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Must Taxpayers File “Timely”
Forms 1099 to Obtain Code Sec. 530
Relief? Unexpected Answers from a
Recent Worker-Classification Case

By Hale E. Sheppard

Hale E. Sheppard analyzes the taxpayer-favorable authorities
regarding Code Sec. 530 relief and the Form 1099

Introduction

When battling the IRS, knowledge is power. Nowhere
is this more true than in worker-classification cases,
where the IRS often seems hell-bent on treating
all workers as employees, regardless of the facts.
One bright spot for taxpayers under IRS scrutiny
is an obscure provision, commonly known as
Code Sec. 530, that grants taxpayers a brand of
“civil immunity” if they meet three criteria. One
requirement is that taxpayers file Forms 1099
(Miscellaneous Income) for all workers considered
to be independent contractors.

For over three decades, the IRS has taken the
position that Code Sec. 530 relief is not available
unless taxpayers file their Forms 1099 in a “timely”
manner. One problem with the IRS’s stance is that
it has been questioned and contradicted by at least
two courts, including the Fifth Circuit Court of
Appeals in a recent case called Bruecher Foundation
Services, Inc.' The bigger problem is that too many
taxpayers, unaware of the relevant rules and caselaw,
allow themselves to lose worker-classification
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filing requirement.

cases, unnecessarily prolong audits, and/or miss
opportunities to seek fee reimbursement from the
IRS. This article aims to alleviate these problems by
highlighting and analyzing the taxpayer-favorable
authorities regarding Code Sec. 530 relief and the
Form 1099 filing requirement.

Code Sec. 530 Relief in
Worker-Classification Cases

Background on Code Sec. 530

Congress introduced Code Sec. 530 over 30 years
ago, as part of the Revenue Act of 1978, in an effort
to counter aggressive worker-classification audits
by the IRS on small businesses.> According to the
legislative history, the congressional relief provided
to companies by Code Sec. 530 was appropriate
because (1) the IRS had dramatically increased
enforcement of employment tax laws, (2) many of
the positions that the IRS began taking were contrary
to those followed in earlier years, and (3) obligatory
worker reclassification often resulted in double
payment of taxes because companies were required
to pay federal income taxes and FICA taxes (which
the company did not withhold and remit to the IRS
originally) for workers, even though such workers
may have already paid their own income taxes and
self-employment taxes.
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Code Sec. 530 is the Holy Grail of worker-classifi-
cation cases; the company that satisfies all the criteria
to warrant so-called “Code Sec. 530 relief” obtains
two major benefits. First, the IRS may not assess any
back employment taxes, penalties or interest charges
against the company. Second, and perhaps more
importantly, the IRS cannot obligate the company to
reclassify the relevant workers as employees going
forward, regardless of the fact that applicable law
supports reclassification. The company gets a free
pass, if you will, for past and future behavior.

Given its importance in the employment tax arena,
one could write entire books on the history, impact
and nuances of Code Sec. 530. This is well beyond the
scope of this article, which focuses on two critical, yet
obscure, issues concerning Code Sec. 530. The issues
are addressed in a recent case from the Fifth Circuit
Court of Appeals, Bruecher Foundation Services. To
appreciate the importance of this case, one must first
have a deeper understanding of two duties, one on
the taxpayer and one on the IRS.

Taxpayer’s Duty-Filing
“Timely” Forms 1099
Code Sec. 530 generally provides that if a company
has treated a worker as an independent contractor
for certain tax periods, then the worker shall
be considered an independent contractor for
employment tax purposes for such periods, as long
as the company meets three additional criteria:

m The company filed information returns in a
manner consistent with the worker’s status as
an independent contractor; that is, the company
filed annual Forms 1099 with the IRS reporting
all “non-employee compensation” paid to the
worker (“Reporting Consistency”).

m The company treated all other workers holding
substantially similar positions as independent
contractors (“Substantive Consistency”).

m The company had a “reasonable basis” for treat-
ing the worker as an independent contractor
(“Reasonable Basis”).*

With respect to the first criterion, Reporting
Consistency, neither the relevant statute nor the
legislative history addresses when, exactly, the
company must file the Forms 1099 with the IRS in
order for a taxpayer to take advantage of Code Sec.
530. For its part, the law states the following:

If, for purposes of employment taxes, the
[company] did not treat an individual as an
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employee for any period, and ... all Federal tax
returns (including 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 applying 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.®

The legislative history provides additional detail
about the Form 1099 filing requirement, though it
does not go so far as to specifically require timeliness.

Individuals (or classes of individuals) who may
not be reclassified [as employees] are those
whom the taxpayer consistently has treated in
good faith as independent contractors for employ-
ment tax purposes. The taxpayer shall be deemed
to have acted in good faith only if all federal tax
returns (including information returns) required
to be filed by the taxpayer were filed on a basis
consistent with the taxpayer’s treatment of such
individuals as independent contractors and the
taxpayer treated such individuals as independent
contractors in reasonable reliance under one or
more of four tests.

To be entitled to relief under Section 530, the
taxpayer must not have treated the worker as
an employee for any period, and, for periods
since 1978, all Federal tax returns, including
information returns, must have been filed on
a basis consistent with treating such worker as
an independent contractor. For example, with-
holding income and employment taxes from a
worker’s remuneration would not be consistent
with treatment as an independent contractor, and
the taxpayer must file a Form 1099 (if required)
with respect to the worker as opposed to a Form
W-2. If a taxpayer does not file the required infor-
mation return for a period, it will not be entitled
to Section 530 relief for such period.”

As demonstrated above, Congress left ambiguity
regarding the timeliness issue, but the IRS has not.
Indeed, the IRS has issued several pronouncements
over the years stating, in no uncertain terms, that
taxpayers must file timely Forms 1099 in order to



be eligible for the benefits of Code Sec. 530. The
first such pronouncement was Rev. Rul. 81-224,
which involved a situation where a Revenue Agent
conducting an employment tax audit raised the
question of whether certain workers should have
been treated as employees, and the taxpayer reacted
by filing Forms 1099 for the workers. The IRS began its
analysis in Rev. Rul. 81-224 by reviewing Code Sec.
6041 and the underlying regulations, which require
the filing of Forms 1096 (Annual Summary and
Transmittal of U.S. Information Returns) and Forms
1099-MISC (Miscellaneous Income) by February 28
each year.® The IRS ultimately concluded as follows
in Rev. Rul. 81-224:

Under the circumstances described above, the
taxpayer is not entitled to the relief provided
by section 530 of the Revenue Act of 1978
... Whether the individuals are employees for
those periods for which no Forms 1099 were
timely filed will be determined under the
rules applicable in determining the employer-
employee relationship.

A few vyears later, the IRS issued Rev. Proc. 85-
18, one in a series of pronouncements amplifying
guidance concerning Code Sec. 530. It clarified the
IRS’s position that “the relief under Code Sec. 530(a)
(1) will not apply, even if the taxpayer has met the
‘safe haven’ rules ... if the appropriate Form 1099
has not been timely filed with respect to the workers
involved.”” Around the same time, the IRS issued
at least a half-dozen Technical Advice Memoranda
echoing the timeliness requirement.” Lest any doubt
remain regarding the IRS’s sentiment about the
limited applicability of Code Sec. 530, the INTERNAL
REVENUE MANUAL explains that “[tlaxpayers that do not
file timely Forms 1099-MISC consistent with their
treatment of the worker as an independent contractor
may not obtain relief under the provisions for section
530 for that worker in that year.”"

IRS’s Duty—Notifying
Taxpayers About Code Sec. 530

Code Sec. 530 has remained in effect for over 30 years.
The law has been amended three times during this
period, and each time the rights of those companies
invoking Code Sec. 530 relief were strengthened.'
For instance, both the law and IRS policies have
evolved to ensure that the IRS, not the company under
attack, has the duty of broaching the issue of potential

Taxes—THE TaAx MAGAZINE®

May 2013

relief. Code Sec. 530(e)(1), enacted in 1996, states
that IRS personnel conducting a worker-classification
audit “shall” provide the company with written
notice of the existence and terms of Code Sec. 530
“before or at the commencement of” the audit.” This
statutory mandate is also found in a variety of other
sources. Legislative history, for example, contains the
following guidance on the IRS’s obligation to notify
taxpayers of their rights, particularly as they relate
Code Sec. 530 relief:

[Tlhe Senate amendment provides that an officer
or employee of the IRS must, at (or before) the
commencement of an audit involving worker
classification issues, provide the taxpayer with
written notice of the provisions of Section 530.

The conferees wish to clarify the notice that the
IRS must provide to taxpayers at (or before) the
commencement of an audit inquiry involving
worker classification issues. The conferees recog-
nize that, in many cases, the portion of any audit
involving worker classification issues will not
arise until after the examination of the taxpayer
begins. In that case, the notice need only be given
at the time the worker classification issue is first
raised with the taxpayer.s

Like the legislative history, the IRS’s own INTERNAL
RevENUE MANUAL features multiple entries mandating
that the Code Sec. 530 analysis take place at the
beginning of the audit process. Relevant entries
include the following:

Code Sec. 530 is a relief provision that must be
considered as the first step in any case involving
worker classification. Relief is available to taxpay-
ers or employers that are under examination or
involved in administrative (including Appeals) or
judicial proceedings with respect to assessments
based on employment status reclassification ... It
is not necessary for the taxpayer to claim section
530 relief for it to be applicable. In order to cor-
rectly determine tax liability, the examiner must
first explore the applicability of section 530 even
if the taxpayer does not raise the issue.'®

The IRS’s worker-classification training materials
also indicate that “Section 530 is a relief provision
that should be considered as the first step in any
case involving worker classification.””” Finally, the
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IRS issued a news release way back in 1996 pub-
licly committing itself to informing taxpayers of their
rights and protections at the commencement of a
worker-classification audit.’® Revenue Agents were
to implement this notification by supplying taxpayers
under audit with IRS Publication 176, which is now
called Do You Qualify for Relief Under Code Sec.
5307 The new release was absolutely clear about
the appropriate time for enlightening taxpayers, ex-
plaining that Revenue Agents “will provide the new
explanation of Section 530 relief requirements at the
beginning of any inquiry into worker classification
and will answer any questions about eligibility for
this relief.”

Analysis of the Case—
Audit, Trial, Appeal
Administrative Audit

The following facts are derived from multiple
court documents.® Bruecher Foundation Services,
Inc. (“Company”) operated a foundation-repair
business in Austin, Texas. The president and sole
owner was William H. Bruecher. He and Margaret
Kilpatrick, who worked in the office, were treated as
employees. However, all other workers were treated
as independent contractors. During the years at
issue, the Company deducted significant amounts
on its corporate income tax returns for payments for
“contract labor.”

The IRS initiated an audit and, in July 2003, it
issued an Examination Report proposing to reclassify
the independent contractors as employees in 1999
and 2000. Predictably, the Company disputed the
Examination Report and sought review by the Appeals
Office. In a letter to the Appeals Office in November
2004, the Company’s attorney admitted that the
Company did not meet the requirement of Reporting
Consistency: “I have reviewed the files regarding
this audit. The only documents that would appear
to me to have any impact on your ability to reverse
the findings of [the Revenue Agent] would be Forms
1099 for 1999 and 2000. Unfortunately, it does not
appear that such Forms 1099 were prepared and
filed by [the Company] for 1999 and 2000.” With
this concession in hand, the Appeals Office issued
its Notice of Determination of Worker Classification,
upholding the Revenue Agent’s initial conclusion that
that workers should have been classified and taxed
as employees, not independent contractors.
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Battle in U.S. District Court

The Company had the right to further challenge this
worker-classification issue on a pre-assessment basis
in the Tax Court, but it decided to pursue a different
route. In particular, the Company paid the requisite
amount of taxes, filed claims for refund with the IRS,
and when the IRS disallowed such claims, it filed a
Complaint in U.S. District Court. Notably, just two
days before submitting the Complaint, in May 2006,
the Company filed Forms 1099 for the workers with
the IRS. To be considered timely, the Forms 1099
for 1999 should have been filed by February 28,
2000, and the Forms 1099 for 2000 by February
28, 2001. The Forms 1099 for 1999 and 2000 were
approximately six and five years late, respectively.

The Complaint alleged that the Company was
entitled to relief from worker reclassification
under Code Sec. 530 because it met all three
requirements, i.e., Reporting Consistency, Substantive
Consistency and Reasonable Basis. Regarding
Reporting Consistency, the Company acknowledged
that it did not file the Forms 1099 until many years
after the deadline, but suggested that this is irrelevant
because neither the statute nor the legislative history
expressly demands that Forms 1099 be filed on a
timely basis. In addition, the Company argued in the
Complaint that the Revenue Agent failed to explain
to the Company about the existence and benefits
of Code Sec. 530 at the beginning of the audit, as
required by Code Sec. 530(e)(1). The IRS did not
refute this claim. According to the Complaint filed
by the Company, the proper remedy for this violation
by the Revenue Agent is either immediate victory for
the Company or the shifting of the burden of proof
and persuasion to the IRS.

Later, the Company filed a Motion for Partial
Summary Judgment, asking the District Court to
determine that the Company met all three elements of
Code Sec. 530. The government filed its response with
the District Court, raising the following counterpoints.
First, with respect to Code Sec. 530, the government
argued that the Company was ineligible for relief
because it lacked Reporting Consistency, as this
concept is defined by the IRS in Rev. Rul. 81-224
and Rev. Proc. 85-18. The government’s view was
that the requisite Forms 1099 were not filed by
February 28, 2000, and February 28, 2001, so they
were not “timely.” Second, regarding the Revenue
Agent’s failure to give the Company details about
Code Sec. 530 at the commencement of the audit, the
government maintained that (1) the remedy proposed



by the Company had no legal basis, (2) the Revenue

Agent (and by extension the U.S. government) did not

violate the due process clause because the Company

received notice of Code Sec. 530 in the Examination

Report and the Company had an opportunity to

present objections with the District Court, and (3)

even if the government had violated the due process

clause, the Company must suffer actual prejudice or
harm, which is not feasible since the Company was

not eligible for Code Sec. 530 relief because it did

not meet the Reporting Consistency requirement.

The District Court issued a Memorandum Opinion
and Order denying the Company’s Motion for Partial
Summary Judgment. The District Court rejected the
Company’s position about Reporting Consistency on
the following grounds:

m The District Court generally grants significant
weight to revenue rulings, such as Rev. Rul. 81-
224 containing the rules about “timely” filing of
Forms 1099.

m  The IRS has followed its position in Rev. Rul. 81-
224 for more than 25 years, which means that
the District Court should give it considerable
deference under the standards established by the
Supreme Court.

m The legislative history to Code Sec. 530 indicates
that Reporting Consistency was introduced to ac-
count for the taxpayer’s “good faith” in classifying
its workers as independent contractors, and the
fact that the Company only filed its Forms 1099
years after the fact, only after an IRS audit, fails to
demonstrate the “good faith” that Congress envi-
sioned. On this final point, the District Court stated
that “[ilnterpreting a late filing such as [the Com-
pany’s] as satisfying the filing requirement would
thus defeat the purpose of such requirement.”

The District Court rapidly dispensed with the
Company’s other argument, too. The District Court
acknowledged that the statute and the legislative
history both clearly mandate that the IRS notify
taxpayers about Code Sec. 530 at the outset of an
audit, but recognized that no statutory or regulatory
remedy exists to sanction violations by the IRS. The
District Court also underscored that the Company’s
suggested remedy of shifting the burden of proof to
the government had “no legal support.”

Given this inability to resolve the matter via the
Partial Motion for Summary Judgment, the case
proceeded to trial. The District Court ultimately held
that, based on the common-law test, the Company’s
workers should have been classified as employees.
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Appellate Review

The Company, dissatisfied by the rejection from the
District Court, filed an appeal with the Fifth Circuit
Court of Appeals raising the same three issues.

First Issue—What Constitutes

Reporting Consistency?

The Company first argued that it had Reporting
Consistency and was thus entitled to special relief
under Code Sec. 530, notwithstanding the fact that it
filed the Forms 1099 for 1999 and 2000 many years
after the deadline. The Fifth Circuit summarized the
positions of the parties in the following manner:

At the outer boundaries of its argument, the [gov-
ernment] would have us hold that a taxpayer’s
untimely filing of relevant informational returns
always deprives that taxpayer of section 530 re-
lief, no matter how minimal the lateness of the
filing. By contrast, [the Company] argues that
these administrative precedents are not entitled
to deference and points us to other aspects of
the legislative history and what it terms the plain
language of the statute. [The Company] would
have us hold that a taxpayer’s untimely filing of
the required returns never deprives the taxpayer
of section 530 relief, so long as the returns are,
at some point, filed. Both parties thus ultimately
ask us to address the fundamental question of
whether or not the Code Sec. 530 safe harbor im-
plicitly requires that Form 1099s be timely filed.

After framing the positions so succinctly, the Fifth
Circuit outright refused to rule on the “fundamental
question” that it posed. Instead, the Fifth Circuit
focused on a much narrower issue, concluding that
the Company “cannot successfully raise the Section
530 safe harbor in this action because [the Company]
filed its Form 1099s after the IRS assessed the taxes
in dispute here against [the Company] at the con-
clusion of the administrative process.” Ensuring that
the scope of its ruling would not be misinterpreted,
the Fifth Circuit later presented its decision in the
following terms:

[Wlhile we decline to address the [fundamental]
question of whether Code Sec. 530 requires
the timely filing of the relevant Form 1099s to
obtain the benefit of the safe harbor, we hold
that the practical effect of waiting until after the
conclusion of the IRS’s administrative process
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and the concomitant assessment of the tax is to
preclude [the Company] from successfully raising
Code Sec. 530 as a defense in this subsequent
judicial proceeding.

The ruling by the Fifth Circuit, applied more
broadly, appears to indicate that a taxpayer will
have Reporting Consistency as long as it files
its Forms 1099 before the IRS “assesses” the
employments taxes.

Second Issue—What Remedies Exist

Jor IRS Omissions?

The Company, as it did before the District Court,
aired its grievance that the Revenue Agent failed to
notify the Company of the existence, requirements
and potential benefits of Code Sec. 530 at the
beginning of the audit. The parties did not dispute
that this notification duty derives from Code Sec.
530(e)(1) and the corresponding legislative history.
Moreover, the parties agreed that the Revenue
Agent neglected to provide the notice mandated
by Congress. Nevertheless, the Fifth Circuit, like the
District Court, declined to grant the Company any
remedy because (1) the tax code does not authorize
a remedy, and (2) the Company failed to prove that
its due process rights had been violated.

In support of this ruling, the Fifth Circuit cited
Nu-Look Design, Inc., which rejected a due
process claim by a taxpayer on grounds that
constitutionally-sufficient notice was eventually
given to the taxpayer by the IRS in the Notice of
Determination of Worker Classification after the
conference with the Appeals Office.>* The Fifth
Circuit pointed out that the Company obtained
notice about Code Sec. 530 at the end of the
audit, thus allowing it sufficient time to exercise
its procedural rights to fight the matter before the
Appeals Office and/or the proper court.

Third Issue—Were the Workers

Common-Law Employees?

The Company argued that, even if it were not eligible
for relief under Code Sec. 530 because of the lack of
Reporting Consistency, it still owed the IRS nothing
because the workers were properly classified
as independent contractors under the 20-factor
common-law test. The Fifth Circuit upheld the District
Court on this issue, too, ruling that the workers should
have been treated and taxed as employees in 1999
and 2000.
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The Covert Importance
of the Case

The importance of Bruecher Foundation Services,
like many cases, does not immediately jump out at
you, as they say. Rather, it requires researching other
precedent, understanding the intricacies of worker-
classification dispute procedure, and applying
unconventional thinking. Set forth below are some
little-known, significant aspects of the case.

No Discussion of Tax Court Case
Squarely on Point

What is omitted from a case is often much more
interesting than what is included. This is true with
Bruecher Foundation Services, where a Tax Court
case directly on point, Medical Emergency Care
Associates, S.C., is seemingly absent from the briefing
by the parties and thus plays essentially no role in
the rulings by the District Court and the Fifth Circuit
Court of Appeals.?

The taxpayer in Medical Emergency Care Associates
was a medical services company that maintained
contracts with hospitals to provide doctors to staff
emergency rooms. The taxpayer, relying on long-
standing industry practice, classified the doctors as
independent contractors for 1996. The deadline for fil-
ing the Form 1096 (Annual Summary and Transmittal
of U.S. Information Return), together with the Forms
1099, was February 28, 1997. The case presented
some uncertainty as to whether the taxpayer filed
such information returns in May 1997 or December
1998, but they were late either way. The IRS subse-
quently began an audit in 1998 and determined that
the doctors should have been classified as employees.
The IRS issued its Notice of Determination of Worker
Classification, which the taxpayer disputed by filing
a Petition with the Tax Court.

The parties agreed that the taxpayer met two of
the three requirements for Code Sec. 530 relief: The
taxpayer had Substantive Consistency (i.e., it treated
all the emergency room doctors as independent
contractors) and that the taxpayer had a Reasonable
Basis for its actions (i.e., it was relying on longstand-
ing industry practice). The only issue, therefore, was
whether the taxpayer had Reporting Consistency,
which would dictate whether the taxpayer was eli-
gible for the benefits of Code Sec. 530.%

The taxpayer first argued that the relevant statute,
Code Sec. 530(a)(1), and the corresponding legisla-
tive history are silent on the issue of whether Forms



1099 must be filed in a timely manner, so timeliness
must not be required.> Next, the taxpayer pointed to
the congressional mandate that Code Sec. 530 relief
must be “construed liberally in favor of taxpayers,”
suggesting that such liberality meant that taxpayers
do not necessarily need to file their Forms 1099 by
the deadline.”

The IRS launched various arguments in response.
For example, citing to the BLue Book prepared by the
U.S. Joint Committee on Taxation, the IRS contended
that while Congress may have intended Code Sec.
530 relief to be interpreted liberally, this did not
pertain to the filing requirement. The IRS then argued
that Code Sec. 530 “implicitly requires” that Forms
1099 be timely filed, as this is mandated for all tax
and information returns throughout the Internal Rev-
enue Code. Fortifying its position, the IRS emphasized
its own earlier pronouncement, Rev. Proc. 85-18,
which unequivocally states the IRS’s view that timely
filing of Forms 1099 is a prerequisite to Code Sec.
530 relief. Lastly, the IRS explained that if Congress
disapproved of how the IRS was interpreting Code
Sec. 530 in Rev. Rul. 81-224, Rev. Proc. 85-18, and
other IRS pronouncements, it could have modified
the language of Code Sec. 530 when it changed the
law in 1996, as it did in several other instances.2

The Tax Court rebuffed all the arguments, stating that
both the taxpayer and the IRS were “off the mark.”>
The Tax Court found unconvincing the contention
by the taxpayer that the liberality in interpreting
Code Sec. 530 should trump the “pervasiveness of
a timely filing requirement” throughout the Internal
Revenue Code.” Regarding the IRS’s positions, the
Tax Court stated that the denial of Code Sec. 530
relief is a “totally disproportionate” penalty for the
delinquent filing of Forms 1099, particularly since the
Code already contains specific provisions outlining
the consequences of late-filing information returns.>
The Tax Court, applying time-honored principles of
statutory construction, then issued its initial ruling:

We agree with [the taxpayer] that its late filing
of the information returns does not prevent it
from satisfying the filing requirement of sec-
tion 530(a)(1)(B). The plain language of section
530(a)(1)(B) denies relief only if the required
filing was not made or if the required filing was
made on a basis not consistent with treatment
of the individual as not being an employee. As
[the IRS] acknowledges, [the taxpayer] filed all
required returns for 1996 on a basis consistent
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with the treatment of the reclassified physicians
as not being employees. But there is nothing in
the language of section 530(a)(1)(B) that requires
timeliness along with consistent filing.»

The Tax Court went on to acknowledge that the IRS
was correct in that timely filing of returns is required
throughout the Internal Revenue Code. However,
noted the Tax Court, the sanctions for late-filing are
already contained in Code Secs. 6721 through 6724,
which address “Failures to Comply with Certain
Information Reporting Requirements.” In the case
of delinquent Forms 1096 and Forms 1099, the IRS
is empowered to assert a penalty of $50 per return,
with a maximum penalty of $250,000 per calendar
year.”! The Tax Court then made the following ruling
about the interrelationship between Code Sec. 530
and the normal delinquent-return penalties:

Nothing in the language or legislative history
of section 530 leads us to the conclusion that
denial of section 530 relief was meant to be an
additional penalty for the failure to timely file
information returns, particularly under the cir-
cumstances in this case ... The [IRS] is entitled
to require timely filing and to impose a penalty
[under Code Sec.s 6721 through 6724], when
appropriate, for failure to timely file, but not the
penalty [the IRS] seeks to impose here [i.e., depri-
vation of Code Sec. 530 relief to the taxpayer].»

Finally, the Tax Court addressed the IRS’s contention
that the Tax Court must defer to the IRS’s interpreta-
tion of Code Sec. 530, as found in Rev. Rul. 81-224
and Rev. Proc. 85-18. The Tax Court acknowledged
the Supreme Court precedent establishing that courts
must give an administrative agency’s interpretation of
a statute a certain level of deference, but noted that
the amount of deference required depends on the
thoroughness evident in the agency’s consideration of
the issues, the validity of its reasoning, its consistency
with earlier and later pronouncements, and all those
factors which give it the power to persuade.* The Tax
Court then pointed out that the pronouncements cited
by the IRS, Rev. Rul. 81-224 and Rev. Proc. 85-15,
provide absolutely no reasoning as to why timely
filing of Forms 1099 and Forms 1096 is required to
warrant Code Sec. 530 relief. Accordingly, the Tax
Court was unable to ascertain the thoroughness or
validity of the IRS’s analysis, and it refused to defer
to the IRS pronouncements.*
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Given that Medical Emergency Care Associates
is directly on point and extremely helpful to the
Company’s case in Bruecher Foundation Services,
the Company’s failure to raise it is surprising. This is
particularly true in view of the type of Tax Court deci-
sion involved. The Tax Court issues three main types
of opinions: summary, memorandum, and reported.
The first type, summary opinions, are limited to cases
where the amount of tax at issue is $50,000 or less
and the taxpayer elects to have the dispute treated
as a “small tax case” and placed on the Tax Court’s
“S" calendar.”» Decisions by the Tax Court in “S”
cases cannot be appealed to another court and they
cannot be cited as legal precedent in future cases.*
The second type, memorandum opinions, are issued
by the Tax Court in fact-intensive situations, cases
involving well-established legal concepts, or where
the dispute is not sufficiently developed at trial to
merit precedential treatment. Lest any doubt remain
about the relevance of these decisions, the court has
held that “[i]t is well established that the Tax Court
does not consider its Memorandum Opinions to be
binding precedent”” and further that “we consider
neither revenue rulings nor Memorandum Opinions
of this Court to be controlling precedent.”* The third
type, reported decisions, possess increased relevance.
The Tax Court normally issues reported decisions
(which may be a “division” opinion by one judge or a
“reviewed” opinion by all the judges) in cases where
the litigants have raised issues of first impression or
presented such a well-developed case that it should
serve as guidance for future cases.

The ruling in Medical Emergency Care Associates
was a reported decision by the Tax Court; therefore,
although it may not have been binding on the Dis-
trict Court and/or Fifth Circuit Court of Appeals in
Bruecher Foundation Services, one would think
that the Company would have heavily relied upon
it as persuasive legal authority. It is not farfetched
to believe that an extensive discussion of the ear-
lier Tax Court precedent may have led to a more
favorable outcome for the Company in Bruecher
Foundation Services.

Importance of Identifying the Time
of Assessment as the Deadline

As mentioned above, the Tax Court generally held in
Medical Emergency Care Associates that the late filing
of Forms 1099 does not necessarily render a taxpayer
ineligible for Code Sec. 530 relief. A more literal
interpretation of the case would be that a taxpayer

62

who files Forms 1099 after the statutory deadline but
before the IRS commences a worker-classification
audit still has Reporting Consistency.

The Fifth Circuit in Bruecher Foundation Services
was more specific, ruling that a taxpayer cannot
satisfy the Reporting Consistency requirement of
Code Sec. 530 if it files after the IRS has “assessed”
the employment taxes. Without highlighting it, few
people are likely to appreciate the importance of the
holding in Bruecher Foundation Services, aside from
a few tax procedure gurus. Understanding the fuss
requires some background on the two main ways to
carry out a worker-classification issue.

The two principal ways, in grossly oversimplified
terms, for a taxpayer to challenge a worker-classi-
fication issue are the following. On one hand, the
taxpayer can wait for the IRS to conclude its audit and
issue the Examination Report, agree to the immediate
assessment of employment taxes, pay the requisite
amount, file a refund claim with the IRS, and when
the IRS disallows such claim, file a Complaint with
the proper U.S. District Court. On the other hand,
the taxpayer can wait for the IRS to issues its Exami-
nation Report, file a Protest Letter with the IRS and
dispute the issue with the Appeals Office, and when
the Appeals Officer supports the Revenue Agent’s
earlier determination that the workers should really
be treated as employees instead of independent
contractors, file a timely Petition in the Tax Court.
The significance of the difference between these two
procedures becomes clear below.

The Code generally provides that a business whose
workers the IRS proposes to reclassify as employees
can file a grievance with the Tax Court, called a “Peti-
tion for Redetermination of Employment Status Under
Code Section 7436,” challenging such reclassification
within 90 days after the IRS issues the Notice of De-
termination of Working Classification.” If the business
exercises this right, then the IRS cannot immediately
assess the proposed employment taxes. This concept
is derived from two tax provisions. First, Code Sec.
6213(a) contains the general timing-of-assessment
rules applicable to most tax deficiency cases. It states
the following:

Within 90 days, or 150 days if the notice is ad-
dressed to a person outside the United States,
after the notice of deficiency authorized in Code
Sec. 6212 is mailed ... the taxpayer may file a
petition with the Tax Court for a redetermination
of the deficiency. Except as otherwise provided in



Code Sec. 6851, 6852, or 6861, no assessment
of a deficiency ... shall be made, begun, or pros-
ecuted until such notice has been mailed to the
taxpayer, nor until the expiration of such 90-day
or 150-day period, as the case may be, nor, if a
petition has been filed with the Tax Court, until
the decision of the Tax Court has become final.*

Second, Code Sec. 7436(d)(1) indicates that the
principles of several tax provisions, including Code
Sec. 6213(a), apply to worker-classification cases
before the Tax Court in the same manner as if the
Notice of Determination of Worker Classification
(issued by the IRS in worker-classification disputes)
constitutes a Notice of Deficiency (issued by the IRS
in other tax disputes).* Together, Code Sec. 6213(a)
and Code Sec. 7436(d)(1) confirm that a business
that opts to fight the IRS in Tax Court can effectively
prevent the “assessment” of any employment taxes
until after the litigation has become final, which
normally is months after the initial Petition is filed
with the Tax Court, and many years after the filing
deadline for the Forms 1099 and Forms 1096 for the
years in dispute.

The effect of these two tax provisions is beyond
doubt. Lending support is the legislative history,
which states that the Senate Finance Committee
“believes it is appropriate to permit judicial review of
a reclassification case before assessment of employ-
ment taxes and the filing of tax liens.”* Support can
also be gleaned from Notice 2002-5, containing pro-
cedures related to Code Sec. 530 relief in Tax Court
cases. This IRS pronouncement states the following:

Restrictions on Assessment—Code Sec. 7436(d)
(1) provides that various restrictions on assess-
ment in Code § 6213 apply in the same manner
as if a notice of deficiency had been issued. Thus,
after the Notice of Determination [of Worker
Classification] is mailed, the Service is precluded
from assessing the taxes identified in the Notice
of Determination prior to expiration of the 90-
day period during which the taxpayer may file a
timely Tax Court petition. If the taxpayer does not
file a timely Tax Court petition before the 91st day
after the Notice of Determination was mailed,
the employment taxes identified in the Notice
of Determination shall thereafter be assessed.*

Combining the preceding rules about assessment
with the holding in Bruecher Foundation Services
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yields interesting possibilities. The Fifth Circuit held
that a taxpayer cannot satisfy the Reporting Consis-
tency requirement of Code Sec. 530 if it files Forms
1099 for the workers after the IRS has “assessed” the
employment taxes. Stated in the converse, a taxpayer
has Reporting Consistency as long as it files Forms
1099 before the IRS “assesses” the taxes. A taxpayer,
therefore, has Reporting Consistency even if it files
Forms 1099 during an audit, i.e., after the IRS has
challenged worker-classification issues but before it
has “assessed” the related employment taxes.

Bruecher Foundation Services involved a dispute
carried out in the District Court after the IRS had
assessed the taxes and the taxpayer had paid the
required amount; the case did not feature a pre-
assessment battle in Tax Court. Thus, construing the
case narrowly, one could argue that a taxpayer has
Reporting Consistency, provided that it files the Forms
1099 (1) before the IRS completes the audit and the
taxpayer agrees to the assessment by executing the
Examination Report, or (2) within the 90-day period
after the IRS issues the Notice of Determination of
Worker Classification. The ruling in Bruecher Founda-
tion Services might even have broader significance,
though, because it was not crafted so restrictively as
to exclude its possible application to cases held in
Tax Court. Accordingly, one might conceivably argue
that, based on the language of Bruecher Foundation
Services, a taxpayer can meet the Reporting Con-
sistency requirement by filing Forms 1099 for the
workers at any time before the end of the related Tax
Court litigation because, thanks to Code Sec. 6213(a)
and Code Sec. 7436(d)(1), the employment taxes
cannot be “assessed” until the Tax Court’s opinion
has been finalized.

Assessing the Weight

of Unpublished Decisions

Bruecher Foundation Services appears to be only
the second case specifically addressing the issue of
whether taxpayers must file timely Forms 1099 in
order to preserve their eligibility for Code Sec. 530
relief. Nevertheless, the Fifth Circuit issued an “un-
published” opinion. It appears that the Fifth Circuit
did not appreciate the significance of its ruling on
Reporting Consistency under Code Sec. 530. A close
reading of the Fifth Circuit’s opinion clarifies why the
court opted to relegate this case to the “unpublished”
category: (1) The ultimate issue, whether the workers
were employees or independent contractors, was
decided by applying the fact-intensive 20 factors to

63



Must Taxpayers File “Timely” Forms 1099 to Obtain Code Sec. 530 Relief?

the unique workers of the Company, and (2) the Fifth
Circuit was reluctant to issue an opinion that might
be interpreted to mean that all construction workers
should be treated a certain way for tax purposes. In
the words of the Fifth Circuit, “this opinion addresses
only the particular and perhaps peculiar facts of
this case. We do not opine whether all construction
workers are employees or independent contractors.
We do not see this case presenting the nationwide,
far-reaching implications threatened by [the Com-
panyl. If the facts were different, the result might be
different—no more no less.”*

Businesses and tax practitioners might like to mini-
mize the importance of Bruecher Foundation Services
because of the detrimental effect on the Company and
others in its shoes, but doing so would be rash. This is
because the potential use and value of “unpublished”
decisions is surprisingly broad.

Federal Rules of Appellate Procedure Rule 32.1(a)
generally provides that a court may not prohibit or
restrict a party from citing federal judicial opinions,
orders, judgments, or other written dispositions that
have been designated as “unpublished,” “not for
publication,” “non-precedential,” “not precedent” or
the like. Moreover, the Advisory Committee Notes to
Rule 32.1 state the following:

Rule 32.1 is extremely limited. It does not require
any court to issue an unpublished opinion or
forbid any court from doing so. It does not dic-
tate the circumstances under which a court may
choose to designate an opinion as “unpublished”
or specify the procedure that a court must follow
in making that determination. It says nothing
about what effect a court must give to one of
its unpublished opinions or to the unpublished
opinions of another court ... Under Rule 32.1(a),
a court of appeals may not prohibit a party from
citing an unpublished opinion of a federal court
for its persuasive value or for any other reason.
In addition, under Rule 32.1(a), a court may
not place any restriction on the citation of such
opinions. For example, a court may not instruct
parties that the citation of unpublished opinions
is discouraged, nor may a court forbid parties
to cite unpublished opinions when a published
opinion addresses the same issue.

The preceding procedural rule and related com-
mentary create ambiguity regarding how much
weight Bruecher Foundation Services might carry in
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the future, but, given the high rate of worker-classifi-
cation disputes and the percentage of businesses that
file late Forms 1099, its value should not be under-
estimated solely based on its “unpublished” status.

Prejudice Suffered by

Uninformed Taxpayers

As explained above, Code Sec. 530(e)(1), legislative
history, the INTERNAL REVENUE MANUAL, the IRS’s worker-
classification training materials and IRS new releases
are unified in mandating that Revenue Agents give
taxpayers information about Code Sec. 530 relief at
the beginning of all worker-classification audits. There
was no dispute in Bruecher Foundation Services that
the Revenue Agent failed to meet his notification duty,
yet the District Court and Fifth Circuit both refused
to grant the Company a judicial remedy because it
failed to show that it had suffered actual damages.
This ruling is noteworthy to those intimately familiar
with worker-classification disputes as they likely
would have argued that the Company’s ignorance
about Code Sec. 530, coupled with the Revenue
Agent’s failure to provide the requisite enlightenment,
damaged the Company in at least two ways. These
two types of injuries are described below.

Inability to Get Benefits of the

Classification Settlement Program

In 1996, the IRS issued a news release announcing
the so-called classification settlement program (CSP)
and identifying it as a two-year trial.* At the end of
this initial period, in 1998, the IRS decided to ex-
tend the CSP indefinitely because both an internal
review 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.* The description of the CSP, below, comes
from these two sources.

In cases where it appears that a business may have
misclassified a worker, the Revenue Agent must fully
develop the issue and determine, among other things,
whether the business is eligible for Code Sec. 530 relief,
and, if not, whether the business 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.

In situations where the business had Reporting
Consistency, but clearly lacked either Substantive



Consistency or a Reasonable Basis, the CSP offer
entails assessment of 100 percent of the employ-
ment tax liability for the one tax year under audit,
computed using the special rates under Code Sec.
3509, if applicable (“One-Year-100-Percent Offer”).
The second offer is better for businesses. In cases
where the business had Reporting Consistency and
has a “colorable argument” that it also had Substan-
tive Consistency or a Reasonable Basis, the CSP
offer contemplates assessment of just 25 percent
of the employment tax liability for the one tax year
under audit, computed using the special rates under
Code Sec. 3509, if applicable (“One-Year-25-Percent
Offer”).# Under both scenarios, the business must
agree to reclassify the workers as employees going
forward.** Notably, the threshold question for the IRS
before presenting a One-Year-100-Percent Offer or a
One-Year-25-Percent Offer is whether the business
has Reporting Consistency, i.e., whether the business
filed timely Forms 1099 for the workers.

To grasp the benefit of the two CSP offers, one must
look beyond the INTERNAL REVENUE MANUAL to two
relatively obscure tax provisions: Code Sec. 3509
and Code Sec. 6205.

Reduced Tax Rates
Under Code Sec. 3509

In 1982, Congress realized that three “major problems”
existed with the forcing a business to reclassify its
workers as employees: (1) The business could be
assessed income taxes, FICA taxes, and FUTA taxes
for all years still open under the statute of limitations;
(2) overpayments of federal income taxes might occur
if the business were obligated to pay these amounts in
situations where workers personally paid them earlier
via estimated tax payments or with their individual
income tax returns; and (3) overpayments of FICA
taxes could occur, too, if the business were required
to pay these amounts in cases where the workers
already did so through self-employment taxes.’!
Congress understood that, in the case of a forced
reclassification, the IRS generally would adjust/lower
assessments for the business’s failure to withhold, to
the extent that it could furnish certificates, signed by
those workers who were reclassified, showing that
the workers had personally paid the taxes.> However,
Congress underscored the practical challenges
associated with this supposed clemency by the IRS:
Obtaining certificates would be a “difficult burden”
and a “serious retroactive tax burden” on a business
in cases involving jobs with high turnover rates, or
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where workers were numerous, uncooperative, and/
or poor record-keepers.>

In light of this reality, Congress enacted Code
Sec. 3509, which was hailed as a new procedure in
worker-classification cases designed to substantially
simplify the law, reduce burdens on businesses,
approximate the average tax liability of a business
after assuming certain levels of tax compliance by
individual workers who were reclassified, and punish
the business for its violations.**

Let's see how Code Sec. 3509 functions. As men-
tioned above, both the One-Year-100-Percent Offer and
the One-Year-25-Percent Offer indicate that the liability
for the year in question might be calculated under the
special rates found in Code Sec. 3509. When a busi-
ness incorrectly treats an employee as an independent
contractor, it is liable for the employee’s federal income
tax withholding and the employee’s share of FICA taxes,
not to mention the business’s share of the FICA taxes and
unemployment taxes.*> Assuming that the business did
not intentionally disregard its duty to withhold, Code
Sec. 3509(a) sets the following level of payback to the
[RS: In situations where the business filed annual Forms
1099 for the workers, the company is only obligated to
pay (1) federal income tax withholding calculated as
1.5 percent of the worker’s total wages, (2) 20 percent
of the employee’s share of FICA, and (3) 100 percent
of the company’s share of FICA.>¢ Below is an example
from the IRS using the FICA rates for 2011.*

Table 1.
Code Sec. 3509(a) Example

| Percentage

Business’s share of FICA 7.65%
20% of employee’s share of FICA 1.13%
Federal income tax withholding 1.50%
Total under Code Sec. 3509(a) 10.28%

Interest-Free Payments
Under Code Sec. 6205

As explained above, a business agreeing to resolve
a worker-classification case under the CSP limits
its exposure to the one year under audit by the IRS,
avoids penalties, and, depending on the circum-
stances, enjoys the reduced rates under Code Sec.
3509. Settling under the CSP could trigger one more
benefit for a business, interest waiver. The intrica-
cies of the relevant provision, Code Sec. 6205, far
exceed the scope of this article, but it is important to
be aware of its existence and basic function. Code
Sec. 6205 and the regulations thereunder contain
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rules allowing for “interest-free adjustments” under
certain circumstances.® These rules have been liber-
ally interpreted by the IRS, such that most businesses
that concede worker-classification cases under the
CSP avoid interest charges.*

As noted above, the IRS will not even make a CSP
settlement offer to a business unless it first convinces
the Revenue Agent conducting the audit that it had
Reporting Consistency. Additionally, the limited guid-
ance from the IRS about the CSP indicates that the
settlement offer must be accepted by the business at
the end of the audit or during the Appeals Confer-
ence.® Thus, if the Revenue Agent neglects his duty
to inform the business at the commencement of an
audit about the existence, requirements, and benefits
of Code Sec. 530, and/or if the IRS disregards Medli-
cal Emergency Care Associates and takes the position
during the audit that a business that files late Forms
1099 lacks Reporting Consistency, then such business
might now know about the CSP until it is too late.
In other words, if the business did not learn about
Code Sec. 530 until the IRS issued its Notice of De-
termination of Worker Classification after the Appeals
Conference, it would be divested of the opportunity
to take advantage of a favorable CSP settlement offer
(i.e., the One-Year-100-Percent Offer or the One-Year-
25-Percent Offer), reduced tax rates under Code Sec.
3509, and interest-free payments under Code Sec.
6205. This arguably constitutes the type of prejudice
or deprivation of due process rights that the courts
found lacking in Bruecher Foundation Services.

Inability to Recoup Fees from the IRS

Another illustration of the damage caused by a Rev-
enue Agent’s failure to inform taxpayers about Code
Sec. 530 relief at the start of a worker-classification
audit concerns the ability of taxpayers to recoup
certain fees from the IRS under Code Sec. 7430.%
Generally, the “prevailing party” in any administra-
tive proceeding before the IRS or in any tax litigation
brought by or against the government in connection
with the determination, collection, or refund of any
tax, interest, or penalty may be awarded reasonable
administrative and/or litigation costs.®> Recoverable
administrative costs may include charges imposed
by the IRS, reasonable attorneys’ fees, reasonable
expenses for expert witnesses, and reasonable costs
of any study, analysis, report, test or project neces-
sary for the preparation of the taxpayer’s case.® The
litigation costs for which the taxpayer may seek re-
imbursement follow similar guidelines.®
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The term “prevailing party” generally means a party
in any tax-related administrative proceeding or litiga-
tion that (1) has substantially prevailed with respect
to either the amount in controversy or the most sig-
nificant issue or set of issues presented, and (2) has
a net worth that does not exceed certain statutory
thresholds.® 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 costs.
Understanding what constitutes a substantial justifica-
tion, therefore, is paramount.

The regulations 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 its control to the appropriate IRS personnel.c
This seems logical because a taxpayer should have
little room to complain about the government’s
position when the taxpayer fails to provide the infor-
mation, documentation, and arguments necessary to
support its own stance. Along with the regulations,
case law is helpful in identifying what represents
substantial justification. Certain courts have devel-
oped a framework, a nonexhaustive list of factors
to be considered. Among these factors are (1) the
stage at which the issue or litigation is resolved, (2)
the opinions of other courts on the same underly-
ing issues, (3) the legal merits of the government’s
position, (4) the clarity of the governing law, (5)
the foreseeable length and complexity of the litiga-
tion, and (6) the consistency of the government’s
position.®® Other courts have utilized a different
approach, 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.”

If a Revenue Agent fails to inform a taxpayer about
potential relief under Code Sec. 530 at the beginning
of a worker-classification audit, particularly a busi-
ness not advised by adequate tax counsel, then such



business likely will not present to the Revenue Agent
at the earliest stages of the audit organized, thorough
documentation to strengthen its case of having Re-
porting Consistency, Substantive Consistency, and a
Reasonable Basis for treating the relevant workers as
independent contractors. Moreover, an uninformed
and underrepresented business surely would not
know to search for and supply to the Revenue Agent
precedent, like Medical Emergency Care Associates,
supporting the notion that Reporting Consistency
does not require a business to file “timely” Forms
1099. The business, consequently, would not be able
to demonstrate that the IRS lacked “substantially jus-
tification” for its reclassification position until much
later in the tax dispute. Thus, even if the business
ultimately were to win the worker-classification issue
and be deemed the “prevailing party,” the Revenue
Agent’s violation of his duty to provide information
about Code Sec. 530 relief at the outset would de-
prive the business of a certain amount of fee recovery
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under Code Sec. 7430. This seemingly represents the
type of prejudice that the courts found missing in
Bruecher Foundation Services.

Conclusion

One need not be Nostradamus to make these
predictions: The IRS will conduct numerous worker-
classification audits in the future; In doing so, the IRS
will adhere to its traditional position that taxpayers
are not entitled to Code Sec. 530 relief unless they
filed “timely” Forms 1099 for the workers; and Cer-
tain Revenue Agents will fail to notify taxpayers about
Code Sec. 530 relief at the beginning of an audit,
despite the clear legal and administrative mandate in
this regard. Armed with the information in this article,
taxpayers and their advisors should be well equipped
to face this reality and triumph on issues of Report-
ing Consistency, avoid prolonged audits, and, where
feasible, maximize fee reimbursement from the IRS.
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