O’Brien v. Commissioner, 79 T. C. 776 (1982)

Payments to independent contractors do not qualify as wages for the new jobs credit
under IRC section 44B.

Summary

In O’Brien v. Commissioner, the Tax Court ruled that payments made by the
O’Briens to their son for accounting and data processing services did not qualify for
the new jobs credit under IRC section 44B because he was an independent
contractor, not an employee. The court also held that the basis of a new farm fence,
for which wages were capitalized, must be reduced by the amount of the new jobs
credit to prevent a double tax benefit. This case underscores the importance of
distinguishing between employees and independent contractors for tax credit
purposes and addresses the issue of double credits under different sections of the
IRC.

Facts

In 1977, Gordon and Derelyse O’Brien engaged their son, Terrence, to perform
accounting and data processing services for their ranch. Terrence, a recent
accounting and computer science graduate, worked remotely using university
facilities. The O’Briens paid him $1,500 for these services. Additionally, they
incurred $3,050 in labor costs for constructing a new farm fence, which they
capitalized as part of the fence’s cost. On their tax returns, the O’Briens claimed a
new jobs credit under IRC section 44B for both the payments to Terrence and the
fence construction wages, as well as an investment credit for the fence under IRC
section 38.

Procedural History

The Commissioner of Internal Revenue disallowed the new jobs credit for payments
to Terrence and adjusted the investment credit for the fence by reducing its basis by
the amount of the new jobs credit. The O’Briens petitioned the Tax Court, which
upheld the Commissioner’s position on both issues.

Issue(s)

1. Whether the amount paid to Terrence O’Brien for accounting and data processing
services qualifies as wages for the new jobs credit under IRC section 44B?

2. Whether the basis of the new farm fence should be reduced by the amount of the
new jobs credit for purposes of determining the investment credit under IRC section
387

Holding

1. No, because Terrence O’Brien was an independent contractor, not an employee,
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and thus the payments do not qualify as wages for the new jobs credit.

2. Yes, because allowing both the new jobs credit and the investment credit for the
same expenditure constitutes an impermissible double tax benefit; therefore, the
basis of the fence must be reduced by the amount of the new jobs credit.

Court’s Reasoning

The court applied the common law test of control to determine that Terrence was an
independent contractor, not an employee. The O’Briens did not control the details of
Terrence’s work, which he performed away from their business using his own
resources. The court emphasized that the total situation, including the lack of
control, permanency of the relationship, and the skill required, supported the
independent contractor classification. Regarding the double credit, the court relied
on the rule against double deductions or credits unless specifically authorized by
Congress. It cited United Telecommunications, Inc. v. Commissioner, where a
similar double credit was disallowed. The court rejected the O’Briens’ argument that
the new jobs credit and investment credit, based on separate statutory provisions,
should be allowed in full, as the absence of specific statutory authorization and the
presumption against double credits prevailed.

Practical Implications

This decision clarifies that payments to independent contractors do not qualify for
the new jobs credit, requiring careful classification of workers. Taxpayers must
ensure that any claimed new jobs credit is based on payments to employees, not
independent contractors. Additionally, the case establishes that when an
expenditure qualifies for both the new jobs credit and the investment credit, the
basis of the property must be reduced by the amount of the new jobs credit to
prevent a double tax benefit. This ruling affects how similar cases should be
analyzed, requiring adjustments to prevent double credits. It also underscores the
need for tax professionals to be vigilant in applying tax credits and understanding
the interplay between different sections of the IRC to avoid unintended tax
consequences.
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