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INDEPENDENT CONTRACTOR VS. EMPLOYEE?

It sure is easier to consider that person who does work for you is an independent contractor rather than an employee.  No complicated accounting, no Workers Compensation Insurance, no state or federal employment taxes, no FICA taxes to pay, just a simple little 1099 form to complete and mail out to the independent contractor and the IRS at year’s end.  

But wait a minute; you are not the ultimate arbiter of whether or not Joe Blow or Jane Doe is an independent contractor, the IRS is.   And the IRS has a built-in bias against independent contractors.  The reason is obvious; they don’t collect withholding taxes throughout the year and at tax time the independent contractor is likely to have expensed away all of his income with an artfully constructed Schedule C, a device not available to an employee taxpayer.  The danger is, if the IRS determines your independent contractor is, in fact not one, then you will be liable for all the back withholding and FICA you would have collected if the person in question were an employee. 

The IRS does have guidelines that will help you to make a good decision.  There are three general areas:  Behavioral Control, Financial Control and Relationship of the Parties.  These involve facts.  No single fact provides the answer.

Behavioral Control-If you give extensive instructions on how work is to be done this suggests the person is an employee.  Such things as how, when, or where to do the work, what tools or equipment to use, what persons to hire to help with the work or where to purchase supplies and services suggest an employee relationship.  If you provide extensive training about required procedures and methods, this indicates the business wants the work done in a certain way and this also suggests an employee relationship.

Financial Control-If the person you hire has a significant financial investment in his or her business, then that person may be an independent contractor.  If you do not reimburse that person for some or all of his or her business expenses, particularly if those expenses are high, then that person may be an independent contractor.  If the person has an opportunity to make a profit or suffer a loss from the arrangement then that person may be an independent contractor.

Relationship of the Parties-If you provide benefits such as health insurance, pension or profit sharing contributions, or paid leave it is clear your relationship is that of employer and employee.  The absence of any such benefits does not, in itself, determine that the relationship is that of hirer and independent contractor.  
Written Contract-If you and the hired party agree that he or she is an independent contactor, a written contract of this agreement could be very significant if it is difficult to determine the status based on the facts above.  We consider this step to be most important, consult your attorney for contract language.

For more detailed information from the IRS on this subject get Form SS-8, Determination of Employee Work Status for Purposes of Federal Employment Taxes directed to the employee/independent contractor and Publication 15-A, Employer’s Supplemental Tax Guide directed to the employer.
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