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Employee or Independent Contractor?

Joyce Krech, Training/Operations Coordinator

JMU Small Business Development Center

In a small business, it is tempting to save money and hassles by calling your new hire an independent contractor, paying them an agreed-upon amount each week or month, and telling them to account for their own taxes. But if this person is actually your employee because they’re not truly independent, the results can be serious. 

Business owners like the independent contractor status because the business does not have to pay the employer's portion of Social Security tax, unemployment taxes, workers' compensation insurance premiums, or employee benefits for an independent contractor. 

Be cautious. The cost of being wrong—unpaid payroll taxes, unpaid premiums, plust interest and penalties—can be very high.

Different federal and state government agencies have different ways of assessing whether a worker is an employee or an independent contractor. Among those agencies are the IRS, the US Department of Labor, state taxing authorities, and state unemployment and workers' compensation agencies. Just because you call someone, even yourself, an independent contractor does not make it so. If in doubt, you can request a ruling from the IRS by completing Form SS-8, available from the IRS website.

What's The Difference?

As a general rule, anyone who performs services for you is your employee if you can control what will be done and how it will be done.  Independent contractors are individuals who are in business for themselves and are hired by clients for their specific expertise or skill.  Whether a person is an independent contractor or an employee generally depends on the amount of control, exercised by each party (employer or employee/contractor), over the work being done. 

Behavioral Control

Employees follow directions and controls set by their employer, whereas independent contractors set their own parameters in accordance to the agreement made with their clients. Employees are told where and when to work (report to the warehouse office, 7:30am – 4:30 pm with 1 hour for lunch), what tools or equipment to use, whether assistants should be used (and which ones), or where to obtain supplies or other services. Independent contractors make most of these decisions themselves, obtain their own assistants and supplies, and use their own equipment if needed. 

When you hire an independent contractor, you may oversee what they do and approve or disapprove of the project, but you cannot control the actual process of when and how they do it. 

Employees are usually trained to perform services in a specific way; independent contractors are hired to provide a service which they have already perfected. 

Financial Control

Employees usually work for one company and almost never work for competitors at the same time. Independent contractors, on the other hand, must be able to offer their services not just to one business, but to the public at large. It is not unusual for them to work for several businesses at the same time and may be doing similar work. Independent contractors set the price for their work based on what the market will bear. An independent contractor can realize a profit or incur a loss on a job and must be able to pick and choose the jobs accordingly. 

Unlike employees, independent contractors usually have unreimbursed, tax-deductible expenses and have usually invested in equipment and facilities in order to do the job. 

Relationship of the Parties

Employees may receive benefits, such as insurance or paid leave; independent contractors do not. Independent contractors will invoice the business for the services provided and will keep business records about the arrangement.  They may also engage in advertising or marketing of their services in ways unconnected with the business. 

If you are unsure about the employee or independent contractor status of yourself or a worker, consider using IRS Form SS-8 or review Publication 15-A, Employer’s Supplemental Tax Guide for additional information on independent contractor status. 

Sources:  IRS website (www.irs.gov) and IRS Publication 1779 

For free business assistance with any aspect of starting or operating a business, contact the Shenandoah Valley Small Business Development Center, with offices in Harrisonburg (540-568-3227) and Verona (540-248-0600) or visit our web-site at www.jmu.edu/sbdcenter.

