Independent Contractors vs. Employees

As a business owner, it is critical that you correctly determine whether the individuals providing services for your business are employees or independent contractors. Determining the classification of these individuals will then determine whether you will be responsible for having to pay payroll taxes or not. The classification may be challenged by IRS, Minnesota Revenue and/or Minnesota Unemployment Insurance, and the consequences for a misclassification can by quite costly to you and your business. Employers who misclassify employees as independent contractors can end up with substantial tax bills (all back taxes) as well as penalties and interest for failing to pay employment taxes and failing to file the correct tax forms. 
Guidelines
The first step is to examine the business relationship that exists between you and the person performing the services and have the facts and circumstances determine if there is a employee/employer relationship.  Generally, whether a worker is an employee or an independent contractor depends upon how much control you have as a business owner.   There are three broad factors used by the IRS to determine the relationship between the business and the worker: 
Behavior Control – If the worker receives extensive instructions on how the work is to be done, this suggests they are an employee.  Instructions can include how, when and where to do the work, what tools or equipment to use, what assistants to hire to help with the work  and where to purchase supplies and services. If the business provides the worker with training about required procedures and methods, this also suggests they are an employee.
Financial Control – If the worker is reimbursed for business expenses, paid at regular intervals and provided the tools, materials and other equipment to perform the services they are considered an employee. If the worker can realize a profit or incur a loss, and/or has a significant financial investment in the work this suggests that they are independent contractors.  

Relationship of the Parties – If the worker receives benefits, such as insurance, pension, or paid leave this indicates that they are employees.  If the worker has the right to quit without incurring liability or you have the right to fire the worker they are considered an employee.
It is our recommendation to have a written contract to show what you as the business owner and the worker intended your relationship to be.
Generally, if you as the business owner are in control of (or have the right to control) the worker is most likely your employee.  Not all of the above factors need to be present to make a determination of the classification, but it is important to consider all of the facts in determining the relationship.  
Responsibilities
If the worker is classified as an employee you as the business owner are responsible to withhold income taxes, withhold and pay Social Security and Medicare taxes, and pay unemployment taxes on wages paid to an employee.  And provide a Form W-2 at the end of the year. 
If the worker is classified as an independent contractor you as the business owner will need to have a completed Form W-9  (click to get a copy ) from each of your independent contractors and then provided them with a Form 1099 at the end of the year. 
If you have any questions or need any assistance please do not hesitate to call us here at Kaiser Tax & Business Consulting. 
