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Direct Sellers Hit by IRS
Worker-Classification Audits:

An Analysis of the Obscure
Rules and Strategies Applicable

to These Workers

By Hale E. Sheppard

Hale E. Sheppard examines how the IRS worker-classification can

cause problems for unsuspecting direct sellers.

Introduction

People are buying more and more online. Indeed,
one cannot escape the holiday season nowadays
without being bombarded with advertisements about
Internet deals on so-called Cyber Monday. As the
online phenomenon grows, many seem to forget
about more traditional ways of moving product, such
as door-to-door sales and home parties. People may
not be gathered around the water cooler much these
days discussing Tupperware parties and the like,
but these types of events still occur with surprising
regularity. According to a recent report by the IRS,
“direct selling” is a significant industry, with annual
sales of nearly $30 billion dollars and salespersons
surpassing 13 million in the United States alone.' The
report also indicates that direct selling is pervasive,
with more than 55 percent of the U.S. public having
purchased items in this manner.?

These statistics seem positive for direct sellers, but
another figure puts an immediate damper on things:
6,000. That is the number of random audits that the
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IRS is conducting over a three-year period as part of its
national research project on employment tax issues,
including worker misclassification.? The IRS estimates
that the “tax gap” (i.e., the difference between what
taxpayers should pay and what they actually pay)
a few years ago was approximately $345 billion, a
significant percentage of which was attributable to
worker misclassification and other employment tax
noncompliance.* Thus, the IRS’s research likely will
reveal that worker misclassification is widespread,
and further audits will ensue.

Theoretically, these audits should cause little con-
sternation for direct sellers, as they enjoy a special
status under the Internal Revenue Code. The reality is
that the IRS’s recent focus on worker-classification has
caused problems for many direct sellers, particularly
those who fail to appreciate their unique tax status
and/or assert their rights. This article, aimed at both
taxpayers and their advisors, is designed to alleviate
these problems.

Overview of the
Worker-Classification Issue

Various categories of workers exist; they can be
statutory employees, statutory nonemployees, com-
mon-law employees or independent contractors. The
problem, aside from the hyper-technical definitions
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and tricky rules associated with each category, is
that one worker might fall into multiple categories
at once. This can generate turmoil, for taxpayers and
the IRS alike. To appreciate this overlap and what it
can mean in a tax dispute, one must have a basic
understanding of worker categories.

Statutory employees are, like they sound, workers who
are defined as employees in a statute. For instance, tax
provisions explain that the term “employee” includes of-
ficers of corporations, as well as individuals who perform
the following jobs for compensation: (i) agent-drivers or
commission-drivers engaged in distributing particular
products, (ii) full-time in-
surance salespersons, (iii)
so-called homeworkers
who perform work on ma-
terials or goods provided by
their principals according
to specifications set by the
principals and then return
the improved goods to the
principals or a designated
party, and (iv) traveling or
city salespersons engaged on a full-time basis in solicit-
ing for their principals orders from wholesalers, retailers,
contractors or operators of hotels, restaurants or other
similar establishments for merchandise for resale or sup-
plies for use in their business operations.’

For their part, statutory nonemployees are, logically,
workers who are specifically excluded from the defini-
tion of “employee” by a statute. Among the statutory
nonemployees are direct sellers, who, according to
a written contract and on a commission or other
performance-driven basis, sell consumer products,
personally or through others, in a home or in any other
place that is not a permanent retail establishment.¢

Unlike the preceding two categories, common-law
employees are not identified in tax statutes; rather,
as the name indicates, they are products of judicial
evolution. The relevant regulations provide that one
of the key factors in determining whether a par-
ticular worker should be considered a common-law
employee is the degree of control that the service
recipient possesses and/or exercises over the worker.”
The regulations clarify that, in making a decision
about common-law employee status, the IRS must
consider “the particular facts of each case.”® The IRS
released a list of 20 factors decades ago that serves
as a guide in this analysis.®

Finally, independent contractors are those workers,
characterized by flexibility in the time and manner
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The reality is that the IRS’s recent
focus on worker-classification has
caused problems for many direct
sellers, particularly those who fail
to appreciate their unique tax status
and/or assert their rights.

of performing their services, who do not fall into any
of the preceding three categories.

A typical problem stems from the fact that one work-
er may seem to fall into several of the four categories
identified above. Take, for instance, Willie Widget,
who sells widgets, door-to-door, for one company,
on a daily basis, according to specific instructions
prepared by the company. Depending on the facts
of the case, Willie Widget might be a statutory em-
ployee (i.e., a traveling or city salesperson), a statutory
nonemployee (i.e., a direct seller) or a common-law
employee (i.e., a worker who meets many of the 20
factors identified by the
[RS). The category in which
Willie Widget ultimately
belongs will have a sig-
nificant economic impact
on him and the company.
How swiftly a case of this
nature can be resolved will
also have financial conse-
quences, as defending a
prolonged worker-classifi-
cation dispute can be costly for businesses.

Most businesses would agree that the best result in
the preceding example would be characterization of
Willie Widget as a statutory nonemployee, i.e., a direct
seller. If this were the case, he would be treated as a
nonemployee for purposes of federal income tax, the
federal contributions insurance act (FICA), and the fed-
eral unemployment act (FUTA), thereby reducing the
tax and compliance burdens of the business. The chal-
lenge, of course, is that countless tax practitioners (and
too many IRS personnel) are completely unaware of the
special rules for direct sellers found in Code Sec. 3508.
Even if they are cognizant of the existence of such rules,
they often lack familiarity with the unexpected ways in
which the courts have interpreted certain requirements
of Code Sec. 3508 that seem rather straightforward on
their face. Finally, they frequently ignore or misunder-
stand the hierarchy of worker-classification rules; that is,
they do not know what to argue first, how the regimes
intertwine, which status trumps another, etc.

Analysis of the Special Rules
for Direct Sellers

To solve the challenge described above, this article
analyzes the category of workers called direct sellers
and the relatively obscure rules that govern them. An
adequate analysis requires us to start at the begin-




ning, the legislative history to Code Sec. 3508, and
progress from there.

Legislative History

Congress enacted Code Sec. 3508 as part of the Tax
Equity and Fiscal Responsibility Act of 1982. The Con-
ference Report, though largely devoid of explanations
as to why Congress felt compelled to act, contained
a good description of this new tax provision. It stated
the following:

Under this provision ... individuals who are direct
sellers are treated for federal income and em-
ployment tax purposes as self-employed persons
where substantially all the remuneration paid for
their services as ... direct sellers is directly related
to sales or other output and where such services
are performed pursuant to a written contract pro-
viding that they will not be treated as employees
for federal tax purposes. In defining direct sellers,
the bill’s reference to individuals engaged in the
trade or business of selling or soliciting the sale
of consumer products includes the activities of
individuals who attempt to increase direct sales
activities of their direct sellers and who realize
remuneration dependent on the productivity of
those direct sellers. These activities include pro-
viding motivation or encouragement, imparting
skills, knowledge, or experience, or recruiting
activities ... This provision applies to services
performed after 1982.'

Like the Conference Report, the so-called Bluebook,
prepared by the U.S. Joint Committee on Taxation,
contains a solid description of the tax legislation. It
also contains two additional items, the first of which
is a clear outline of the three elements that must be
met to satisfy the direct seller standard. It explains
the following in this regard:

The Act also sets forth three conditions that must
be satisfied in order for a person to qualify as a
direct seller. First, the person either must be (1)
engaged in the trade or business of selling (or
soliciting the sale of) consumer products to any
buyer on a buy-sell basis, a deposit-commission
basis, or any similar basis prescribed by regula-
tions, for resale (by the buyer or any other person)
in the home or otherwise than in a permanent
retail establishment, or (2) engaged in the trade
or business of selling (or soliciting the sale of)
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consumer products in the home or otherwise
than in a permanent retail establishment. Sec-
ond, substantially all the remuneration (whether
or not paid in cash) for the performance of the
direct selling services must be directly related to
sales or other output (including the performance
of services) rather than to the number of hours
worked. Finally, the services performed by the
person must be performed pursuant to a written
contract between such person and the person for
whom services are performed and the contract
must provide that the person will not be treated
as an employee, with respect to such services,
for Federal tax purposes."

The second important item in the Bluebook is the
backstory, the supposed reasons why Congress was
called to action back in 1982. The Bluebook states
the following on this score:

A major portion of the employment tax status
classification controversies that arose prior to the
implementation of the interim relief provisions of
the 1978 Act [i.e., the Section 530 taxpayer-relief
provisions] focused upon workers who were in-
volved either in direct selling activities or real estate
sales. Congress believed that it was these workers
who were most in need of an immediate solution to
the problem of proper employment tax status. Thus,
the Act provides a statutory scheme for assuring the
status of certain direct sellers and real estate sales
persons as independent contractors.'

The Internal Revenue Code and
Underlying Regulations

Code Sec. 3508(a) establishes the general rule that,
for all purposes of the Internal Revenue Code, in cases
of services performed by a “direct seller,” the individ-
ual performing the services shall notbe treated as an
employee, and the company for which the individual
is performing the services shall not be treated as an
employer.® In order for a worker to reach this favored
status of direct seller, Code Sec. 3508(b) requires that
he demonstrate that he meets three elements: type
of activity, type of pay and written contract. Each of
these elements is examined below.

Type of Activity
The first element is that the worker must be engaged
in the trade or business of (i) selling consumer
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products to any buyer on a buy-sell basis, a deposit-
commission basis, or any similar basis, for resale in
the home or any other place that is not a permanent
retail establishment or (ii) selling consumer products
in the home or any other place that is not a permanent
retail establishment.! This initial element is, as they
say, a mouthful, even by convoluted tax standards.
Therefore, it is beneficial to break down the require-
ments into manageable pieces.

Consumer Goods. Individuals must be selling “con-
sumer products,” which, according to the regulations,
encompass any tangible personal property that is dis-
tributed in commerce and normally used for personal,
family or household purposes, including property
designed to be attached to or installed in any real
property.'* Lest there be any doubt regarding what the
IRS had in mind, the preamble to the regulations goes
on to state that the term direct sellers “does not include
door-to-door salespersons of intangible products (e.g.,
insurance, cable television subscriptions).”'® The IRS
turned to nontax law to create this limitation, noting
that a narrow definition of “consumer products” is
consistent with the consumer product safety regula-
tions inTitle 15 of the U.S. Code, the rules concerning
criminal tampering with consumer products in Title 18
of the U.S. Code, and the energy-conservation require-
ments for consumer products in Title 42 of the U.S.
Code."” As discussed later in this article, the IRS quickly
changed its tune regarding what, exactly, a “consumer
product” is for purposes of the direct seller rules after
being heavily criticized by the courts.

Products versus Services (or Some of Both).
The regulations also emphasize the distinction be-
tween selling products and providing services. The
preamble to the regulations puts it rather bluntly,
explaining that individuals who provide services that
do not involve the use of a product (such as polltak-
ers) and services that involve parts or materials that
are merely incidental to providing services (such as
painting, carpet cleaning, septic tank cleaning, lawn
care, pest control services or appliance repair) are
not direct sellers; they are service providers.'* The
regulations reflect a little more latitude, declaring
that an individual is not engaged in the trade or
business of selling consumer products if the sale of
products is only an “incidental part” of the activity
and the individual primarily renders services.” The
regulations also explain that, in making this deter-
mination, the IRS must take into account all the facts
and circumstances, including the cost of the product
compared to the cost of the service.”
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The regulations feature related, yet specialized,
rules when it comes to the sale of products, followed
by their installation. They state that where an indi-
vidual is engaged in the business of selling consumer
products and he also performs installation services
in conjunction with such sales, the installation shall
only be deemed part of the direct seller activity if the
value of the installation is 10 percent or less of the
sales price of the product (including installation).”!
The regulations contain two examples designed to
elucidate this concept:

B is engaged in the trade or business of selling
aluminum siding. B performs services as a direct
seller pursuant to a written contract [specifying that
he will not be treated as an employee for federal
tax purposes]. All sales are made in the customer’s
home and the purchase price includes installation.
B installs all aluminum siding which he sells and
receives a commission based upon the purchase
price as compensation for his services with respect
to both the sale and the installation. The value of
such installation services exceeds 10 percent of
the purchase price of the siding. [Therefore] B
will be treated as a nonemployee under section
3508 only with respect to his services as a direct
seller. Whether B is treated as an employee or as
a self-employed individual with respect to services
performed in installing the siding will be deter-
mined under common-law principles.>

The facts are the same as in [the preceding ex-
ample] except that B sells and installs personal
computers and that the value of the installation
services performed by B is less than 10 percent
of the purchase price of the computers including
installation. B is treated as a nonemployee under
section 3508 with respect to both his services in
selling the computers and in installing them.>

The preamble to the regulations also reveals some
flexibility when it comes to the installation issue,
stating that direct sellers may, depending on the cir-
cumstances, include “door-to-door salespersons of
not only products traditionally thought of as consumer
products (e.g., personal toiletry items, vacuum clean-
ers, kitchen products) but also products which require
installation or construction on the consumer’s property
(e.g., residential swimming pools, aluminum siding,
kitchen cabinets, storm windows, insulation, carpet-
ing) and products not used in or around the home.”*



Not a Permanent Establishment. The first element
mandates that the products are sold, personally or
through others, in the home or any other place that
is nota “permanent retail establishment.”> According
to the regulations, a permanent retail establishment
is any retail business that is operating in a structure
or facility that remains stationary for a substantial
period of time, such as grocery stores, hardware
stores, clothing stores, hotels, restaurants, drug stores
and newsstands.> The term also includes amusement
areas, like sports arenas and amusement parks, where
consumer products are sold.”

Ordinarily, portable or mobile structures, facilities,
and equipment (such as street vendors and those
selling from mobile carts or other vehicles) do not
constitute permanent retail establishments.?* There are
exceptions to this general rule, though. For instance,
the regulations clarify that a vendor who sells sou-
venirs or food items in the stands of a sports arena
or on the grounds of an amusement park is deemed
to be selling in a permanent retail establishment.”
Moreover, a vendor who sells consumer products
in a parking lot or other property that is near to and
serves a sports or other amusement area pursuant to
agreement that grants the vendor the right to sell such
products is deemed to be selling in a permanent retail
establishment, regardless of whether the products are
sold inside a permanent structure.*

Sales in Multi-Level Marketing Situations. The first
element mandates that direct sellers either sell products
directly (to the end-users in a home or another place that
is not a permanent retail establishment) or indirectly (to
buyers who are not end-users, in a specific manner, for
later resale to the end-users in a home or another place
that is not a permanent retail establishment).*!

A little background on direct selling companies
helps to clarify this requirement. Generally, two types
of direct selling companies exist: single-level market-
ing companies and multi-level marketing companies.
The former compensates sales representatives via
commissions or bonuses for their own personal sales
activity, and they cannot take on other distributors
or sales representatives.’ By contrast, the latter has
sales representatives who sponsor other distributors
or sales representatives and receive commissions or
bonuses based on the sales by such resellers.* The
sellers at all levels are considered “direct sellers” for
purposes of Code Sec. 3508, provided that the other
elements are satisfied.

Armed with that additional context, the regulations
related to what one might call “indirect direct sell-
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ers” make somewhat more sense. They explain that
services that fall within the confines of a direct seller
include those designed to increase the productivity
of others who are personally engaged in the act of
selling, such as recruiting, training, motivating, and
counseling such individuals.** The regulations also
clarify the manner in which the indirect direct seller
must transfer the consumer products to the direct
seller. The first manner, transferring on a “buy-sell ba-
sis,” means that the buyer is entitled to a portion of the
spread; that is, the buyer, as his compensation, retains
part or all of the difference between the price at which
he purchased the product and the price at which he
ultimately sells the product.” The second acceptable
approach, the “deposit-commission basis,” means
that the buyer may keep, as his compensation, part
or all of the purchase deposit paid by the consumer
in connection with the transaction.*

Type of Pay

The second element is that substantially all the remu-
neration that the worker receives for performing the
services is directly related to amount of sales or other
output, rather than to the number of hours worked.*”
The regulations expand on this requirement, explain-
ing that the phrase “substantially all the remuneration”
means at least 90 percent of the total compensation
earned by the worker from the company during the
relevant calendar year.* The regulations also clarify
the concept of services “directly related to sales or
other output.” They generally indicate that compen-
sation is adequately related for these purposes if,
based on all the facts and circumstances, it is paid,
awarded or credited to the worker on the basis of his
services with respect to one or more specific sales
transactions or tasks, rather than on the basis of the
number of hours worked.* For those higher up the
sales ladder, if you will, the regulations explain that
compensation earned by an individual based on the
sales or productivity of some other individual will
be treated as sufficiently related if it is paid, awarded
or credited because of the other individual’s sales
transactions or other accomplishments.*

Written Contract

The third element is that the worker must perform the
services pursuant to a written contract, which provides
that the worker will not be treated as an employee
with respect to such services for federal tax purposes.*
The regulations emphasize two points here. First, they
underscore that the contract must contain precise
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language: With limited exceptions for contracts exist-
ing at the time the regulations were issued years ago,
“a written contract that states that the individual will
not be treated as an employee without specifically
stating ‘for Federal tax purposes’ does not meet the
written contract requirements.” The preamble to the
regulations, further seizing on the importance of this
notion, indicates that “the written contract require-
ment is not met unless the contract specifically states
that the individual will not be treated as an employee
for Federal tax purposes [and] it is not sufficient that
the contract merely states that the individual will not
be treated as an employee.”* Tax practitioner groups
warned the IRS from the outset that invalidating an
individual’s status as a direct seller solely because
the words “for federal tax purposes” were lacking in
his contract constitutes a “pitfall for the unwary.”*
Consistent with this prophecy, courts have rejected
classification of individuals as direct sellers for lacking
the four magic words in the contract.*

Assorted Administrative Sources

Despite its relative obscurity to the general public
(and to certain IRS personnel assigned to conduct
employee tax audits), the protections offered to di-
rect sellers under Code Sec. 3508 have been widely
recognized by the IRS for years.

First, the IRS’s training manual for Revenue Agents on
worker-classification issues contains a subchapter on
statutory nonemployees, including direct sellers.*

Second, IRS Publication 15-A, entitled Employer’s
Supplemental Tax Guide, also confirms that direct
sellers are not employees for federal tax purposes.*

Third, the IRS has issued dozens of pronouncements
over the years concluding that various workers are
direct sellers under Code Sec. 3508. Take, for in-
stance, FSA 20021315663 (determining that a sales
representative selling prefabricated home kits was a
direct seller), TAM 9530001 (finding that two types
of salespersons in the home repair and improvement
business, canvassers and closers, were direct sellers),
LTR 9442005 (ruling that workers engaged in selling
products to buyers on a buy-sell basis are direct sell-
ers), TAM 8838002 (reasoning that workers selling
products in homes, pursuant to a written agreement,
and keeping as compensation the spread between
the base price and the sales price, were direct sell-
ers) and LTR 8723058 (ruling that salespersons for a
company that installs fences are direct sellers). The
IRS has also issued a remarkable number of rulings
establishing that commission-based salespersons of
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vacuum cleaners purchased from wholesale distribu-
tors are direct sellers.*

Fourth, the INTERNAL REVENUE MANUAL contains a
significant amount of guidance regarding worker-
classification issues in general and direct seller
rules in particular. Among such information is the
following:

Workers in three occupations will not be treated
as employees for FICA, FUTA, or federal income
tax withholding purposes provided that they
meet certain qualifications. These workers are
referred to as “statutory non-employees.” IRC §
3508 provides that, for all IRC purposes, qualified
real estate agents and direct sellers are statutory
non-employees.*

Fifth, IRS Publication 911, which is simply called
Direct Sellers, is devoted entirely to this issue.® This
comprehensive publication, consisting of 20 pages,
provides information on all types of tax-related is-
sues for direct sellers, not just instruction about the
criteria that an individual must meet to belong in
this category.

Sixth, the IRS’s Audit Technique Guide (ATG) for the
Retail Industry contains a whole chapter on exami-
nation techniques related to direct sellers.>' The ATG
contains the following description of direct selling
companies and their workers:

Direct selling companies market their products
through person to person contact away from
a fixed retail location through a network of
independent sellers. Frequently these sales pre-
sentations are in the home, in the form of a sales
“party,” or through door to door solicitations, or
sometimes, as part of a get-together—one person
to one person. In any case, these approaches are
all considered direct sales.”

The ATG contains a subsection devoted to the
specific issue of whether direct sellers should be
treated as employees or independent contractors.* In
this regard, it describes several sources that support
nonemployee classification, including Rev. Rul. 85-
63. Paraphrasing that IRS ruling, the ATG describes
the following scenario and conclusion:

B, an individual, performs services selling con-
sumer household products door-to-door for Y,
a corporation. These services are performed



under a written agreement which provides that,
for federal tax purposes, Y will not treat B as
an employee. B is paid solely on a commission
basis. B thus meets the description of a direct
seller ... The direction and control that Y exer-
cises over B in the performance of B’s services
would establish the relationship of employer and
employee under applicable common-law rules.
Thus, but for the application of section 3508(a)
of the Code, B would be Y’s employee [under
the common law rules] .

Major Court Decisions

Code Sec. 3508 has been in existence for some 30
years, but there have been just three major federal
court decisions regarding direct sellers, all of which
were favorable to the taxpayers. These court decisions
are analyzed below.

Cleveland Institute of Electronics, Inc.”’

The taxpayer, Cleveland Institute of Electronics
(CIE), sold home study educational courses to
students in two manners, one of which was by
commissioned salespersons. These individuals
received compensation solely on the basis of their
sales performance, they solicited sales by meeting
with prospective students at locations that were not
permanent retail establishments (including homes,
shopping malls and mil-
itary posts), and they
signed a contact with CIE
acknowledging, among
other things, that they
would not be treated as
employees for federal tax
purposes. Nevertheless,
the IRS took the position
that the salespersons
were employees.

The court pointed out that Congress enacted Code
Sec. 3508 in response to problems arising from
increased worker-classification disputes, Congress
intended to “create a shelter” for workers who meet
certain criteria, and Congress specifically protected
direct sellers because they were most in need of an
urgent solution to the worker-classification problem.
In this case, the IRS conceded that the workers met
the second element of Code Sec. 3508, the type of
pay, because they were compensated solely on sales
performance, not the number of hours worked. The
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RS also forfeited the third element of Code Sec.
3508, the written contract, because the agreement
between CIE and the workers expressly stated that
they would not be treated as employees “for federal
tax purposes.” The sole issue, therefore, was whether
the works met the first element of Code Sec. 3508,
the type of activity.

The IRS argued that the items sold by the workers,
educational courses, were not “consumer products,”
as required by Code Sec. 3508 and the underlying
regulations, but rather “intangible services.” CIE
made two counterarguments. First, it contended that
Congress did not intend to limit the term “consumer
products” to tangible items, notwithstanding what the
[RS’s proposed regulations state. Second, it maintained
that, even if the definition of “consumer goods” was
restricted to tangible items, the workers were selling
tangible items (i.e., books and equipment), not intan-
gible items (i.e., educational courses).

The court first noted that the term “consumer prod-
uct” is not defined in Code Sec. 3508. To determine its
meaning, therefore, the court turned to three sources:
legislative history to Code Sec. 3508; the definition
of “consumer products” in four other federal statutes;
and the proposed regulations under Code Sec. 3508.
As seen below, the court was critical of all three.

The court stated the following with respect to the
legislative history to Code Sec. 3508:

In sum, the legislative
history behind [Code
Sec. 3508] provides no
clue as to exactly what
Congress meant when it
used the term “consumer
products,” and certain-
ly gives no indication
whether CIE’s educa-
tional courses qualify as
consumer products. At
best, the legislative history demonstrates that the
purposes behind the statute are to reduce the
number of controversies regarding employment
tax status and to improve tax compliance on the
part of independent contractors.

The court seemed equally unimpressed by the four
federal statutes, other than Code Sec. 3508, in which
Congress had narrowly defined the term “consumer
products” only to apply to tangible goods. After exam-
ining the four statutes, the court stated the following:
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The government, of course, is right—under any
of these other statutes, CIE’s educational courses
probably would not qualify as consumer products.
However, the Court is not interpreting these other
statutes, and indeed, they are inapposite. These
statutes address, respectively, ensuring the safety of
consumer products, ensuring the adequacy of war-
ranties on consumer products, preventing criminal
tampering with consumer products, and improving
the energy efficiency of consumer products. These
statutes have nothing to do with tax employment
status or direct selling activity. Moreover, the fact
that each statute has a different definition for the
same term argues against using any one of these
definitions in the context of [Code Sec. 3508]. It
is clear that Congress has treated the meaning of
the phrase “consumer products” as malleable,
changing its significance to meet the purpose of
the statute in which the term is employed. In fact,
Congress has defined “consumer products” dif-
ferently every time it has used the term—except
once. The exception is [Code Sec. 3508], when
Congress failed to provide any definition at all.
Thus, searching for the meaning of “consumer
products” as used in [Code Sec. 3508] by examin-
ing other federal legislation is fruitless. Congress’s
past use of this term does not provide the Court
with any meaningful guidance.

Like the legislative history to Code Sec. 3508 and
the four federal statutes defining “consumer prod-
ucts” in different contexts, the proposed regulations
under Code Sec. 3508 did not constitute guidance
on which the court was willing to rely. The court
explained the following about the significance of
proposed regulations:

These regulations, if accepted by the Court as
controlling, would settle the issue at hand ... Be-
cause the regulations are merely proposed and
not adopted, however, they must be construed as
having been published for the limited purpose of
giving the public notice that the regulations are
under consideration. In fact, at public hearings on
these proposed regulations, testimony was heard
criticizing the suggested definition of consumer
products. Furthermore, there are other factors
that give the Court reason not to adopt the defi-
nition of “consumer products” as set forth in the
proposed regulations. The proposed regulations
were published in 1986. Six years later, they have
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still not been adopted in final form. This delay
might indicate that the IRS itself has not deter-
mined whether the proposed regulations should
be ratified. Thus, the Court is not persuaded
by the proposed federal regulations that CIE’s
educational courses fail to qualify as “consumer
products.” The proposed regulations define the
term “consumer products” by drawing a distinc-
tion between tangible and intangible products.
Introductory remarks to the proposed regulations
rely on this distinction to state that a door-to-door
sales person selling vacuum cleaners may be
considered a direct seller of consumer products,
but that a door-to-door sales person selling cable
television subscriptions may not. The Court does
not find support for this distinction in the statute
itself, nor in the statute’s legislative history, nor
in language used in other federal statutes. The
meaning of the term “consumer products,” as
Congress used this term in [Code Sec. 3508],
must come from another source.’

Thus dispensing with those three potential sources
of guidance, the court indicated that it must rely on
two things to determine the meaning of “consumer
products” within Code Sec. 3508: the plain meaning
of the term, and the underlying purposes of the stat-
ute. With respect to the former, the court, seemingly
vexed at this point, concluded that no plain mean-
ing of the term exists. Accordingly, it turned to the
former, the purposes of Code Sec. 3508. The court
explained that, based on legislative history, Congress
intended to (i) reduce the number of controversies
concerning employment tax status, and (ii) improve
tax compliance on the part of independent contrac-
tors. It then concluded that these two goals are best
advanced by broadly construing the term “consumer
products” to include both “tangible consumer prod-
ucts and intangible consumer services.” Based on this
interpretation, the court held that salespersons for
CIE were statutory nonemployees, i.e., direct sellers
under Code Sec. 3508.

The R Corporation®

The direct sales division of The R Corporation (“R
Corp”) was engaged in the business of door-to-door
sales of cable television subscriptions and other
items. The contract executed by all salespersons
stated that they were independent contractors, and
the salespersons were paid exclusively on the amount
of sales they generated. From the court’s perspec-



tive, the broader question raised in this case was
“whether intangible services are encompassed within
the meaning of ‘consumer products’ as defined in
Section 3508.”

R Corp took the position that cable television
subscriptions fall within the definition of “consumer
products” because the plain meaning of the term
covers both tangible and intangible property and
because precedent, Cleveland Institute of Electron-
ics, Inc., already held that intangible services qualify
as “consumer products” for purposes of Code Sec.
3508. The IRS, for its part, urged the court to adopt
the definition of “consumer products” in the proposed
regulations, which restrict the definition to tangible
goods. The IRS further asked the court to disregard the
previous holding in Cleveland Institute of Electron-
ics, Inc. because, in the IRS’s opinion, it was unduly
narrow and contrary to congressional intent.

The court first underscored that Cleveland Institute
of Electronics was the only reported case construing
Code Sec. 3508. It then reviewed the legal analysis in
Cleveland Institute of Electronics and noted that the
facts in that case were “strikingly similar” to those in
the present case. The only issue, therefore, was wheth-
er cable subscriptions are considered “consumer
products,” such that the protection of Code Sec. 3508
applies to the salespersons. The court left no ambigu-
ity in determining that the subscription sales allowed
the salespersons to be categorized as direct sellers:
“[Tlhere is no question that the cable subscriptions
sold by The R Corporation salespersons were intan-
gible services, which are deemed ‘consumer products’
under Section 3508 as a matter of law.”*

Smoky Mountain Secrets, Inc.”

The taxpayer, Smoky Mountain Secrets (SMS), sold
gourmet foods and condiments to consumers. The
majority of the sales were solicited through telephone
calls made by SMS’s telemarketers, who worked out
of various offices around the country. They did not
close the deals alone, though. The delivery drivers
frequently needed to consummate sales, particularly
when a customer had changed his mind, forgotten
or misunderstood the terms of the sale, or refused to
accept the package without first checking with the
spouse who placed the order. Before starting work
at SMS (and each year thereafter), all telemarketers
and delivery drivers were obligated to sign a written
contract, which provided that compensation was
based solely on the number of sales delivered and
fully paid, and the workers would not be treated as
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employees for federal tax purposes. The IRS argued
that, under these circumstances, the workers should
be treated as employees.

The court strongly rejected the IRS’s argument and
held that both the telemarketers and delivery drivers
were “direct sellers.” In reaching this conclusion, the
court addressed each of the three elements of Code
Sec. 3508. Regarding the first element, the type of
activity, the court noted that the delivery persons
closed sales on a regular basis and constituted an
“indispensable part” of the SMS selling apparatus.
With respect to the second element, type of pay, the
court recognized that the telemarketers and drivers
received commission-pay only, which was contingent
upon the successful delivery of, and receipt of pay-
ment for, the product. Thus, substantially all of their
remuneration was directly related to the amount of
sales or other output, rather than the number of hours
they worked. Finally, concerning the third element,
written contract, the court held that the workers had
performed the services pursuant to an appropriate
written contract, even though SMS was unable to
produce the original contracts or executed copies
thereof at trial. The court explained that the federal
rules of evidence permitted the use of “copies of
form contracts” where the originals had been lost or
destroyed. In concluding that the telemarketers and
delivery drivers were properly treated as “direct sell-
ers,” the court cited the legislative purpose underlying
Code Sec. 3508; that is, to reduce the number of
controversies regarding the status of direct sellers. It
noted that the court “must interpret the requirements
of Section 3508 in a fashion which will further the
statute’s purpose.”

Lesser-Known Aspects
of Code Sec. 3508

If all goes as planned, the preceding section of this
article supplied the reader valuable, new information
about the legislative history behind Code Sec. 3508,
the three statutory elements, the IRS’s interpretation
of the elements as found in the proposed regula-
tions, numerous administrative sources that can be
consulted to strengthen a direct seller case, and
the taxpayer-favorable decisions by various federal
courts. These items, while important, are not the
whole story. In fact, some of the lesser-known aspects
of Code Sec. 3508, set forth below, may prove to be
more prized by taxpayers who find themselves in a
worker-classification dispute.
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What Trumps What
and Why It Matters

Normal income tax audits are characterized by lots
of waiting, particularly by taxpayers. Their hope many
times is that the Revenue Agent tires of asking for
materials, gets busy with different cases, or identifies
reasons to conclude a case without reviewing all the
materials and issues. This attitude may be acceptable
for certain income tax audits, but the unique rules
associated with worker-classification audits make im-
mediate action the better strategy. This is particularly
true when the workers at issue arguably fall into the
direct seller camp.

When one does battle with the IRS, it is critical to
grasp which rules trump others. Our example ear-
lier in this article focused on Willie Widget, who,
depending on the circumstances and perhaps the
experience level of the Revenue Agent conducting
the audit, might be seen as a statutory employee
(i.e., a traveling or city salesperson), a statutory
nonemployee (i.e., a direct seller) ora common-law
employee (i.e., a worker who meets many of the 20
factors identified by the IRS). The preferred status,
from the perspective of companies, is that Willie
Widget is treated as a direct seller. Unbeknownst
to many practitioners, developing and presenting
a strong Code Sec. 3508 position to the IRS at the
early stages of an audit should increase the likeli-
hood of achieving this status. This is clear from
the advisories issued to IRS field personnel, which
state the direct seller rules supplant classification
of workers as common-law employees.

Only if the Section 3508 test is not met should
there be further consideration to determine if
the salesperson is a common-law employee or
independent contractor. Indeed, even if it is
clear that a salesperson would be classified as
an employee under the common law test ... the
service recipient may not treat that salesper-
son as an employee if he is selling consumer
products door-to-door, paid on a basis tied to
sales, and has a contract described in Section
3508(b)(2)(C).%

Expanding on this notion, the regulations establish
the hierarchy of worker classifications. They explain
that classification of workers as direct sellers trumps
application of the statutory employee rules:
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A statutory employee ... who meets the requirements
... for classification ... as a direct seller shall be treated
as a nonemployee for Federal income tax, Federal
Insurance Contribution Act (FICA), and Federal Un-
employment Tax Act (FUTA) purposes with respect
to services performed ... as a direct seller ... %!

The preamble to the regulations dispels any remain-
ing ambiguity on this issue. It provides the following
explanation:

The proposed regulations make clear that a
statutory employee ... who also qualifies as a non-
employee [i.e., direct seller] under Section 3508
will be treated as a nonemployee for FICA, FUTA,
and Federal income tax withholding purposes with
respect to services described in Section 3508. For
example, an agent-driver (statutory employee) who
qualifies as a direct seller (statutory nonemployee)
will be treated as a nonemployee for FICA, FUTA,
and income tax withholding purposes with respect
to services performed as a direct seller.®

In summary, various administrative sources, taken
together, provide unequivocal guidance as to which
worker status dominates (i.e., direct seller under Code
Sec. 3508) and thus which argument should be raised
first during an employment tax audit, if applicable.

Using the Definition of “Consumer
Products” to One’s Advantage

As explained above, two of the three major cases
concerning Code Sec. 3508, Cleveland Institute of Elec-
tronics and The R Corporation, focused primarily on the
proper interpretation of the term “consumer products.”
To the IRS’s chagrin, the courts ruled that persons sell-
ing both tangible consumer products and intangible
consumer services could qualify for the protections
reserved for direct sellers. Experience dictates that most
practitioners are unaware of these taxpayer-favorable
court decisions and, even if they are, it is doubtful they
know that the IRS has essentially conceded the issue.
When the IRS officially acknowledges that it will no
longer advance a particular position, it normally does so
through the publication of an Action-on-Decision. No
such formal announcement was made in the context
of Code Sec. 3508, but the IRS has otherwise advised
its personnel against challenging the point further. This
is clear from its official worker-classification training
manual, which contains the following instructions:



Based on the litigation cited above [i.e.,
Cleveland Institute of Electronics and The R
Corporation] and pending finalization of the
regulations [which never occurred] and further
consideration of this issue in that context, cases
should notbe developed based on a distinction
between tangible and intangible products; i.e.,
both types of products will qualify [for relief
under Code Sec. 3508].5

Alternative Arguments
to Direct Seller Position

This article focuses on how and when to raise a
direct seller argument during a worker-classification
dispute. While this argument, where applicable,
is often the first defense for a number of strategic
reasons, taxpayers also have various alternative ar-
guments at their disposal. For instance, Section 530
of the Revenue Act of 1978 (P.L. 95-600) (hereafter,
Act Sec. 530) is the Holy Grail of worker-classifica-
tion cases; the company that satisfies all the criteria
to warrant so-called “Act Sec. 530 relief” obtains
two major benefits. First, the IRS may not assess
any back employment taxes (including federal in-
come tax withholding, FICA taxes, or FUTA taxes),
penalties, or interest charges against the company.
Second, and perhaps more importantly, the IRS can-
not obligate the company to reclassify the workers
in question as employees, regardless of the fact
that the law and facts support reclassification. The
company gets a free pass, if you will, for past and
future behavior. It looks innocuous enough, but the
general rule of Act Sec. 530 is powerful:

If, for purposes of employment taxes, the [com-
pany] did not treat an individual as an employee
for any period, and ... all Federal tax returns (in-
cluding information returns) required to be filed
by the [company] with respect to such individual
for such period are filed on a basis consistent with
the [company’s] treatment of such individual as
not being an employee, then, for purposes of ap-
plying such taxes for such period with respect to
the [company], the individual shall be deemed
not to be an employee unless the [company]
has no reasonable basis for not treating such
individual as an employee.*

If the direct seller and Act Sec. 530 arguments are
shunned by the IRS, taxpayers may also consider
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broaching the IRS’s standard classification settle-
ment program (CSP). Many people have at least
heard of Act Sec. 530, but general unawareness of
the CSP seems to be the norm. This is probably at-
tributable to the obscure materials in which details
about the CSP appear. In 1996, the IRS issued a
news release announcing the CSP and identifying
it as a two-year trial program.’s At the end of this
initial period, in 1998, the IRS decided to extend
the CSP indefinitely because both an internal re-
view and public comments indicated that it was
achieving its goal of resolving worker-classification
cases at any early stage.® Details about the CSP
are somewhat challenging to find because they
derive primarily from a field service advisory in
1996, as restated and expanded in the INTERNAL
REVENUE MANUAL.®

In cases where it appears that a company may
have misclassified a worker, the Revenue Agent
must fully develop the issue and determine, among
other things, whether a misclassification occurred
under applicable law, whether the company is eli-
gible for Act Sec. 530 relief, and, if not, whether the
company is entitled to a CSP offer.* If the Revenue
Agent and his superiors conclude that a CSP offer is
in order, they must decide which of two “graduated
settlement offers” the IRS will make. Depending on
the facts, the IRS may extend a CSP offer entailing
assessment of 100 percent of the employment tax
liability due for the one tax year under audit, com-
puted using the special rates under Code Sec. 3509,
if applicable. The other CSP offer contemplates
assessment of just 25 percent of the employment
tax liability due for the one tax year under audit,
computed using the special rates under Code Sec.
3509, if applicable.® Under either CSP offer, the
company must agree to reclassify the workers in
question as employees going forward, starting the
first day of the quarter following the date of the
Closing Agreement.”

Arguments and strategies in worker-classification
cases abound, and a thorough analysis of these items
far exceeds the scope of this article.” They key for
those handling a case involving direct seller issues
is awareness of the options and the prudent selec-
tion thereof. Case in point, the taxpayer in Smokey
Mountain Secrets, Inc. successfully raised the direct
seller and Act Sec. 530 positions at trial. This dual
defense led not only to a victory, but also partial
recoupment of legal fees and costs from the IRS, as
explained further below.
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Taxpayers Might Recoup
Fees from the IRS

Generally, the prevailing party in any administra-
tive proceeding before the IRS or in any litigation
that is brought by or against the federal government
in connection with the determination, collection
or refund of any tax, interest or penalty may be
awarded reasonable administrative and/or litiga-
tion costs.” Recoverable administrative costs may
include charges imposed by the IRS, reasonable
attorneys’ fees, reasonable expenses for expert wit-
nesses and reasonable costs of any study, analysis,
report, test or project necessary for the prepara-
tion of the taxpayer’s case.” The litigation costs
for which the taxpayer may seek reimbursement
follow similar guidelines.™

The term “prevailing party” generally means a party
in any tax-related administrative proceeding or litiga-
tion that (i) has substantially prevailed with respect to
either the amount in controversy or the most signifi-
cantissue or set of issues presented, and (ii) has a net
worth that does not exceed certain statutory thresh-
olds.” Even if the taxpayer substantially prevails and
meets the net worth requirement, the taxpayer will
not be deemed the “prevailing party” if the govern-
ment establishes that its position was “substantially
justified.”” In other words, if the government manages
to prove that the position it took during the adminis-
trative dispute or litigation was substantially justified,
then the taxpayer is precluded from recovering his
costs. Understanding what constitutes a substantial
justification, therefore, is paramount.

Until 1996, the burden was on the taxpayer to
demonstrate that the government’s position was
not substantially justified. This radically changed
with the enactment of the Taxpayer Bill of Rights
2, which shifted the onus to the government.”” Ac-
cording to congressional reports, “the successful
taxpayer will receive an award of attorney’s fees
unless the IRS satisfies its burden of proof.”” This
legislation introduced another major change; it
required the IRS to follow its published guidance
disseminated to the public, as well as its private
guidance provided to particular taxpayers.” If it
fails to do so, it runs the risk of lacking an accept-
able justification for a proposed tax treatment.
Congress further advanced the issue in favor of the
taxpayers in 1998 with the passage of the Taxpayer
Bill of Rights 3.% This legislation empowered the
courts to take into account whether the govern-
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ment has lost on similar issues in appellate courts
for other circuits in determining if the government’s
position is substantially justified.®' The relevant
congressional reports reveal the purpose for this
increased pressure: Congress was concerned that
the IRS would continue to litigate issues that have
been previously decided in other circuits.®> Such
stubborn litigiousness would, say the reports,
place an undue burden on those taxpayers forced
to dispute decided issues.®

The legislative modifications discussed above have
been incorporated into the Internal Revenue Code
and corresponding regulations. The general rule
still stands that a taxpayer will not be considered a
“prevailing party,” and thus will not be entitled to
reimbursement, if the government’s position was
substantially justified.* However, there is now a re-
buttable presumption that the government’s position
is not substantially justified if it failed to follow its
“applicable published guidance” during a proceed-
ing.® Such guidance includes regulations (final or
temporary), revenue rulings, information releases,
notices and announcements.® It also encompasses
various items issued to the particular taxpayer in-
volved in a dispute, such as private letter rulings,
technical advice memoranda and determination
letters.®” In deciding whether the position taken by
the government was substantially justified, the courts
are instructed to consider whether it lost on similar
issues in federal appeals courts.*

The regulations provide additional clarity regard-
ing what constitutes a substantial justification. For
instance, they explain that the government’s position
is substantially justified only if it has a reasonable
basis in both fact and law.* A significant factor in
making this determination is whether the taxpayer
presented all of the relevant information under
his control to the appropriate IRS personnel.” This
seems logical because a taxpayer should have little
room to complain about the government’s position
when he fails to provide the information, docu-
mentation, and arguments necessary to support her
own stance.

Along with the legislative history and the regu-
lations, case law is helpful in identifying what
represents substantial justification. Certain courts
have developed a framework, a nonexhaustive list of
factors to be considered. Among these factors are (i)
the stage at which the issue or litigation is resolved,
(ii) the opinions of other courts on the same underly-
ing issues, (iii) the legal merits of the government’s



position, (iv) the clarity of the governing law, (v)
the foreseeable length and complexity of the litiga-
tion, and (vi) the consistency of the government’s
position. Other courts have utilized a different ap-
proach, scrutinizing whether the position taken by
the IRS was reasonable.” These courts hold that a
position is substantially justified if it is “justified to
a reasonable degree that could satisfy a reasonable
person or that has a reasonable basis in both law
and fact.”* Still other courts rely on a different test,
presenting the question as whether the government
knew or should have known that its position was
invalid at the time it took it.”

As explained earlier in this article, it generally be-
hooves a taxpayer, where applicable, to develop and
present a strong written argument to the IRS about
direct seller characterization at the earliest stages of
the audit. Doing so might limit the issues to Code
Sec. 3508 and successfully terminate the audit near
its inception. It might also allow the taxpayer to re-
coup certain fees from the IRS if it insists on further
pressing the worker-classification issue, despite a
strong direct seller case.

Two examples are helpful in fleshing out this
concept. After winning the direct seller case, the
taxpayer in The R Corporation filed suit seek-
ing legal fees and costs from the government on
grounds that the IRS’s position in the earlier tax
case was not “substantially justified.”*s The court
declined to award the requested fees and costs
to the taxpayer because only one prior case had
addressed the specific issue and the issue was a
“close question” of statutory construction.’ Like-
wise, the taxpayer in Smokey Mountain Secrets,
Inc., after prevailing on the direct seller issue,
initiated a separate suit seeking legal fees and
costs.”” The court refused to make the government
reimburse the taxpayer on the direct seller issue
because it was a case of first impression: “the fact
remains that no case law existed before this mat-
ter was decided addressing the issue of whether
telemarketers and delivery persons were actually
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direct sellers.””* This was not the end of the mat-
ter, though. The taxpayer in Smokey Mountain
Secrets, Inc. raised two alternative arguments at
trial. The taxpayer first contended that the work-
ers were direct sellers under Code Sec. 3508. Its
second position was that, even if the workers were
employees, the taxpayer was not required to treat
them as such because it met all the criteria for
protection under Act Sec. 530. The court agreed
that the taxpayer presented a strong Act Sec. 530
defense, yet the IRS persisted. The court, therefore,
granted partial fee reimbursement to the taxpayer,
finding that the IRS’s position was “wholly without
merit” and “borders on the disingenuous,” and the
IRS had all of the relevant information before trial
but “[n]evertheless it put [the taxpayer] through
the cost of a trial even though the IRS’s position
was not substantially justified in fact or in law.””

Conclusion

Tax practitioners who handle employment tax is-
sues, particularly worker-classification disputes,
must be well-versed in the direct seller rules for
obvious reasons. However, it is equally important
that many others understand these obscure rules
given that the direct selling industry in the United
States has more than 13 million salespersons, a
significant portion of the $345 billion “tax gap”
is attributable to worker misclassification, the IRS
is currently conducting 6,000 additional employ-
ment tax audits, the IRS is likely to institute even
more classification audits in the coming years, and
many IRS personnel have limited knowledge about
the special rules for direct sellers under Code Sec.
3508. This article is designed to raise awareness for
taxpayers and their advisors of certain direct seller
issues, but it is not a complete treatise on the mat-
ter by any means. The smart play, when a business
finds itself facing a worker-classification situation
involving direct sellers, is to consult a practitioner
steeped in these matters.
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