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R/W Industry Faces Greater Scrutiny

From IRS

by Charles M. Davis, Coates Field Service, Inc., Oklahoma City

regulations in employment practices

have had a significant financial impact
on those of us in the right-of-way indus-
try. Gone are the days of the indepen-
dent contractor. Gone are the days of
paying everyone who is living away
from home a per diem to cover expenses.
Much of the burden of compliance with
these regulations has shifted from the
individual to the companies involved.

The regulations affecting those who
can be treated as independent contrac-
tors are in the process of being more
strictly defined. According to the
January 1996 issue of the Journal Of
Accountancy, “the Internal Revenue
Service has identified the ... independent
contractor reclassification issue as a sig-
nificant compliance challenge.” In 1988,
the IRS began a nationwide employment
tax compliance examination program
(ETEP) with the intent of requiring busi-
nesses to treat misclassified workers as
employees instead of independent con-
tractors. Part of the problem of compli-
ance with the proper classification of
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workers has been the IRS’s use of a 20-
step common law test, which is consid-
ered by Senator Kit Bond (R-Mo.) as “a
nightmare of subjectivity and unpre-
dictability.”1

A bill recently introduced in Congress,
the Independent Contractor Simpli-
fication Act of 1995 (H. R. 1972), may
make a fundamental change by defining
specifically which workers qualify as
independent contractors. If passed, an
employer will evaluate the criteria to
determine if the worker qualifies as an
independent contractor. If the worker
does not meet the criteria, he or she
must be designated and treated as an
employee. In general, under this bill, the
criteria to qualify as an independent
contractor are as follows:

The worker
* has a significant investment in assets

and/or training;
* incurs significant unreimbursed

expense;
* agrees to perform the services for a

particular amount of time or to com-

plete a specific result;

* is liable for damages for early termina-
tion without cause;

* is paid primarily on a commissioned
basis;

¢ purchases products for resale;

* has a principal place of business and
does not primarily provide the service
in the recipient’s place of business or
pays the recipient a fair market rent
for use of recipient’s facilities;

¢ in the year in question and in subse-
quent or in preceding years has per-
formed other work for other companies;

e advertises and/or solicits work with
other companies;

* has a written contract with company
that specifies the individual will not
be treated as an employee.2
A similar bill has been proposed in the

Senate by Senators Don Nickles

(R-Okla.) and Kit Bond (R-Mo.),

the Independent Contractor Tax

Simplification Act of 1996 (S 1610).

This bill would set standards for deter-

mining who is not an “employee.” The

worker would not be an employee if
he/she:
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* is working under a written contract
stipulating that he/she will not be
treated as an employee;

¢ has a significant financial investment
in the work;

¢ is substantially independent of the
“service recipient.”3
The intent of these bills is to eliminate

gray areas which have allowed compa-

nies to hire individuals without treating
them as employees. The reason for this
change involves the many regulations
that affect employer/employee relation-
ships such as the Age Discrimination

Employment Act of 1967, OSHA of 1970,

ERISA of 1986, ADA of 1990 and the

Family Leave Act of 1993. It is clear that

their primary function is to assure that

all taxes are collected and paid. In fact,
the General Accounting Office reported
that ETEP audits through 1991 resulted
in the reclassification of 338,000 workers
as employees and $468 million in pro-
posed assessments. These assessments
were for social security, medicare, FUTA
and federal income taxes that should
have been withheld or paid had the

worker been “properly” classified. 4
Fortunately, some of the companies

which were subject to the ETEP audits
avoided severe penalties by falling
under “Section 530 Safe Harbor
Provisions.” However, the IRS used this
section as a bargaining tool, agreeing to
its applicability only if the employer
would agree to reclassify its workers as
employees. The Internal Revenue Code
section 530 prevents the IRS from
retroactively reclassifying workers if the
employer has:

a) not treated the worker as an employee

in the past;

b) consistently treated the worker as an

independent contractor on all returns

filed (including form 1099);

c) a reasonable basis (reliance on author-

ity, prior IRS audit, or long-standing

industry practice) for treating the work-
er as an independent contractor;

d) not treated anyone else holding a

substantially similar position as an

employee.>

These proposed new regulations
appear to have strong congressional
support and will have a tremendous
impact on companies that normally hire
individuals as “independent contrac-
tors.” There will be little room for sub-
jectivity with regard to worker classifi-
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cation. Many companies will need to
reexamine their relationships with
workers and classify many of them as
employees. Companies that err in their
classification of workers by treating
them as “independent contractors”
instead of “employees” may have to pay
retroactively the payroll taxes that
should have been withheld and paid,
plus penalties and interest. The cost of
noncompliance will be staggering.

The solution to this problem is for
companies in our industry either to hire
the “independent contractors” as
employees or place them with a right-of-
way consultant company. Regardless of
the choice, one of the companies is
going to have to be responsible for col-
lecting and paying payroll taxes, com-
plying with the various federal employ-
ment laws, and providing a certain level
of income and benefits. Both options are
expensive.

The other area that has affected our
industry in recent years is the shift in
regulations that set standards for sub-
stantiating per diem payments. Some
individuals are ineligible to receive a per
diem even though they may be away
from home and are duplicating their liv-
ing expenses. The procedure for paying
per diems used to be quite simple.
Almost everyone on the project was
paid a per diem, and the individual
would substantiate his or her expenses
to the IRS. Any amount received in
excess of these expenses was subject to
social security, federal income tax, and
other applicable taxes. Those who were
considered itinerant, or were not away
from home, would be responsible for
paying the tax burden on amounts
received. The company’s only responsi-
bility was to properly report the
amounts paid.

The first significant change came
when companies were no longer
allowed to issue Form 1099s for unsub-
stantiated business (travel) expense. In
essence, the IRS said to the employer, “If
an individual is eligible to receive reim-
bursement for travel expenses, pay that
amount, and you will not be required to
report the amount paid.” This process
appeared quite simple; however, in
practice it proved to be fairly complicat-
ed. It became the company’s responsibil-
ity to determine which employees

should not (under IRS guidelines) p
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by classifying

workers as

“independent

contractors”

instead of

“employees”

may have to pay

retroactive payroll

taxes plus penalties

and interest.
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receive a per diem. The company had to

visit with each employee about their liv-

ing arrangements and determine

whether or not they were away from
home. To be eligible to receive a per
diem the employee had to be on a “tem-
porary” assignment that was realistical-
ly expected to last less than two years,
and the employee was expected to
return to his claimed “tax home” after
the job ended. The employee had to
show the claimed “tax home” was his or
her home in a real and substantial sense.

The employee had a “tax home” if the

following criteria was met:

The employeeé
* used the claimed home while per-

forming work in the vicinity just
before the current job, and he or she
continued to maintain bona fide work
contacts (job seeking, leave of absence,
on-going business, etc.) in the area;

* had duplicated living expenses at the
claimed home because work required
him or her to be away from home;

¢ had family members (marital or lineal
only) currently residing at the claimed
home, or continued to use the claimed
home frequently for his or her lodging.
The employee who satisfied all three

criteria was clearly away from home

and per diem payments were accept-
able. If only two of the factors were sat-
isfied, the particular circumstances were
used to determine if a per diem pay-
ment was allowed. If only one of the cri-
teria was met, the employee was
deemed not to be away from home and
to be ineligible for a per diem. All pay-
ments then had to be paid as salary with
all relevant taxes withheld. Regardless
of the circumstances, the IRS considered
the location where the employee was
living and working to be the “tax home”
if he or she was at one location for more
than two years. Those who were
deemed ineligible to continue to receive

a per diem payment had to begin paying

taxes on the full amount received. Both

the employee and the company were
faced with significantly greater payroll
tax burdens.

This created a tremendous problem
for right-of-way consultant companies,
which have most of their employees
assigned to projects throughout the
country. These companies had to shift
internal resources to keep up with
employees and know whether or not
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they maintained a “tax home.” In the
future, if the IRS determined that the
company made an error in a “tax home”
claim, the company could be responsible
for paying all social security and income
taxes that should have been withheld,
plus penalties and interest. Right-of-way
consultant companies have expended
considerable effort to become a compli-
ance arm for the IRS.

Once companies became fairly com-
fortable with these requirements, mat-
ters became even more complicated.
New regulations were issued in the
Comprehensive National Energy Policy
Bill Of 1992 (H. R. 776) indicating that
being away from home for two years no
longer applied. In fact, if an individual
was on a project for one year and a day,
regardless of the initial expected dura-
tion, the individual was considered inel-
igible to have ever received a per diem
from the first day, and the companies
were required to go back to the individ-
ual, collect the required taxes that
should have been withheld, and reissue
a W-2. The individual would then have
to amend his or her tax returns. The
answer to this was to avoid assigning
anyone who was away from home to
projects that were expected to last a year
or more, to find employees who would
be willing to work on a salary basis only
(even though they were duplicating liv-
ing expenses), or to advise a client that
after 12 months, the employee would be
removed from the project.

The difficulties in following these
guidelines are obvious. The client compa-
nies were faced with losing key personnel
in the middle of a project, and the right-
of-way consultant companies had diffi-
culty finding individuals willing to work
under these circumstances. Ignoring
these guidelines could spell financial dis-
aster to both the employee and the right-
of-way consultant company.

Fortunately, the regulations did soft-
en, but not much. The criteria for deter-
mining whether or not an employee
maintained a tax home did not change;
however, the rule forcing the employer
to collect taxes retroactively did change.

The eligibility for an individual to
receive a per diem is now dependent
upon the “facts and circumstances” at
the time the assignment is made. If an
individual is expected to be on a pro-
ject for a year-or longer at the time the

assignment is made, he or she is not
eligible to receive a per diem from day
one. If an assignment is expected to
last less than one year, the individual is
eligible for per diem; but when it
becomes apparent that the project will
extend more than a year, the individual
is no longer eligible to receive a per
diem. So, if it becomes known six
months into a project that the employ-
ee’s assignment is expected to extend
for six or more months, the per diem
must immediately be converted to
salary. Regardless of the circumstances,
once an individual is on an assignment
at one location for one year, all bets are
off and the per diem payments have to
be converted to salary.

The net effect of these regulations is
additional cost. This cost directly affects
the individual right-of-way agents, right
of way consultant companies, and client
companies that need the services pro-
vided by these people. The tax burden
to the individual right-of-way agent has
become greater. Right-of-way consultant
companies face greater payroll tax bur-
dens, and they have to maintain addi-
tional qualified personnel within their
companies who can deal with these reg-
ulations and assure compliance. This
has a significant impact on overhead
costs. Client companies who employ
contract personnel are continuing to feel
the pressure of ever-increasing billing
rates for services.

It is unlikely that there will be any
relief or loosening of regulations in the
future. In fact, the industry will likely
continue to come under increasing pres-
sure to function as a compliance arm of
the IRS. O
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