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IRS Watches for Misclassi�ed
Independent Contractors, But There is a
Safe Harbor Rule
An employer in danger of being assessed back taxes for certain workers may avoid
liability if it quali�es for “Section 530 relief.”
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It never seems to end: The IRS continues to contest classi�cations of workers who are
treated by employers as “independent contractors” instead of employees. And no
wonder: There are often thousands of tax dollars — or maybe more—at stake.
Fortunately, some employers can rely on a special safe-harbor rule to bail them out
of a tough situation.
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Here’s the crux of the matter: If a worker is classi�ed as an employee, the employer
must pay its share of payroll taxes, withhold the employee’s share of payroll taxes
and required income taxes and report those amounts to the IRS. In contrast, if a
worker quali�es as an independent contractor, the employer is relieved of those
responsibilities.  Nor does the employer have to provide fringe bene�ts, like health
insurance and retirement plan bene�ts, that are offered to other employees.

However, if an employer improperly misclassi�es an employee as an independent
contractor, it could be assessed a sizeable tax bill for unpaid payroll taxes, plus
interest and penalties.

How can you tell them apart? To distinguish independent contractors from
employees, employers should examine the relationship between the worker and the
business, factoring in the degree of control and independence in the relationship.
The evidence fall into three basic categories: behavioral control, �nancial control,
and relationships of the parties.

1. Behavioral control covers facts that show whether the employer has a right to
direct and control what work is accomplished and how the work is done, through
instructions, training, or other means.

2. Financial control covers facts that show whether the employer has a right to direct
or control the �nancial and business aspects of the worker’s job. This includes:

The extent to which the worker has unreimbursed business expenses;
The extent of the worker’s investment in the facilities or tools used in performing
services;
The extent to which the worker makes his or her services available to the relevant
market;
How the employer pays the worker; and
The extent to which the worker can realize a pro�t or incur a loss.

3. Relationship of the parties covers facts that show the type of relationship the
parties had. This includes:

Written contracts describing the relationship the parties intended to create;
Whether the employer provides the worker with employee-type bene�ts, such as
insurance, a pension plan, vacation pay, or sick pay;
The permanency of the relationship; and
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The extent to which services performed by the worker are a key aspect of the
regular business of the company.

An employer in danger of being assessed back taxes for certain workers may avoid
liability if it quali�es for “Section 530 relief.” Under this provision named for a
section in a 1978 law—not the Internal Revenue Code—the employer must have
consistently treated the worker as an independent contractor, �led all the requisite
forms and returns for this worker and have a reasonable basis for treating the worker
as an independent contractor.

In summary: Taking all these factors into account, employers should protect
themselves from potential challenges by the IRS. Your professional advisors can
provide the necessary guidance.      
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