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13 Labor

Several income and employment tax issues arise when a small business hires employees. This chapter
addresses afew of those issues.

|. Employee or Independent Contractor

Classifying aworker as an employee or an independent contractor affects several tax issues, including:

* Income tax withholding

» FICA tax liability and withholding
» Unemployment tax liability

* Railroad retirement tax

» Sdf-employment tax liability

» Deductibility of worker's expenses
» Excludibility of fringe benefits

The basis for classifying aworker as an employee versus an independent contractor is alist of 20 factors
that are set out in Rev. Rul. 87-41, 1987-1 C.B. 296.

Anindividua isan employee for federal employment tax purposesif the individual has the status of an
employee under the usual common-law rules applicable in determining the employer-employee relationship.
Guides for determining that status are found in the following three substantially similar sections of the
Employment Tax Regulations: §§31.3121(d)-1(c), 31.3306(i)-1, and 31.3401(c)-1.

These sections provide that generally the relationship of employer and employee exists when the person or
persons for whom the services are performed have the right to control and direct the individual who performs
the services, not only asto the result to be accomplished by the work but also as to the details and means by
which that result is accomplished. That is, an employee is subject to the will and control of the employer not
only asto what shall be done but asto how it shall be done. In this connection, it is not necessary that the
employer actually direct or control the manner in which the services are performed; it is sufficient if the
employer has the right to do so.

Conversdly, these sections provide, in part, that individuals (such as physicians, lawyers, dentists, contractors,
and subcontractors) who follow an independent trade, business, or profession in which they offer their services
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to the public generally are not employees.

Finaly, if the relationship of employer and employee exists, the designation or description of the relationship
by the parties as anything other than that of employer and employeeisimmaterial. Thus, if such ardationship
exists, it is of no consequence that the employee is designated as a partner, coadventurer, agent, independent
contractor, or the like.

As an aid to determining whether an individual is an employee under the common-law rules, twenty factors or
elements have been identified as indicating whether sufficient control is present to establish an
employer-employee relationship. The twenty factors have been developed based on an examination of cases
and rulings considering whether an individual is an employee. The degree of importance of each factor varies
depending on the occupation and the factual context in which the services are performed. The twenty factors
are designed only as guides for determining whether an individual is an employee; specia scrutiny isrequired
in applying the twenty factors to ensure that formalistic aspects of an arrangement designed to achieve a
particular status do not obscure the substance of the arrangement (that is, whether the person or persons for
whom the services are performed exercise sufficient control over the individual for the individual to be
classified as an employee). The twenty factors are:

« theright of one person to tell aworker when, where, and how he or sheisto work;
 0One person training the worker;

* integration of the worker's services into the business's general operations,

* therequirement that services be rendered personally;

« direction over hiring, supervising, and paying assistants;

» aworker's continuing relationship with one business;

» sat hours which the worker must work;

« therequirement that the worker devote full-time attention to one business;

» performing work on abusiness's premises,

 control over the order or sequence of work performed;

« therequirement that the worker submit reports to the person for whom work is performed;
» payment by hour, week, or month;

» compensation for business and/or traveling expenses;

 provision of tools and materials;

» theworker'sinvestment in the facilities in which he works;

» aworker'sdirect interest in the profitability of the work accomplished;

» working for more than one firm at the sametime;

» making services available to the general public;

» aperson'sright to discharge the worker; and

» aperson'sright to terminate the work relationship.
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Dueto the difficulty of classifying aworker under the above factors, Congress provided some relief to
taxpayers in the Revenue Act of 1978. Section 530 of that act provides businesses with relief from
federal employment tax obligation if certain conditions are met. It does not provide relief to workers.

Section 530 of the Revenue Act of 1978 was enacted as interim relief for taxpayers until the classification
rules were clarified. Therefore, it is not codified into the Internal Revenue Code, but it was extended
indefinitely by the TEFRA of 1982.

To qualify for 8530 relief, ataxpayer must meet the following consistency and r easonable basis
reguirements.

Consistency. Thereare two requirements for the consistency test. Both of them must be met.

1. Reporting consistency. All required Forms 1099 must be filed.
2. Substantive consistency. All workersin similar positions must be treated the same.

Reasonable Basis. Thetaxpayer must meet oneof the following requirements.

1. Prior audit safe haven

2. Judicial precedent safe haven
3. Industry practice safe haven
4. Other reasonable basis

Observation. Since 8530 relief does not apply to the worker, the worker is bound by the 20 factors
listed above and may be classified as an employee even though the business is not obligated to pay
employment taxes. In that case, the worker isliable for hisor her share of FICA taxes. If the worker paid
self-employment taxes, he or she can file for arefund for the difference between the self-employment tax
and the worker's share of FICA taxes.

The most recent amendments to 8530, by the Small Business Job Protection Act of 1996, clarify some
taxpayer rights. These changes are reflected in the new Worker Classification Training Guide for IRS
Auditors, revised October 30, 1996, and released March 4, 1997. The changes are as follows:

1. A worker doesnot haveto otherwise be an employee of the taxpayer in order for 8530 to

apply.

- The provisionisintended to rever se the IRS position, as stated in previous IRS training
guides, that there first must be a determination that the worker is an employee under the
common-law standards before application of 8530.

2. Theact modifies the prior audit safe harbor so that taxpayer s may not rely on an audit
commencing after December 31, 1996, unless such audit included an examination for
employment tax purposes of whether the worker involved (or any worker holding a position
substantially similar to the position held by the worker involved) should be treated as an
employee of the taxpayer.
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- The provision does not affect the ability of taxpayersto rely on prior audits that commenced
before January 1, 1997, even if the audit was not related to employment tax matters, as under
present law.

3. Theact also makesa number of changesto the industry practice safe harbor.
- First, the act provides that a significant segment of the taxpayer's industry under the industry
practice safe harbor does not require a reasonable showing of the practice of more than 25%
of an industry (determined without taking into account the axpayer).

- The provision isintended to be a safe harbor; alower percentage may constitute a significant
segment of the taxpayer's industry based on the particular facts and circumstances.

- The act also provides that an industry practice need not have continued for more than 10
yearsin order for the industry practice to be considered longstanding.

- Aswith the significant segment safe harbor, this provision is intended to be a safe harbor; an
industry practice in existence for a shorter period of time may be considered long-standing
based on the particular facts and circumstances.

- Inaddition, the act clarifies that an industry practice will not fail to be treated as
long-standing merely because such practice began after 1978. Consequently, the provision
clarifies that new industries can take advantage of 8530.

4. The act modifies the burden of proof in 8530 cases by providing that if ataxpayer establishes a
primafacie case that it was reasonable not to treat a worker as an employee for purposes of
8530, the burden of proof shiftsto the IRS with respect to such treatment.

- For example, the taxpayer must establish a prima facie case that it reasonably satisfies the
requirements of 8530 for not treating the worker as an employee, including the requirements
for reporting consistency and consistency among workers with substantially similar positions,
and 'lthe requirement that the taxpayer have areasonable basis for not treating the worker as an
employee.

- In order for the shift in burden of proof to occur, the taxpayer must fully cooperate with
reasonable requests by the IRS for information relevant to the taxpayer's treatment of the
worker as an independent contractor under 8530.

- Itisintended that arequest by the IRS will not be treated as reasonable if complying with the
reguest would be impracticable given the particular circumstances and the rel ative costs
involved.

- The shift in the burden of proof does not apply for the purposes of determining whether the
taxpayer had any other reasonable basis for treating the worker as an independent contractor,
but does apply to all other aspects of 8530.

- S0, for example, provided the taxpayer establishesits primafacie case and fully cooperates
with the IRS's reasonabl e requests, the burden of proof shiftsto the IRS with respect to all
other aspects of 8530, including whether the taxpayer had a reasonable basis for treating the
worker as an independent contractor under the judicial or administrative precedent, prior
audit, or long-standing industry practice safe harbors; whether the taxpayer filed al federal
tax returns on a basis consistent with treating the worker as an independent contractor; and
whether the taxpayer treated any worker holding a substantially similar position as an
employee.

5. Theact also providesthat if ataxpayer prospectively changes its treatment of workers from
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independent contractors to employees for employment tax purposes, such a change will not
affect the applicability of 8530 with respect to such workers for prior periods.

6. Theact providesthat, in determining whether aworker holds a substantially similar position to
another worker, the relationship of the parties must be one of the factors taken into account.

7. The"new" IRS Worker Classification Training Guide (10/96) introduced categories of
evidence that examining agents must analyze in employment tax audits. These categories are to
be used in addition to the 20 common-law factors previously covered in this chapter. The
categories of evidence and factors that will be considered by the IRS are listed in the chart
below.

Note: The entire 130-page Worker Classification Training Guide (10/96) is available via the Internet.

Categories of Evidence Factors

Behavioral control Factsthat illustrate whether there isaright to direct or control
how the worker performs the specific task for which he or she
is engaged:

- Instructions

- Training

Financia control Factsthat illustrate whether there isaright to direct or control
how the business aspects of the worker's activities are
conducted:

- Significant investment

- Unreimbursed expenses

- Services available to the relevant market
- Method of payment

- Opportunity for profit or loss
Relationship of the parties Facts that illustrate how the parties perceive their relationship:

- Intent of parties/written contracts
- Employee benefits

- Discharge/termination

- Regular business activity

Il. Filing Form W-7 to get an Individual Taxpayer Identification
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Number

Anindividual Taxpayer Identification Number (ITIN) isanew tax processing number for certain aiens,
their spouses, and their dependents. It isanine-digit number, beginning with the number 9, formatted
like asocia security number (NNN-NN-NNNN). Temporary tax identifying numbers previousy
assigned areno longer valid.

ITINsareavailable only to individuals who cannot get a social security number (SSN). They are
used only for processing U.S. federal income tax returns. They do not affect immigration status or
authorization to work in the United States. When completing afederal income tax return, an individual
entersthe ITIN in the space for the SSN.

Form W-7, Application for IRSIndividual Taxpayer |dentification Number, is used to obtain an
ITIN. Documentation substantiating both the foreign status and the identity of the individual is required.
The documentation and Form W-7 can be mailed to the Philadel phia Service Center or presented at IRS
walk-in offices for transmittal to the service center. Anyone can take a signed application to awalk-in
site. The applicant is not required to be present. Form W-7 should not be attached to an individual's
Form 1040.

Documentation must include the full names of the applicant's father and mother (mother's name at birth,
not her married name); the date and place of birth of the applicant; the applicant's full name at birth; a
recent photograph (within the past five years); and the signature of the applicant or, if the applicant isa
minor, of the legal guardian or delegate.

In generdl, it takes approximately six weeksto receive an I TIN.The taxpayer may call (215)516-4846 if
the IRS has not acknowledged receipt of the Form W-7 after 14 days.

If an adult isapplying for aminor dependent, the documentation must establish the relationship,
such aswith a birth certificate or adoption papers. The documentation also must prove that the
dependent lives in the United States, Canada, or Mexico. Examples of a dependent's documentation
include school records, doctor's records, letters from clergy, U.S. baptismal certificates, and day care
records. A birth certificate establishes the dependent's rel ationship to the taxpayer, but proof of continued
existence (such as current school or medical records) is aso needed.

Dependent's documentation must be original or considered as original (copies certified by the issuing
agency or the Department of State). Documentation for primary or secondary filers also can be accepted
if itislegally notarized by aU.S. (not foreign) notary public. Notarized passports and Immigration and
Naturalization Service (INS) documents cannot be accepted.

ITINsarenot valid for work purposes. When ajob applicant triesto use an ITIN for employment, the
employer should advise the applicant to contact the SSA for an SSN if the applicant islegally entitled to
work in the United States. However, should an employer hire or continue to employ an employee
without INS work authorization, the ITIN should be used for IRS reporting purposes, including Form
W-2. If apayroll firm receives payroll data that includes an ITIN, the employer should be advised that
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the ITIN isnot avalid ID number for work purposes. The firm may suggest that the employer request
that the employee secure an SSN. Withholding of payroll taxes should continue.

ITIN application information is not shared with other government agencies. IRS disclosure rules do
not permit the sharing of confidential taxpayer information with other government agencies.

The following are some samples of "green cards’ you may see. They are taken from the INS Handbook
for Employers.

Alien Registration Receipt Card (Resident Alien Card) I-1551

This card was issued by the INS after March 1977 to lawful permanent resident aliens. Although this
card isno longer issued, it isvalid indefinitely. This card is commonly referred to as a"green card” and
is the replacement for the Form I-151. This version is white with a blue logo.

RESIDENT ALIEN KLUEN REGISTRATION KECLiPY CanD
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Alien Registration Receipt Card (Conditional Resident Alien Card) I-1551

This card was issued by the INS after January 1987 to conditional permanent resident aliens such as alien
spouses of U.S. citizens or lawful permanent resident aliens. It is similar to the I-1551 issued to
permanent resident aliens. Although this card is no longer issued, it isvalid for two years from the date of
admission or adjustment. The expiration date is stated on the back of the card. This version is white with
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Temporary Resident Card 1-688

This card isissued by the INSto aliens granted temporary resident status under the Legalization or

Special Agricultural Worker program. It isvalid until the expiration date stated on the face of the card or
on the sticker(s) placed on the back of the card.

TEMPORARY RESIDENT

MICHAEL %\NDON JR.

j

A95626123 |
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Employment Authorization Card I-688A

This card isissued by the INS to applicants for temporary resident status after their interview for
Legalization or Special Agricultural Worker status. It isvalid until the expiration date stated on the face
of the card or on the sticker(s) placed on the back of the card.

_ A 75024123
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lll. Domestic Employees

Who Is a Household Employee?

Some exampl es of workers who may be household employees are:
» Babysitters

o Caretakers

» Cooks

» Drivers

* Gardeners

» Governesses

» Housekeepers

e Maids

Note: If aworker performs household servicesin or around the taxpayer's home that are subject to the
taxpayer'swill and control as to both what must be done and how it must be done, that worker is a household
employee.

Who Is Not a Household Employee?

People who work for the taxpayer's trade or business are not household employees. Workers who follow
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an independent trade, business, or profession in which they offer their services to the general public are
generally not household employees.

Examples

1. Your client, Joe, pays John Peters to care for hislawn. John offers lawn care services to
homeownersin Joe's neighborhood. He provides his own tools and hires and pays helpers as
he wishes. Neither John nor his helpers are Joe's household employees.

2. Gardeners, carpenters, plumbers, and painters are generally independent contractorsif the facts
are similar to those for John Peters (above).

3. Private secretaries, tutors, fitness advisors, and private athletic coacheswould not be defined
as household employees.

E).(am ple 1. John and Jane Doe employ Sue Wonder, age 22, as a household employee. She was
paid $3,000 for 1997. They employ no other individuals. Sue is paid weekly and worked 48 weeks during
1997. John and Jane withheld Sue's portion of the FICA tax ($229.50) and tax withholding of $229.00.

Schedule H for Example 1

SCHEDULE H Household Employment Taxes | oMB No. 15450074

{Form 1040) (For Social Security, Medicare, Withheld Income, and Federal Unemployment (FUTA) Taxes)
» Attach to Form 1040, 1040, 1040NR, 1040NR-EZ, 1040-SS, or 1041.
> See separate instructions.

il
Employer identification number
John and Jane Doe (T T T
A Did you pay any one household employee cash wages of $1,000 or more in 19877 (If any household employee was your

spouse, your child under age 21, your parerit, or anyone under age 18, see the line A instructions on page 3 before you
answer this question.)

X Yes. Skip questions B and G and go to Part I
[0 No. Go to question B. .

i
A, b8
B Did you withhold Federal income tax during 1997 for any househ@mﬁoyes?

P ] P
O Yes. Skip question C and go to Part . s«éﬁfw{‘ [
O No. Go to question C. K1 e o

ou b i N
L5 g L e
€ Did you pay total cash wages of g,ogo‘ grfmre in anf;‘ga lerid qTﬁ-mer of 19969#1{997 to household employees?
(Do not count cash wages paid in 1996:0r 1997 to you ., your chi\%pqd%g@‘e 21, or your parent.)
P E L)
T oge) A
b §9° 5 ¥

O No. Stop. Do not file this schedule.,

N %
° 5 G E X0
O Yes. Skip Part | and go to Part Il q: ggf p?ack. X‘Q

XAl Social Security, Medicare, and Ingo’r:],egif}fés
o

1 Total cash wages subject to social s,epun: xes (see page 3) . .

2 Social security taxes. Multiply lme‘i“by 124% (124) . . . . ..

3 Total cash wages subject to Medicare taxes (see page 8) . . .

4 Medicare taxes. Multiply line 3by 2.8% (028) . . . . . . . . . . . . . . . .4 87
5 Federal income tax withheld, ifany . . . . . . . . . . . . .. ... 5 229
6 AdDINes2,4,and5 . . . . . . .. .. . e e 6 488
7 Advance earned income credit (EIC) payments, ifany . . . . . . . . . . . . . . 7 o
8 Total social security, Medicare, and income taxes. Subtract fine 7 from line 6 . . . . . 8 688

9 Did you pay total cash wages of $1,000 or more in any calendar quarter of 1996 or 1997 to household employees?
(Do not count cash wages paid in 1996 or 1997 to your spouse, your child under age 21, or your parent)

ﬁNo. Stop. Enter the amount from line 8 above on Form 1040, line 52, or Form 1040A, line 27. If you are not required to
file Form 1040 or 1040A, see the line 9 instructions on page 4.

[ Yes. Go to Part [l on the back.

For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 12187K Schedule H (Form 1040) 1997
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SCHEDULE H Household Employment Taxes | OMB No. 1545-0074
(Form 1040) (For Social Security, Medicare, Withheld Income, and Federal Unemployment (FUTA) Taxes) ﬂ©97
bevartment o the Tressury » Attach to Form 1040, 1040A, 1040NR, 1040NR-EZ, 1040-SS, or 1041. Attachment
Internal Revenus Service » See separate instructions. Sequence No. 44
Name of employer Social security number
NIBNIENII
d Employer identification number
John and Jane Doc I ATATATATATAY,

A Did you pay any one household employee cash wages of $1,000 or more in 19977 (If any household employee was your
spouse, your child under age 21, your parent, or anyone under age 18, see the line A instructions on page 3 before you
answer this question.)

XYes. Skip questions B and C and go to Part I.
[0 No. Go to question B.

B Did you withhold Federal income tax during 1997 for any hgyseh%@gmployee?
* .

[0 Yes. Skip question C and go to Part 1.
[ No. Go to question C.

b
b St

C Did you pay total cash wages of $1,000'0 in an:calerid a ( y A
(Do not count cash wages paf j

96:0r 1997 io you%&gfsﬁéﬂ’f your chil% Bej%a&ge 21, or your parent.)
%

[ No. Stop. Do not file this schedule.
[ Yes. Skip Part | and go to Part Il-on'th

1 Total cash wages subject to social securfty taxes (see page 3)

2 Social security taxes. Multiply Iine\ﬁ” by 12.4% (124). . . . . . . . . . o . . . 2 372 I
3 Total cash wages subject to Medicare taxes (see page 3) L3 | 3,- OOOI

4 Medicare taxes. Multiply line 3by 2.9% (029) . . . . . . . . . . . . . . .o 4 8 7

5 Federal income tax withheld, ifany . . . . . . . . . . . . . o . ..o o 5 21(’

6 Addlines2,4,and5 . . . . . . . . . . . e e B ©88

7 Advance earned income credit (EIC) payments, if any 7 o

8 Total social security, Medicare, and income taxes. Subtract line 7 fromline6 . . . . . 8 6 88

9 Did you pay total cash wages of $1,000 or more in any calendar quarter of 1996 or 1997 to household employees?
(Do not count cash wages paid in 1996 or 1997 to your spouse, your child under age 21, or your parent.)

No. Stop. Enter the amount from line 8 above on Form 1040, line 52, or Form 1040A, line 27. If you are not required to
file Form 1040 or 1040A, see the line 9 instructions on page 4.

[ Yes. Go to Part Il on the back.

For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 12187K Schedule H (Form 1040) 1997
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Form 1040 for Example 1

Other ¢ éfﬁ“’édule sE & WR T b :;
Taxes 4 49
50 50
51 OO A1

52 Household employment taxes. Attach Schedyie H o 7 8
53  Add lines 46 through 52. This is your totai~ X > 53
chedule SE &, 7 47
other 47 : o ule E. TN “3@5‘3« e e .. "
Taxes :g I : Form 6251 b St .« . e . P
50 50
51 51

52  Household employment taxes. Attach Schegyie H 52 8y
53  Add lines 46 through 52. This is your totai~ X > 53

Note: Estimated tax penalties will not apply to underpayments of estimated tax due to employment taxes
reported with Form 1040 through 1997. Beginning in 1998, estimated tax penaltiesmay apply.

Form W-2 for Example 1
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Form W-2 for Example 1

a Control number

22222

OMB No. 1545-0008

b Employer’s identification number

Wages, tips, other compensation

2 Federal income tax withheld

3000.00 229.00
¢ Employer's name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
3000.00 186.00
John and Jane Doe 5 Medicare wages and tips 6 Medicare tax withheld
3000.00 43.50
7 Social security tips 8 Allocated tips

d Employee’s social security number 9 Advance IFTC payment 10 Dependent care benefits

e Employee's name, address, and ZIP code 11 12

Nonqualified plans Benefits included in box 1

13 See Instrs. for box 13 14 Other
Sue S. Wonder
15 Statutory Deceased Pension  Legal Hshig. Subtotat  Deferred
employee plan ep. emp. compensation
O &’ 0
16 State Employer’s state .D. No. 17 Stats wages, tips, etc. 18 State income tax | 19 Locality name | 20 Local wages, tips, etc. | 21 Local income tax
I 3000.00 | 90.00

Department of the Treasury—Internal Revenue Service

©)
].l q q ? This information is being furnished

to the Internal Revenue Service.

Wage and Tax

E W'z Statement

Copy B To Be Filed With Employee’s FEDERAL Tax Returm

Note: Employers are not required to withhold income tax from the wages paid to a household worker. However,
employees can glect to have income tax withheld if the employer agrees. The employer can pay the FICA tax for
the household employee. Thisresultsin additional wage income but does not increase FICA wages. (Seethe
example that follows.)

Example 2.  john and Jane Doedo not withhold Sue's share of the FICA tax. Prepare Sue's Form
W-2.

Form W-2 for Example 2
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a Control number
222272 OMB No. 1545-0008
b Empleyer's identification number 1 Woages, tips, other compensation | 2 Federal income tax withheld
3229.50 248.00
¢ Employer's name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
3000.00 186.00
5 Medicare wages and tips 6 Medicare tax withheld
John and Jane Doe
3000.00 43.50
7 Social security tips 8 Allocated tips
d Employee’s social security number 9 Advance EIC payment 10 Dependent care benefits
e Employee's name, address, and ZIP code 11 Nonqualified plans 12 Benefits included in box 1
13 See Instrs. for box 13 14 Other
Sue S. Wonder
15 Statutory Deceased Pension  Legal Hshid. Subtotat  Deferred
employee plan rep. emp. compensation
0 X 0
16 State Employer's state 1.D. No. 17 State wages, tips, efc. 18 State income tax | 19 Locality name | 20 Local wages, tips, etc. 21 Local income tax
IT | 3229.50 96.69

Department of the Treasury—Internal Revenue Service

Wage and Tax

E W'2 Statement ].l :] q ?(O)

Copy B To Be Filed With Employee’s FEDERAL Tax Return

This information is being furnished
to the Internal Revenue Service.

Question 1. Jane and John Doe paid a household worker $900 during 1997. What is their tax liability
and reporting requirement?

Answer. None. The Socia Security Reform Act of 1994 exempts from FICA tax and reporting
reguirements payments to a household worker if the total wages for the year do not exceed $1,000.

The act states that household workers under the age of 18 are exempt from social security taxation and

coverage regardless of how much they are paid during the year, unless their principal occupation is
household employment.

Example 3. Thewages of a17-year-old student who also babysits will be exempt from the
reporting and payment requirements, regardless of the amount of wages earned. (In this case, the $1,000
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wage threshold is negated because the employee is under age 18 and babysits as asideline.)

Example 4. Thewages of a17-year-old mother who leaves school and goes to work as a domestic
to support her family will be subject to the reporting and payment requirements, if the amount of wages
earned is $1,000 or more per year. (In this case, the "under age 18" provision is negated because the
employee's regular occupation is domestic work.)

Question 2. Jane and John Doe paid two household workers $900 each during 1997. Are they both
exempt from FICA tax?

Answer. Yes. The $1,000 threshold test is applied to each household employee.

Federal Unemployment (FUTA) Tax

Most employers pay both state and federal unemployment tax. However, even if the taxpayer is exempt
from the state tax, there may still be afederal tax. It should not be withheld from the employee's wages.

FUTA Tax Rate. TheFUTA tax rateis 6.2% of wages subject to FUTA tax. However, a taxpayer
may be able to take a credit of up to 5.4% against this tax for making any required payments to the state
unemployment fund by the due date for filing the Form 1040. Therefore, the tax rate may be aslow as
0.8%.

The credit for payments made to the state after the due date for filing Form 1040 cannot be more than
90% of the amount that would have been allowable if the taxpayer had paid the state tax by the due date.

Note: The 5.4% credit is reduced for wages paid in a credit reduction state. If the state of the taxpayer is
subject to a credit reduction for 1997, the state's name and the amount of the credit reduction will be shownin
theinstructionsfor Schedule H, Form 1040.

Wages Exempt from FUTA Tax. FUTA tax does not apply to wages paid in 1997 for household
services performed in or around the home by the taxpayer's:

1. Spouse
2. Son or daughter under age 21
3. Mother or father

Wages Subject to FUTA Tax. FUTA tax appliesto the first $7,000 of cash wages paid in
1997 to each of the taxpayer's household employeesif, as a household employer, the taxpayer meets the
$1,000 FUTA test. Do not count wages exempt from tax, discussed earlier, when applying the $1,000
FUTA test or figuring wages subject to FUTA tax.

$1,000 FUTA Test.

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



1997 Workbook

household employeesin any calendar quarter thisyear or last year (1996 or 1997).

Note: Thistest is different from the $1,000 test for wages subject to social security and Medicare taxes. A
taxpayer that meets the $1,000 FUTA test may have to pay FUTA tax on wages that are not subject to social
security and Medicare taxes.

Reporting and Paying FUTA Tax. Generaly, FUTA tax on wages paid to household
employeesin 1997 isreported and paid using Form 1040 (Schedule H).

If the state is not a credit reduction state for 1997 and the taxpayer is exempt from or has made correct
and timely payments of state unemployment taxes, the total FUTA tax will ssmply be the result of
multiplying the wages subject to FUTA by 0.008.

IV. Fringe Benefits Example

Problem

Dave's S corporation employs Ron Worker to maintain 30 apartment units owned by the corporation.
Ron isrequired to report to work at 8:00 A.M. to receive alist of jobs for the day. Hisworkday is
completed at 6:00 P.M.; heis generally not available for after-hours calls. The apartments are located in
the city of Metropolis. The corporation wants Ron to be close to the apartments for emergencies, so it
provides him with the free use of an apartment in the complex, excluding utilities.

The corporation owns a restaurant %2 mile from the units, and Ron eats lunch there each day without
charge. Total chargesfor 1997 of $1,500 ($5 per day maximum).

Ron has to make frequent trips for supplies, so heis provided for the entire year with a company-owned
vehicle with avalue of $35,000. The vehicleis used 60% for company business and 40% for Ron Worker
personally. The vehicle was driven 10,000 milesin 1997. Ron is not required to reimburse the company
for personal use of the vehicle.

Prepare Ron's 1997 Form W-2.
Ron's Form W-2 Wor ksheet

1. Salary $25,000
2. Value of apartment (12~ $300) 3,600
3. Meals (300 days” $5.00) 1,500
4, Personal mileage (company uses the annual |ease value method) 3,876

$33,976
Notes
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1. Although it is convenient, living on the premisesis unnecessary for Ron to fulfill his employ-
ment responsibilities. If he was on call 24 hours aday, the value of the apartment would arguably
be excluded from wages.

2. Mealsfurnished to Ron Worker: To be excludible, the employer must furnish the value of the
meal s supplied to Ron. Thisrequirement is satisfied. The meals must also be supplied on the
business premises of the employer. Although Ron Worker's employer owns the restaurant, Ron
performs no significant duties at the restaurant. It is unlikely, therefore, that the restaurant would
be considered the business premises of the corporation for purposes of Ron Worker. In addition,
the IRS may argue that the purpose for providing the meals is more compensatory than
non-compensatory [Regs. 81.119-1(a)(2)(1)]. In thisinstance, the employer could make the
argument that it was necessary to be able to reach Ron Worker during the lunch hour and that he
be near the apartment complex during this period of time. Thiswould establish a
non-compensatory business reason for providing the meals. If, in addition, Ron provided some
maintenance services for the restaurant or met with a corporate officer or manager during lunch to
discuss employment-related business, the convenience of the business premises test might also be
satisfied. Thisis arestaurant open to the general public. It would not be considered an
employer-operated eating facility therefore qualifying the value of the meal as ade minimisfringe
benefit [Regs. §1.132-7(a)(2)].

3. Valuing the vehicle used by Ron Worker: The personal use of the employer-provided vehicle by
Ron is compensation income. The method the corporation would use to determine the value of
thistype of fringe benefit is the annual lease value method [Regs. 81.61-21(d)(1)(i)]. The facts
indicate that the fair market value of the automobile is $35,000. This provides an annual lease
value of $9,250. Because Ron used the vehicle for personal purposes only 40% of the time, we
must use the vehicle allocation rules provided in Regs. 81.132-5(b)(1). In Ron Worker's situation,
the business useis $9,250 ~ 6,000/10,000, or $5,550. The amount includible in Ron's gross
income on account of the availability of the vehicleis $3,700. The cents per mile method
described in Regs. 81.61-21 is not available because the vehicle's fair market value exceeds
$15,200. One other issue relating to the provision of vehiclesto employeesisthe fuel cost. The
annual lease value does not include the cost of fuel. Thisisfair market value of the fuel (under the
annual |lease value method) where the employer provides the fuel either through a reimbursement
arrangement or by having the cost of the fuel charged to the employer. The fair market valueis
either the amount of reimbursement or the amount charged [Regs. §1.61-21(d)]. In this situation
Ron charged the fuel directly to the employer. Assume that the average miles per gallonis 25 and
the cost of the fuel is $1.10 per gallon. Ron drove 4,000 personal miles, which meant he used 160
galons at $1.10 per gallon, for atotal cost of $176. Thisis additional compensation income for
Ron. The value of Ron's personal use of the vehicle is $3,700 + $176, or $3,876.

Problem34W-2
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a Control number

22222 OMB No. 1545-0008
b Employer's identification number 1 Wages, tips, other compensation | 2 Federal income tax withheld
33976.00
¢ Employer's name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
33976 .00
5 Medicare wages and tips 6 Medicare tax withheld
Dave S. Corp
33976.00
7 Social security tips 8 Allocated tips
—
d Employee's social security number 9 Advance EIC payment 10 Dependent care benefits
e Employee’s name, address, and ZIF code 11 Nongualified plans 12 Benefits included in box 1
13 See Instrs. for box 13 14 Other
Ron Worker
15 Statutory Deceased Pension  Legal Hshld. Subtotal  Deferred
employes plan 1ep. emp. compensation
0 0 0

16 State Employer's state 1.D. No.

........ T
|

17 State wages, tips, etc.

18 State income tax

19 Locality name

20 Local wages, tips, ete.

21 Local income tax

(0}
FW-2 setmen - 199 7

Department of the Treasury—internal Revenue Service

This information is being furnished

to the Internal Revenue Service.

Copy B To Be Filed With Employee's FEDERAL Tax Return
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