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‘Employee/Independent
Contractor: Time to Retire
the 20-Factor Test

Wendell R. Bird

The IRS’s 20-factor test for determining a worker’s status as employee or independent
contractor can lead employers into making costly classification errors.

mployers hoping to save

money on payroll or emp-

loyee benefit costs, or seck-

ing to avoid adding full-time

staff for special projects or
for their busy seasons, have often resorted
to using independent contractors.
However, if the IRS makes a determina-
tion that a worker, considered an inde-
pendent contractor by the employer, is in
reality a misclassified employee, the
employer can be liable for back payroll
taxes, plus any benefits to which the
worker would have been entitled if prop-
erly classified. Such a redetermination
can sertously affect an employer’s welfare
benefit plans, to the point of losing tax-
qualified status.

While the IRS has promulgated a 20-
point test for differentiating between
employees and independent contractors
(see Exhibit 1, page 40), the test is so rid-
dled with counterexamples, statutory
exceptions, and inconsistencies that it
can hardly be called a test at all.
Therefore, being able to determine prop-
erly which workers are employees and
which are independent contractors can
help the employer avoid the significant
costs associated with a reclassification of
its workers.

Why should an employer have different
tax treatment if it pays $500 per month for
payroll processing and tax reporting to
ADP rather than to a person working from
their home? Or if it pays $500 per month
for computer system support to a one-per-
son corporation rather than to a one-per-
son proprietorship? Or if it pays $500 per
month for copier service and fepair to a
small business rather than to an outside
individual? Yet, in each instance the IRS
says that the first alternative involves an
independent contractor, not requiring any
payroll tax reporting,! while the second
involves an employee, requiring full
monthly, quarterly, and annual payroll tax
reporting and also requiring inclusion in
many benefit plans The obvious results
are inconsistency and complexity for
employers.

Reasons for Employee and
Independent Contractor Status

In a review of private letter rulings
involving nonprofit organizations, the
author has found that the IRS concludes
well over 90% of the time that workers
are employees rather than independent
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EMPLOYEE-INDEPENDENT CONTRACTOR TEST

EXHIBIT 1 . ‘ - i
IRS 20-Factor Test Under Rev Rul 87-41, 1987 1 CB 296
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42 EMPLOYEE-INDEPENDENT CONTRACTOR TEST

Cont’'d.

16.Realization of Profit or Loss. A worker who can realize a profit or suffer a loss
as a result of the worker’s services (in addition to the profit or loss ordinarily real-
ized by employees) is generally an independent contractor, but the worker who
cannot is an employée. See Rev. Rul. 70-309. For example, if the worker is sub-
ject to a real risk of economic loss due to significant investments or a bona fide
liability for expenses, such as'salary payments to unrelated employees, that fac-
“tor-indicates that the worker is an-independent contractor. The risk that a
worker will not receive payment for his or her services, however, is common to
both mdcpcndent contractors and cmployees and thus does not constitute a suf-
ficient economic risk-to support treatment as an independent contractor.

17. Workmg for More Than One Firm at a Time. If a worker performs more than
de minimis services for a multiple of unrelated persons or firms at the same
time, that factor generally indicates that the worker is an independent contrac-
tor. See Rev. Rul. 70-572, 1970-2 C.B. 221. However, a worker who performs ser-

-vices-for more than'one person may be an employee of each of the persons,
' especially where such ‘persons dre part of the same service arrangement.

" 18.Making Service Avmlable to General Public. The fact that a worker makes
- his or her services available to the general public on a regular and consistent
. basis indicates an mdcpendcnt contractor relationship. See Rev. Rul. 56-660.

19. nght to Discharge. The right to dlschargc a worker is a factor indicating that
the worker is an employec and the person possessing the right is an employer.

~ An employer exercisés control through the threat of dismissal, which causes the

~ worker to obey the employcr s instructions. An independent contractor, on the

other hand, cannot be fired so long as the indépendent contractor produces a
result that meets the contract: spccxﬁcatxons Rev. Rul. 75-41, 1975-1 C.B. 323.

20. nght to Termmate If the worker has the right to end his or her relationship
with'the person for-whom the services are performed at any time he or she
wishes without incurring liability, that factor indicates an employer-employee

rclatxonshlp See Rcv Rul 70- 309

contractors. (See Exhibit 2, page 45). In
general, the reasons for these determina-
tions are:

* The IRS can more easily collect FICA,
Medicare and income tax from employ-
ers, rather than collecting self-employ-
ment tax and income tax from workers,
and can collect it in one employer audit

rather than in multiple individual audits.

* The IRS can collect more income taxes
by disallowing employees’ business
expense deductions until they exceed
2% of adjusted gross income, rather than

having to allow independent contractors’

deductions of all business expenses.

The IRS is enforcing its concerns in
Coordinated Examination Program (CEP)
audits. In the college audit guidelines, the
IRS instructed auditors to “[d]etermine
whether the institution has properly clas-
sified its workers. Be alert to treating
employees, such as adjunct professors, as
independent contractors.”? In the hospital
audit guidelines, one of the six substan-
tive areas was employment tax and bene-
fit issues.® In the 30 CEP audits closed in
1994, all had a tax assessment averaging
six figures, and a large percentage of the
audits involved worker reclassification.* In
the first 14 CEP audits closed in 1996, the
IRS found payroll tax deficiencies in 11,
primarily from reclassifying independent
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contractors.’ In business audits, the first
on the list to be questioned are indepen-
dent contractors.

Employer Bias for Independent
Contractor Status. Conversely, employ-
ers prefer that some workers be classified
as independent contractors, even though
employers clearly have classified the great
majority of workers as employees. There
are several reasons why this has occurred.
Payroll tax reporting can be a nightmare of
paperwork and red tape, fraught with
penalties for calculation and filing date
errors, and costly to administer, while
independent contractors receive a Form
1099 once a year. Also, employers are not
responsible for paying an independent
contractor’s FICA and Medicare.

Further, coverage, participation, and
other requirements of employee benefit
plans are complex and expensive, and
independent contractors are excluded
from these plans.® Employer legal liability
(civil'and criminal) may be far greater for
employees’ acts, than for independent
contractors’ acts. Many regulatory laws
apply to employees (e.g., minimum wage
and overtime, employment discrimina-
tion, workers’ compensation, and unem-
ployment compensation laws). This type
of labor regulation generally does not
apply to independent contractors.

Current test. Internal Revenue Code
(IRC) Section 3121(d) defines
“employee,” for purposes of FICA, to
include corporate officers, common law
employees, and statutory employees.
There are also a few statutory exceptions.
An individual is not an employee if he has
a substantial investment in facilities used
in connection with the performance of ser-
vices (other than in facilities for trans- _
portation), or if services are in the nature
of a single transaction not part of a contin-
uing relationship with the person for
whom the services are performed.

The IRC also creates exceptions from
income tax withholding for real estate

agents and direct sellers.” 1996 changes
provided that newspaper distributors and
carriers may be treated as independent
contractors (direct sellers) for employment
and income taxes, and that fishing boat
crews may be treated as self-employed if
they average fewer than ten persons for
the four preceding calendar quarters.8
Under 1997 changes, ministers, who are
treated as self-employed for FICA pur-
poses, may still be employees for church
retirement plan purposes,’ and retail secu-
rities brokers would not be treated as fol-
lowing employer instructions merely
because they complied with investment
protection laws or rules imposed by gov-
ernment or regulatory bodies.!?

The Treasury Regulations make clear
that contractual designations are “immate-
rial” “[i]f the relationship of employer and
employee exists.”!! The Regulations iden-
tify control as the most significant factor:

Generally such [employee] relation-
ship exists when the person for whom
services are performed has the right
to control and direct the individual
who performs the services, not only
as to the result to be accomplished by
the work but also as to the details and
means by which that result is accom-
plished. That is, an employee is sub-
ject to the will and control of the
employer not only as to what shall be
done but how it shall be done. In this
connection, it is not necessary that
the employer actually direct or con-
trol the manner in which the services
are performed; it is sufficient if he has
the right to do so ... In general, if an
individual is subject to the control or
direction of another merely as to the
result to be accomplished by the
work and not as to the means and
methods for accomplishing the result,
he is an independent contractor.12

Other factors expressly listed by the
Regulations include the right to discharge,
and the furnishing of tools and a place to
work.13

JOURNAL OF ASSET PROTECTION March / April 1999
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Because these factors could easily be
read to classify physicians, attorneys, and
others as employees of each of their multi-
ple clients, the Regulations carved out
another statutory exception:

Individuals such as physicians,
lawyers, dentists, veterinarians, con-
struction contractors, public stenog-
raphers, and auctioneers, engaged in
the pursuit of an independent trade,
business, or profession, in which they
offer their services to the public, are
independent contractors and not
employees.!4

The IRS has been very stingy in extend-
ing this exception (which could easily
swallow up the rule) to the many new pro-
fessions that are offering services to the
public, such as computer programmers,
management information system consul-
tants, media consultants, and outside sales
representatives. The need for the statutory
exception shows the rule’s overinclusion.

Administrative 20-factor test. The IRS
promulgated Rev. Rul. 87-41, 1987-1 CB
296, ostensibly to clarify the classification
of employees for FICA and FUTA pur-
poses. Ironically, it gave three examples
involving a worker who, pursuant to an
arrangement between a firm and a client,
“provides services for the Client as an
engineer, designer, drafter, computer pro-
grammer, systems analyst, or other simi-
larly skilled worker.” Despite the late-
20th century ring of the fact situation, the
20-factor test was loaded with archaic ref-
erences to 19th-century unskilled labor-
ers, such as tools, established routines,
and significant investments.!> The test
was devoid of any recognition that virtual
offices, telecommuting, a growing consult-
ing and service sector, a globally expand-
ing market, or retaining services via the
Internet, might arise.

The “test” also did not identify the
weight that should be given to each factor
(“[t]he degree of importance of each fac-
tor varies”), or how many factors must be

JOURNAL OF ASSET PROTECTION

met to constitute an employment rela-
tionship. It is impossible to say with any
certainty that a worker meeting only two
factors is an independent contractor, or
that a worker meeting 18 factors is an
employee (hence the carveouts for physi-
cians, lawyers, real estate agents, etc.).
The one factor that clearly does not mat-
ter is what the parties agree on in a writ-
ten contract.!®

The IRS also issued a training manual
centered around the 20-factor test, in
October 1996.17 As of the date of this writ-
ing, it has not updated that training man-
ual to account for changes in SBA ’96 that
were designed to override aggressive IRS
interpretations.

The 20-factor test generally cannot be
avoided by forming a personal service cor-

poration, at least according to Rev. Rul.
87-41:

The analysis would not differ if the
facts of Situation 1 [an employee]
were changed to state that the
Individual provided the technical
services through a personal service
corporation owned by the
Individual.!8

However, the IRS gave a different rule in
its training manual on employee vs. inde-
pendent contractor status: “[Plrovided
that the corporate formalities are followed
and at least one non-tax purpose exists,
the corporate form is generally recog-
nized.” Thus, disregarding the corporate
entity is generally an extraordinary rem-
edy, applied by most courts only in
instances of clear abuse. Therefore, the
worker usually will not be treated as an
employee of the business, but as an
employee of the personal service corpora-
tion. The Eighth Circuit took a similar
approach in reversing IRS disregard of a
personal services corporation, in Sargens,
929 F.2d 1252, 67 AF'TR2d 91-718 (CA-8,
1991), rev’g 93 TC 572 (1989).

Judicial definitions. The IRS did not
choose the 20 factors at random. Most of

March / April 1999
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EMPLOYEE-INDEPENDENT CONTRACTOR TEST

EXHIBIT 2
PLRs/TAMs Involving Exempt Organizations and Worker Classification

. 'The fo]lowmg are examplcs of IRS pricate Ictter nilings.and tcchmcal adv1ce mem-
_ oranda__mvolvmg exempt orgamzatlons and employec/mdependcnt contractor clas-
-:"_,sxﬁcat n from two'recent years. . ~

e Assnstant to state umversxty president was employce dCSpltC part time work and
" limited projects..L .ul. 9351025, -

e Commumty collegc part-tlmc tcachcr was employce Ltr Rul 9345046

. Coordmator Wwas: mdepéndent contractor. Ltr Rul 9325010 _
: o Counsclor on mfcctlous diseases was municipal cmployce Ltr Rul 9345030,
. Dentht was employec Ltr Ruls 9325014 9325028
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Cont’d o : .
* Public school part-tlme tcacher of adult educauon ‘was cmployce Ltr Rul
935 -

JOURNAL OF ASSET PROTECTION March / April 1999




EMPLOYEE-INDEPENDENT CONTRACTOR TEST

Cont’d.
e Laid-off teacher met continuing employee exception from Medlcare tax (amend-
ing Ltr. Rul. 9432020). Ltr. Rul. 9436046. :
* Mayor of mumcrpahty ‘was employee Ltr. Rul. 9421035 o
- ® Medical examiner part-time for government was. employee Litr. Rul 9352019
* Minister was church employee. Ltr. Rul. 9414022." R
- * Nurses were employees of nurse reg1stry/employment agency bccause of rule
book, personal performance requirement, and fixed hours. TAM 9415001
* Occupational therapist was employee. Ltr. Rul. 9428012 - '
® Painter hired by mumc1pal water department was ‘employee. Ltr. Rul. 9423013

- ® Part-time adminstrator and’ bookkeeper of child care food drstrlbutron program '
was employee. Ltr. Rul. 9420011.

* Pharmacist part- time atstate rehabilitation: center was employee Ltr. Rul
9422024. : -

. ® Psychiatrist at state rehabrlrtatron center was employee Ltr Rul 9423009
" Psychologist at public school was employee though part-time; Litr. Rul. 9435002,
e Purchasing agent for state umversu:y was employee. Ltr. Rul: 9417016 '

: . ® Real estate. apprarser was not employee of federal agency—not enough drrectmn
. or control. Litr. Rul. 9424029. :

- Rehabilitation center disabled worker was not employee Ltr Rul 9410012

,»Rehabrlrtauon center s- workshop workers were no
9417008. :

Social worker for mental health clinic was. employ

e Teacher at munrcrpal parks-and recreation departmen
part-time. Ltr. Rul. 9437010 ‘

- ® Teacher full-time at prlson was employee of prrson _but state agency fundmg ser—
" vices was responsible for withholding taxes. Lit u, ‘9423017 :

. Theraprst at rehabrhtatron organization was em’ i 'Rul 943400 ‘

- ® Worker’s compensatron specralrst at state agenc, loye_e_ Ltr. Riil
9436030 : o '

as employee though

them have been listed in dictum in U.S. whether the hiring party has the
Supreme Court decisions on another right to assign additional projects to
issue, agency. the hired party; the extent of the
hired party’s discretion over when

In det i heth hired
n determining whether a hire and how long to work; the method

party is an employee under the gen-

cral common law of agency, we con-
sider the hiring party’s right to con-
trol the manner and means by which
the product is accomplished. Among
the other relevant factors are the
skill required; the source of the
instrumentalities and tools: the loca-
tion of the work; the duration of the
relationship between the parties;

of payment; the hired party’s role in
hiring and paying assistants;
whether the work is part of the regu-
lar business of the hiring party;
whether the hiring party is in busi-
ness; the provision of employee ben-
efits; and the tax treatment of the
hired party .... No one of these fac-
tors is determinative.!?
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The factors had also been cited by courts
in tax and nontax cases involving determi-
nations of employment status, nearly all
before the beginning of the computer rev-
olution. Such courts had mentioned the
following:

e Control and instructions.2’

* Training,?!

¢ Integration into business operations.??

e Services rendered personally or hiring of
assistants.??

e A continuing relationship.?*

e Set hours of work or use of the
employer’s premises.?

* Payment by the hour or week.?®

e Furnishing of tools and materials.?’

e A significant investment.?8

e Realization of profits or loss.?’

» Working for more than one firm or offer-
ing services to the general public.®

® Being subject to discharge.®!

Minister definition. Ministers enjoy a
confusing status. They are self-employed
for Social Security purposes? (and early in
their ministry-may elect out of Social
Security entirely), but are generally
employees for income tax purposes
(though they are not subject to income tax
withholding).>® The Tax Court, in decid-
ing a case involving a minister, noted the
following:

Courts consider various factors to
determine an employment relation-
ship between the parties. Relevant
factors include:

(1) The degree of control exercised
by the principal over the details of
the work.

(2) Which party invests in the facil-
ities used in the work.

(3) The opportunity of the individ-
ual for profit or loss.

(4) Whether or not the principal
has the right to discharge the individ-
ual.

(5) Whether the work is part of the
principal’s regular business:

(6) The permanency of the rela-
tionship.

(7) The relationship the parties
believe they are creating. . . .

The “right-to-control test” is the cru-
cial test to determine the nature of a
working relationship. . . .3

In that case, the full Tax Court held that a
United Methodist minister was an
employee, not an independent
contractor.3® The Fourth Circuit affirmed
the decision.®®

In an Eighth Circuit decision, the
court held that an Assemblies of God pas-
tor was an independent contractor.’ The
court ignored the eight-point test, and
fashioned its own 12-factor test. Similarly,
in 2 memorandum decision, the Tax
Court held that an Assemblies of God
minister was an independent contractor,>8
citing the same test relied on in Weber,
103 TC 378 (1994), aff'd 60 F.3d 1104
(CA-4, 1995).39 The court determined
that a minister working as a foreign mis-
sionary was not an employee because the
denomination did not exercise sufficient
control over his work, supervise him,
train him, or assign him to a particular
location or project. The minister set his
work hours and pay, hired assistants, and
could not be discharged. The court found
the potential for profit or loss in the pro-
visions that the minister was not guaran-
teed any minimum compensation, and
would lose any funds remaining on
resigning. In an earlier memorandum
decision, the Tax Court held that an
International Pentecostal Holiness
Church minister was an independent
contractor.*
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Churches often treat ministers as self-
employed. TRA ’97 clarifies that self-
employed ministers, and ministers work-
ing for non-Section 501(c)(3) organizations
with whom they have common religious
bonds, may be treated as employees for
purposes of participation in church retire-
ment plans.4!

Section 530 Relief

In response to overly aggressive IRS
efforts to recategorize independent con-
tractors as employees, Congress passed
section 530 of the Revenue Act of 1978
(RA °78).42 Section 530 offers some relief
from the classification dilemma for
employers by providing, in part, that
employers who have a reasonable basis for
classifying the worker as an independent
contractor will be allowed to continue
doing so. “Reasonable basis” can be met
under section 530 by any of three safe har-
bors, along with other means under sub-
section 530(2).43 Congress expressed its
intent that this provision be construed lib-
erally in favor of taxpayers.44

Amendment by SBA ’96. One purpose
of the 1996 Act was to overturn aggressive
IRS interpretations of section 530 that
undercut its purpose, including the fol-
lowing;

* That section 530 would not apply ifa
worker was not an employee under com-
mon law standards.

® That a business that cannot meet any of
the three safe harbors cannot show it
had a reasonable basis for employee
treatment.

* That a “long-standing recognized prac-
tice” must have existed before 1978.

* That “a significant segment of the
industry” must be at least 25%.

SBA ’96 made several pro-employer
changes to section 530:45

* Section 530 applies regardless of
whether workers are common law
employees.

* The three safe harbors are not the only
safe harbors.

® The past audit safe harbor applies only
if the audit encompassed
employee/independent contractor classi-
fication.

* The long-standing recognized-practice
safe harbor applies even if the practice
did not exist in 1977 or for more than
ten years, and a significant segment of
the industry cannot be construed as
more than 25% and can be defended as
less.

* The IRS has the burden of proof if the
employer has made a prima facie case.

The shift of the burden of proof to the
IRS occurs once an employer establishes
a prima facie case that it was reasonable
not to treat a worker as an employee
under section 530, so long as the
employer has cooperated fully with rea-
sonable information requests from the
IRS. However, that shift does not apply in
determining whether the employer had a
reasonable basis other than the three
specified safe harbors. This provision, and
most others of SBA *96, apply. for periods
after 1996.

The Deserved Extinction of the
20-Factor Test

There are three fundamental problems

‘with the 20-factor test.

Archaic Survivor of the Computer °
Revolution. The first problem is that the
test describes a workplace characterized
by manual laborers on assembly lines who
punch time cards when arriving and leav-
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ing work, and not a workplace character-
ized by tasks performed using the com-
puter terminal and telephone, use of innu-
merable consultants and services, reten-
tion of consultants by the Internet for lim-
ited engagements, compensation by com-
missions or fees rather than timeclocks,
and employee mobility between jobs.

Ambiguity Negating Any Meaningful
Test. Another problem is that the test
does not really differentiate between
employees and independent contractors.
Instead, the first service providers that the
20-factor test carved out of the employee
class (e.g., physicians, lawyers) look more
and more like today’s mass of workers,
which the 20-factor test still leaves in the
employee class. Thus, whole segments of
society (real estate agents, newspaper dis-
tributors, fishing boat workers) must lobby
to create additional carveouts from the
employee classification.

Bias Toward Employee Status. A third
problem with the test is overt bias in
application. The IRS seldom finds that
anyone is an independent contractor,
unless that person is statutorily carved
out. A test that is so subject to bias is not
a test at all. To send in a Form SS-8
(Determination of Employee Work
Status for Purposes of Federal
Employment Taxes and Income Tax
Withholding) is generally to get
“employee” stamped on it.

Irrelevance of the 20 Factors. Given the
shift from manual labor to an economy
based more on information, the IRS’s 20
factors are no longer relevant to the work-
place. A point-by-point refutation of the
factors follows.

1. Whether the worker must comply
with instructions. Payors usually give
the most comprehensive instructions
that their time and knowledge will
allow, whether the worker is an
employee or independent contractor.
Few lawyers, engineers, builders, or

JOURNAL OF ASSET PROTECTION
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other independent contractors have
the liberty of operating without very
extensive instructions. The instruc-
tions given are normally more a com-
ponent of the relative expertise or
time of the payor and worker rather
than a factor relevant to classification.

Whether the payor provides train-
ing. Payors usually provide more train-
ing for longer-term or more compli-
cated work, regardless of whether the
worker is an employee or independent
contractor.

Whether the worker is integrated
into the payor’s “business.”
Integration or lack of integration into a
business is merely another name for
employee or independent contractor
most of the time. Otherwise, it is
merely another description for full-
time or part-time status, which the IRS
says is irrelevant to classification.

Whether the worker must perform
the services personally. Employees
who supervise one or more employees
need not perform services personally.
Some independent contractors, such as
doctors and lawyers, are expected to
perform services personally. Personal
performance is a function of whether
the worker at the time has a staff, or
whether the payor wants a particular
person’s service, and is not relevant to
classification.

Whether the worker may hire assis-
tants. This point is simply the con-
verse of the preceeding point.
Whether the worker performs ser-
vices at frequent intervals. This
point is irrelevant, because the IRS
does not view part-time or full-time
service as pertinent to classification. All
payors hope that their independent
contractors, such as lawyers, computer
programmers, and particularly doctors,
will not have to perform at frequent
intervals, but determine the intervals
by whether computers or bodies work
rather than by classification considera-
tions. All employers of part-time
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employees similarly hope that they can
reduce the total and intervals of part-
time employees. Intervals are related
to need, not to classification. “A con-
tinuing relation may exist where work
is performed at frequently recurring
though regular intervals.”

Whether the worker has set hours
of work. Employees often have flex
time, four-day weeks, and other non-
set hours. Independent contractors
often have fixed hours, such as lawyers
attending board meetings, engineers
working full-time when a project is
active, and doctors beginning surgery
at 7:00 a.m.

Whether the worker must devote
full time to the payor. This is irrele-
vant, because the IRS does not con-
cede that the converse (part-time
work) indicates that an employee is an
‘independent contractor. Many
employees are part-time, and many
independent contractors are full-time
(such as outside lawyers and outside
auditors for Fortune 500 clients).
However, this could be turned into a
legitimate factor, as described below.

Whether the work is done on the
premises. This is irrelevant, because
the location depends on the type of
work. More and more employees are
telecommuting or are in virtual offices,
off the premises. Many independent
contractors are required to be on the
premises, such as lawyers for regular
meetings, accountants for audits, and
computer consultants for repair. This
factor is a measure of where the work is
to be done, or how much money the
client has to pay for travel time—not a
measure of employment status.

10.Whether the payor sets the order
and sequence of tasks to be per-
formed. Payors set the order and
sequence of tasks—the “how” as well
as the “what”—to the extent they
have expertise and time, whether for

employees or independent contractors.

Payors give engineers and builders

more detailed instructions than they
give most employees, and more and
more are giving lawyers and consul-
tants precise work descriptions. This
factor is a measure of the payor’s per-
sonality type, not of employment sta-
tus.

11.Whether the worker must provide
reports. Payors require reports to the
extent they are useful, whether from
employees or independent contractors.
The very reason for using one category
of independent contractor—auditors—
is to receive reports, and a major part
of retaining lawyers is to receive analy-
ses. Many employees do not submit
any reports as part of their job.

12.Whether the worker receives pay-
ments as commissions or by the
hour, week, or month. Many
employees are paid by commission
rather than by the hour, week, or
month. Many independent contractors,
such as lawyers and accountants, are
paid by the hour. The payment
method is irrelevant to classification.

13.Whether the worker pays his own
expenses. Many employees must pay
certain categories of expenses. Many
independent contractors, such as
lawyers and accountants, are repaid for
every conceivable expense by the
client. This is irrelevant to classifica-
tion.

14. Whether the worker must provide
his own tools and materials. Few
non-manual workers have tools at all,
whether employees or independent
contractors. Payors are often charged for
the photocopy machines, facsimile
machines, databases, and other tools of
their independent contractors. This fac-
tor is a relic of the pre-electronic age.

15.Whether the worker makes a signif-
icant monetary investment. More
and more consultants do not need a
monetary investment, beyond the
computer system that would be used
whether as an employee or an inde-
pendent contractor. An increasing
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EXHIBIT 3 N factor meaningless by saying that “a
Check-The-Box Employee Classification worker who performs services for more
Form than one person may be an employee

of each of the persons.”

18.Whether the worker offers his ser-
vices to the general public. Most
part-time employees offer their services
to the general public. Many indepen-
dent contractors are happy to have one
large client that makes other clients
unnecessary. Yet their role i1s function-
ally indistinguishable from indepen-
dent contractors who serve multiple
clients. Some independent contractors
are even restricted from offering the
same services to the public.

19.Whether the worker can be termi-
nated at any time. In right-to-work
states, employees or independent con-
tractors can be terminated at will,
unless there are contrary contractual
provisions. In other states, either an
employee or an independent contrac-
tor can still be terminated, subject to
further restrictions. This is irrelevant.
It is simply wrong to say that an “inde-
pendent contractor, on the other hand,
cannot be fired so long as the indepen-
dent contractor produces a result that
meets the contract specifications.”

20.Whether the worker can quit at any

number of employees and indepen-

dent contractors (outside manufactur- time. This is an odd factor. Most

ing) do not require any facilities or employees and independent contrac-

monetary investments, and instead tors can quit at any time, but some in

offer intellectual capital. qach category _hayc contractual restric-
16. Whether the worker can make a tions that forbid it (e.g., a contractual

provision requiring a certain period of
notice before quitting). This is irrele-
vant to classification.

" profit or economic loss. Many inde-
pendent contractors cannot lose
money, unless they overspend on over-
head. Many employees can lose
bonuses or advances.

17.Whether the worker performs ser-
vices for multiple payors. Many Alternatives for Defining

?mployecs have multiple jobs. Many Employees and Independcnt
independent contractors serve one Contractors

payor. This borders on a relevant fac-
tor, but only as suggested below. Yet )
the IRS, after saying that a worker for The most relevant test is not control;

one entity is an employee, renders the many businesses paying independent con-
tractors have every desire to be sure their
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money is well spent by controlling means,
ends, methods, and every other aspect of
the project. Rather, the most relevant test
for determining a worker’s status as
employee or independent contractor is
time: whether the worker performs a nor-
mal work week for one business, or per-
forms similar functions for many. Yet time
1S NOt a sine qua non, because some true
outside consultants work for a single
client, and some full-time employees
work two or more jobs.

Time Test. The author proposes a test
that is simple and that correlates with sec-
tion 530 of RA *78. Under this test, a
worker who devotes all work time to a sin-
gle business is presumed to be an
employee, unless he makes a prima facie
showing that a safe harbor under section
530 or other facts distinguish him from an
employee. In that situation, he is an inde-
pendent contractor unless the IRS carries
the burden of proof that he is an
employee. A worker who devotes more
than 25% of work time to a second busi-
ness is presumed to be an independent
contractor toward either or both busi-
nesses that do not categorize him as an
employee, unless the IRS carries the bur-
den of proof that he is an employee.

Check-the-Box Test. The much-litigated
area of entity classification has been made
easier by the check-the-box regulations.#6
"There is no reason why the similarly diffi-
cult area of employee classification cannot
be cleared in the same manner by check-
the-box regulations. Such rules could be
as simple as the form set out in Exhibit 3,
page 52.

Conclusion

At present, a Form SS-8 is available to
send to the IRS for a determination of
whether a worker is an employee or inde-
pendent contractor. However, the process

is virtually meaningless because, in the
author’s experience, the answer usually
comes back “employee,” and the process
is too slow to use in classifying a new
employee.

The IRS has a Classification
Settlement Program (CSP), with early
referral to Appeals for these employment
tax issues.*” However, that only helps
resolve issues late, not early, as the CSP is
designed to speed the settlement of
worker classification audits, and not to

determine a worker’s status at hiring. It

should be possible for the IRS, using an
unbiased 20-point test or a simple time
test, to receive a faxed form, computer
score, and fax it back overnight. This
would give employers certainty in their
worker classification determinations,
removing the threat of being assessed
back payroll taxes at some time in the
future, or having their pension and wel-
fare benefit plans lose their tax-exempt
status.
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