Agenda: 01.21.10

Item: 7b
MEMO
TO: Board of Directors
FROM: District Manager
SUBJECT: EMPLOYMENT STATUS OF BOARD MEMBERS FOR IRS AND
SOCIAL SECURITY
DATE: January 15, 2010
RECOMMENDATION:

It is recommended that the Board of Directors review this memo and approve the attached
resolution which changes the employment status of Board Members to employees of the
District for the purpose of income tax and social security.

BACKGROUND:

At the January 7, 2010 Bard of Directors meeting, you received notification from the Districts
independent auditor that pursuant to Internal Revenue Code Section 3401(c) elected officials
are considered employees for the purpose of income tax and social security. See Attachment 1.
Currently, the District considers Board Members as independent contractor for the purpose of
income tax and social security. Your Board discussed this matter and directed staff to seck
additional advice regarding this matter.

Attached hereto is a memorandum from District Counsel Hynes regarding this matter. Upon
further review of this matter District Counsel Hynes is recommending that your Board
approve the attached resolution.

It is recommended that the Board of Directors review this memo and approve the attached

resolution which changes the employment status of Board Members to employees of the
District for the purpose of income tax and social security.

e OWLLD

James A. Mueller
District Manager

JAM/bsb
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ATKINSON « FARASYN, LLP
ATTORNEYS AT LAW

660 WEST DANA STREET
REPLY TO: P.O. BOX 279 J.M. ATKINSON (1892-1982)
MARC G. HYNES MOUNTAIN VIEW, CALIFORNIA 94042 L.M. FARASYN [1915-1979)

TELEPHONE {650) 967-6941
FACSIMILE {650) 967-1395

MEMORANDUM
TO: James Mueller, District Manager, San Lorenzo Valley Water District
FROM: Marc G. Hynes, District Counsel
RE: Employment Status of Board Members for IRS and Social Security

DATE: January 14, 2010

Following my representation to the Board at the regular meeting on January 7,
2010, I telephoned Mr. William T. Hutton. He is an attorney with the firm of Coblentz,
Patch, Duffy and Bass in San Francisco. Mr. Hutton has provided advice to me in the past
on federal tax issues arising from local government actions.

Mr. Hutton confirmed what I suspected and also heard from several of my colleagues
in the field that this is not an issue being resisted by any of the affected entities or
individuals. Everyone accepts the fact of life that the federal government is trying to obtain
as much money as it can as soon as it can.

Accordingly, it is my recommendation that Resolution No. 09-10 which was
presented to the Board with the recommendation for adoption at the previous meeting be
approved.

Respectfully,

MARC G. HYNES

MGH:cwb



SAN LORENZO VALLEY WATER DISTRICT
RESOLUTION NO. (09-10)

SUBJECT: EMPLOYMENT STATUS OF BOARD MEMBERS FOR INCOME TAX AND
SOCIAL SECURITY PURPOSE

WHEREAS, the District has received notification from it’s independent auditor Charles
Z. Fedak & Company regarding the employment status of Board Members for income tax and social
security purposes; and

WHEREAS, the Internal Revenue Service states that elected officials should be treated as
employees for income tax and social security purposes.

NOW, THEREFORE, BE IT RESOLVED by the Board of Directors of the San Lorenzo
Valley Water District that elected officials of the San Lorenzo Valley Water District shall henceforth be
treated as employees for income tax and social security purposes.

dok ok &k ok ok o ok kK

PASSED AND ADOPTED by the Board of Directors of the San Lorenzo Valley Water
District, County of Santa Cruz, State of California, on the 21* day of January, 2010, by the following
vote of the members thereof:

AYES:
NOES:
ABSTAIN:
ABSENT:

B. Barchi, District Secretary
San Lorenzo Valley Water District
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Attachment 1
Y Charles Z. Fedak & Company e crangs avermss

Cypress. California, 90830
Certified Public Accountants (714) S27-1818
An Aconuntancy Comparation (562) 5658-0565
FAX (714) 627-8154
EMAIL czlen@calcpa.com
September 4, 2009
Board of Directars

SUBJECT: Employment Status of Board Members for IRS and Social Security A .
SUMMARY: Elected officlals should be treated as employees for income tax and Socizl) Security
purposes. They should be paid through the payroll system, use W-4's to control withholding’and have
income and withholding reported on W-2's at the end of the year. Currently 1099} anflused to report
Board Mamber compensation, y )

As employees, elected officials should be covered by social security taxes unldss the agency is exempt
from sacial security taxes and withholdings. Then the agency would deterrhine ifithe Board Members are
eligible for CalPERS or other retirement benefits to satisfy the IRS witi'non'payment of social security
taxes and withholdings. The criteria used to clessify part time, seasonal. and temporary employment does
not translate well to the responsibilities of eleoted officials asnwell{ Board Members elected sinoe April 1,
1986 would also be subject to Medicare taxes. My v’

DISCUSSION: In connection with @ review of vaﬁopiissues?luﬂng to employee status for income and
social security taxation it has been noted that elected officials employment status is defined by a specific
IRS code section. Intemal Revenue Code Section 3401(c) stites “the term employee includes an officer,
employes, or elected official of the United States, & State, or any political subdivision thereof” This code
section governs whether the elected official is“subject to and the District is obligated for income tax
withholding. The federal government stronigly argucs that elected officials are also employees for purpose
of Social Security Texatlon. See below)torexcerpts from the Federal State Guide.

Federal State Guide Discussion ,of electediofficials as employees — After noting that elected officials are
clearly employees for Income-tax purposes the IRS and Social Security Administration’s Federal State
Guide (Publication 963) goes-on 1a,say that Social Security rules are governed by common law tests like
those that we use to distinguish between employees and independent contractors. The Guide points out
that elected officials are appfopriately considered employees for a number of reasons:

“A critical factor "for. p{gnsfdé?aﬁon in an employee status determinafion is whether there I3 a state
constitution or statute eStablishing a position. State statutes should be reviewed to determine whether thoy
establish enotigh control for the individual to be classified as an employee under the common law test.
Statutes may giate that a specific position is that of a public official, in which case there is likely to be &
right tozcontrol sufficient to make the individual an employee. Statutes specify the duties of & public
office and| geacrally establish the officer's superiors and subordinates, if any. Statutes establish an
official’s term of office and sometimes the compensation, They may require that a public official take an
oath of office. Statutes often establish general and specific penalties for dereliction of duty. For instance,
members of Boards who are paid for each meeting they attend may face termination if they fail to attend a
certain number of meetings.



Board of Directors

September 4, 2009
Page 2

A public offivial has authority to exercise the power of the government and does so as an agent end
employee of the government. For this reason, the Supreme Court has beld that public officlals are
employees. A public officlal performs a governmental duty exercised pursuant to a public law, Buckley v.
Yaleo, 424 U.S. 1, 141 (1973). A public office is a position created by law, holding a delegation of a
portion of the sovereign powers of government to be exercised for the benefit of the public. Metcalf &
Eddv v, Mitchel, 269 U.S, 514 (1926).

The Internal Revenue Code does not define the term “public official”, but Regulation §1.1402(c)-2(b)
gives the following examples with respect to the application of sclf-cmployment tax to public officials in
specific circumstances: a mayor, member of a legislature, county commissioner, state or.Jocsl, judge,
justice of the peace, county or city attorney, marshal, sheriff, constable, or a registrar of deads. Other
examples include tax collectors, tax assessors, roed commissioners, and members, ofuboards and
commisslons, such as school boards, utility districts, zoning boards, and boards of health, -

As an example of the degree of control under which a public official works, consides-city attomeys in
State A. Stats siatutes establish the position and define it as that of an officer and employee. These
statutes define the duties of the position: the city attorney is required to direct'all litigation in which the
city is a party, including prosecuting criminel cases; to represent the city¥in allfegal matters in which the
city or a city officer is u party; fo attend meetings of the commissioners, advise commissioners, mayors,
etc., on all legal questions, and approve all contracts and legal {documents. A clty manager eppoints,
supervises and controls the work of the city attomey. The city attorney.-must take an oath of office. These
facts show the importance of state statutes in establishing alrigh-of direction and control of & public
official to classify them &s a common law employee. <%, 1

For the same reasan, elected officials are subject to a degree of control that typically makes them
employees under the common law. Blected officiajs are responsible to the public, which has the power not
10 reelect them. Elected officials may also be subject,to recall by the public or a superior official, Very
few appointed officials have sufficient independence such that they will not be considered common-law
employees. In any event, elected offigial3 are erployees for income tax withholding purposes under
section 3401(c).” 4

" - o
Please let us know if you have dny further qlestions.
.
./1‘\




