Small Business Forum

Straight Talk About The Business of Small Business

Many businesses try to streamline their employee expenses by hiring contractors and freelancers to fill in when the work load is light.  While this is a good strategy for cash-management – since you don’t have to pay many of the traditional employee taxes and benefits – you must be especially careful of following the rules set forward by the Internal Revenue Service.  Carelessness, or ignorance of the rules, especially as they relate to the status of independent contractors, can lead to expensive penalties.

The Internal Revenue Service’s definition of an independent contractor and your own can be at odds.  Oftentimes, the IRS will determine that the contractor is in fact an employee.  A key consideration is the manner in which the work is performed.

Employee or Contractor?

The IRS uses 20 common-law factors to determine whether workers are employees or independent contractors.  Workers are considered employees if they:

1. Must comply with the employer’s instructions about work.

2. Receive training from or at the direction of the employer.

3. Provide services that are integrated into the business.

4. Provide services that must be rendered personally.

5. Hire, supervise and pay assistants for the employer.

6. Have a continuing working relationship with employer.

7. Must follow a set hours of work.

8. Work full-time for an employer.

9. Do their work on the employer’s premises.

10. Must do their work in a sequence set by the employer.

11. Must submit regular reports to the employer.

12. Receive payments of regular amounts at set intervals.

13. Receive payments for business and/or traveling expenses.

14. Rely on the employer to furnish tools and materials.

15. Lack a major investment in facilities used to perform the service.

16. Cannot make a profit or suffer loss from their services.

17. Work for one employer at a time.

18. Do not offer their services to the general public.

19. Can be fired by the employer.

20. May quit work at any time without incurring liability.

Positive answers to several of the above factors may lead the Internal Revenue Service to conclude that the worker is an employee, and to impute additional taxes, penalties, and interest on your business.  Worst of all, the auditing process may not be limited to payroll or FICA taxes.  A general audit of your business may be called by federal, state and local government agencies.

What should you do?

If you are uncertain of the worker’s status, check with your accountant. If the person doesn’t qualify for independent contractor status, you should put the person on your payroll as a part-time employee or arrange for a third-party employer to put him or her on their payroll, otherwise you may be liable for hefty penalties.  If you arrange for part-time employment status, you can exclude workers from benefits by making the proper arrangements with your accountant.  Be sure to have these arrangements dealt with immediately, though.  If the IRS feels that you are not in compliance, you may put your entire benefits program, including profit sharing and 401(k), at risk for disqualification.  The IRS doesn’t fool around, especially with employment status.

The IRS takes a hard-line on freelancers and part-timers.

If you hire independent contractors or freelance help, there are a few things you need to get straight ahead of time…because what you don’t know could hurt a lot.
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