Revenue Procedure 85-18, 1985-1 C.B. 518

1. PURPOSE

The purpose of this revenue procedure is to amplify and supersede Rev. Proc. 81-43, 1981-2 C.B. 616,
which provides instructions for implementing the provisions of section 530 of the Revenue Act of 1978,
1978- 3 (Vol. 1) C.B. xi, 119 (the Act), relating to the employment tax status of independent contractors
and employees.

2. BACKGROUND

.01. Rev. Proc. 81-43 is superseded to reflect changes made to section 530 of the Act by section 269(c) of
the Tax Equity and Fiscal Responsibility Act of 1982, 1982-2 C.B. 462, 536, which extends the
provisions of section 530 indefinitely.

Section 530(a)(1) of the Act, as amended, provides that if, for purposes of the employment taxes under
subtitle C of the Internal Revenue Code, a taxpayer did not treat an individual as an employee for any
period, then the individual will be deemed not to be an employee for that period, unless the taxpayer had
no reasonable basis for not treating the individual as an employee. For any period after December 31,
1978, the relief applies only if (1) all federal tax returns (including information returns) required to be
filed by the taxpayer with respect to the individual for the period are filed on a basis consistent with the
taxpayer's treatment of the individual as not being an employee, and (2) the treatment is consistent with
the treatment for periods beginning after December 31, 1977.

.02. A new section 3.02 titled “Filing of Returns” has been added stating that relief under section
530(a)(1) of the Act will not be granted if a Form 1099 has not been timely filed for each worker for any
period after December 31, 1978.

.03. Section 3.05 (relating to refunds, credits, and abatements) is clarified to state that it does not apply to
periods in which a taxpayer “treated” an individual as an employee.

3. APPLICATION
.01. “Safe Haven” Rules

There are several alternative standards that constitute “safe havens” in determining whether a taxpayer
has a “reasonable basis” for not treating an individual as an employee. Reasonable reliance on any one of
the following “safe havens” is sufficient:

(A) judicial precedent or published rulings, whether or not relating to the particular industry or business in
which the taxpayer is engaged, or technical advice, a letter ruling, or a determination letter pertaining to
the taxpayer; or

(B) a past Internal Revenue Service audit (not necessarily for employment tax purposes) of the taxpayer,
if the audit entailed no assessment attributable to the taxpayer's employment tax treatment of individuals
holding positions substantially similar to the position held by the individual whose status is at issue (a
taxpayer does not meet this test if, in the conduct of a prior audit, an assessment attributable to the
taxpayer's treatment of the individual was offset by other claims asserted by the taxpayer); or

(C) long-standing recognized practice of a significant segment of the industry in which the individual was
engaged (the practice need not be uniform throughout an entire industry).

A taxpayer who fails to meet any of the three “safe havens” may nevertheless be entitled to relief if the
taxpayer can demonstrate, in some other manner, a reasonable basis for not treating the individual as an
employee. In H.R. Rep. No. 95-1748, 95th Cong., 2d Sess. 5 (1978), 1978-3 (Vol. 1) C.B. 629, 633, it is
indicated that “reasonable basis” should be construed liberally in favor of the taxpayer.

.02. Filing of Returns.



For any period after December 31, 1978, the relief under section 530(a)(1) will not apply, even if the
taxpayer has met the “safe haven” rules of paragraph 3.01 of this revenue procedure, if the appropriate
Form 1099 has not been timely filed with respect to the workers involved. See Rev. Rul. 81-224, 1981-2
C.B. 197.

.03. Interpreting the Word “Treat”

In determining whether a taxpayer did not “treat” an individual as an employee for any period within the
meaning of section 530(a)(1) of the Act, the following guidelines should be followed:

(A) The withholding of income tax or the Federal Insurance Contributions Act (FICA) tax from an
individual's wages is “treatment” of the individual as an employee, whether or not the tax is paid over to
the Government.

(B) Except as provided in paragraph (C) and (E) below, the filing of an employment tax return (including
Forms 940 (Employer's Annual Federal Unemployment Tax Return), 941 (Employer's Quarterly Federal
Tax Return), 942 (Employer's Quarterly Tax Return for Household Employees), 943 (Employer's Annual
Tax Return for Agricultural Employees), and W-2 (Wage and Tax Statement)) for a period with respect to
an individual, whether or not tax was withheld from the individual, is “treatment” of the individual as an
employee for that period.

(C) The Filing of a delinquent or amended employment tax return for a particular tax period with respect
to an individual as a result of Service compliance procedures is not “treatment” of the individual as an
employee for that period. For this purpose, Collection or Examination activities constitute compliance
procedures. For example, if the Service determines as a result of an audit that a taxpayer's workers are
common law employees, that determination is not “treatment” of the workers as employees for the period
under audit. However, if the taxpayer withholds employment taxes or files employment tax returns with
respect to those workers for the periods following the period under audit, the action is “treatment” of the
workers as employees for those later periods.

(D) Internal Revenue Service Center notices that merely advise the taxpayer that no return has been filed
and request information from the taxpayer are not compliance procedures.

(E) A return prepared by the Service under section 6020(b) of the Code is not “treatment” of an individual
as an employee; nor is the signing of an audit Form 2504 (Agreement to Assessment and Collection of
Additional Tax and Acceptance of Overassessment).

.04. Consistency in prior periods

The relief under section 530(a)(1) of the Act, as amended, does not apply to the employment tax
treatment of any individual for any period ending after December 31, 1978, if the taxpayer (or a
predecessor) treated any individual holding a substantially similar position as an employee for
employment tax purposes for any period beginning after December 31, 1977. However, relief will not be
denied under the consistency provision for any periods prior to the period in which the individuals were
treated as employees. For example, a taxpayer did not treat an individual as an employee in 1978 and
1979. In 1980, the taxpayer began treating individuals holding substantially similar positions as
employees. This subsequent treatment does not prevent the taxpayer from receiving relief under section
530(a)(1) for 1978 and 1979. The application of the consistency rule prevents taxpayers from changing
the way they treat workers solely to take advantage of the relief provisions. The application of this
provision to predecessors is intended to prevent evasion of this rule, for example, by reincorporations.

.05. Refunds, Credits, and Abatements

Relief under section 530(a)(1) of the Act is available to taxpayers who are under audit by the Service or
who are involved in administrative (including Appellate) or judicial processes with respect to assessments
based on employment status reclassifications. Relief also is extended to any claim for a refund or credit of
any overpayment of an employment tax resulting from the termination of liability under section 530(a)(1),
provided the claim is not barred on the date of enactment of this provision (November 6, 1978) by any
law or rule of law.



Taxpayers who have entered into final closing agreements under section 7121 of the Code or
compromises under section 7122 with respect to employment status controversies are ineligible for relief
under the Act, unless they have not completely paid their liability. Thus, for example, a taxpayer who has
agreed to or compromised a liability for an amount which is to be paid in installments, but who still has
one or more installments to pay, is relieved of liability for such outstanding installments. Taxpayers who
settled employment status controversies administratively with the Service on any basis other than section
7121 or 7122 of the Code or who unsuccessfully litigated such cases also are eligible for relief, provided
their claims are not barred by the statute of limitations or by the application of the doctrine of res
Jjudicata. However, unpaid judgments will be abated if section 530(a)(1) of the Act applies. Thus, an
unsuccessful litigant in an employment status case who fulfills the Act's requirements can avoid
collection of any unpaid employment tax liabilities, regardless of the doctrine of res judicata.

The application of the doctrine of res judicata will prevent a refund based on section 530(a)(1) of the Act
if a taxpayer paid a judgment in an action relating to the same issue as to the same taxpayer. Thus, if the
specific matter was judicially decided and the judgment paid, relief under section 530(a)(1) is not
available.

This subsection will not apply to those periods in which a taxpayer “treated” an individual as an employee
within the meaning of subsection.03 of this section.

.06. Handling of Claims

Relief under section 530(a)(1) of the Act applies to the taxes imposed on an employer by sections 3111 or
3301 of the Code. It also applies to an employer's liability under section 3102 and 3403 to withhold and
pay the taxes imposed by sections 3101 and 3402. Therefore, an unpaid assessment of those taxes against
an employer who qualifies for relief under section 530(a)(1) of the Act should be abated. Timely claims
for refund of such taxes paid by a taxpayer who qualifies for relief will be honored.

.07. Interest and Penalties

If a taxpayer is relieved of liability under section 530(a)(1) of the Act, any liability for interest or
penalties attributable to that liability is forgiven automatically. This relief from interest and penalties
applies whether charged directly against the taxpayer or personally against a corporate taxpayer's officers.

.08. Status of Workers

Section 530 of the Act does not change in any way the status, liabilities, and rights of the worker whose
status is at issue. Section 530(a)(1) terminates the liability of the employer for the employment taxes but
has no effect on the workers. It does not convert individuals from the status of employee to the status of
self-employed.

Section 31.3102-1(c) of the regulations provides, with respect to the collection and payment of the
employee's share of the FICA tax, that “until collected from him [by the employer] the employee is also
liable for the employee tax with respect to all wages received by him.” Therefore, if an employer's
liability under section 3102 of the Code for the employee's share of the tax imposed by section 3101 is
terminated under section 530(a)(1) of the Act, the employee remains liable for that tax. Employees who
incorrectly paid the self-employment tax (section 1401 of the Code) may file a claim for refund; however,
the amount of the self-employment tax refund will be offset by the amount of the employee's share of the
tax imposed on the employee as a result of the application of section 31.3102-1(c) of the regulations.

.09. Definition of Employee

For purposes of section 530(a) of the Act, the term employee means employees under sections 3121(d),
3306(i), and 3401(c) of the Code.

4. EFFECT ON OTHER DOCUMENTS
Rev. Proc. 81-43 is amplified and superseded.



