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- - - - - - - - - - - - - - - =X
UNI TED STATES,
Petitioner
V. : No. 01-463
FIOR D | TALI A, 1 NC.
e &

Washi ngton, D.C.
Monday, April 22, 2002
The above-entitled matter canme on for oral
argunment before the Supreme Court of the United States at

10: 03 a. m
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the Petitioner.
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PROCEEDI NGS
(10: 03 a.m)

CHI EF JUSTI CE REHNQUI ST: We'l |l hear argunent
first this nmorning in Number 01-463, United States v. Fior
Ditalia. M. O Connor.

ORAL ARGUMENT OF EI LEEN J. O CONNOR
ON BEHALF OF THE PETI TI ONER

M5. O CONNOR: M. Chief Justice, and may it
pl ease the Court:

This case is about the authority of the
Comm ssioner of Internal Revenue to assess FICA taxes that
Congress has inposed on enployers. It also involves the
wel | -established principle of tax litigation. It involves
two key sections of the Internal Revenue Code and how they
relate to each other, and it involves the evidentiary
val ue of assessnent in tax litigation.

The first of the key sections is section 6201.
It appears at page 62a of the appendi x to our petition.
It authorizes and requires the Secretary of the Treasury
to make inquiries, determ nations, and assessnents of al
t axes i nmposed by the Internal Revenue Code. The second
key section is 3111. It appears at page 55a of the
appendi x to our petition. This section inposes a tax on
enpl oyers. The tax is neasured by the wages they pay or

are deened to have paid their enployees.
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QUESTI ON:  Which section is this, Ms. O Connor?
l''m - -

MS. O CONNOR: Section 3111 at page 55a of our
appendi x to the petition.

QUESTI ON: Thank you.

MS. O CONNOR: This is the tax that inposes --
this is the provision that inposes a tax on the wages
enpl oyers pay or are deened to have paid their enpl oyees.

The question this case presents is how the
conm ssioner carries out his obligation under 6201 to
assess the tax that is inposed by section 3111. The tax
is --

QUESTION: Ms. O Connor, let ne tell you what
troubles me a little about the Government's position in
the case, and | hope you will address this. How can an
enpl oyer ever challenge effectively an assessnent made
under the position that you approach, because the nornal
burden of proof in a tax refund case normally requires the
enpl oyer to show exactly how nmuch noney was owed, and I
don't see how that would work in this context.

MS. O CONNOR: Exactly, Your Honor. The
Congress has recogni zed the difficulty that enployers have
inthis regard, and that is the reason there are several
of the other sections that we will discussing this

mor ni ng. Section 6205, for exanple, is nentioned in your
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materials. That is a provision that permts enployers on
their owm, if they discover an error, to correct it |ater
and have no interest assessed. That's a very unusual
provision, and it relates specifically to the conplexity
of enmpl oyment taxes and their adm nistration.

QUESTION: Well, would that error ever be
anything nmore than a disparity between what the enpl oyee
reported and what the enpl oyer reported?

M5. O CONNOR: Woul d what, Your Honor?

QUESTION:  How -- | nean, the error that that
section -- |I'mwondering what the error is that that
section contenplates, and | can see it's application,
let's say, if the enployer sinply added up the enpl oyee's
reports wong and got the wong figure. Under what other
circunmstances would it apply short of the noment at which
t he Governnent nakes the assessnent which is in question
here?

M5. O CONNOR: It could also apply just -- and
6205 is not specific to restaurants or food or beverage
establishments or tips at all, because another conmmon
error that enployers can sonetimes nake is
m scharacterizing a worker as an i ndependent contractor,
for exanple, and upon determning |later that the person is
actually an enpl oyee and they should be w t hhol di ng
FI CA --
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QUESTION: Well, et nme ask the question in

anot her way. How would it -- how could it apply in this
situation? In other words, as | understand it -- | nean,
this is -- 1 didn't nean to side-track you from Justice

O Connor's question, but I'Il raise the thing that bothers

me. As | understand it, what the enployer is obligated to
report is the sumtotal of all the reports that the
enpl oyees give to the enployer of tip incone.

MS. O CONNOR: That's right, Your Honor.

QUESTION: And I'Il assune for the sake of the
guestion that a given enpl oyer has done that.

MS. O CONNOR:  Mm hmm

QUESTION: | also assunme that if you are
correct, that enployer has this possibility hanging over
it that the IRS is going to nmake this kind of an
assessnent.

MS. O CONNOR: That --

QUESTION: Is there any -- ny question is, is
there any way that the enployer can anticipate this kind
of an assessment in order at least to avoid the interest
runni ng under this section?

MS. O CONNOR: Absolutely. There are nmany
di fferent ways, Your Honor, and this case provides a very
good exanple. Enployees are required to report on a

mont hly basis to enployers. You can see fromthe forns
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8027, which are at pages 38 and 39 of the joint appendix,
those are the fornms that this restaurant filed for 1991
and 1992.

QUESTION:  And they were all correct, | take it.

MS. O CONNOR: Right, those fornms were
absolutely correct.

You will also note at the top of the page it
says that it is an information report, because this is
i nformation that Congress has required food and beverage
establishments to provide to the Internal Revenue Service
exactly for a purpose such as this.

Now, the annual -- the information report at
pages 38 and 39 is an annual report that the food and
beverage establishment provides to the internal Revenue
Service, but enployees provide reports to enpl oyers at
| east nonthly. You will see on the forns 8027 that 90
percent of the sales of this restaurant were paid for by
credit card, so every single nonth this restaurant could
have conpared the tips that enployees were reporting with
the tips that they saw were being charged on credit cards,
and as any busi ness owner would do when faced with a
liability that could occur down the road, you're going to
set up a reserve for it.

You know you have got your annual insurance

prem um due next January. You start setting aside for it.
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QUESTION: He may set up -- the enployer nmay set
up a reserve, but as | understand it the enployer is not
obligated, in effect, to withhold upon hinmself, is not
obligated to pay the tax on it until the assessnent cones,
because under the IRS instructions the enployer pays the
tax on the amounts reported to the enployer even if he
knows they're wrong.

M5. O CONNOR: That's exactly right, and that's
anot her indication of the fact that Congress realized that
this was going to be a difficult provision for enployers
to enact.

QUESTION:  Well, what would he do --

MS. O CONNOR: 31 --

QUESTI ON:  What would he do to anticipate it?
Woul d he say, |'m paying you another $10,000, | don't
happen to owe you that in tax now, | paid what the | aw
requires me to pay, and you haven't assessed anything
el se, but here's another $10,000? | nean, is that what
you' re antici pating?

MS. O CONNOR: Absolutely not, Your Honor. In
fact, it is the rare taxpayer who seeks to pay his tax
before it's called for.

(Laughter.)

QUESTION:  All right, then how does the taxpayer

t ake advantage of the provision that allows himto nmake a
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correction and avoid the interest in this case?

MS. O CONNOR: Well, one of the things that is
somewhat troubl esone about sone of the briefs in front of
you fromthe other side is that the other side is |ooking
at this as though it was a penalty, and it's not a
penalty, it's merely a tax. |In fact, there specifically
are no penalties. Let ne point out --

QUESTION: | will assune -- no, | wll assunme
it's no penalty. | just want to know how it works in this
situation. He doesn't owe any tax --

MS. O CONNOR: Right.

QUESTION: -- based on what he has to report to
you.

MS. O CONNOR: Right.

QUESTI ON:  You haven't assessed anything yet.
How can he possibly take advantage of the provision that
allows himto make a correction, to pay in accordance with
that correction, and to avoid any interest that he would

otherwi se be liable for? How can he take advantage of it?

MS. O CONNOR: Well, let me point out a couple
of things fromyour question, Justice Souter. First, |let
me direct you to 3121(q). Provisions of the Internal

Revenue Code provide a couple of things. They provide
what is tax, howis the tax nmeasured, when is it

measured - -
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QUESTI ON:  VWhere is 2131(q)?

M5. O CONNOR: 3121(q) is in our joint appendix
here -- oh, no, no, it's in the petition. Thank you.
3121(q) is at 58(a). Thank you very much.

QUESTI ON:  General O Connor, it mght help if
you answered specifically whether interest does run on the
peri od between the enpl oyer paying what the enployee's
reports call for and the assessnment at a hi gher anount.

M5. O CONNOR: Thank you, Justice G nsburg. No,
there is no interest that runs, and that's why |I wanted
you to |l ook at 3121(q) in particular.

QUESTI ON:  Then how does this section have an
application here? You say, well, this mtigates it,
and --

MS. O CONNOR: No, I'"'msorry --

QUESTION: -- it seens to nme that about all the
enpl oyer can do is pay imediately at the nonent of your
assessnment and therefore no interest will run.

MS. O CONNOR: No, | did not nean to suggest
that 6205 applied to this assessnment, and in fact it
doesn't. 6205 applies when the enployer hinmself discovers
an error and corrects it at the next avail able
opportunity.

QUESTION: So it wouldn't apply in these

ci rcumst ances.
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MS. O CONNOR: It doesn't need to, because under
3121(q) -- it's a very interesting provision. 3121
provi des definitions, that's all. It resides in the
subchapter of the Internal Revenue Code that provides for
t hese enpl oynent taxes, and (q) is the definitional
provi sion that says that tips are wages. It also tells
you when the tips are wages.

For the purposes of the enployer FICA 3121(q)
tells you that the wages are deened to have been paid when
the enpl oyee reports themor if the enployer -- enployee
doesn't report them they are wages deenmed to be paid when
the RS issues notice of demand, so until the IRS notifies
the restaurant that there is an additional FICA tax due,
there is no interest or penalty.

QUESTION: Right, but at that point there is,
and if you would conme back to Justice O Connor's question,
whi ch was, how coul d the enployer ever know that there was
a mstake in the assessnent, and you said, well, as soon
as he knows it, he can conme forward with the additional
ampunt and there won't be any penalty, but how does he
know it? That's the problem

MS. O CONNOR: He knows it because the enpl oyees
are reporting on a nonthly basis, and in this case there
was clearly -- we have $120, 000 of unreported credit card

tips in each of the 2 years involved here, $120,000 in
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unreported credit card tips. Those reports were comng in
every nmonth. The restaurant has clear notice --

QUESTI ON:  But your assessnent is for nore than
that. Your assessnment assunmed a certain unreported anount
of cash tips as well. Now, howis the reporter -- howis
t he enmpl oyer going to know whether that's erroneous or
not ?

MS. O CONNOR: The sane nethod that he woul d use
to make any other determ nation. For exanple, he knows by
the basis of the report that all credit card tips are not
bei ng reported.

QUESTION:  But the burden is on him The burden
is on himto show what the proper ambunt was. | nean, |IRS
comes up with a guess based on, well, we assume that the
sane ampbunt weren't reported for cash tips as weren't
reported for credit card tips, pay up.

Now, how is he going to prove that there was a
di fferent anount for --

MS. O CONNOR: You're exactly right, Justice
Scalia, the burden is on the taxpayer, and in this case
t he taxpayer conceded the entire anmount of the judgment.
Page 35 of the joint appendix --

QUESTION: But the burden is on the taxpayer to
give information as to which the taxpayer is not in the

best position to know, and --
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M5. O CONNOR: That's true, Justice Kennedy.

QUESTION:  -- Justice O Connor's origina
guestion was, how is the enployer supposed to know, and
you say, well, if he doesn't know he can anmend | ater.

The whol e question is, and the gravanen of the
argument put forth by the taxpayer here is that the
assessnent should be on the person, or on the entity that
has the information, and here your information is as good
as the enployer's, and you have the ability to do what the
enpl oyer can't, i.e., subpoena the individual records of
t he enpl oyees.

MS. O CONNOR: Actually, not all of that is
true, Justice Kennedy. The enployer, if there were a
di spute between the enpl oyer and the enpl oyee the enpl oyer
certainly could subpoena records of the enployee in a
matter such as that, and respondent, as you say, does --

QUESTI ON: How does he do that, sue the
enpl oyee?

MS. O CONNOR: Onh, if -- yes, if there were a
di spute between the two over any matter the enpl oyer
certainly coul d.

QUESTION:  You're tal king about a tax court or a
district court, or --

M5. O CONNOR: No, just as a genera

proposition. Just as a general proposition. In this
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case --

QUESTION:  Well, as a general proposition |
don't think the enpl oyer can subpoena the enpl oyee. |
mean, you have to have a | egal proceeding, don't you?

MS. O CONNOR: Oh, exactly. That's what | nean,
Your Honor. If there were sonme other |egal proceeding --

QUESTION:  Well, but I nean, that's not going to
wor k. You're suggesting that he ought to fire the
enpl oyee and then be subjected to a wongful discharge
suit and then subpoena the information so that he can give
it to you. Wy don't you just ask for it?

MS. O CONNOR: Well, actually, there is no
evidence in the record on whether the individual enployees
were audited or not. | saw that in the Ninth Circuit
opi nion, TRAC is asserted on that point.

QUESTION: But the point is, you have the
capacity to do it and the enpl oyee doesn't.

MS. O CONNOR: That's true, Justice Kennedy.

The anount of assessnent, though, | think it's very
important to focus on the fact that in this case, as you
can see at page 35 of the joint appendi x, the taxpayer
here conceded the reasonabl eness of the assessnent,
conceded it.

QUESTION: Then that's just |uck, because |

t hought Justice O Connor's original question was, |ook, we
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can all do this, it's so sinple. You nmultiply 14.3
percent times the gross receipts of every restaurant in
the country, all right. Now, | thought her question was,
what is the restaurant owner supposed to do to show that
that's inaccurate, what can he do, and so far my own
conclusion listening to you is, he can wite the check.
MS. OCONNOR: I'msorry, | didn't nmean to --
QUESTION: Now, is there anything else -- is
t here anything else that this restaurant owner has it in
his power to do, other than wite the check, and not sone
theoretical thing. Wat I'minterested in is the
practicality of it.
MS. O CONNOR: Absol utely, Your Honor --
QUESTION: What is that?

MS. O CONNOR: -- and | don't nean to be
avoi ding the question. Let ne point to another |ine on
the form 8027. You'll notice there is a line that refers

to 8 percent, and then there's a blank and it says, or
| omwer percentage. The reason for that is that if a
restaurant enployees are reporting tips that are | ess than
8 percent of gross sales, that could raise a red flag that
maybe the restaurant worker --

QUESTION: It's not about 8 percent. Everybody
knows all these mninmuns. This is about people who are

earning nore than the $20 in tips per year.
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MS. O CONNOR: Right, per nonth.

QUESTION: It is about people -- per nonth, or

what ever .

MS. O CONNOR: Right.

QUESTION: It is about people who satisfy al
these other mnimuns. It is not about people -- they can

even get a tax credit for this.

M5. O CONNOR: Ri ght.

QUESTION: 1'll save that question.

MS. O CONNOR: Right.

QUESTION: I'minterested in the answer to
Justice O Connor's question in what 1'd call the mnd run,
mai nstream basic, typical situation, and that is, what is
that answer? So far |'m concluding he can do not hing.

MS. O CONNOR:  No.

QUESTION: Tell nme the answer.

MS. O CONNOR: What the restaurant can do is
show evi dence that would tend to determ ne, or help
determ ne the anmount of the tip, how many -- what kind of
a restaurant you have, how upscale it is, where it's
| ocated, the kind of meals you serve -- in fact, the IRS
has a procedure where restaurants can show all that
information, a sanple nenu to get below the 8 percent.

QUESTION: And then |I'm not being clear.

MS. O CONNOR: Right.
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QUESTION: | think in typical cases like this
one, the restaurant will have paid nore -- they will have
assunmed that it is nore than 8 percent. They wote a
check for -- they assuned it was $200,000. That's going
to be nore than 8 percent of gross receipts.

MS. O CONNOR: Ri ght.

QUESTION: All right. Now, we're only talking
about an area that's well above that, and in respect to
the area well above that. Here it happened to be between
$200, 000 and about $350,000. 1In respect to that extra
$150, 000, you conme in and say, we're sure that it was
earned in tips, and now here's what you did. You
mul tiplied gross receipts by 14.3 percent, and you
subtracted the $200, 000, okay. |'m saying anyone can do
that, and | thought Justice O Connor's question was, you
are a restaurant owner. You are faced with this. How do
you show that it isn't so?

MS. O CONNOR: The taxpayer here had the
opportunity to do that. One of the things that you --

QUESTION: Well, but will you acknow edge at
| east that it's virtually inpossible for the taxpayer to
get that information? | nmean, the taxpayer has the
reports fromthe enployees, and they're false.

M5. O CONNOR: What --

QUESTION: How, as a practical matter, is the
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1 t axpayer going to establish there's something different?
2 | mean, we know in terms of generalities, we're told that
3 there are less tips paid, or bills paid in cash than by

4 credit card.

5 MS. O CONNOR: That has been an insertion that

6 is unproven in the record.

7 QUESTION: So you don't accept that as proof.

8 M5. O CONNOR: It may or may not be true.

9 QUESTION: So what's the enpl oyer going to do,
10 t hen?

11 MS. O CONNOR: It may or may not be true.

12 QUESTI ON: Let nme ask you one other thing.

13 There's a so-called TRAC system right, that Congress

14 passed to address this very problem \What percentage of
15 restaurants have used TRAC? Does the record tell us that?
16 M5. O CONNOR: No, the record doesn't tell us.
17 | understand from news reports that increasing nunbers of
18 enpl oyers are entering into the tip rate alternative

19 comm tnment, and that is an alternative to justifying or
20 trying to establish -- in this case, though, let nme point
21 out that at any point during the IRS exam nation the
22 t axpayer could have shown, could have produced information
23 t hat woul d have reduced the nunber that you see on Exhibit

24 A. They never did that --
25 QUESTI ON:  But where woul d he get --
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M5. O CONNOR: -- and they didn't do it in the
district court, either.

QUESTI ON:  Where woul d the taxpayer get the
information? The only thing the taxpayer has got are the
enpl oyee's returns to the taxpayer and your assessnent.
Where is the taxpayer going to get the information that
would allow it to do what you say in theory it could do?

M5. O CONNOR: Well, magically, since its
concession in the district court, at the appellate |evel
and again in its briefs before this Court, the respondent
has come up with all sorts of ideas that m ght chall enge
t he anount of the assessment. Even if the --

QUESTION: But there is a stipulation in this
case -- whatever may be in the next case, there is a

stipulation in this case that they are not contesting the

met hod. | have a question that | think Justice Breyer has
said he was reserving, and that is, | don't understand
what's in this for the revenue, because of the -- the

provi sion you haven't nentioned, 45B gives the restaurant
a credit against incone tax, dollar for dollar, for the
FICA tax, and let's assume we have enpl oyers, nost of them
are paying at |east the m nimum wage, what gain is there
to the revenue whi chever way this cones out?

MS. O CONNOR: We don't know whet her the

t axpayer here was paying the m ni nrum wage, because none of

19
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that was in the record, because the assessnent anount was
conceded. The 45B credit, as you point out, is available
only for tips that are not used by the enployer to satisfy
hi s m ni mum wage obligations, yet it's not a conplete wash
to the Treasury, however, because you still have the FICA
tax being paid in and an inconme tax credit being given, so
it's the trust fund accounting that would have a probl em
if you look at it as a conplete offset. Fromthe
Governnment side it's not a conplete offset at all.

Let nme enphasi ze that the concession in this
case --

QUESTI ON:  Excuse ne, | didn't understand that.

MS. O CONNOR:  Yes.

QUESTION: Go over that again. What trust fund?

MS. O CONNOR: The social security trust fund,
so to speak.

QUESTION: So to speak, yes.

(Laughter.)

MS. O CONNOR: Well, it is a matter of
Governnment accounting. As a matter of Governnent
accounti ng.

QUESTION: It's a fantasy, isn't it? | nean, it
all goes into one pot, doesn't it?

MS. O CONNOR: As a matter of Governnent

accounting, there are funds that are --
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QUESTION:  Purely as an accounting matter it
makes a difference, is that it?

MS5. O CONNOR: As a CGovernnent funding matter.
As a Governnment funding matter

QUESTION:  From the point of view of the
t axpayer it makes no difference, | take it?

MS. O CONNOR: Fromthe point of view of the
taxpayer, it will make a difference if they use tips to
satisfy their m ni mum wage requi rement, and on this record
we don't know.

QUESTION: And if they don't, it won't make
that -- a difference.

MS. OCONNOR: It will -- well, no, that's not
entirely true, but it's an optional credit. The enployer
can prove his eligibility for the credit and claimit, or
rather than claimng the deduction, they can claima tax
deduction, which they m ght prefer to do.

QUESTI ON:  What happens if the enpl oyer doesn't
have enough, | guess, gross inconme to offset? Then he has
to be stuck with the difference, right?

MS. O CONNOR: Well, it is a nonrefundable
credit, and that means you can either use the credit as an
of fset to your incone tax, and what you're suggesting is
t hey don't have any inconme tax. That kind of enpl oyer

m ght prefer to take it as a deduction, which would create
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a net operating loss which could carry forward and benefit
a future year

QUESTI ON:  But the question -- and to overstate
the point -- I'"mnot buying into this argunment at the
nmoment, but | do want to hear your response. Fromtheir
briefs | have the inpression that it doesn't nake a | ot of
difference to the Governnent in this case. It would make
a lot of difference to the Governnment in the case of
restaurants that are | osing noney, in the case of
t axi cabs, hairdressers, newspaper boys, and anyone el se
who is in a business where people receive tips, and in
respect to those kinds of cases it gives the Governnent a
weapon.

In this case, it's being used to force theminto
a TRAC programthat they don't want to enter. In sone
ot her case, to have a kind of threat that you could make
to peopl e because, of course, a lot of incone is
underreported through tips, and you' d al ways be able to go
out and assess nore.

Now, you're asking us to interpret sone very
broad | anguage as sayi ng Congress has given you authority
to do a particular thing. They're saying, don't give them
that authority. Congress would never have intended the
RS to do what |'ve just descri bed.

Now, | want to be sure you have a cl ear
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opportunity to answer that, because | want to hear what
the answer is.

M5. O CONNOR: Congress had the opportunity to
say that no, the IRS does not have the authority to do
what has been referred to here as aggregate assessnent,
and | m ght just point out here that rather than aggregate
assessnents, which is what the respondent calls what has
happened here, respondent would prefer the individual
audits and aggregating the esti mates, because certainly
they would be estimates if they were done on the basis of
the individual waiter's reports al so.

But in 1998, when Congress said that the IRS
cannot use a threat of an assessnment |like this to force
restaurants into a TRAC, it clearly had the opportunity to
say, and besides, you don't have the authority to do these
esti mat es anyway, these assessnents anyway. The authority
is very clear, and the only thing that the respondent has
ever argued here is that the anount m ght be wong, and
they can't tell you exactly what it is, but there is no
rule that an assessnent has to be entirely accurate or
preci se. The assessnent authority requires inquiries and
determ nations, and that's what's happened here.

QUESTI ON:  The assessnment is presunptively
correct, isn't it, under the statute?

MS. O CONNOR: Not under the statute, Justice
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Rehnqui st, Chief Justice Rehnquist, but rather under the
laws that this Court has observed. In United States v.
Janis, this Court comented on the presunmed correctness of
assessnments and their evidentiary value in tax litigation.

QUESTION: Well, you take the position it is
presuned to be correct, don't you?

MS. OCONNOR: It is -- United States v. Janis
stands for the proposition that an assessnent is valid
unless it is without any foundation. Clearly, here, when
t he assessnent is based on the respondent's own report,
and nmore than three-quarters of the assessnment is on the
anounts that are clearly known to be true, clearly this
foundation, this assessnment has a foundation. Thereafter,
once you've established that the assessment is not
invalid, that it has a foundation at all, then you start
t al ki ng about the anount.

QUESTION: Well, | wonder --

QUESTI ON:  No, please, go ahead.

QUESTION: Well, it has a foundation if three-
quarters of it is true?

MS. O CONNOR: Pardon nme?

QUESTION: It has a foundation if three-quarters
of it is true?

M5. O CONNOR:  Oh, no.

QUESTION: Is that what having a foundation
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means?

MS. O CONNOR: The test under Janis | think
much, nuch lower than that. |[It's -- an assessnent is
valid if it has any foundation at all --

QUESTION: So if --

MS. O CONNOR: -- and clearly, this one has
f oundat i on.

QUESTION: -- 1 penny on the dollar is accur
that -- it has a foundation? |s that what it neans?
couldn't mean that.

MS. O CONNOR: Oh, | think that would be pus
it alittle far, Your Honor, and that's not what Unite
States v. Janis requires.

QUESTION: | would think it would nmean that
there's some reason to believe the full anount is

accurate, not that three-quarters of it is accurate.

is

a

at e,

It

hi ng
d

MS. O CONNOR: That's not what this Court has

hel d, particularly United States v. Janis, where in fa
the assessnment there was based on an estinmate of wage-
earning practice. By looking at 5 days' worth of wage
the comm ssion assessed on 77 days worth of wages.
QUESTI ON:  Sure, but doesn't the Janis rule
assume that the taxpayer is, in fact, in a position to
prove the correct figure if the assessnent is wong?

M5. O CONNOR: Not necessarily, Your Honor
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it is incunmbent upon any taxpayer upon whoma tax is
i mposed to maintain whatever books and records they can.

QUESTI ON:  Exactly, and that comes back to the
question |'ve asked before. What can this taxpayer do?

MS. O CONNOR: Well, the taxpayer is in a
busi ness that requires a lot of things. There health,
safety, and sanitation regulations. There are also tax-
reporting regulations. You hire reliable people, you tell
them what the rules are, you rem nd them what the rules
are, and you facilitate their conpliance, and that's what
the restaurant here needed to have done, and may even have
done. Since they didn't challenge the assessnent or
anount of the assessment, | think we can assune that --

QUESTION: Well, short of the restaurant's
hiring someone to bird dog every single waiter and
waitress to see what, in fact, the tip was, | don't see
how t he enpl oyer here could collect the information.

The ganbler, sure, he can wite it down in his
little book, but |I don't see where the enployer here is in
a position to get the figure to wite down in a little
book, short of having a third person foll ow every --

MS. O CONNOR: The waiter can also wite down
his tips in alittle book, and there are --

QUESTI ON:  Sure, and the whole prem se of the

problemis that the waiter is in fact not telling the
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whol e truth.

MS. O CONNOR: That is why restaurants --

QUESTION: | nmean, that's just really
i mpracti cal .

MS. O CONNOR: -- every enployer should hire
reliable people who they can trust to follow the rules.

(Laughter.)

MS. OCONNOR: 1'd like to reserve the bal ance
of my tinme for rebuttal.

QUESTION:  Very well, Ms. O Connor

Ms. Power, we'll hear fromyou

ORAL ARGUMENT OF TRACY J. POWER
ON BEHALF OF THE RESPONDENT

MS. POWER: May it please the Court, Your Honor:

Congress did not saddle the enployer with a tax
whi |l e depriving himof any way to defend against it.
Congress did not require the enployer to do what for 30
years it told himit was not required to do. This tax is
not authorized. Because it's not authorized, that affects
t he burden of proof and the presunption of correctness.

I'"d like to suggest an analogy. |[If Congress had
passed a tax on my chickens and the I RS canme al ong and

said, we're inposing a tax on you, on your neighbor's

cows, and | said, but I don't owe a tax on ny neighbor's
cows, and they in turn said, yes, well, what we did was,
27
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we figured your neighbor had X nunber of acres and
therefore the average nunmber of cows per acre is Y, and
you owe the tax on the cows, and | said, well, I'm not
going to fight that because | don't have any way to know
how many cows ny nei ghbor had.

QUESTION: But can | just ask one question that
really puzzles me in this case?

(Laughter.)

QUESTION: | can't follow the cows and all --

(Laughter.)

M5. POVER: | under st and.

QUESTI ON:  But you did have records, witten
records that showed that the actual amount of tips paid by
credit card and so forth to the people in question here
was substantially larger than you reported. Wiy shouldn't
t hat put you on notice that you owed a little noney to the
Gover nment ?

M5. PONER: We do not know to what extent, if
any, those credit card tip amobunts, or the amobunt on the
credit card tip slot on a credit card, was in fact
received by an enployee, a tip received by an enpl oyee
that is wages subject to the act. W do not know what --

QUESTION:  Well, but after those credit cards go
to the restaurant, doesn't the restaurant turn the cash

over to the enpl oyee?
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M5. PONER: The restaurants handle it in a
variety of different ways. It could be as sinple as an
enpl oyee at the end of the night starting to turn over al
the noney he's collected during the night, first to
satisfy all the credit card bills, then to satisfy all of
t he dupes for the food that he had with the bal ance
remai ning in his pocket, which he then turns around and
ki cks out to a whole host of other enployees. W do --

QUESTI ON:  But don't you know what the practice
isS in your own restaurants?

MS. PONER: We woul d know what -- each
i ndi vi dual restaurant would know what is done in basic
practice in their restaurant, but how nmuch, if any, of
that credit card anmpunt was retained by any individual, we
do not know

QUESTI ON: No, but what may -- | understand the
waiter may have split the tips with the busboy and so
forth and so on, but the total amount of tip on the credit
card slip was paid to sone enpl oyee, was it not?

MS. PONER: Well, we don't even know whet her
it's atip. There are many reasons why it m ght not be a
tip.

QUESTION: But this is a particular restaurant.
| mean, it 's not as if we're tal king about the world of

restaurants. Surely this particular restaurant knows.
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M5. PONER: Would know whet her that credit card
ampunt was, in fact, a tip? No. You could have well had
a circumstance --

QUESTION:  You nean if it's shown on the credit
card --

QUESTION: As atip --

QUESTION: -- as atip -- 1 seemto recal
seei ng a space --

QUESTI ON:  Yes.

QUESTION: -- on restaurant charges --

(Laughter.)

MS. POVER: That's correct.

QUESTION: -- that says, tip, X anmpunt. You
fill it in.

MS. PONER: And that's correct, and if | went in

and | didn't have any cash in ny pocket and | said to the

waiter, you know, I'mgoing to | eave sone extra tip on
here, | need to pay for the valet when | |eave, |'m going
to put $5 extra on here, can you give ne the cash -- yes,

it's possible that there's tips on there.

QUESTION: The question isn't possible. The
gquestion is what's normal, and normal tip is tip, and I
don't understand the chickens and the cows exactly --

(Laughter.)

QUESTION: I n ny copy of the code here it
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says -- it doesn't say -- it says the enployer, there is
i nposed on the enpl oyer an excise tax equal to 6.2 percent
of wages, and it says, including tips, so | don't see
how -- what your argunment is that the tax isn't
authorized. O course it's authorized.

MS. PONER: But it's wages of an individua
enpl oyee.

QUESTION:  Yes, that's right, and the enpl oyer
has to --

MS. PONER: It's wages -- and they have, what

their assessnent stands for is a tax on my gross tip

payroll. There has been no -- that is not a tax --
QUESTION:  No, no, but I -- | understand that
basic point. I'mtrying to get you to focus on what |

t hi nk woul d be, despite the rights and wongs of it, their
very strong | egal position, which is very sinple.
Nunmber 1, that there is assessed here a tax on the
enpl oyer equal to 6.2 percent of the total, including tip
wages of the enployee, all right, and they say, we have
t he power under the statute to assess the anount, and
nor eover, we think your client didn't pay, and therefore
we took what we think was a very reasonabl e way of
figuring that out.

We | ooked at the credit cards and we saw it

said, tips, and we saw 14.2 percent is the typical anount,
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and we assune that's it for credit and for cash, and if
you don't |ike that, you prove to the contrary. W don't
think you can prove it, not because it just isn't
possi bl e, that probably, in all likelihood, it isn't true,
okay. Now, that's their point.

Now, you reply to that. | would like to hear
your argunent.

M5. POWNER: My reply to that is, we started out
by saying it's wages, including the tips of the enployee,
and they did not give us a bill for wages which are the
tips of the enployee. They gave us a bill for the total
gross tips of all enployees collectively, and this Court
has already held that FICA taxes are divisible taxes under
Flora v. United States, that it is a tax inposed upon the
i ndi vi dual wage earnings. This Court has already
interpreted 3111 to be a tax on individual wage earnings,
and they did not give us a bill for that tax.

QUESTION:  Well, but that's a different argunent
fromthe one that we've been westling with, which is
whet her or not you have within your authority and control
an ability to calculate the basis for challenging the
assessnment.

MS. PONER: We do not.

QUESTI ON:  And you began by saying, well, they

differ and, frankly, | don't give much force to that
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argunment. The enpl oyer knows how t he enpl oyer distributes

credit card receipts. That's the enployer's job, so I'm

not particularly persuaded by that argunent. |[If you want
to go ahead and say, well, the cash portion of the tips
don't relate to the -- in the sanme ratio that the credit
card tips, | would understand that.

MS. POVWER: The enpl oyer does not know how t he
tips, the credit card tips are distributed. 1It's not as
if --

QUESTI ON:  Doesn't the enployer get the credit
card receipt?

MS. PONER: At the end of the --

QUESTION:  And doesn't the -- the enployer can
st up any systemthe enpl oyer wants.

MS. PONER: At the end of the evening the
enpl oyer woul d cash out all the enployees and would turn
over credit card tips to enpl oyees who m ght have received
credit card receipts, and those enpl oyees would then
deci de anong t henselves to whom in what anount they are
going to share those tips that they have received, al ong
with any cash tips that they may have --

QUESTI ON:  But the enployer at |east has an
aggregate at that point, some that appears fromthe credit
cards to have been paid out in tips, no matter howit's

shar ed.
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QUESTION: I n addition, he has the ability -- in
addition, he has the ability to tell his enployees that he
wants to know the ratio in which they' re shared. He can
make that a condition of enploynent, so |I'm not persuaded
by that argunent.

MS. PONER: | don't really think he can make
that a condition of enploynent. | think that enployers
have to be very careful what happens in the context of
wage and hour |aws and tip-pooling regulations and so on
and so forth.

QUESTION: Well, that seens to me all the nore
reason why the enpl oyer should have a strong interest in
knowi ng how the division is being nade.

MS. POWER: Well, | think that there are many
enpl oyees who do not want the enployer to have anything to
do -- to know -- to do with the tip-sharing arrangenents.
It is -- tips are the property of the enployee. Not only
that, you have --

QUESTI ON:  But the enployer, Ms. Power, has an
obligation to pay FICA tax, and has an obligation to pay
it on the total earnings, and it isn't -- your cow anal ogy
didn't just pass nme by, because the tax on the enployer is
i ndependent of the tax on the enpl oyee. Suppose these
enpl oyees never paid a cent in FICA tax, and they went off

to beach-conb sone place, the FICA tax woul d be owed by
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the enpl oyer just the sane.

M5. PONER: That's correct.

QUESTION: So it's the enployer's cow. The FICA
tax belongs to the enpl oyer.

MS. PONER: The -- there is no question that the
enpl oyer owes a FICA tax. He owes the FICA tax regardl ess
of whether the enployee is ever audited. He owes the FICA
t axes regardl ess of whether the enployee is ever assessed
or the enployee ever pays his taxes. It can be assessed
agai nst the enployer at a conpletely different tinme from
when it can be assessed agai nst the enpl oyee.

The enpl oyer does not dispute that he owes a FICA
tax. \What the enployer disputes is, | can't know what I
owe that FICA tax on until you make some determ nation of
what the individual earnings are, because until that tine,
| am denied all defenses enpl oyees have that they can
raise, and there's a whole list of long --

QUESTI ON: But you know what -- in fact, you
stipulated that you don't dispute the facts, the
estimtes, or determ nations used by the IRS as a basis
for its calculation of an amount of aggregated unreported
tip inconme by all directly and indirectly tipped
enpl oyees, which is your -- is on page 35 of the joint
appendi x. You agreed that you are in this case, for

pur poses of this case not disputing any of that.
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MS. PONER: | do not -- we do not dispute the
amount of the IRS aggregate assessnents because -- of al
enpl oyees col |l ectively, because we sinply do not have the
information to dispute that. Congress has prohibited us
from having that information. W do not have that
i nformation. We have never had that information.

Congress for 30 years has told us we do not have to
concern ourselves with that information, and we do not
have the wherewithal to dispute it.

So in this case, do | dispute that? No, because
it is not worth disputing that or attenpting to even
whittl e down that assessnment in this case.

QUESTI ON:  But your position is, we know that
there is a disparity between what is reported and what is
actually paid in tips. W know that both the enpl oyee and
t he enpl oyer independently owe a tax on that total anount,
and we know about the shortfall, but there is nothing the
Governnment can do. It's just stuck by what the servers
put down on the nmonthly formthat they file.

MS. POVNER: There's plenty that the Governnent
can do. The Governnment has the wherewithal to do
everything, and that's exactly what Congress says shoul d
be done.

QUESTION: Well, the only thing that you've

proposed, and tell me if I'mwong about this, is that the
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Governnent go one by one after the enployees, and am
correct in saying that the same nmet hod woul d be used by
the Governnment if it went against an individual server,
that it -- you are resisting the Governnent using against
the restaurant. That is, let's take a waiter in this
establishment. The Governnent says, you've underreported
your tip inconme, and the way we figured out that you've
underreported it is the sane fornmula. Isn't that what
goes on when --

MS. PONER: No, it's entirely different,
because -- and as the McQuatters case that's cited in the
briefs by both parties illustrates, in that circunstance,
the individual waiter has an opportunity to bring any
defenses that he has to the Government's assessnent
forward, and we are denied every possi ble defense by that
scenari o.

QUESTION: Well, take -- nmake that specific,
pl ease. Here is a waiter, and the Governnent says, you
have unreported incone, and this is how we've estinmted
it. W've estimated it based on our fornula, and then
specifically what does that enployee do when the
Governnment says, we've nade an estinmate based on this 14
percent, or whatever it is?

M5. POVWER: The enpl oyee di sputes the estimte

VWhet her he does it at an adm nistrative | evel or whether

37

Alderson Reporting Company
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

he goes to the tax court and disputes it, he goes in and
he disputes it, and he raises the issues, and | think a
nunber of themwere identified in the waitresses' am cus
brief. For instance, they say, well, | didn't work as
long. | don't have the same experience as the other guy
had. They was stiffing, a tremendous anmount of stiffing.
We had a European clientele, the tips weren't as great as
you t hi nk.

QUESTION:  What is stiffing?

M5. PONER: No tip whatsoever.

(Laughter.)

MS. PONER: |'m sorry.

QUESTION: | just don't understand how any of
t hat can get you bel ow the anobunt that shows up on the
credit cards, because for exanple, say one enpl oyee got
$2,000 in tips, and he could have a defense that | passed
out $600 to the busboys, and nmaybe his liability is |ess,
but it still seems to nme the enpl oyer would have to at
| east pay the aggregate amount on the credit card.

MS. POVNER: No, because --

QUESTION: | just don't understand how you get
around t hat.

MS. PONER: -- there's a situation where you
coul d have many enpl oyees. There's a very high turnover

rate, especially with those who are in the categories that
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receive the | east amount of tips. Sonebody who cones in,
and he's a busboy and he's there for the afternoon, and he
says, boy, forget this job, I'mleaving, and he takes the
tips that he gets that day, and that happens at a nuch

hi gher percentage --

QUESTION: Well, that would explain why
assessnents nmight be wong as to individual enployees, but
it still doesn't reduce the gross amount in the tip colum
on the credit card.

MS. PONER: |t does reduce the gross anounts --

QUESTI ON:  How?

MS. POWNER: -- that the enployer would have to
owe, because if any of that credit card tips that you're
assuming isn't in fact a tip was received by sonebody who
made | ess than $20 a nonth, the enployer doesn't owe any
tax on that.

QUESTION: Okay. That's a possibility, but
woul dn't it suffice on any rule of probability if the
Governnment did just what Justice Stevens described? It's
quite true, yes, there m ght have been an extraordi nary
turnover, if there is, the enployer can cone in and say
so. But if the Government made its claimsinply based on
what the credit card reports showed, wouldn't the
Gover nnent have made an assessnent which enjoyed at |east

a probability of accuracy?
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M5. POVWER: No, because you go back to 3111 and
Congress did not inpose a tax on the aggregate earnings of
all enpl oyees collectively.

QUESTION: So your argunent there is that even
if you had the perfect evidence, even if there was a nmeno
beyond di spute, witten by the accountant and signed by
all the enployers that said, after the npbst thorough
i nvestigation of this restaurant I'mtelling you
privately, and you agree, that the total tips earned that
are eligible for social security are $350,000, so it's
signed by 15 bi shops, you know, absolute, dead right,
we're saying that even if that's so, he still doesn't owe
it because in the neno it doesn't say which enpl oyees.

MS. POWNER: | think that it needs to say which
enpl oyees | earned whi ch anount, and that's what the tax
was i nmposed upon, and if on the other hand you had all of
t he enpl oyees say yes, | earned this, yes, | earned this,
yes, | earned this, then you would have that individual
determ nati on.

QUESTI ON:  But there's never been anything held,
is there, that where an enployer clearly owes a tax to the
Governnment, based because of the earnings of the enpl oyee,
and there can be different contexts where that comes up,

t he evidence that he owes that has to nanme or pick out

whi ch enpl oyee? | assune if there were a case that ever
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said that you would have cited it, and | doubt that there
IS.

MS. PONER: | don't think that there is.

QUESTION:  All right. If there isn't, then
that's my problem If you' re talking about the quality of
t he evidence, you run into the problemthat Justices
St evens and Souter nmentioned. |If you're talking about the
need for the precision identification of a single
enpl oyee, | don't see in the law any requirenent for such
a principle.

MS. PONER: | think that it's in 3111. | think
that this Court has already held that the tax is inposed
upon - -

QUESTI ON:  But whereabouts in 3111? If it's
just two sentences, tell us what sentence or what cl ause
you - -

MS. PONER: Well, 3111, it says wages or -- 3111
says wages -- |'msorry, Your Honor

Equal to the foll owi ng percentage of wages as
defined in section 3121(a), the tax inmposed on sonething
call ed wages, that is defined in 3121(a). You cannot read
3121(a) as anything but --

QUESTI ON:  Where do we find 3121(a) in your
brief?

MS. PONER: It's on the next page, page 56 of
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the Governnment's appendix to the petition, and it says,
the term wages neans all renmuneration for enploynent, and
it goes on -- they only have one of the individual terns
listed. There are 21 specific --

QUESTION: But you're telling us this shows your
poi nt, and you -- point to the |anguage that you think it
does.

M5. POVWER: 3111 inposes a tax on wages --

QUESTION: On wages. It doesn't say
i ndi vidual -- wages paid to each individual. It says
wages.

MS. PONER: It says wages as defined in 3121(a).

QUESTION: Then we turn to 3121, and where is it
in there that it nakes your point?

MS. POVWER: \When you go through each one of the

QUESTION: Well, that's what we're here for, to
go through sonet hi ng.

MS. POVER: Okay, well, the 21 exceptions to
2131(a) lists individual things |ike whether an enpl oyee
participates in a health insurance plan, whether an
enpl oyee has a 401(k) plan, the extent to which an
enpl oyee's wages go above or below the social security
wage base.

QUESTI ON:  But that goes to the accuracy of the
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figure, perhaps, which you said really is not your point.
That -- none of those exceptions say anywhere,
collectively or in specific terns, that under 3111 you
can't add them all up.

MS. PONER: Well, this Court has already held
t hat --

QUESTION: And that's what we're saying.

M5. PONER: -- that's not the way the tax works.
This Court has already held in Flora v. United States and
as quoted in Steele v. United States that it isn't a tax
on the aggregate earnings. It is -- the assessnent is an
accurmul ation of separate, divisible taxes on each
transaction. What is subject to the tax is each
i ndi vi dual paynment --

QUESTION: There are two Flora cases, neither of
which are cited in your brief. Which Flora -- there was a
rehearing grant. Which one are you --

MS. PONER: Flora v. United States, and I
believe it's footnote 37 in Flora v. United States.

QUESTION:  Yes, but there are two Flora v.
United States that a rehearing was granted, one's 357,
one's 362, and your brief doesn't seemto nention either
of them

MS. PONER: Well, we referenced themin our

conplaint, Your Honor. | think it's paragraph 14 of our
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conpl ai nt.

QUESTION: Does it give a citation there?

MS. POWER: Yes, Your Honor. 362 U S. 145.

QUESTI ON:  But that was just about whether or
not the tax court had jurisdiction if the assessnent
wasn't conpl etely paid beforehand, wasn't it?

MS. POVER: Yes, but | believe that footnote 37
in that brief, in that opinion said that the Court agreed
that the excise tax, like a FICA tax, is a divisible tax.
That's the whol e basis upon which we're here. W only
paid $18 of the total tax, and we paid it on the basis of
our estimate, although we cannot prove it one way or the
ot her, of one enployee who woul d have made | ess than $20 a
month over a period of time. |If this wasn't a divisible
tax, or one that was inmposed upon each transaction of
wages, then we would have had to pay the entire $23, 000.
This hold that it is a tax on an accunul ation of all wages
of all enployees is to change that 40-year history of --

QUESTI ON: Now, Congress passed sonething called
the TRAC law in 1998 to deal with this very probl em of
tips and the FICA tax, did it not?

MS. POVNER: Not technically, Your Honor. TRAC

is not sonmething that Congress passed. TRAC is sonething

that is an agreenent between the industry and the IRS. It
was -- | was the first person who approached the IRS on
a4
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comng up with sone type of an agreenent with the IRS to
solve this problem and the TRAC agreenent was a contract
that was witten between --

QUESTION: | thought there was a section in 1998
passed by Congress, section 3414 of the Internal Revenue
Service Restructuring and Reform Act providing that I RS
woul d not threaten a taxpayer audit to coerce the taxpayer
into entering a tip-reporting alternative conm t ment
agreenent, so at |east Congress acknow edged --

M5. POVWER: Congress acknow edged - -

QUESTION: -- the agreenent, did it not?

MS. PONER: |t acknow edged that the agreenent
exi sted, but Congress --

QUESTION: Do you think Congress was assum ng
there were assessnments going on of enployers for this
l[iability?

M5. PONER: Not at that tinme, because there are
two docunents at the very end of the joint appendi x that
are Governnent docunents, and they indicate that they were
not doing the enployer-only assessnents at that tine. 1In
fact, they indicate that they were not doing the enpl oyer-
only assessnments at that time. |In fact, they indicate
that they -- they assured Congress that they were not
doi ng assessnents at that tine.

QUESTION:  When did the IRS start doing these
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aggregate assessnments? Do you know when they started?

MS. PONER: | would say that they started doing
t hem about 1992, 1993, and you had asked the question
earlier, how many TRAC agreenents are there that have been
signed. There are about 25-to0-30,000 TRAC agreenents that
have been signed. There are about 200, 000 --

QUESTION:  Well, this congressional provision
that | asked you about was made in 1998, so that was well
after the beginning of aggregate assessnents.

M5. PONER: And |long after the IRS had announced
that they were not doi ng aggregate assessnents.

QUESTI ON: The gravanmen of your brief is that as
a principle an assessnent shouldn't be inposed on the
t axpayer unless the taxpayer has the information to
contradi ct the assessnment, which certainly makes a | ot of
common sense. |s there a provision in the code, or
sonet hing that we've said in the cases that sustains that
overarching principle?

MS. PONER: Well, | think that --

QUESTION: O is it just kind of a due process
fairness thing?

MS. PONER: Wl --

QUESTION: Is there a specific principle you can
point to to show the correctness of that assunption?

M5. PONER: Well, | think that there's 30 years
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of congressional history that clearly shows that Congress
does not intend for the enployer to be put in this
position, that Congress did not intend for the enployer to
be required to police and nonitor the reporting of

enpl oyees, and ostensibly that's what the I RS
interpretation does.

QUESTI ON:  But you have no specific authority or
precedent for the proposition that an assessnent should
not be inposed on a taxpayer unless the taxpayer is in a
good or perhaps best position to contradict the
assessnment ?

MS. PONER: | think that we have plenty of
authority for the proposition that the assessnent in this
case is unauthorized because it's on the collective wage-
earning on 31 --

QUESTI ON: But that wasn't what | asked you.
asked you about the general proposition.

M5. PONER: That a tax cannot be inposed upon --

QUESTI ON:  An assessnent cannot be inposed on

the taxpayer unless the taxpayer has the capacity or the

ability to contradict it. | nean, that's -- it seens to
me that's the principle argunent in your brief. It makes
a lot of sense, but I want to knowif I'm-- if the

Court's writing an opinion for that, what do they cite for
t hat proposition?
47
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M5. POVWER: The best | can tell you --

QUESTION: Other than the fact that this is
sonet hi ng everybody should know, but that doesn't usually
wor K.

(Laughter.)

MS. PONER: | think that the burden of
presunption and the burden of proof that they have put
forth is prem sed upon the understanding that the person
wi th that burden has the records and is in the best
position to respond, and that does not characterize this
situation, so those policy considerations behind that are
not existing here.

QUESTION: Are there other situations in the tax
| aw where the Government knows that income has been
underreported? Aren't estimates nmade in many different
contexts where the taxpayer doesn't keep reliable records,
and so the Governnment has to find sone way of measuring
what the tax should be, so it does an estimate? 1Isn't
t hat common?

MS. PONER: I n each one of those cases it's --
t he person responsi ble for keeping the records is the one
taxed. We have no problemw th the IRS attenpting to
determ ne the earnings of the individual enployees and
com ng back and --

QUESTION: Well, you did before, because when |
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asked you, are they making an estimte in that case, and
you started to say no, because the taxpayer, the
i ndi vi dual servers have all these --

MS. POWER: Excuses --

QUESTI ON:  Yes.

MS. PONER: -- or defenses?

QUESTION:  Yes. But | thought that they
could -- | thought that was a given, that if they go after
a single waiter, that they can have an estimate.

M5. PONER: They can.

QUESTI ON:  They do nmake an esti mate.

MS. PONER: They can.

QUESTION:  And the very estinmate that you are
resisting when it applies to the enpl oyer.

MS. POVER: Because we are -- we don't have the
same defenses that the waiter and the waitress does. The
wai ter and the waitress can say, you know, all kinds of
things in response, that no, | didn't earn that, here are
my records, here are ny individual records of exactly what
| earned.

The I RS sends thema bill based on the sane
types of estinmates, takes it one step further and says,
okay, well, you worked X number of hours out of the total
nunber of hours in this restaurant, so of this total share

we think your share is this amunt. The waiter or
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waitress can cone in and say no, here's ny individual
record, and this is exactly what | earned, or no, you're
wrong in assumng this, or you're wong in assum ng that,
and then a determ nation can be made of what that

i ndi vidual waiter or waitress nmade, and then turn around
and give it to us.

That's exactly what one of the docunments in our
j oi nt appendi x on page 92, that's exactly what the IRS did
do before they came up with this aggregate assessnent
met hod, because that is precisely what Congress envi sioned
that the IRS would be doing with the 8027 Form data, is
taking that information, using that information to make
exam nati ons of individual enployees, and then turning
around - -

QUESTION:  Now, practically can the IRS -- are
you suggesting that they go after the enployees, and then
when they know the ampunt based on the extra tax the
enpl oyee will have to pay, then say, okay, enployer, you
pay the same anmount, but practically can the IRS -- does
it have the facilities to go audit every waiter and busboy
and --

MS. PONER: There's no requirenment that they
audit every waiter or busboy. 1In the first place, that
letter that | just pointed out didn't require any audit at

all, and not only that, in the context of what's happening

50

Alderson Reporting Company
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

here, they still have an audit problem They've only
coll ected, or are attenpting to collect 25 cents out of
every single dollar. They're leaving three -- 75 cents on
the table here. They come in here and they say that
t hey' ve got this huge, astrononi cal problem and we can't
do anyt hi ng about it.

QUESTION: Well, the reason is, maybe it isn't
cost-effective to go after the individual enpl oyees.

MS. PONER: Well, | don't think it's very cost-
effective to do this one, when the enployer is --

QUESTION:  The enpl oyer tax is owed
i ndependently, which is what | started to ask you about
when you gave your cow exanple. The taxes on an enpl oyer,
that's a discrete tax. There's a tax on the enpl oyee.
That's a discrete tax. Wy, because the Governnent is
going to have a hard tinme collecting the tax on the
enpl oyee, is it disabled fromcollecting the tax on the
enpl oyer ?

MS. POVWER: Because that's what Congress said --

QUESTI ON:  Thank you, Ms. Power.

MS. PONER: -- that the IRS should do

QUESTION: Ms. O Connor, you have 3 m nutes
remai ni ng.

REBUTTAL ARGUMENT OF EI LEEN J. O CONNOR

ON BEHALF OF THE PETI TI ONER
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QUESTION: Ms. O Connor, at the very outset you
said that 311 inposed a tax on wages paid or deened to
have been paid. |Is the word deemed in the statute?

MS. O CONNOR: |Is the word deened in the
statute?

QUESTI ON:  Yes.

MS. O CONNOR: | believe so. | believe it's in
3121(q), Your Honor, which I keep |osing.

QUESTION.  Well, 1'Il find it.

MS. O CONNOR: Yes, it's on page 58a, is where
3121(q) appears, and renmenber that is a section that
provi des definitions. 3121 tells you that wages include
tips which are paid or deened to have been paid, and
3121(qg) also tells you the tine.

As we have said, this is a tax on an aggregate
amount. Form 941 in your joint appendi x show how t he
enpl oyer reports the tax, and shows that it is a tax on
t he wages pai d.

QUESTION:  Well, except | think the deem ng

refers to the time of paynment, not to the fact of paynent,

but I'Il ook at that.
MS. O CONNOR: | think you're right about that,
Your Honor. Nonethel ess, they are deened to be paid at

the time, right. 3121(qg) tells you that tips are

i ncl uded, and then the deened part is -- the tips are
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wages, and the deened part is when they are deened to have
been paid. They're deened to have been paid by the

enpl oyer, and then it goes on and tells you when. It does
say tips are deened to have been paid by the enployer.
That's the very first sentence. |It's at page 85a.

QUESTION:  How |l ong has I RS been nmaking these
assessnents, please, Ms. O Connor?

MS. O CONNOR: | believe, Justice O Connor, that
it did start around 1992 and 1993, and the information
that the RS is gathering on the forns 8027 denonstrated
the extent of the problemthat Congress suspected did
exi st about substantial underreporting of tip incone.

QUESTION: In view of all the questions about
t he proper conputation, why has the Governnent resisted
notice and comrent rul emaking to conme up with a fair
formul a, because the contention is that the Government's
formul a exaggerates the incone, exaggerates the tip
i ncomne.

MS. O CONNOR: That is certainly the contention,
and there have been, however, no facts to show whet her
that's true or not, because in each of the cases, not only
the Ninth Circuit below, but in each of the three cases
that we cite in our briefs decided by the Seventh,

El eventh, and the Federal Circuits, no evidence was ever

submtted to show that the tips were overstated in any
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way .

QUESTI ON: But why not -- why not enploy that
fair procedure of going through the notice and coment,
and then -- | think that's what Judge Kozi nski said to do.

MS. O CONNOR: Yes, he did. Judge Kozinski's
opi nion entirely excludes section --

CHI EF JUSTI CE REHNQUI ST: | think you've
answered the question. Judge Kozinski did say that, so
the case is submtted.

(Wher eupon, at 11:03 a.m, the case in the

above-entitled matter was submtted.)
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