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MVEMORANDUM OPI NI ON

COHEN, Judge: Respondent deternined a deficiency of $56, 471
and an accuracy-related penalty of $11, 294 under section 6662(a)
inrelation to petitioners’ 2006 Federal incone tax. After a
concession by petitioners, the issues for decision are (1)
whet her Thomas Rosato (petitioner) was an independent contractor,

statutory enpl oyee, or conmmon | aw enpl oyee and (2) whet her
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petitioners are subject to the section 6662(a) penalty. Unless
otherw se indicated, all section references are to the Internal
Revenue Code in effect for the year in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

Backgr ound

This case was submtted fully stipulated under Rule 122, and
the stipulated facts are incorporated as our findings by this
reference. Petitioners resided in New York at the tine the
petition was filed.

Begi nning in 1975 petitioner worked as a sal esperson for
O C. Tanner (Tanner), a conpany headquartered in Salt Lake Cty,
Ut ah, that provides products and services that assist conpanies
wi th devel opi ng prograns for recogni zing and rewarding their
enpl oyees. Petitioner entered into an enpl oynent agreenment with
Tanner dated April 21, 1975, that detailed petitioner’s sales
territory in the New York City area. Tanner also provided
petitioner with a list of clients that he was not allowed to
solicit, and petitioner was not permtted to work as a
sal esperson for Tanner’s conpetitors or other enployers while he
was acting as a sal esperson for Tanner. This nonconpetition
obligation was limted to the tine petitioner was acting as a

sal esperson for Tanner.
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The 1975 enpl oynment agreenent identified petitioner as an
“enpl oyee” of Tanner. Terns of the enpl oynent agreenent included:

The Enpl oyee shall devote his full working tinme
and his best efforts to the service of the Conpany in
selling and pronoting the Conpany’s products in
accordance wi th Conpany policies and under Conpany
direction; and, during the termof this agreenent, he
shal | not engage in outside business activities. He
shal | have no authority to bind or obligate the Conpany
in any way W thout prior witten authorization from an
official of the Conpany in Salt Lake City.

* * * * * * *

Any expense incurred by the Enployee in excess of
hi s expense al |l owance shall be paid by him and the
Enpl oyee shall not obligate the Conpany in any way for
any of his expenses without prior witten authorization
by an officer of the Conpany in Salt Lake City, U ah.

* * * * * * *

The Enpl oyee is not authorized to and shall not handl e

any noney or other forns of paynent by custoners unless

specifically directed to do so by an official of the

Conpany in Salt Lake City, Uah in special instances.

The enpl oynent agreenent was suppl enented with several
addenda regardi ng conpensati on and expense al |l owances between
1976 and 1983. I n August 1984, Tanner advised its sal espeopl e by
letter that the conpany was adopting the principles of the Gol den
Rul e within the enpl oyer-enpl oyee relationship, elimnating

signed or unsigned witten agreenents and that

As a first step * * * all contracts, whether
si gned or unsigned, are no | onger necessary.

The conpany intends to honor the terns of these
agreenents as they relate to your conpensation, your
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territory, and other general policy matters regarding
your enploynent relationship with the conpany.

In the future, instead of stating policies in

witten contracts, the conpany will utilize letters,

bulletins, staff nmenos, etc. to define conpany policies

and expl ai n conpany changes.

A letter dated Novenber 26, 1984, from Tanner and addressed
to petitioner, instructed himthat by signing and returning a
copy of this letter he acknow edged that his prior witten
agreenent with the conpany was term nated and that he supported
Tanner’s new policies. Petitioner signed and dated the letter
Decenber 2, 1984. Tanner did not alter the relationship with
petitioner or sal espersons holding simlar situations and
intended to continue treating them as enpl oyees.

In a letter dated January 23, 2002, Tanner notified
petitioner of “the conditions of your enploynent at O C. Tanner”
because of several concerns regarding petitioner’s actions at
wor k. These conditions included that petitioner attend nonthly
counsel i ng sessions (sone of which Tanner schedul ed for
petitioner), conduct weekly neetings, and provi de correspondi ng
witten reports to Tanner. During 2006 petitioner continued to
work as a sal esperson for Tanner in New York, New York. Tanner
required petitioner to attend conpany sal es neetings and training
sessions and expected petitioner to have a presence in the New

York office. However, Tanner did not set petitioner’s work hours

or instruct himwhen to work, he could take days off as he chose,



- 5 -
and he could performsone of his sales work fromhonme. According
to Tanner, in 2006
M. Rosato was expected to devote his working

hours to the advancenent of O C. Tanner’s interests.

We al so expected himto work solely for O C. Tanner and

not to engage in side businesses that conpeted with

O C. Tanner. M. Rosato was free to engage in other

busi ness activities (e.g., leasing real estate) so |ong

as it was done on his own tine. |If M. Rosato had left

O C. Tanner, he would not be prohibited from working

for a conpetitor, although we would have insisted he

mai ntain OCT" s confidences and trade secrets.

Tanner’ s understandi ng of the nature of its relationship
with petitioner for the period of 1975 t hrough 2006 was t hat
at all times he was an at-wi |l enpl oyee.

In addition to working as a sal esperson for Tanner during
2006, petitioner managed Tanner’'s regional office in New York,
New York. In this capacity, petitioner supervised sal espersons,
secretaries, and other adm nistrative personnel in the New York
regi onal office whom Tanner hired.

Wth respect to the New York office and its enpl oyees,
Tanner and petitioner followed a cost-sharing arrangenent based
on a formula set forth by Tanner. Petitioner paid for a portion
of his office, half of the cost of his personal secretary, and
half of the cost of his own adm nistrative assistant. Petitioner
al so paid conm ssions to other New York-based Tanner sal espersons

fromthe comm ssions that he received from Tanner. Petiti oner

had i nput regarding the hiring of these sal espersons.
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Petitioner was permtted to participate in Tanner’s
Retirement Plan for Sal es Representatives and in Tanner’'s profit-
sharing plan. During 2006 petitioner was included in Tanner’s
medi cal insurance plan, section 401(k) plan, group termlife
i nsurance plan, and unenpl oynent insurance plan. Petitioner nade
contributions toward the cost of the nedical insurance plan, to
the section 401(k) plan, and to the group termlife insurance
pl an.

Tanner outlined expense reporting requirenents in the
Mont hl y Regi onal Expense Report Instructions dated January 2006.
Tanner’ s expense report instructions identified expenses that
wer e consi dered rei nbursabl e and nonrei nbursable. Accordingly,
petitioner submtted nonthly expense reports to Tanner for
rei mbursenent of operating expenses such as phone, utilities,
post age, custoner entertai nnent, office supplies, and neals.
Petitioner did not receive reinbursenents from Tanner for all of
hi s busi ness expenses related to sales efforts on behal f of
Tanner .

Petitioner received a Form W2, Wage and Tax Statenment, from
Tanner for 2006 that reported his inconme as “Wages, tips, other
conpensation”. The Form W2 also reported that Tanner w thheld
Federal and State incone taxes and Social Security and Medicare

taxes and that Tanner had established a section 401(k) plan
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account for petitioner. Tanner did not report that petitioner
was a statutory enpl oyee on the Form W 2.

Petitioners jointly filed a Form 1040, U.S. I ndividual
I ncone Tax Return, for 2006 and |eft blank line 7, “Wges,
salaries, tips, etc.” On an attached Schedule C, Profit or Loss
From Busi ness, petitioner’s wife reported profit froma “Real
Estate Sal es” business. On another attached Schedul e C,
petitioner reported his principal business or profession as
“Qut side Sal es” and reported gross receipts or sales of $468, 378,
t he wage anount shown on the Form W2 that Tanner issued.
Petitioner checked the box on Iine 1 of his outside sales
Schedule C, msrepresenting that his FormW2 identified himas a
statutory enployee. Petitioner did not claimexpenses for the
busi ness use of a home on the Schedul e C

In the notice of deficiency, the IRS determ ned t hat
petitioner was a conmon | aw enpl oyee and therefore was not
permtted to report income and expenses on Schedule C. The
explanation in the notice stated:

Only statutory enpl oyee i ncone can be offset by

expenses reported on Schedule C, Profit or Loss From

Busi ness, or Schedule C-EZ. Since your enployer did

not indicate on Form W2, Wage and Tax Statenent, that

you were a statutory enpl oyee, we cannot allow the

expenses used to offset that inconme on Schedule C or

Schedul e C EZ.

On the basis of this determnation, the IRS reported

petitioners’ tax required to be shown on the 2006 return as
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$126, 216--$56, 471 nore than petitioners had reported. The IRS
further determ ned that petitioners are liable for the accuracy-
related penalty under section 6662(a).

Di scussi on

An individual perform ng services as an enpl oyee may deduct
expenses incurred in the performance of services as an enpl oyee
as m scell aneous item zed deductions on Schedule A Item zed
Deductions, to the extent the expenses exceed 2 percent of the
taxpayer’s adjusted gross incone. Secs. 62(a)(2), 63(a), (d),
67(a) and (b), 162(a). Item zed deductions may be |imted under
section 68 and may have alternative mnimumtax inplications
under section 56(b) (1) (A (i).

An individual who perforns services as an i ndependent
contractor is entitled to deduct expenses incurred in the
performance of services on Schedule C and is not subject to
[imtations inposed on mscell aneous item zed deductions. A
statutory enpl oyee under section 3121(d)(3)(D) is not an enpl oyee
for purposes of section 62 and may deduct business expenses on

Schedul e C. See Rosenmann v. Conmmi ssioner, T.C Mno. 2009-185;

Rev. Rul. 90-93, 1990-2 C. B. 33.

Petitioners argue that in 2006 petitioner was an independent
contractor or statutory enployee and is entitled to deduct
busi ness expenses on Schedule C. Respondent contends that

petitioner was a conmmon | aw enpl oyee in 2006 and t hat
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unr ei nbur sed enpl oyee expenses are thus properly reportable on
Schedul e A, subject to the 2 percent of adjusted gross incone
[imtation.
An individual qualifies as a statutory enpl oyee under
section 3121(d)(3) only if the individual is not a comon | aw

enpl oyee pursuant to section 3121(d)(2). See Ewens & Ml ler

Inc. v. Conmm ssioner, 117 T.C 263, 269 (2001); Rosemann V.

Conm ssi oner, supra. Section 3121(d) defines “enpl oyee”, in

pertinent part, as follows:

(2) any individual who, under the usual conmon | aw
rules applicable in determ ning the enpl oyer-enpl oyee
rel ati onshi p, has the status of enployee; or

(3) any individual (other than an individual who
is an enpl oyee under paragraph (1) or (2)) who perforns
services for renuneration for any person--

* * * * * * *

(D) as a traveling or city sal esman, other
than as an agent-driver or conm ssion-driver,
engaged upon a full-tinme basis in the solicitation
on behalf of, and the transm ssion to, his
princi pal (except for side-line sales activities
on behalf of sonme other person) of orders from
whol esal ers, retailers, contractors, or operators
of hotels, restaurants, or other simlar
establi shnments for nerchandi se for resale or
supplies for use in their business operations;

if the contract of service contenpl ates that
substantially all of such services are to be perforned
personal |y by such individual; except that an

i ndi vidual shall not be included in the term *“enpl oyee”
under the provisions of this paragraph if such

i ndi vi dual has a substantial investnment in facilities
used in connection with the performance of such
services (other than in facilities for transportation),
or if the services are in the nature of a single
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transaction not part of a continuing relationship with
t he person for whomthe services are perforned; * * *

Because an individual qualifies as a statutory enployee only if
the individual is not a conmon | aw enpl oyee, we will first decide
whet her petitioner was a common | aw enpl oyee of Tanner.

Al t hough the inconme tax treatnment of a taxpayer’s trade or
busi ness expense deductions under section 62(a) depends on
whet her the taxpayer is “[performng] * * * services * * * as an
enpl oyee”, subtitle A of the Internal Revenue Code does not
define “enpl oyee”. Under these circunstances, we apply conmon
law rul es to determ ne whether the taxpayer is an enpl oyee.

Nationwide Mut. Ins. Co. v. Darden, 503 U. S. 318, 323-325 (1992);

Weber v. Conmm ssioner, 103 T.C. 378, 386 (1994), affd. 60 F.3d

1104 (4th Cir. 1995).
Whet her an individual is an enpl oyee nust be determ ned on
the basis of the specific facts and circunstances invol ved.

Profl. & Executive Leasing, Inc. v. Conmi ssioner, 89 T.C 225,

232 (1987), affd. 862 F.2d 751 (9th Gir. 1988): Sinpson v.

Comm ssioner, 64 T.C. 974, 984 (1975). Relevant factors include:

(1) The degree of control exercised by the principal; (2) which
party invests in the work facilities used by the worker; (3) the
opportunity of the individual for profit or loss; (4) whether the
princi pal can discharge the individual; (5) whether the work is
part of the principal's regular business; (6) the permanency of

the relationship; (7) the relationship the parties believed they
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were creating; and (8) the provision of enployee benefits. See

Avis Rent A Car Sys., Inc. v. United States, 503 F.2d 423, 429

(2d Cr. 1974); Ewens & Mller, Inc. v. Conm ssioner, supra at

270; Weber v. Conmi ssioner, supra at 387. W consider all of the

facts and circunstances of each case, and no single factor is

determ nati ve. Ewens & MIller, Inc. v. Comm Ssioner, supra at

270;: Weber v. Conmi ssioner, supra at 387.

Al t hough not the exclusive inquiry, the degree of control
exercised by the principal over the worker is the crucial test in
determ ning the nature of a working relationship. See d ackamas

Gastroenterol ogy Associates, P.C. v. Wlls, 538 U S. 440, 448

(2003); Leavell v. Conm ssioner, 104 T.C 140, 149-150 (1995).

To retain the requisite degree of control over a worker, the
princi pal need not direct the worker’s every nove; it is

sufficient if the right to do so exists. Wber v. Conm ssioner,

supra at 387; see sec. 31.3401(c)-1(b), Enploynent Tax Regs.

Rel yi ng on Hat haway v. Conmm ssioner, T.C Meno. 1996- 389,

petitioners assert that “Tanner’s |lack of control and |ack of the
right to control the manner and neans by which petitioner
solicited sales strongly supports a finding that petitioner was

* * * not an enpl oyee of Tanner”. Unlike petitioner, the
traveling sal esperson in Hathaway was not required to attend
sales neetings or maintain an office presence and was permtted

to sell nonconflicting Iines of nerchandi se from ot her conpani es.
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Addi tionally, Tanner’s January 2002 letter to petitioner that
outlined “conditions of [petitioner’s] enploynent” shows that
petitioner had superiors at Tanner who oversaw and supervised his
per f or mance.

The fact that a worker provides his or her own tools, or
owns a vehicle that is used for work, is indicative of

i ndependent contractor status. Ewens & MIller, Inc. v.

Conm ssi oner, supra at 271 (citing Breaux & Daigle, Inc. v.

United States, 900 F.2d 49, 53 (5th Gir. 1990)). Additionally,

mai nt enance of a honme office is consistent with i ndependent
contractor status, although alone it does not constitute
sufficient basis for a finding of independent contractor status.

See Colvin v. Conmi ssioner, T.C. Menp. 2007-157, affd. 285 Fed.

Appx. 157 (5th Cr. 2008).

Petitioner and Tanner followed a cost-sharing arrangenent
with respect to the New York office. The record does not reflect
the detailed ternms of this arrangenent. Further, although
petitioner incurred additional expenses related to Tanner sales
activities and hired a personal secretary and adm nistrative
assistant, it was his decision to incur these additional costs,

and Tanner shared sone of these expenses. Cf. Hathaway v.

Commi ssi oner, supra (sal esperson not reinbursed for office space

expenses and only provided m nimal supplies fromconpany such as

order forms, sanple swatches, and preaddressed envel opes).
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Additionally, petitioner clainmed that he worked from hone on
occasi on, but he has not presented any evidence that he made
expenditures to establish a honme office qualifying under section

280A. See Cole v. Conmmissioner, T.C. Menp. 2006-44; Lewi s V.

Conmi ssioner, T.C. Menp. 1993-635.

The opportunity for profit or |oss indicates nonenpl oyee

status. Sinpson v. Conm ssioner, supra at 988. Earning an

hourly wage or fixed salary indicates that an enpl oyer-enpl oyee

rel ati onship exists. See Kunpel v. Comm ssioner, T.C. Meno.

2003-265. Petitioner was not paid a fixed wage; and because he
shared expenses with Tanner, he risked a net loss if his profits
did not exceed his expenses.

Where the principal retains the right to di scharge a worker,
it is indicative of an enpl oyer-enpl oyee rel ationship. See

Colvin v. Conm ssioner, supra. Tanner retained the right to

di scharge petitioner at wll.

Petitioner’s sales efforts were an integral part of Tanner’s
regul ar business of providing products and services relating to
assi sting conpanies with devel opi ng prograns for recognizing and
rewardi ng their enployees. Were work is part of the principal’s
regul ar business, it is indicative of enployee status. See

Si npson v. Conmmi ssioner, supra at 989; Rosemann v. Commi SSi oner,

T.C. Meno. 2009-185.
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Per manency of a working relationship is indicative of common

| aw enpl oyee status. See Rosenmann v. Conm ssioner, supra. The

| engt hy working rel ati onshi p between Tanner and petitioner weighs
in favor of petitioner’s being a comon | aw enpl oyee.

The record shows that Tanner considered petitioner a common
| aw enpl oyee. Petitioner and Tanner did not have a witten
enpl oynent contract in place in 2006. However, after Tanner
adopted the Golden Rule principle, the parties continued to honor
the terns and conditions of the original enploynent contract, and
in 2002 Tanner further mandated conditions that petitioner had to
followto maintain his position. The w thholding of taxes is
consistent wwth a finding that an individual is a comon | aw

enpl oyee. See Packard v. Comm ssioner, 63 T.C 621, 632 (1975).

Tanner provided petitioner a Form W2 for 2006 and w thheld
Federal and State incone taxes and Social Security and Medicare
taxes from petitioner’s pay.

Benefits such as health insurance, |ife insurance, and
retirenment plans are typically provided to enpl oyees. Wber v.

Comm ssioner, 103 T.C. at 393-394. Petitioner participated in

Tanner’ s nedi cal insurance plan, section 401(k) plan, group term
life insurance plan, and unenpl oynent insurance plan. Tanner
al so reinbursed petitioner for business expenses according to

outlined terns.
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Considering the record and wei ghing the factors, we concl ude
that petitioner was a common | aw enpl oyee of Tanner in 2006.
Thus petitioner is precluded frombeing a statutory enpl oyee

pursuant to section 3121(d)(3). See Ewens & Mller, Inc. v.

Conmi ssioner, 117 T.C. at 269; Rosemann v. Commi SSioner, supra.

Respondent determ ned that petitioners are liable for an
accuracy-rel ated penalty under section 6662(a) for 2006. Section
6662(a) and (b)(1) and (2) inposes a 20-percent accuracy-related
penal ty on any under paynent of Federal incone tax attributable to
a taxpayer’s negligence or disregard of rules or regul ations, or
a substantial understatenent of incone tax. Section
6662(d) (1) (A) defines “substantial understatenent of incone tax”
as an anount exceeding the greater of 10 percent of the tax
required to be shown on the return or $5,000. A taxpayer is
negl i gent when he or she fails “*to do what a reasonabl e and
ordinarily prudent person would do under the circunstances.’”

Korshin v. Comm ssioner, 91 F.3d 670, 672 (4th Cr. 1996)

(quoting Schrumv. Conmm ssioner, 33 F.3d 426, 437 (4th Cr

1994), affg. in part and vacating in part T.C Meno. 1993-124),
affg. T.C. Meno. 1995-46.

Under section 7491(c), the Comm ssioner bears the burden of
production with regard to penalties and nust conme forward with
sufficient evidence indicating that it is proper to inpose

penalties. Hi gbee v. Conm ssioner, 116 T.C 438, 446 (2001).
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However, once the Conm ssioner has net the burden of production,
t he burden of proof remains with the taxpayer, including the
burden of proving that the penalties are inappropriate because of
reasonabl e cause or substantial authority. 1d. at 446-447.

Respondent determ ned that petitioners have an under paynent
of tax that is attributable to a substantial understatenent of
income tax in 2006. Respondent contends that the anount of tax
required to be shown on petitioners’ 2006 tax return is $126, 216
and the understatenent of incone tax is $56, 741, which is greater
t han $5, 000 and than 10 percent of the amobunt of tax required to
be shown and thus is substantial. Furthernore, respondent
asserts that when they received a Form W2 from Tanner that
reported petitioner’s 2006 earnings as salary or wages and did
not classify petitioner as a statutory enpl oyee, petitioners were
put on notice that these earnings were not eligible for reporting
on Schedul e C. Respondent’s burden of production has been net.

Petitioners argue that they are not liable for the section

6662(a) penalty because Hat haway v. Conmm ssioner, T.C Meno.

1996- 389, “constitutes substantial authority on which * * *
[petitioners] relied”. Because the authority upon which
petitioners rely is materially distinguishable fromthe instant

case, it is not substantial authority for their erroneous

position. See Antonides v. Conmm ssioner, 91 T.C 686, 703

(1988), affd. 893 F.2d 656 (4th Cir. 1990).
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The accuracy-rel ated penalty under section 6662(a) will not
be i nposed with respect to any portion of the underpaynent as to
whi ch the taxpayer acted with reasonabl e cause and in good faith.
Sec. 6664(c)(1). The decision as to whether a taxpayer acted
wi th reasonabl e cause and in good faith is made by taking into
account all of the pertinent facts and circunstances. Sec.

1. 6664-4(b) (1), Incone Tax Regs. The nost inportant factor is
the extent of the taxpayer’s effort to assess his or her proper
tax liability. 1d. This factor includes, in sone circunstances,
t he taxpayer’s reasonable and good faith reliance on the advice
of a tax professional. 1d.

Petitioners’ substantial understatenent of incone tax
resulted fromclaimng deductions on Schedule C that were
properly reportable on Schedule A. Petitioners have failed to
show that this position was taken with reasonabl e cause and in
good faith wthin the nmeaning of section 6664(c)(1). Petitioners
do not argue that they reasonably relied on the advice of a
prof essional, such as an accountant, to support their claimthat
t hey had reasonabl e cause for, and acted in good faith with
respect to, any portion of the underpaynent of tax for 2006. See
sec. 1.6664-4(b)(1), Incone Tax Regs. Furthernore, on their 2006
tax return, petitioners msrepresented petitioner’s enpl oyee

status as reported on the Form W2 from Tanner. Petitioners have
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failed to establish that they are not |iable for the accuracy-
related penalty under section 6662(a).

We have considered all argunents nade by the parties. To
the extent not nentioned or addressed, they are irrel evant or

wi thout merit. To reflect the foregoing,

Deci sion will be entered

for respondent.




