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Sen. Baucus (D- Mont.)
Committee on Finance

July 15, 2010, Hearing Statement

“When it comes to Social Security, folks often say there 
are only two ways to improve solvency: cutting benefits or 
raising taxes.  Fortunately, there are other ways.  And 
these ways don’t involve cutting benefits or raising taxes.”

“For example, there’s the tax gap.  Currently, there’s a 
gap of about $58 billion each year between Social 
Security and Medicare payroll taxes that are owed and 
taxes that are paid.  We have to do more to collect the tax 
gap.”
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Typical Scenario

“We have no payroll tax liability because 
we ‘1099’ our employees.” – Client

Client likely means:
• It issues its workers a Form 1099 rather than a W-2;
• It classifies its workers as independent contractors; and
• It never withheld and/or remitted FICA, FUTA and
Income Tax (collectively, “payroll taxes” or “employment
taxes”).
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Flaws With Typical Scenario
• Never call a worker an “employee” if the worker receives a 

Form 1099 in lieu of a W-2

• Issuing a Form 1099 to a worker does not make the worker 
an independent contractor or relieve the employer of payroll 
tax liability

• The person speaking to you may have personal liability if 
the person is a “responsible person” and willfully failed to 
collect and remit payroll tax 

• What about the worker’s employee benefits?
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Why Worry About This Now?

• In Feb. 2010, the IRS began its first 
Employment Tax National Research Project 
(“NRP”) in 25 years

• Two goals of NRP:
– Secure valid data for computing employment tax 

gap (excess of tax owed over tax paid), and
– Audit efficiency - determine compliance 

characteristics so the IRS can focus on the most 
noncompliant employment tax areas
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Why Worry About This Now?

• Under the NRP, the IRS will randomly select 2,000 
taxpayers each year for calendar years 2010, 2011 and 
2012

• NRP selection is random, meaning that the majority of 
audited taxpayers will be small businesses that constitute 
the majority of employers

• The NRP does not replace the IRS’s traditional worker 
classification audit efforts
– To close the “Tax Gap,” this activity is likely to increase
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The NRP Will Look At:

• Payroll tax return amounts versus 
expenses on income tax returns

• For S corporations, compensation to 
shareholder/employees

• Fringe benefits, officer’s compensation, 
and expense reimbursement
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What is Motivating the IRS?
• Congress is prodding the IRS to close the “tax 

gap”
– The excess of taxes owed over taxes paid
– Exceeds $340 billion*

• Approximately 2/3 of the tax gap relates to 
individual tax:
– $54 billion - FICA, self-employment and FUTA*
– $197 billion - individual income tax*

* IRS Oversight Board Annual Report to Congress 2009
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What is Motivating the IRS?
• Not entirely sincere to state that worker 

misclassification is responsible for underpayment of 
employment taxes

• Independent contractors, including misclassified 
employees, should remit their own taxes to the IRS

• The NRP demonstrates that Congress and the IRS 
have concluded that catching a relatively smaller 
number of employers is easier than catching millions 
of independent contractors
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Are Your Independent 
Contractors Really Employees?
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Employee versus Independent Contractor

• Worker classification is the principal focus of the NRP

• Worker classification regulations and guidelines have 
been around for decades

• A worker is an employee if the person for whom he or 
she works has the right to direct and control the 
worker:
– “not only as to what shall be done but as to how it 

shall be done”
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Employee versus Independent Contractor
• The IRS uses a 20-factor facts and circumstances test*
• The 20 factors can be grouped into three categories:

– Behavioral control: Service recipient has the right to direct 
how the worker does the work, including instruction and 
training

– Financial control: Service recipient has the right to direct 
the business part of the work, including the worker’s 
personal investment, expense reimbursement and 
opportunity for profit or loss

– Relationship of the parties: The written contract and 
whether the worker receives benefits usually reserved for 
employees

*Rev. Rul. 87-41
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Employee versus Independent Contractor

• If the facts and circumstances of the relationship indicate 
that the worker is an employee, the worker will be an 
employee regardless of contractual terms 

• That said, the company and the worker should enter a 
written contract to demonstrate their intent that their 
relationship is that of an independent contractor and not 
an employer-employee relationship

• The terms of the contracts should not conflict with the 
IRS’s 20 factors
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Employee versus Independent Contractor

• The contract should not include:
– The requirement that the independent contractor 

perform the services at the company’s facilities if the 
worker can perform the services at his or her own 
facilities

– Specific work hours
– Details as to how the independent contractor will 

perform the services
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Employee versus Independent Contractor

• The contract should include:
– Statement that the worker is an independent contractor
– Description of the relationship and manner of payment
– Waiver of participation in employer-sponsored benefit plans
– Requirement that the independent contractor purchase his 

or her own tools and equipment and facilities to complete 
the job

– Statement that the independent contractor is not required 
to personally perform the work and can hire, fire and 
supervise assistants or subcontractors as needed

– Statement that the independent contractor is free to work 
for other companies

– Statement that the company will not reimburse the 
independent contractor for any expenses
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Still Unsure Whether Your 
Workers are Employees or 
Independent Contractors?
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IRS SS-8 Program
• Complete the IRS Form SS-8
• The SS-8 asks questions that allow the IRS 

to analyze the 20 factors
• A disgruntled worker can also initiate the 

SS-8 program
• The IRS will request a completed SS-8 

from both parties
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IRS SS-8 Program
• The IRS will issue a determination letter to 

the company and to the worker
• The IRS’s determination applies to the 

subject worker and all similarly situated 
workers

• The SS-8 program process is not an audit
• The IRS does not calculate tax owed or 

issue an assessment
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IRS SS-8 Program
• The IRS’s determination cannot be 

appealed administratively because it is not 
an audit

• Taxpayers cannot contest the SS-8 
determination before the Tax Court 
because that court’s jurisdiction is limited to 
determinations that follow an audit

• The IRS will tell taxpayers that they should 
adjust previously filed employment tax 
returns
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You Misclassified Your 
Workers, Now What?
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Determining the Tax Owed
• Taxpayers that misclassify workers are 

responsible for adjusting payroll tax 
returns and paying tax, interest and 
penalties

• Fortunately, there is retroactive relief 
under Code sec. 3509 for taxpayers that 
acted in “good faith”
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Determining the Tax Owed

• If the taxpayer issued a 1099 to the misclassified 
worker and the IRS, retroactive liability for prior 
years’ taxes is:
– 1.5% of wages for income taxes
– 20% of the employee’s portion of FICA
– 100% of FUTA and employer’s portion of FICA

• If the taxpayer did not issue a 1099 to the 
misclassified worker, retroactive liability is:
– 3% of wages for income taxes
– 40% of the employee’s portion of FICA
– 100% of FUTA and employer’s portion of FICA
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Determining the Tax Owed

• Code sec. 3509 does not apply to current year’s tax. 
Taxpayers must adjust the current year’s payroll tax 
returns
– The employer must play “catch up” with the 

employee to make sure the proper amount of tax 
is withheld by year end

– The employer can pay the employee’s share of 
back taxes, but the taxes are additional wages 
subject to withholding
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Determining the Tax Owed

• Code sec. 3509 does not apply to willful failure to 
collect and remit tax
– Evidence demonstrates that the taxpayer was aware 

that its workers were employees, but continued to not 
withhold and remit tax

• The worker’s tax liability is not reduced by the 
collection from the employer under Sec. 3509

• The employer’s liability under Sec. 3509 is not 
reduced by the worker’s payment of tax
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Determining the Interest

• The taxpayer can file interest-free adjusted returns if 
the misclassification and failure to pay tax were in 
good faith. 

• The returns are due by the due date for returns in the 
period in which the taxpayer determines there is a 
misclassification.  

• If the taxpayer does not timely pay the back tax, the 
taxpayer is liable for the failure-to-deposit penalty. 

• Interest-free adjustments are not available following 
an audit or if the taxpayer knowingly misclassified 
workers and underreported tax. 
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Section 530 Relief

• Section 530 of the 1978 Revenue Act establishes a 
safe haven from liability for employment taxes 
arising from worker misclassification

• An IRS auditor will consider granting Section 530 
relief during an audit

• The IRS does not consider Section 530 relief during 
the SS-8 process because that is not an audit
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Section 530 Relief

• During audit, the auditor should consider Section 
530 relief even before considering worker 
classification

• If the auditor determines that Section 530 applies, 
the auditor should not assess tax, interest or 
penalties

• Taxpayers that disagree with the auditor’s refusal to 
grant Section 530 relief can immediately request an 
appeal through the IRS Office of Appeals

• If Appeals determines that Section 530 does not 
apply, the auditor should proceed with consideration 
of worker classification
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Section 530 Relief

• The Tax Court does have jurisdiction over the IRS’s 
decision to grant Section 530 relief
– Contrast with the SS-8 program where the Tax Court 

does not have jurisdiction

• The IRS should not assess tax, interest or penalties 
until the taxpayer has had the opportunity to petition 
the Tax Court
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Who is Entitled to Section 530 Relief?

• The taxpayer has a “reasonable basis” for not 
classifying its workers as employees;

• The taxpayer has filed a Form 1099 for the workers 
involved;

• The taxpayer has not treated the workers as 
employees for any period; and

• The taxpayer has not treated any worker as an 
employee that has a substantially similar position as 
the workers involved in the misclassification
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The “Safe Haven” for Section 530 Relief
• The IRS created three safe havens that are 

alternatives to the statutory requirements to obtain 
Section 530 relief:
– The taxpayer relied on judicial precedent or published 

rulings, technical advice, a letter ruling, or a 
determination letter

– The IRS has audited the taxpayer in the past and 
attributed no assessment to workers with substantially 
similar positions as the instant contested workers

– Long-standing recognized practice of a significant 
segment of the industry in which the worker was 
engaged
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What does Section 530 Get You?

• The taxpayer is entitled to treat the workers as 
independent contractors for FICA, FUTA and income tax 
withholding

• The taxpayer is not liable for penalties or interest

• Section 530 relief does not apply to misclassified 
employees, they still owe tax

• Section 530 relief is also prospective – the IRS cannot 
reclassify the workers provided the taxpayer continues to 
satisfy the Section 530 criteria
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How Do All These Pieces 
Fit Together?
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How Do the Pieces Fit Together?

• The SS-8 program, the Code sec. 3509 reduction 
of liability, and the Section 530 relief present 
different risks and benefits

• Our analysis of the risks and benefits assumes 
that the taxpayer-employer is not paying cash to 
employees under the table but is generally honest 
and willing to abide by the law
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How Do the Pieces Fit Together?
• First, to determine if your workers are employees 

or independent contractors, review the IRS 20 
factor test
– If you determine that your workers are independent 

contractors, then you are done (but make sure you 
have independent contractor agreements in place)

– If you are unsure, go to step #2
– If you determine that your workers are employees 

and you have misclassified them, go to step #3
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How Do the Pieces Fit Together?
• Second, if you are still unsure after reviewing the 

20 factor test, you can participate in the SS-8 
program and let the IRS determine your worker’s 
status.
– If the IRS determines that your workers are 

independent contractors, you are done (but makes 
sure you have independent contractor agreements in 
place)

– If the IRS determines that your workers are 
employees, then proceed to step #3 to determine how 
to handle past and future payroll periods
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How Do the Pieces Fit Together?
• Third, determine if you are entitled to 

Code sec. 3509 reduced liability or 
Section 530 relief for prior periods
– Section 530 relief is complete relief of 

liability for prior payroll periods, and relief 
can be prospective

– The rules for qualifying for Section 530 
relief are more stringent than the rules for 
qualifying for Code sec. 3509 reduced 
liability
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How Do the Pieces Fit Together?
• If you determine that you qualify for Code 

sec. 3509 reduced liability for prior periods 
but not Section 530 relief:
– Amend payroll tax returns for prior periods
– Take advantage of reduced liability for tax, 

penalty and interest under Code sec. 3509
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How Do the Pieces Fit Together?
• If you determine that you are entitled to 

both Code sec. 3509 relief and the more 
stringent Section 530 relief:
– Consider not filing amended returns for 

prior payroll periods
– Consider not changing employees’

classification for future periods
– If you are audited, take advantage of 

Section 530 relief
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How Do the Pieces Fit Together?
• There are risks to relying on Section 530 relief in 

the event of audit rather than amending returns for 
prior payroll periods:
– Only the IRS can award Section 530 relief
– If the IRS determines you are not entitled to Section 530 

relief, then:
• You have likely missed the due date for filing interest 

and penalty free amended returns under Code sec. 
3509, which are due the quarter you discover the error 

• Now you are in audit, and rather than sending in 
amended returns and hoping the IRS accepts them, you 
could find yourself before IRS appeals or Tax Court 
arguing that you are entitled to Section 530 relief



40

ERISA & Employee Benefits
Implications of Worker 

Misclassification
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Impact of Misclassification

• Severe consequences for employer’s 
benefit plans
– Plan disqualification
– Increased liability for benefits
– Participant entitled to retroactive 

coverage under the Plan
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Impact of Misclassification 

• Plan disqualification can result in:
– Loss of the Trust’s tax-exempt status
– Employer losing the ability to deduct 

contributions to a qualified plan
– Participants having their benefits subject 

to income tax
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ERISA Coverage Requirements

• ERISA requires an employer to include 
every common-law employee, unless 
otherwise excluded, in its benefit plans

– IRS position that the definition of 
employee for purposes of ERISA plans is 
the same as the common law standard 
applied under Code section 3121(d), or 
the 20 factor IRS test



44

ERISA Coverage Requirements

• The Code permits employers to exclude 
from their benefit plans: 
– union employees, 
– nonresident aliens with no U.S.-source 

income,
– independent contractors, and
– employees with less than one year of 

service
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ERISA Coverage Requirements

• Any additional employee exclusions are 
allowed provided the plan satisfies the 
Code’s coverage and nondiscrimination 
requirements

• Tests must take into account total 
employees including statutory employees 
and leased employees
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Leased Employees
• Leased employees must be included as 

employees for the purposes of coverage 
tests

• Worker will be treated as a leased 
employee for qualified plan purposes if:
– Services are provided pursuant to agreement;
– Individual performs services on a substantially 

full-time basis for at least one year; and
– Services are performed under primary direction 

or control of recipient
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Leased Employees

• A leased employee does not have to be 
treated as an employee for purposes of 
coverage testing if:
– The leased employee is covered by 

leasing organization’s money purchase 
pension plan with a 10% contribution 
and full and immediate vesting; and

– Leased employees do not constitute 
more than 20% of the entity’s non-HCEs
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Testing Failures

• If enough workers are misclassified, the 
result could be that the coverage 
requirements of Code sections 410(b) 
and 401(a)(26) are violated 
(demographic failure)

• Under Code section 410(b), 
generally a plan must benefit at 
least 70% of non-highly 
compensated employees
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Testing Failures

• Reclassified workers could cause a 
plan to fail nondiscrimination testing 
(demographic failure)

– Plans cannot discriminate in favor of 
highly compensated employees for 
eligibility purposes and for contribution 
and benefits purposes
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Correcting Testing Failures: 
Pension Plans

• EPCRS
– Demographic failures may be 

corrected under VCP
– Available before discovered on audit 
– Lesser penalty 
– Avoid plan disqualification
– Available to plan sponsors, except in 

egregious situations
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Exclusion of Misclassified 
Employees- Welfare Plans

• Employee could be entitled to 
retroactive coverage under the plan

• Insured Plan-Insurance company will 
probably hold employer liable for 
employee’s claim

• Self-Insured Plan- Stop-loss policy will 
probably not cover a large claim
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Exclusion of Misclassified 
Employees- Pension Plans

• Liable for past benefits
• Risk of plan disqualification 

– Plan loses its qualified status under 
Code section 401(a) if it is not 
operated in accordance with its written 
terms
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Exclusion of Misclassified 
Employees

• Example.  If as a result of an IRS 
employment tax audit, employees are 
reclassified from independent contractors 
to employees, and the plan defines eligible 
employee to mean any “employee of the 
employer,” the plan would not have been 
operated in accordance with its terms 
because there were employees who were 
not treated as eligible under the terms of 
the plan.
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Correcting Exclusion of 
Misclassified Employees

• EPCRS
– Operational Failure
– Correction theme is to place the 

employees in the position they would 
have been in had they not been 
excluded from the plan

– SCP within two years, or for insignificant 
failure

– VCP filing
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Plan Language

• Employer can avoid these issues by 
drafting a plan to:
– Exclude an individual who is 

reclassified as a common-law 
employee from the plan’s definition of 
“employee,” for plan eligibility

– Granting plan administrator 
discretionary authority to interpret the 
plan
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Plan Language

• IRS finds provisions excluding 
reclassified employees valid and 
enforceable

• ERISA does not prohibit an employer 
from excluding employees that meet the 
common-law employee test from plan 
participation as long as the exclusion is 
neither arbitrary nor based on age or 
length of service
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Examples

• Leased workers signed contracts with 
the leasing company identifying them as 
leasing company employees.  Workers 
filed ERISA suit requesting that they 
participate in benefit plans, because 
they perform same functions as 
company employees. Plan limited 
participation to employees who received 
regular compensation from employer 
and were on the payroll records.
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Examples

• Solution: Court said ERISA does not 
mandate coverage of every employee.

• Employees were validly excluded from 
plan participation as they were not on 
the payroll records.
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Examples

• Computer Software Workers did not 
receive any of the benefits received by 
regular employees and signed contracts 
in which they were identified as 
independent contractors ineligible for 
benefits with Microsoft. The freelancers 
were, however, fully integrated into the 
workforce, sharing the same supervisors, 
performing identical tasks, working the 
same core hours, working on the site and 
receiving office equipment.
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Examples
• Solution: The court agreed with the workers and 

reversed.  Since Microsoft had conceded that the 
freelancers were employees who had been 
erroneously labeled independent contractors, the 
court reasoned that as employees, they had the 
right to be treated like all other employees under 
the plans.  

• In addition, the court held that the agreements 
signed by the freelancers identifying them as 
independent contractors did not waive the 
workers’ rights since at best, it was a declaration 
based on mutual mistake. 
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Examples

• Third Party Contractors performed 
services for the company’s entities, but 
were on the payroll of certain temporary 
agencies.  These third-party contractors 
entered into agreements with the 
company to provide them with "contract 
personnel.”
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Examples

• Solution: Court concluded that the 
employees were most likely common-law 
employees.  However, the plans provided 
that employees who perform services 
pursuant to a leasing agreement between 
the employer and a third party are not 
eligible employees. Thus, because the 
plaintiffs' services were provided pursuant 
to third-party contracts, the court deferred 
to the plan's determination to exclude 
plaintiffs from coverage.  



63

Inclusion of Non-Employees
• What happens if the plan covers 

individuals who are actually 
independent contractors?
– Plan violates the exclusive benefit rule
– Several corrections must occur



64

ERISA Implications

• Reclassified workers can seek benefits 
under several theories
– Fiduciaries have violated duties
– Misclassification has violated worker’s 

ERISA rights
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Fiduciary Duty

• Fiduciary conduct violates section 404 
of ERISA 
– Fiduciaries should “administer plans 

solely in the interest of participants and 
beneficiaries” and in “accordance with 
documents governing the plans”
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Fiduciary Duty

• Liability for breach of fiduciary duty
– Employer 
– Individual committee members

• Joint and several liability
• Personal liability

– Each committee member may be liable 
for the full amount of damages
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DOL Initiatives

• DOL may assert a breach of fiduciary duty claim 
against the plan sponsor
– Theory that the plan administrator, after a 

prudent investigation, should have determined 
that certain workers were employees entitled to 
participate in benefit plans
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Conclusion

How to Avoid Misclassification
• Carefully draft plan documents to define 

employee
• Consistent use of terms throughout plan 

documents
• Thoughtful classification of workers
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Questions?

7936057
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• IRS CIRCULAR 230 DISCLOSURE:  To ensure 
compliance with requirements imposed by the 
IRS, we inform you that any tax advice contained 
in this communication (including any attachments) 
was not intended or written to be used, and 
cannot be used, for the purpose of (i) avoiding 
penalties under the Internal Revenue Code or (ii) 
promoting, marketing or recommending to another 
party any transaction or matter addressed herein.


