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MICROSOFT LOSES BIG
IN THE NINTH CIRCUIT AND THE

EMPLOYEE-INDEPENDENT CONTRACTOR
CONTROVERSY CLIMBS TO
NEW TROUBLING HEIGHTS

MARILYN BARRETT

We previously reported on the ongoing battle between the IRS
employers regarding the proper classification of workers as employees
independent contractors and the difficulties encountered in determining
classification. We have also reported on procedures implemented by
to more speedily resolve these conflicts and to reduce the economic burden
employers in doing so. Barrett, Federal Taxation: The Independent Contrac-

tor Saga Continues, 19 CEB CBLR 111 (Jan. 1998); Barrett, IRS Announces

New Procedures for Resolution of Worker Classification Issues, 17
CBLR 265 (May 1996). The tension between the private right of employers
and workers to define their relationship by contract and the need to
tax revenues and protect workers from overbearing employers, however,
has been taken to new. troubling heights by a series of cases in the
Circuit pitting the Microsoft Corporation against workers it employed
independent contractors.
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Microsoft Hires Workers

The saga began in 1987 when Microsoft hired hundreds
of workers as independent contractors to assist the com-
pany on several specific projects. Although the workers
were hired to work on designated projects. they worked
for continuous periods, often exceeding two years. They
performed a number of different jobs, such as production
editing, proofreading. formatting. indexing, and testing.
Microsoft integrated the workers into its workforce. They
worked alongside regular employees, had the same su-
pervisors, performed identical functions, and worked the
same core hours. They received admittance card keys,
office equipment, and supplies from Microsoft. The work-
ers wore badges of a different color, had different e-mail
addresses, and attended a less formal orientation than did
the regular workers. They were not permitted to assign
their work to others, were not invited to official company
functions, and were not paid overtime wages. They were
not paid for their services through the payroll department,
but instead submitted invoices to Microsoft and were paid
through the accounts payable department.

Before starting work for Microsoft, each of the work-
ers signed agreements in which they agreed that they were
independent contractors and not employees and, further,
that they agreed to be responsible for all federal and state
taxes, withholding, social security, insurance, and other
benefits. Each worker signed an information form sup-
plied by Microsoft that further stated that the worker was
an independent contractor to Microsoft, that the worker
was self-employed and responsible for payment of the
worker's own insurance and benefits. and that the worker
was neither an employee nor a temporary employee of
Microsoft. The workers were paid at higher hourly
rates than Microsoft's regular employees, who received
employee benefits.

IRS Audit

In 1989, the Internal Revenue Service examined the
employment classification of these independent contrac-
tors. As we have previously reported (19 CEB CBLR 111
(Jan. 1998); 17 CEB CBLR 265 (May 1996)), the IRS
has aggressively sought to reclassify independent contrac-
tors as employees based on the common-law definition
that workers are employees when the employer not only
has control over the results of the work to be performed.
but also the manner in which the work is carried out. Not
surprisingly, in this case, the IRS concluded that the work-
ers were actually employees of Microsoft and not inde-
pendent contractors. The IRS determined that Microsoft
should have been withholding income taxes and paying

over payroll taxes. In a fateful decision that would turn
out to have unforeseen and very expensive consequences,
Microsoft agreed. Microsoft filed past Form W-2s on the
workers and paid over its share of FICA taxes to the IRS,
and also paid past overtime.

After the audit, Microsoft concluded that it needed to
reconstruct its relationship with these workers. Microsoft
hired some of them as regular employees. The other work-
ers were given the option of going to work for a tempo-
rary employment agency, which would then supply work-
ers to Microsoft on an as-needed basis. Workers who were
not hired as regular employees and who refused to work
for the temporary employment agency were terminated.

Suit in U.S. District Court

Several of the terminated workers later learned that
Microsoft had conceded to the IRS that they were com-
mon-law employees. The workers sought to participate
in Microsoft's Savings Plus Plan (SPP), a plan qualified
under IRC §401(k), and Microsoft's Employee Stock
Purchase Plan (ESPP). Under the SPP. Microsoft
employees were entitled to defer up to 15 percent of their
income through payroll tax deductions; Microsoft matched
50 percent of the employee's contribution in any year,
limited to 3 percent of the employee's yearly compensa-
tion. Under the ESPP, employees were entitled to purchase
Microsoft stock at a 15 percent discounted price during
specified periods, limited, however, to stock of a value
not exceeding 10 percent of their gross compensation
during the offering period.

In accordance with the plans. the workers first submit-
ted to the plan administrator their claim that they were
entitled to participate in the plans. The plan administrator
ruled that the workers were not eligible to participate
in these plans because they had waived their right to
benefits and were not regular, full-time employees. The
workers then filed suit in district court. The district court
certified the action as a class action and defined the class
as those Microsoft employees -who are denied employee
benefits because they are considered independent contrac-
tors or employees of third-party employment agencies,
but who meet the definition of employees of Microsoft
Corp. under the common law." Vizcaino v Microsoft Corp.
(WD Wash. July 21, 1993, No. C93-178D) 1993 US Dist
Lexis 121.068. The district court then went on to deny
plaintiffs their requested relief (Vizcaino v Microsoft Corp.
(WD Wash. June 20. 1994, No. C93-178D) 1994 US Dist
Lexis 121,038), and plaintiffs appealed to the Ninth
Circuit on the issue of their right to participate in the SPP
and the ESPP. (Plaintiffs had also claimed rights to
other employee benefits, including vacation, sick leave,
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holidays, short-term disability, group health, and life in-
surance. These claims were also denied by the district court
but were not appealed by plaintiffs. The decisions do not
explain why plaintiffs did not appeal the denial of these
other benefits).

Ninth Circuit Decision

In proceedings before the Ninth Circuit (Vizcaino v
Microsoft Corp. (9th Cir 1996) 97 F3d 1187, rehearing en
banc granted (9th Cir 1997) 105 F3d 1334), Microsoft
reportedly conceded that the plaintiffs were common-law
employees who satisfied most of the requirements to par-
ticipate in the SPP. Microsoft, however, contended that
plaintiffs failed to satisfy the requirement that participants
be "on the United States payroll of the employer," be-
cause plaintiffs had been paid through the accounts pay-
able department and not the payroll department. 97 F3d
at 1192. The Ninth Circuit ruled that the phrase "on the
United States payroll of the employer" was ambiguous
about whether it was limited strictly to payroll bank ac-
counts or whether it encompassed all U.S. bank accounts
of Microsoft, and found that extrinsic evidence did not
help clarify the meaning. 97 F3d at 1195. Relying on the
doctrine of contra proferetum, the court construed the
ambiguity against Microsoft and ruled that plaintiffs were
entitled to participate in the SPP. 97 F3d at 1196.

Stock Purchase Plan

With respect to the ESPP, the parties had agreed that
plaintiffs' claims were not subject to ERISA but were gov-
erned by Washington state law. Plaintiffs contended that.
because the ESPP incorporated IRC §423, participation
was extended to all common-law employees, including
them. 97 F3d at 1196. Under IRC §423, "options are to be
granted to all employees of any corporation whose em-
ployees are granted any of such options by reason of their
employment," (97 F3d at 1197), and the ESPP stated that
it was Microsoft's intent to have the plan qualify as an
employee stock purchase plan under IRC §423, and that
its provisions should be construed in a manner consistent
with IRC §423.

"[T]he court rejected Microsoft's argument that
plaintiffs were not entitled to participate in the
ESPP because they were unaware of the plan at
the time they performed employment services."

The Ninth Circuit agreed. The court rejected Microsoft's

argument that plaintiffs' execution of the independent con-
tractor agreements rendered them ineligible, because ex-
clusion would conflict with the plan's express incorpora-
tion of IRC §423. 97 F3d at 1198. Moreover, the court
concluded that the independent contractor agreements, in
which plaintiffs were excluded from benefits, were not
inconsistent with plaintiffs' eligibility for the ESPP, be-
cause under the ESPP, the employee must pay for the stock
and it is the employee, not Microsoft, that is "responsible"
for the benefit. 97 F3d at 1198. (The court inexplicably
did not address whether a discounted_ stock price was a
form of benefit given by Microsoft.)

Finally, the court rejected Microsoft's argument that
plaintiffs were not entitled to participate in the ESPP be-
cause they were unaware of the plan at the time they per-
formed employment services. 97 F3d at 1198. The Ninth
Circuit concluded that public promulgation of the ESPP
was enough to establish knowledge, but, in any event,
Microsoft should not be allowed to defend against plain-
tiffs' participation in the plan based on plaintiffs' lack of
knowledge about the plan when Microsoft's false repre-
sentations that they were independent contractors pre-
cluded that knowledge. 97 F3d at 2000.

In a strong dissent, Judge Trott claimed that Microsoft
should prevail based on the right of private parties to en-
ter into contracts. Because plaintiffs knowingly entered
into the independent contractor agreements and were paid
higher hourly rates than regular employees, Judge Trott
concluded that the majority decision trespassed on US
Const art I, §10, which prohibits a state from impairing
contracts.

En Banc Hearing

After the Ninth Circuit ruled against Microsoft,
Microsoft petitioned for an en banc hearing, which was
granted in Vizcaino v Microsoft Corp. (9th Cir 1997) 105
F3d 1334. On July 24, 1997. the Ninth Circuit en banc
reaffirmed that plaintiffs were entitled to participate in
the SPP and ESPP. Vizcaino v Microsoft Corp. (9th Cir
1997) 120 F3d 1006. Judge Fernandez rendered the
splintered majority opinion (as described below, the ma-
jority on each of the two issues before the court included
different judges). The majority based its decision on
concessions by Microsoft that (1) plaintiffs were common-
law employees of Microsoft, and (2) the independent
contractor agreements did not amount to waivers by
plaintiffs of their rights to employee benefits. The court

also ruled that the independent contractor agreements
were not separate, free-standing agreements, binding on
plaintiffs. because the agreements were entered into by
plaintiffs under the mistaken belief that they were inde-
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pendent contractors and not common-law employees.
The court first considered Microsoft's argument that

plaintiffs were not eligible for the SPP because they were
not on the "United States payroll of the employer." 120
F3d at 1013. Because Microsoft raised this issue for the
first time in district court and the plan administrator had
not ruled on that particular issue, the court remanded this
issue back to the plan administrator.
The court then considered plaintiffs' entitlement to par-
ticipate in the ESPP. The court concluded that the ESPP
was an offer to all common-law employees of Microsoft.
and plaintiffs, even if not aware of the precise terms of
the plan and under the mistaken belief that they were not
eligible as independent contractors, accepted the terms of
the ESPP through their labor. 120 F3d at 1014. The court
noted that the ESPP conferred an unusual benefit, because
employees had to pay to buy the stock (albeit at a dis-
count) and plaintiffs never did that, but the court left it to
the district court to fashion an appropriate remedy.

Judge Fletcher, joined by four other judges, filed a
separate opinion in which she agreed with the majority on
its ESPP ruling. 120 F3d at 1015. She disagreed that the
court should remand to the plan administrator the ques-
tion of whether plaintiffs were on the U.S. payroll for
purposes of participating in the SPP. 120 F3d at 1015.
Because Microsoft failed to raise this issue when the
matter was before the plan administrator, she concluded
that the court was entitled to decide the question de novo,
and the record clearly reflected that plaintiffs were
common-law employees entitled to participate in the SPP.
120 F3d at 1016.

A third opinion was written by Judge 0' Scannlain,
which was joined in by two other judges. 120 F3d at 1016.
They disagreed that plaintiffs were entitled to participate
in the ESPP. They concluded that the ESPP was a contract
governed by state law, and, although Microsoft may have
made a general offer to its employees, it specifically
revoked that offer to plaintiffs when they entered into the
independent contractor agreements. However, Judge
O'Scannlain agreed that the SPP issue should be remanded
to the plan administrator.

Remand to District Court

The U.S. Supreme Court declined Microsoft's petition
for review (Microsoft Corp. v Vizcaino (1998) 522 US
1098, 139 L Ed 2d 884, 118 S Ct 899), and the case was
remanded back to the district court. On remand, the
district court denied Microsoft's motion to redefine the
class of plaintiffs covered by the Ninth Circuit opinion

(Vizcaino v Microsoft Corp. (WD Wash, Feb. 13, 1998,
No. C93-178D) 1998 US Dist Lexis 12008), but then went
on to clarify the class in a way that effectively redefined
the class. Vizcaino v Microsoft Corp. (WD Wash, July
15. 1998. No. C93-178D) 1998 US Dist Lexis 111,282.
The district court limited the class to all Microsoft
workers who, like the named plaintiffs, worked as inde-
pendent contractors between 1987 and 1990 and whose
positions were reclassified as employee positions after the
IRS reviewed them. The class also included the same
workers for their work after 1990. when many of them
were transferred to temporary employment agencies. This
new definition excluded temporary employees who were
later hired into a reclassified position (following the IRS
audit), as well as all other common-law employees. The
court further considered whether the workers who had been
converted to temporary employment agencies were em-
ployees of the agencies or of Microsoft. Using traditional
employee classification analysis, the district court found
that they were employees of Microsoft.

Ninth Circuit Rules on
Definition of Class

Once again, plaintiffs appealed to the Ninth Circuit,
and the Ninth Circuit reversed the district court's new
definition of the class. Vizcaino v Microsoft Corp. (9th
Cir 1999) 173 F3d 713, amended and rehearing denied
(9th Cir 1999) 184 F3d 1070. The Ninth Circuit held that
the class was defined in the first district court case and
had been affirmed by the Ninth Circuit without condition.
173 F3d at 716. Moreover, Microsoft failed to contest the
definition until the case was remanded back to the district
court, which was too little, too late. Although Fed R Civ P
23 permits amendment of class certification before a
decision on the merits, the Ninth Circuit ruled that the
merits of the claims of the class had been adjudicated,
and the only questions remanded to the district court re-
lated to individual eligibility for benefits and damage
calculations. Vizcaino v Microsoft Corp. (9th Cir 1996)
97 F3d 1187. rehearing en banc granted (9th Cir 1997)
105 F3d 1334. The Ninth Circuit agreed with the district
court that plaintiffs were employees of Microsoft, but
stated that the district court set up a false dichotomy.
Vizcaino v Microsoft Corp. (9th Cir 1999) 173 F3d 713,
amended and rehearing denied (9th Cir 1999) 184 F3d
1070. The Ninth Circuit opined that, even if a worker was
considered an employee of the temporary agency for some
purposes, the two were not mutually exclusive and this
would not preclude the employee's status as a common-
law employee of Microsoft. 173 F3d at 723.
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Open Issues

As of this writing, the district court has not ruled on which
individual members of the class were entitled to partici-
pate in the ESPP and the amount of damages they should
be awarded. There is no reported determination by the
SPP plan administrator about plaintiffs' right to partici-
pate in that plan. Given the Ninth Circuit opinions, it seems
likely that the plan administrator will rule in plaintiffs'
favor. Both plans required that eligible employees pay
money into the plans to participate, and the court will have
to determine somehow which members of the class would
have done so if they had been given the opportunity at the
time. It is possible that the court will assume that the class
members would have exercised their right to participate
in both plans to the maximum extent possible, even though
this is probably not realistic or consistent with the partici-
pation by regular employees in these plans. It is likely
that some employees would forego participation in the
plans because of the employee contributions required and
would use that portion of their compensation for other
living expenses. During the years at issue, the value of
Microsoft stock had not risen to the lofty heights at which
it trades today, and the 15-percent discount may not have
seemed as advantageous then as it does today.

It is also not clear how dama ges will be measured. The
participants' potential damages under the SPP should be
fairly easy to calculate and would include the tax savings
they would have enjoyed from their personal contribu-
tions to the SPP (both on the initial contributions plus the
tax-free interest they would have earned thereon), plus
the economic benefit of Microsoft's contributions.

Potential damages under the ESPP will be much more
difficult to determine and could be computed under many
different formulae. For example, the court could award
damages based only on the 15-percent discount in the
purchase price of the stock the workers would have en-
joyed had they purchased stock during the period that they
were misclassified as independent contractors. Alterna-
tively, the court could award damages equal to the differ-
ence between the value of the stock today and the dis-
counted price the class members would have paid at the
time. Because the value of Microsoft stock has increased
by more than 2800 percent since early 1990, the formula
adopted by the court will have substantial economic con-
sequences to the class members and to Microsoft.

An irony in these cases is the fact that the misclassified
workers ultimately could receive much more value in
employee benefits than did Microsoft's regular employ-
ees. Under the Ninth Circuit decisions, the misclassified
workers are entitled to participate in these two valuable

employee benefit plans under the same terms as the regu-
lar employees even though they were paid greater com-
pensation than the regular employees. If the district court
also decides to award damages based on the assumption
that all the misclassified workers would have participated,
they will be much better off than regular employees who
could not afford to participate in the plans. If damages
under the ESPP are calculated based on the value of
Microsoft stock today, the misclassified employees will
receive more value than regular employees who did not
purchase stock under the ESPP, or, if they purchased stock
under the ESPP, sold it when the stock price was much
lower than it is today.
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Analysis

The Ninth Circuit opinions in the Microsoft cases
reminds one of the old legal adage that -bad facts make
bad law." Based on the facts recited in the opinions, the
courts' conclusion that plaintiffs were employees of
Microsoft is justified. Microsoft's assertions that plain-
tiffs were independent contractors because they wore
badges of a different color from those worn by regular
employees and were paid from a different bank account
are certainly not persuasive. if not comical. As stated ear-
lier. the common-law test that applies to employee classi-
fication is how much control and supervision the employer
exercises over the manner in which the worker performs
his or her job. Different-colored badges or the label on
the bank account from which the workers were paid have
never been considered relevant factors (or, from this
author's knowledge, even offered up by an employer as
possible relevant factors).

Although it claimed that it viewed Microsoft's label-
ing of the workers as a "simple mistake, - the tenor of the
Ninth Circuit's opinion suggests its belief that Microsoft
knowingly and intentionally sought to reduce its employee
benefit costs by classifyin g as independent contractors
workers hired for specific projects who should have been
treated as employees from the outset. Even after Microsoft
conceded to the IRS that these workers were employees
for payroll tax purposes. it sought to skirt its settlement
agreement with the IRS by converting a number of these
workers to employees of temporary employment agen-
cies (whose relationship to Microsoft is not clear from the
opinions). In other words. Microsoft arguably flouted the
common-law rules on employee classification when it ini-
tially classified the workers as independent contractors.
and again when it tried to avoid its agreement with the
IRS through the temporary employment agency charade.

"[T]he implications of these cases for other
employers may be profound."

Microsoft did not help its case when it made the specious
arguments about badge colors and the effect of the
different labels given to its various bank accounts. The
Ninth Circuit seemed to be strongly influenced by its
perception that Microsoft enga ged in serious misconduct,
as the court's opinions are replete with disdainful com-
ments about Microsoft. For example, in the recent
decision concernin g the definition of the class (Vizcaino v
Microsoft Corp. (9th Cir 1999) 173 F3d 713, 721. amended
and rehearing denied (9th Cir 1999) 184 F3d 1070), the
majority opinion describes Microsoft's brief in the case

as one that -takes a scatter-gun approach. laying down
heavy fire but consisting largely of blanks." In Judge
Trott's dissent in the first Ninth Circuit case (Vizcaino v
Microsoft Corp. (9th Cir 1996) 97 F3d 1187, rehearing en
banc granted (9th Cir 1997) 105 F3d 1334), he accused
the majority of clothing Microsoft with "a Dickensian anti-
labor attitude." He went on to state that the majority's tone
and accusations went against the factual record developed
regarding plaintiffs' understanding that they were not
entitled to benefits and had received extra compensation
instead. 97 F3d at 1202.

Implications for Other Employers

Notwithstanding the bad facts in the Microsoft cases,
the implications of these cases for other employers may
be profound. In many cases. the proper classification of
workers is not at all clear. and an employer may have sub-
stantial authority for classifying certain workers as inde-
pendent contractors. Nevertheless, some employers will
concede employee classification for payroll tax purposes
on an IRS audit simply to reduce their potential liability.
If an employer fails to properly classify a worker as an
employee, the employer can be held liable not only for its
share of FICA and Medicare tax, but also for the
employee's share of FICA and Medicare and for the
employee's income tax liability. lithe employer treats the
worker as an employee, the employer can withhold the
employee's income tax liability and share of FICA and
Medicare tax from the employee's wages. The employer's
liability is limited to its share of FICA and Medicare tax.

The IRS recently implemented a settlement program
desi gned to encourage employers to reclassify workers as
employees. Under this program. the IRS assesses back
taxes for only one year if the employer agrees to prospec-
tive employee classification. Following the Microsoft
cases. employers will now need to factor in the possibil-
ity that their reclassified workers will sue for benefits and
they may be found liable for substantial retroactive ben-
efits. This will likely cause many employers to be much
more reluctant to agree to settle with the IRS and reclas-
sify workers as employees for payroll tax purposes,
despite the IRS's favorable settlement program. The IRS
is aware of this possibility, and IRS officials have recently
stated that they intend to issue guidance on the issues raised
in the Microsoft cases in the near future. However, be-
cause the Microsoft cases were brou ght by disgruntled
workers, not the IRS, and were based primarily on con-
tractual rights of the workers rather than tax law, it re-
mains to be seen how much the IRS will really be able to
mitigate the potential hazards to employers from the
Microsoft rulings.
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Impact of Additional Compensation

The Ninth Circuit also failed to fully evaluate the im-
pact of the additional compensation received by plaintiffs
as independent contractors. The Ninth Circuit never dis-
cussed whether the additional compensation was adequate
consideration for an enforceable waiver of the benefits.
The Ninth Circuit glibly concluded that plaintiffs should
not be bound by the independent contractor agreements
they signed because they did so under the mistaken belief
that they were independent contractors and not employ-
ees. The court did not discuss whether, even if plaintiffs
were employees, they entered into a different employment
agreement with Microsoft than did the regular employ-
ees, which included additional compensation in exchange
for their waiver of benefits. (Under the tax laws, not all
employees have to participate in employee benefit plans
in order for the employer to receive the favorable tax ad-
vantages of providing the plans; the plans must only meet
certain nondiscrimination tests and a certain percentage
of employees can be omitted.)

Microsoft's Missed Arguments
Based on a review of the reported decisions, it appears

that Microsoft failed to make several valid arguments in
its favor. Microsoft conceded that plaintiffs were com-
mon-law employees based on its settlement with the IRS,
even though it could have argued that it entered into the
settlement with the IRS only to minimize its liability ex-
posure, and not because it agreed on the merits of the clas-
sification. Moreover, classification of workers as employ-
ees for payroll tax purposes is not necessarily determina-
tive of their classification for other purposes. In addition,
Microsoft reportedly waived its right to argue that the in-
dependent contractor agreements, and the additional com-
pensation received by plaintiffs, amounted to a waiver by
plaintiffs of their right to participate in the plans, even if
they were common-law employees. There is no law that
requires that all employees get the exact same deal. and
Microsoft could have argued that these employees simply
entered into a different employment deal and were paid
extra for doing so.

Finally, Microsoft missed its opportunity to limit the
size of the class by failing to raise the issue until after it
lost in the Ninth Circuit and the case was remanded back
to district court.

Other Employers Subject to Suit

The adverse impact of the Microsoft cases on other
employers is already apparent. Other companies
facing similar lawsuits include Perdue Farms, Atlantic
Richfield, Allstate Corporation. Pacific Bell, and Pacific

Gas & Electric. The Department of Labor has joined in,
and in October 1998, sued Time-Warner, Inc. for pension
and health benefits for workers treated as independent
contractors.

Mitigating Exposure

There are several steps employers can take to mitigate
their exposure. First, employers should carefully and ob-
jectively evaluate whether workers classified as indepen-
dent contractors would be more properly treated as em-
ployees. Althou gh not commonly done; employers should
consider having an independent audit of worker classifi-
cation performed. Not only would an independent audit
increase the objectivity of the review and increase the like-
lihood that workers would be properly classified, the au-
dit would also provide supporting evidence for the classi-
fication recommended in the event of a later dispute. If
the workers should be classified as employees, employ-
ers should bite the bullet and treat them as such.

Second, in cases in which the employer can legitimately
conclude that certain workers are properly treated as in-
dependent contractors, the employer should be extremely
vigilant about treating the independent contractors differ-
ently from employees in truly substantive ways (i.e., in
more substantive ways than simply giving them
different-colored badges to wear). The differences
should focus on the amount of control exercised by the
employer over the way in which the workers do their work.
The factors relevant to this determination were discussed
in detail in Barrett, IRS Announces New Procedures for
Resolution of Worker Classification Issues (17 CEB CBLR
265 (May 1996)); see also Minimizing Independent Con-
tractor Disputes (Cal CEB Action Guide Winter 1997).

Hidden Risks

Even if an employer is willing to bear the additional
expense of employee classification, not all employer risk
is negated. as several recent cases illustrate. In one case,
insurance agents who had been treated as employees by
Allstate Insurance Company successfully sued in court to
be reclassified as independent contractors so that they
would be able to deduct more of their business expenses.
Butts v Commissioner (11th Cir 1995) 49 F3d 713. As
employees, these agents were subject to limitations
imposed on the deductibility of employee business ex-
penses. limitations that do not apply to independent con-
tractors. These agents were also covered by Allstate's
employee benefits plan. Because ERISA requires that
qualified plans be maintained exclusively for the benefit
of employees, the agents' reclassification threatened the
tax qualification of Allstate's qualified plans. Allstate
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reportedly settled the matter with the IRS. The settlement
included an agreement that agents reclassified as inde-
pendent contractors would thereafter be ineligible to par-
ticipate in the qualified plan. 98 TNT 193-6 (Oct. 6, 1998).
The American Automobile Association of
Michigan recently settled a similar case on a similar ba-
sis. 1999 _TNT 155-2 (Aug. 12, 1999). Until Congress
fashions clearer definitions of employees and independent
contractors, employers will remain in this "damned if they
do, damned if they don't" limbo.

FEDERAL TAXATION

Corporations
IRS issues proposed regulations under anti-Morris Trust

amendment to IRC §355.

Prop Reg § 1.355-7

Under IRC §355, if a parent corporation distributes stock
of a subsidiary to its shareholders and certain conditions
are met, neither the parent corporation nor the sharehold-
ers will suffer tax consequences as a result of the distri-
bution. This is commonly called a "tax-free spin-off." The
principle underlying the tax-free nature of this form of
distribution is the assumption that the beneficial interest
in the parent and the subsidiary corporation remains the
same, i.e.. the shareholders of the parent corporation own
both the parent's and the subsidiary's stock. In Commis-

sioner v Mary Archer W Morris Trust (4th Cir 1966) 367
F2d 794. however, the court held that a tax-free spin-off
could be followed by a tax-free stock-for-stock exchange
in an unrelated corporation in which the beneficial own-
ership of the parent or the subsidiary corporation could
change.

As part of the Taxpayer Relief Act of 1997 (Pub L 105-
34, 111  Stat 788). Congress enacted IRC §355(e), which
provides that a spin-off will not be tax-free if the spin-off
is part of a plan or series of related transactions under
which one or more persons acquire, directly or indirectly,
50 percent or more of the stock of either the parent or the
subsidiary. This statute also includes a rebuttable presump-
tion that a disqualifying plan exists if one or more per-
sons acquire 50 percent or more of the stock of the parent
or subsidiary in a four-year period that begins two years
before the date the stock was spun off and ends two years
after the spin-off.

In Prop Reg § 1.355-7, the IRS has published proposed
regulations in an attempt to bring some clarity to the re-
buttable presumption. Generally, the proposed regulations

provide two alternative tests that taxpayers may use to
rebut the statutory presumption of a "plan."

General Rebuttal

Under the general rebuttal, if a sale of stock in the par-
ent or subsidiary occurs within two years after a spin-off
of subsidiary stock, the parent can rebut the presumption
of a -plan- by establishing by clear and convincing evi-
dence that: (1) the spin-off was motivated in whole or
substantial part by a corporate business purpose, other than
an intent to facilitate a sale or frustrate a sale of one or
more businesses by spinning them off from other
businesses that are likely to be acquired; and (2) the sale
occurred more than six months after the spin-off and
there was no agreement, understanding, arrangement, or
substantial negotiation regarding the sale at the time of
the spin-off or for the six-month period thereafter. Prop
Reg §1.355-7(a)(2)(ii).

Alternative Rebuttal

The proposed regulations conclude that reliance on a
substantial "nonsale" business purpose as proof of no
"plan" is not appropriate when the sale occurs within six
months or the spin-off was not substantially motivated by
a corporate business purpose. in these cases, the proposed
regulations provide an alternative rebuttal that is satisfied
only if the parent meets all prongs of a three-prong test.
The three prongs require the parent to establish by clear
and convincing evidence that:

Either (a) at the time of the spin-off, the parent,
subsidiary. and their controlling shareholders did not in-
tend that one or more persons(s) would acquire 50 per-
cent or more of the parent or subsidiary corporation dur-
ing the two-year period be g inning on the date of the dis-
tribution, or later, pursuant to an agreement. understand-
ing, or arrangement existing at the time of the spin-off or
within six months thereafter. or (b) the spin-off was not
motivated in whole or substantial part by an intent to fa-
cilitate a sale of an interest in the parent or subsidiary cor-
poration;

at the time of the spin-off, neither the parent corpo-
ration, the subsidiary corporation, nor the controlling
shareholders reasonably would have anticipated that one
or more persons would acquire 50 percent or more of the
parent or subsidiary within two years after the spin-off
(or later, pursuant to an agreement, understanding, or ar-
rangement existing at the time of the spin-off or within
six months thereafter), who would not have acquired the
stock absent the spin-off; and
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(3) the spin-off was not motivated in whole or substan-
tial part by an intent to decrease the likelihood of a sale of
one or more businesses by spinning them off from other
businesses that are likely to be acquired. Prop Reg § 1.355-
7(a)(2)(iii).

Sales More Than Two Years
After a Spin-Off

To prevent taxpayers from attempting to avoid the two-
year statutory presumption period by delaying a planned
sale beyond two years. the proposed re gulations provide
that a sale occurrin g after the two-year period is presumed
to be part of a plan if there was an agreement, understand-
ing, or arrangement concerning the sale at the time of
the spin-off or within two years thereafter. The parent
corporation can use the general or alternative rebuttal
provisions to rebut this presumption. Prop Reg § 1.355-
7(a)(3).

Sales Before a Spin-Off

When a sale occurs within two years before the spin-
off, the proposed regulations allow a parent corporation
to rebut the statutory presumption by establishin g by clear
and convincing evidence that (1) at the time of the sale,
the parent and its controlling shareholders did not intend
to effectuate a spin-off, or (2) the spin-off would have
occurred at approximately the same time and under
substantially the same terms regardless of the sale, unless
the buying shareholder becomes a controlling shareholder
by reason of the sale or at any time thereafter within two
years following the spin-off (or later, pursuant to an agree-
ment, understanding. or arran gement existing at the time
of the spin-off or within six months thereafter). Prop Reg
§1.355-7(a)(2)(v).

When a sale occurs more than two years before the
spin-off, the presumption shifts in favor of the taxpayer
The sale of stock and the spin-off are presumed not to be
part of a plan unless the IRS can establish by clear and
convincing evidence that. at the time of the sale, (1) the
parent corporation or its controlling shareholders intended
to effectuate the spin-off, and (2) the spin-off would not
have occurred at approximately the same time and under
the same terms regardless of the sale or the buyer became
a controlling shareholder by reason of the sale or at any
time thereafter within two years following the spin-off
(or later, pursuant to an agreement, understanding, or
arrangement existing at the time of the spin-off or within
six months thereafter). Prop Reg §1.355-7(a)(3)(ii).

Definition of "Agreement,
Understanding, or Arrangement"

The proposed regulations do not define the terms
"agreement, understanding, or arrangement." The
preamble to the proposed regulations state that a binding
agreement is clearly included, but that parties can have
an agreement, understanding, or arrangement even
though they have not reached agreement on all terms. Prop
Reg §1.355-7(a)(5). Under certain circumstances, such
as in the case of a public offering or the retention of an
investment banker, an agreement, understanding or
arrangement can exist even if the identity of the potential
buyer is not known.

Treatment of Options and
Similar Instruments

If stock of the parent or subsidiary corporation is
acquired by option or similar instrument, the option or
similar instrument will be treated as an agreement on the
date the option was issued, unless the parent corporation
can show by clear and convincing evidence that. on the
later date of the spin-off or the issuance, the option or
similar instrument was not more likely than not to be
exercised. Prop Reg §I.355-7(a)(7).

COMMENT: Despite the fact that the proposed
regulations reduce from two years to six months the
period following a spin-off during which there is a
presumption of a preexisting plan, many practitioners have
expressed considerable consternation. The conditions a
taxpayer must meet to fall within the general rebuttal or
the alternative rebuttal are fuzzy, because (1) they rely
considerably on the state of mind of corporate directors,
officers, and shareholders; (2) they are conducive to
considerable latitude in interpretation; and (3) they are
subject to a high standard of proof that may be particu-
larly hard to satisfy. Moreover, except when the sale oc-
curs more than two years after the spin-off, the burden of
proof is on the taxpayer to prove a ne gative, i.e.. that the
taxpayer did not intend to sell and had no reason to
anticipate a sale. The bottom line to taxpayers is that
they will not be able to effectuate a spin-off with any
assurance that it will remain tax free. If, at any time within
the ensuing two years, more than 50 percent of the stock
of either the parent or the subsidiary is sold. the tax-free
nature of the spin-off will be subject to reexamination.

Criticism for this uncertainty, however, must ultimately
fall at Congress' doorstep, because it enacted the two-year
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post-spin-off period for determining whether the spin-off
was part of a tainted plan to sell control of either corpora-
tion. The IRS is trying to firm up this totally ambiguous
test, although not with the specificity and objectivity most
practitioners would like.

Practitioners have also lamented the lack of guidance
about what amounts to a "plan." The IRS has given notice
that it will issue proposed regulations on this issue and
will wait until those regulations are proposed and com-
mented on before finalizing Prop Regs § 1.355-7. v

RELATED CASES

Compensation

Closely held corporation could not deduct compensation
payments made to two employees who were also its two

shareholders, because, even if reasonable, they were pay-

ments of dividends in disguise.

O.S.C. & Assocs. v Commissioner (9th Cir 1999) 187 F
3d 1116

The IRS disallowed deductions that a closely held
corporation claimed for payments made to two of its
employees under an incentive compensation plan. Under
the plan, the two employees (who were also the only two
shareholders) received payments from an incentive
compensation pool that was tailored according to stock
ownership. The amount of compensation was to be
determined at the end of each fiscal year by first calculat-
ing a hypothetical gross margin. The margin was
calculated by multiplying the corporation's actual total
sales by an adjusted industrial gross margin ratio. The to-
tal incentive compensation pool consisted of the differ-
ence between the corporation's actual gross margin and
the hypothetical adjusted industrial gross margin. After
other deductions, 90 percent of the pool amount was allo-
cated to the employee that owned 90 percent of the

corporation's shares and the remaining 10 percent of the
pool went to the other employee who owned 10 percent
of the shares. The corporation never declared dividends,
and the compensation arrangement resulted in distribu-
tion of virtually all its earnings. The Tax Court found that
the plan was not made with compensatory intent and was
designed to direct the flow of corporate earnings to the
shareholders in the guise of compensation payments. The
Ninth Circuit affirmed.

Under IRC §162(a)(1), a corporation may deduct a rea-
sonable allowance for salaries or other compensation for
services personally rendered. Payments of dividends to
shareholders are not deductible. If payments are made to
an individual who is both a corporate employee and a prin-
cipal shareholder, the following test is applied to deter-
mine whether the distribution was compensatory: (1) the
amount of compensation must be reasonable; and (2) the
payment must be purely for services, or have a purely
compensatory purpose. Elliotts, Inc. v Commisioner (9th
Cir 1983) 716 F2d 1241; Nor-Cal Adjusters v
Commisioner (9th Cir 1974) 503 F2d 359. Even if com-
pensation payments are deemed to be reasonable, further
investigation is required if there is evidence that shows
the payments contain disguised dividends.

In this case, the following evidence suggested that the
plan was for paying disguised dividends: (1) the bulk of
corporate earnings was paid to the two employee-share-
holders; (2) the corporation never paid or declared a divi-
dend; (3) the corporation's CPA manipulated the actual
implementation of the plan to increase the allocations
above what the plan itself authorized; and (4) the design
of the plan was inconsistent with compensatory intent
because the plan applied only to the employee-sharehold-
ers, payments were calculated with reference to their pro-
portion of stock ownership, and the method of calculation
was not based on the value of services rendered, but rather
on the amount of gross profit.


	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	Page 10

