling industry was found to
be 43.3 percent.
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The net effect of the withholding proposal and its

exemptions would thus be this: withholding would be imposed

only on those industries in which no significant compliance

problem exists.

That the Treasury's proposal would reach primarily

those industries with high compliance should alone lead the

Subcommittee to reject it. There is, however, another, almost

as compelling, reason compliance -- the Treasury's stated

goal -- can most likely be enhanced through means less radical

and less burdensome than withholding. The NALC submits that

increased compliance can be obtained by strengthening current

information reporting requirements specificially, by requiring

both that taxpayers furnish copies of the information returns

(Forms 1099) to their independent contractors and that the in-

dependent contractors attach those forms to their income tax

returns. It is no mere coincidence that the insurance and real

estate industries have the highest compliance rates: companies

in both those industries have voluntarily undertaken the burden

of sending the Forms 1099 to their independent contractors.

Requiring all companies -- including those doing business on a

buy-sell or deposit-commission basis -- to furnish their inde-

pendent contractors with information returns (and increasing the

penalties for failing to comply with information reporting re-

quirements), the NALC believes, would demonstrably increase com-

pliance. The NALC urges the Subcommittee to consider carefully

- 16 -
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this alternative course, for it could achieve the Treasury's

goal at a fraction of the cost and complexity of withholding.

IV. Conclusion

The NALC urges the Subcommitee to respond positively

to the need to clarify the standards used in determining whether

an individual is or is not an independent contractor by acting

favorably on S. 73f. The NALC also recommends that the Subcom-

mittee reject outright the Treasury's proposal for withholding

on independent contractors, opting instead to strengthen current

information reporting requirements.

Respectfully submitted,

SUTHERLAND, ASBILL & BRENNAN

By:

Counsel for the National Association
of Life Companies
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STATEMENT OF THE

HEALTH INSURANCE ASSOCIATION OF AMERICA

The purpose 'of this statement by the Health Insurance Association

of America is to urge the enactment of S. 736, relating to the employment

status of individuals for tax purposes, introduced by Senator Robert Dole,

and to oppose the Administration proposal to require that 10 percent be

withheld from all payments for services to independent contractors in the

course of a trade or business.

The Health Insurance Association of America represents over 300

insurance companies which write approximately 85% of the health insurance

written by insurance companies in the United States.

S. 736 is an appropriate and workable solution to the problem of

classifying workers as either employees or as independent contractors

for Federal tax purposes. As introduced by Senator Dole, the bill sets

forth five requirements which, if satisfied, would result in a worker

clearly being classified as an independent contractor rather than as an

employee. Those five requirements are:

!. The individual must control the number and scheduling

of hours worked.

2. The individual must not have a principal place of business

or, if having one, it cannot be provided by the person for whom

the service is performed unless reasonable rent is paid.

3. The individual must either have a substantial investment

in the assets used in connection with the services performed

or must risk significant income fluctuation.

4. The individual must perform the services pursuant to a
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written contract that spells out his status as an independent

contractor and the tax obligations associated therewith.

5. The person for whom the individual performs services

must file all information returns required with respect to those

services.

The requirements set forth in S. 736 are appropriate. The tests

are clear, understandable, and can easily be applied. They can provide

the certainty and uniformity which is vital if our tax laws are to be

effective.

The bill should, however, be clarified in one respect. The bill

is designed to provide a "safe harbor" test, i. e. , if an individual satisfies

all five requirements in the bill, he will definitely be treated as an inde-

pendent contractor for tax purposes. There should be no room for inferring,

however, that if all tests are not met an individual should auto tatically be

classified as an employee. A provision should be added to make it clear

that if any of the "safe harbor" standards are not met, determination of

employment status will bc made under the common law rules, as if the

"safe harbor" criteria had not been enacted.

The Administration proposes to resolve the question of classifying

an individual as either an employee or independent contractor by requiring

that a flat 10 percent be withheld from payments made in the course of a

trade or business for services provided by independent contractors. The
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existing imprecise tests would be retained for determining whether the

persons performing the services are independent contractors.

Enactment of such a proposal would not solve the classification

problem. The classification of a worker would still be important if for

no other reason than to determine which withholding system to use, i.e.,

the Administration's flat withholding percentage or the graduated with-

holding system for employees. Furthermore, aside from the particular

situation for insurance commissions, the Administration's proposal

presents severe administrative problems. The proposal, if adopted,

will require payers, in even the most casual transactions, to either be

the collecting agent for the government, often resulting in overwithholding,

or to process massive amounts of paper to establish that withholding is

not required. It is simply not appropriate to place these burdens on

payers and payees.

In summary, unless Congress enacts substantive legislation

setting forth appropriate and clear tests to be used in classifying indi-

viduals as employees or independent contractors, all the uncertainties

and controversies involved in recent employment tax audits will reappear

as soon as the interim relief enacted by Congress in the Revenue Act of

1978 expires. This will be true whether or not the Administration's

proposed withholding system is enacted. The Health Insurance Association

of America therefore urges immediate enactment of S. 736 and opposes

the Administration's proposal for withholding on payments to independent

contractors.
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FEDERAIO sPA PPAREL MANUFACTUR8~
45O051VW4I7HAVENUU, iawvomc. NY. 10001, 184441 51150 s5A M

eM8081ORym October 17, 1979

me s-~d

Sovorable Barry F. Byrd, Jr.
Chairman, Subcommittee on Taxation
and Debt Management

1 Comittee on finance
Aft§64k WA U. 8. SenateWahingtoo, D.C.

s-e w Dear Mr. Chairman:

In response to your prose release dated September 10,
197?, soliciting written statements on 8.736. the following
comments are hereby submitted by the federation of Apparel

W Manufacturers (FAO on behalf of more thee 5,500 United
States Nanufacturer# of womn'a end children's apparel.

new York's vomen's and children's apparel manufacturers
me'crse collectively compris Now York City's and New York State's

Largest Induatry. The amufcturers employ almost 170.000
workers In ev York City alsn. Moat of thee workers are
women md embers of einorities with insufficient skills to
find new jobs if lack of profit drives their employers out
of business.

d The 5.500 women's end children's apparel manufacturersMW yof now~
represented by PAN account for about 75 percent of the nation's

ftb production of this merchandise category. It ia se to onder-
stand, therefore, that the Industry is one of the principal -

de se perhaps even the pritcipel - mainstay of the New York City
and New York State economy. Yet, the vat majority of the

VAN manufacturers, perhaps 95 percent or more, are very small. A
manufacturer with $2 million In sales Is considered "big."

N Saes for most are in the $1 million or under range. For this
Amew reason, few manufacturers can afford to put full-time eaoemnen

on the payroll. They are compelled to sell their merchandise
through commission apparel s leeoa recognized uder existing

Ad ., or,, me law as Independent contractors.
MOO's- rsw
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Industry net profits are dual, ranging from 0.5 percent
(or less) to 1.5 percent, according to Dunn & Bradtrest. The current
combination of recession end inflation and the deep tariff slashes on
Imported apparel recently voted by Congress will, without question,
further erode the already slim profitability in this troubled industry.

If the independent contractor status of the apparel salesmen
were terminstod or in other ways altered, it would imodistely add
new taxes to already overburdened apparel manufacturers and cause
many firm to go under. It Is therefore extremely import-nt that
the current status of apparel slesmon as independent contractors
not be modified or threatened by any action taken by Congress.

The Internal Revenue Code already includes, in Section 3121
(d)(3)(0), (adopted over 20 years ago) a provision which classifies
cetain traveling salesmen as employees for Social Security purposes.
Other cases are currently determined under the conmon lav test.
under this test, as interpreted in Treasury Regulations and IRS
Rulings. commission apparel salesmen have been classified as tndepend-
ent contractors. It Is essential that Congress should not adopt any
narrow special interest amendment which would change Section 3121
(d)(3)(D) or modify the common law test under which apparel salesmen
have traditionally been treated as independent contractors.

S.736, sponsored by Senators Dole, Deconcini, and Mateunags,
would amend the Internal Revenue Code to clarify the standards used
in determining whether individuals are not employees for purposes of
employment taxes. This bill would add a helpful clarification to
the comon law test by providing a "safe harbor" test for independent
contractor status. The bill would not have say effect on Section 3121
(d)(3)(D). The clarification proposed by 5.736 would aid the apparel
industry because it would insure the continued use of existing legal
standards by the IRS and would prevent any future agressive interpreta-
tion of the cocmon law teat designed to undermine or change the rules
which have long been followed in the apparel industry.

FAX an. its 5,500 affiliated manufacturers strongly support
S.736 and oppose any changes which would make the safe harbor test
of that bill inapplicable to apparel salesman or vhich Id change
existing law so as to reclassify apparel salesmen as eoyi ... ,

R ct I vv tted,. /
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