8638.  How can an employer show that it had a reasonable basis for classifying its workers as independent contractors, rather than employees, in order to qualify for the Section 530 safe harbor?

An employer can avoid IRS reclassification of its independent contractors as employees if it is able to prove, among other requirements (see Q 8637), that it had a reasonable basis for its classification of workers. 
The courts have found that the “reasonable basis” requirement is satisfied when the employer relies on one or more of the following: 
(i)
judicial precedent, published rulings or IRS letter rulings to the taxpayer (IRS rulings addressed to other taxpayers have been found insufficient);
 

(ii)
a past IRS audit of the employer where there was no assessment attributable to the treatment of individuals holding positions similarly situated to the individual at issue for employment tax purposes;

(iii)
a longstanding recognized practice of a significant section of the industry in question;
 or

(iv)
as a catch-all, any other reasonable basis for not treating an individual as an employee.
The courts have found the reasonable basis requirement to be satisfied even in cases where the employer relied upon an IRS audit of one class of workers to justify independent contractor status for a second class. For example, the courts have allowed an employer to rely upon an audit of the classification of its landscaping staff in order to provide a reasonable basis for that same employer’s treatment of its janitorial staff as independent contractors.
 The relevant inquiry was into the relationship between the employer and the workers, in terms of control and supervision, rather than the actual type of work that was being performed.
An employer can also rely upon a “longstanding” custom used by a “significant section” of the industry to establish a reasonable basis for the workers’ classification. The practice must be longstanding, and, under Section 530, an industry practice is longstanding if it has been in existence for at least 10 years (the statute does not require that the custom be in use for 10 years, but does preclude the courts from requiring a longer time period).
 
A “significant section” of the industry means 25 percent of the industry, excluding the employer in question, though a lower percentage may apply if the facts and circumstances of the particular case show that such percentage is appropriate.
 The taxpayer is not required to look to the practices in the industry on a nationwide basis. Instead, the courts have permitted taxpayers to look to the segment of the industry in which they practice, using factors such as the size of the employer and the geographic region in which it operates to determine the relevant comparison.
 
Even if the employer has no precedential opinion, past IRS audit or industry custom to rely upon, it can still establish that it had a reasonable basis for classifying its workers as independent contractors if it can show that it had some other reasonable basis for the classification.
 For example, employers who have relied upon professional advice (such as from an accountant or attorney) in classifying workers as independent contractors may be able to use this advice as a reasonable basis for the classification.
 
Some courts have also found that a reasonable basis for the classification existed when the common law factors (see Q 8630) weighed in favor of independent contractor classification.

Planning Point: An IRS determination of a particular classification, made in response to a request made by a firm or worker on Form SS-8 (see Q 8636), would also constitute a reasonable basis for the classification under “(i)” above. A determination letter applies only to a worker (or a class of workers) requesting it, and the decision is binding on the IRS. 
Note that in certain cases a formal determination will not be issued. Instead, an information letter may be issued. Although an information letter is advisory only and is not binding on the IRS, it may be used to assist the worker to fulfill his or her federal tax obligations.
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