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Independent Contractor Or Employee: Why
It Matters
Most people think they understand
the differences between independent
contractors and employees. Yet with
most of the focus on how you
determine which is which, we spend
little time talking about why it
matters.

From the individual’s
perspective, being an employee
means that:

Your employer must withhold income tax and your portion of Social
Security and Medicare taxes. Also, your employer is responsible for
paying Social Security, Medicare, and unemployment (FUTA) taxes on
your wages. Each year, your employer must give you a Form W-
2 showing the amount of taxes withheld from your pay that year.

You can deduct unreimbursed employee business expenses on Schedule
A of your income tax return, IRS Form 1040. However, you can do so
only if you itemize deductions and they total more than two percent of
your adjusted gross income.
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If instead you are an independent contractor:

The business usually must give you an IRS Form 1099-MISC to report
what it paid you. A copy goes to the IRS so they can match it against your
return to insure you paid tax on it. With no withholding, you are
responsible for paying your own income and self-employment taxes. You
may need to make estimated tax payments during the year.

You can deduct business expenses on Schedule C of your own Form
1040.

From an employer’s viewpoint, paying independent
contractors offers the benefits of:

No income tax withholding;

No employment taxes;

No liability for acts of employees—like driving a car on company
business;

No federal and state discrimination laws covering only employees;
and

No fringe benefit, pension, retirement, or other plans.

Many worker status cases look primarily at:

The employer’s degree of control over the worker;

The worker’s opportunity for profit or loss;

The worker’s investment in facilities;

How long-term the relationship is; and

The worker’s skill set.

Most of the discussion is about how to tell independent contractors from
employees. You may not think about what happens if workers are
recharacterized from independent contractors to employees. There may
be big liabilities for failure to withhold taxes in the past, plus penalties
and interest.
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The taxes that must be withheld include income and employment taxes.
If the employer cannot prove the workers paid their own income taxes,
the employer can be required to pay the taxes it should have withheld.
See Failing To Pay Employment Taxes Means Personal Liability.
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