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INTRODUCTION 
 

In a world of increased telecommuting and flexible work arrangements, the question of 

whether a worker is an employee or independent contractor becomes tricky.  Despite this 

difficulty, an employer’s financial risk of misclassifying a worker can increase very quickly if 

one or more government entities, federal or state, determine that a worker is, in fact, an 

employee.  This paper explores the appropriate factors1 an employer should consider when 

determining whether to treat a worker as an employee or an independent contractor, as well as 

federal and state law implications of making an incorrect decision.  

I. The Twenty-Factor Test 

The primary test of whether an individual should be classified as an independent contractor 

or an employee is the extent of control exercised by the employer over the individual, the degree 

                                                 
1 Please note that no one factor is controlling as the courts utilize a balancing test composed of the various factors 
discussed herein. 
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of which is analyzed using the 20-Factor Test.2  See Rev. Rul. 87-41.  See also Reg. Sec. 

31.3121(d)-1(c)(1).3  The IRS provided the 20-Factor Test in Revenue Ruling (“Rev. Rul.”) 87-

41, in which it discusses Section 530 of the 1978 Revenue Act, which addresses taxpayer safe-

harbors regarding tax treatment of workers.  The IRS balances these factors in making its final 

determination.  Note, however, that the weight of any one factor will change depending upon the 

facts and circumstances of the occupation and the working relationship between the individual 

and the employer.  Also, the IRS applies the 20-Factor Test in light of the particular industry at 

issue and the facts and circumstances of each situation.  Analysis of these factors is subjective, 

and the final test is the extent to which the employer controls the worker in the performance of 

their services for the employer using the factors specified under the 20-Factor Test.     

Some literature suggests that, of these factors, the IRS focuses on integration (the degree to 

which the worker has become integrated into the operating organization), continuity (the 

substantial nature, regularity and continuity of the worker’s work for the firm or person 

involved), the authority reserved by the person or firm to require compliance with its general 

policies and the degree to which the worker has been accorded the rights and privileges generally 

established for the firm’s employees (i.e., fringe benefits). See Rev. Rul. 72-203, infra.  

For example, an IRS Training Course states:  
 

Remember, however, that this Twenty Factor Test is an analytical tool and 
not the legal test used for determining worker status. The legal test is whether 
there is a right to direct and control the means and details of the work… The 
twenty common law factors listed in Rev. Rul. 87-41 are not the only ones 
that may be important. Every piece of information that helps determine the 
extent to which the business retains the right to control the worker is 

                                                 
2 Note that a court is not obliged to use the 20 Factor Test in determining whether an employer reasonably (though 
mistakenly) determined that a worker was an independent contractor under Section 530 of the 1978 Revenue Act, 
P.L. 95-600.  Queensgate Dental Family Practice, Inc. v. U.S., 68 AFTR 2d 91-5679 (1991).   However, such courts 
will consider the control of the employer over the worker – analysis directly in line with the 20-Factor Test. 
3 This regulation specifically mentions certain factors used to determine whether an individual is controlled as an 
employee, including the employer’s right to control the details and means by which the worker provides services, 
the employer’s right to discharge the employee, the furnishing of tools and a place to work to the employee.   
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important. In addition, the relative importance and weight of the twenty 
common law factors can vary significantly. 
 
3320-102, TPDS 842381 (10/30/96) 
 

Moreover, Internal Revenue Manual Section 4.23.5.6.1(2) (11-03-2009) states: 
 

[T]hese are not the only factors that may be important, and in certain cases 
some of the traditional twenty factors may be disregarded as unimportant. 
Every piece of information in a case that helps the extent to which the firm 
does or does not retain the right to control the worker is important. Rather 
than listing items of evidence under the twenty factors, items of evidence 
are grouped into three main categories:  

1. Behavioral control; 
2. Financial control; and 
3. Relationship of the parties.   

In the IRS Training Course, these categories are described as follows:  
 

1. Behavioral Control: Facts which illustrate whether there is a right to direct or 
control how the worker performs the specific task for which he or she is 
engaged 
 

a. Instructions 
b. Training 

 
2. Financial Control:  Facts which illustrate whether there is a right to direct or 

control how the business aspects of the worker’s activities are conducted: 
 

a. Significant Investment by the Worker 
b. Unreimbursed Expenses  
c. Services Available to the Relevant Market:  Can the worker advertise 

and provide his or her services to the relevant market place?  
d. Compensation: Is the worker compensated with a salary/hourly wage, 

a flat fee or a commission?  
e. Profit v. Loss: Does the worker have the opportunity for profit or loss?   

 
3. Relationship of the Parties:  Facts which illustrate how the parties perceive 

their relationship: 
 

a. Intent of Parties/Written Contracts 
b. Employee Benefits 
c. Discharge/Termination—Can either the business or the worker 

terminate the relationship at will and without penalty? 
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d. Regular Business Activity—Is the worker’s service part of the regular 
business of the employer?  Contrast a CPA’s relationship with his or 
her client versus his or her relationship with the CPA firm. 

 
II. Application of the 20-Factor Test by the Courts and the IRS 
 

The categories discussed above are captured within an analysis of the Twenty Factors.  The 

following list includes the Twenty Factors with brief descriptions provided in Revenue Ruling 

87-41, as well as brief descriptions of selected tax cases that consider the relevant factor.  Note 

that each of these cases involve many of the 20 Factors, and courts or the IRS balanced these 

factors to reach a final determination in each case.  

A. The Factors 

1. Instructions.  A worker who is required to comply with the other persons’ 

instructions about when, where, and how he or she is to work is ordinarily an employee.  This 

control factor is present if the person or persons for whom the services are performed have the 

right to require compliance with instructions.  See Rev. Rul. 68-598; Rev. Rul. 66-381.   

2. Training.  Training a worker by requiring an experienced employee to work with the 

worker, by corresponding with the worker, by requiring the worker to attend meetings, or by 

using other methods, indicates that the person or persons for whom the services are performed 

want the services performed in a particular method or manner.  Rev. Rul. 70-630.  

3. Integration.  Integration of the worker’s services into the business operations 

generally shows that the worker is subject to direction and control.  When the success or 

continuation of a business depends to an appreciable degree upon the performance of certain 

services, the workers who perform those services must necessarily be subject to a certain amount 

of control by the owner of the business.  See United States v. Silk, 331 U.S. 704 (1947).  
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4. Services Rendered Personally.  If the services must be rendered personally, 

presumably the person or persons for whom the services are performed are interested in the 

methods used to accomplish the work as well as in the results.  Rev. Rul. 55-695.  

5. Hiring, Supervising, and Paying Assistants.  If the person or persons for whom the 

services are performed hire, supervise, and pay assistants, that factor generally shows control 

over the workers on the job.  However, if one worker hires, supervises, and pays the other 

assistants pursuant to a contract under which the worker agrees to provide materials and labor 

and under which the worker is responsible only for the attainment of a result, this factor indicates 

an independent contractor status.  Cf. Rev. Rul. 63-115 with Rev. Rul. 55-593.  

6. Continuing Relationship.   A continuing relationship between the worker and the 

person or persons for whom the services are performed indicates that an employer-employee 

relationship exists.  A continuing relationship may exist where work is performed at frequently 

recurring although irregular intervals.  United State v. Silk, 331 U.S. 704 (1947).  See also Rev. 

Rul. 72-203 (where associates were employees where they performed substantial services on a 

regular and continuous basis.)  

7. Set Hours of Work.   The establishment of set hours of work by the person or 

persons for whom the services are performed is a factor indicating control.  Rev. Rul. 73-591. 

8. Full Time Required.  If the worker must devote substantially full time to a business, 

the business has control over the amount of time the worker spends working and impliedly 

restricts the worker from doing other gainful work.  In contrast, an independent contractor is free 

to work when and for whom he or she chooses.  Rev. Rul. 56-694.   

9. Doing Work on Employer’s Premises.  If the work is performed on the premises of 

the person or persons for whom the services are performed that factor suggests control over the 
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worker, especially if the work could be done elsewhere.  Rev. Rul. 56-660.  The importance of 

this factor depends on the nature of the service involved and the extent to which an employer 

generally would require that employees perform such services on the employer’s premises.  Rev. 

Rul. 56-694.  

10. Order or Sequence Set.  If a worker must perform services in the order or sequence 

set by the person or persons for whom the services are performed that factor shows that the 

worker is not free to follow the worker’s own pattern of work but must follow the established 

routines and schedules of the person or persons for whom the services are performed.  Often, 

because of the nature of an occupation, the person or persons for whom the services are 

performed do not set the order of the services or set the order infrequently.  It is sufficient to 

show control, however, if such person or persons retain the right to do so.  Rev. Rul. 56-694.  

11. Oral or Written Reports.  A requirement that a worker submit regular or written 

reports to the person or persons for whom the services are performed indicates a degree of 

control.  

12. Payment by Hour, Week, Month.  Such payment generally points to an employer-

employee relationship, provided that this method of payment is not just a convenient way of 

paying a lump sum agreed upon as the cost of a job.  Payment made by the job or on straight 

commission generally indicates that the worker is an independent contractor.  Rev. Rul. 74-389.  

13. Payment of Business and/or Traveling Expenses.  If the person or persons for 

whom the services are performed ordinarily pay the worker’s business and/or traveling expenses, 

the worker is ordinarily an employee. Rev. Rul. 55-144. 
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14.  Furnishing of Tools and Materials.  The fact that the person or persons for whom 

the services are performed furnish significant tools, materials, and other equipment tends to show 

the existence of an employer-employee relationship.  Rev. Rul. 71-524. 

15. Significant Investment.  If the worker invests in facilities that are used by the worker 

in performing services and are not typically maintained by employees (such as the maintenance 

of an office rented at fair value from an unrelated party), that factor tends to indicate that the 

worker is an independent contractor. Rev. Rul. 71-524.  

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 is generally an independent contractor, but the worker who cannot 

generally is an employee.  Rev. Rul. 70-309.  

17. Working for More than One Firm at a Time.  If a worker performs more than de 

minimus services for multiple unrelated persons or firms at the same time, that factor generally 

indicates that the worker is an independent contractor.  Rev. Rul. 70-572.   

18. Making Service Available 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 

independent contractor relationship.  Rev. Rul. 56-660.  

19. Right to Discharge Worker.  The right to discharge a worker is a factor indicating 

that the worker is an employee and the person possessing the right is an employer. Rev. Rul. 75-

41.  

20. Worker’s Right to Terminate.  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 relationship. Rev. Rul. 

70-309.  
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B. Case Application 
 

A few cases may assist the reader in understanding how the courts apply these factors. 

In Dutch Square Medical Center Limited Partnership v. U.S., 74 AFTR 2d 94-6356 (1994), a 

medical director and a partnership agreed that the director would provide services as an 

independent contractor working in the partnership’s urgent care facility.  However, the court 

determined that the medical director was an employee because the partnership had a right and 

did control his activities by, among other things, specifically enumerating his supervisory and 

administrative responsibilities, his decision-making authority and his compensation and required 

participation in a peer review. 

In contrast, in Technical Advice Memorandum 9628001 (1996), the IRS determined that 

emergency room physicians who entered into an agreement with a general partnership in the 

business of providing emergency room services were independent contractors.  The IRS 

concluded that the following factors indicated independent contractor status:  

1. these physicians were not required to comply with instructions regarding timing 

or location or method of work, even though they provided services on the premises of the 

partnership; 

2. their written agreement with the partnership indicated that they were responsible 

for the method and manner of the services they provided;  

3. the partnership did not exercise any control or discretion over the manner, mode, 

methods or means used in the performance of their services;  

4. the name of the emergency physician who provided the services was shown on 

bills;  
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5. the physicians and the partnership mutually agreed upon and maintained control 

over a work schedule;  

6. the partnership did not require the physicians to work particular hours; 

7. the physicians had no guaranteed minimum compensation because they set their 

own fees for services rendered to patients and received a percentage of those fees as 

compensation, even though the partnership paid the emergency physicians each month; 

8. the physicians provided emergency-type medical services for other hospitals; 

9. the physicians’ provisions of emergency-type medical services to other hospitals 

indicated that they made their services available to the general public; 

10. the physicians paid for their own business expenses, including maintenance of all 

licenses, liability insurance and continuing medical education expenses, as well as cost of a 

billing service used by the partnership to collect fees; and 

11. the physicians contracted to provide their services personally. 

In Pariani v. Comr., Tax Court Memorandum 1997-427,4 the Tax Court determined that the 

sole shareholder and president of a professional association was an employee of the company 

because (a) he was the company’s key worker, and his services were essential to the company, 

(b) he was the sole owner of the company, (c) he paid himself over four times the compensation 

paid to other similarly-situated workers, (d) there was no evidence he made his services available 

to another company and (e) there was no evidence that he made his services available to the 

general public, even though his work required a high degree of skill and no one supervised him. 

In Leb’s Enterprises, Inc. v. U.S., 85 AFTR 2d 2000-886, the U.S. District Court of the 

Northern District of Illinois considered a case where the taxpayer, a vehicle transportation 

                                                 
4 Note this case is unique in that the worker at issue was the sole owner of the company.  Not surprisingly, the Court 
determined that he was an employee, not an independent contractor. 
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company, inconsistently treated its drivers as employees and independent contractors.  The court 

considered several factors, including the taxpayer’s control over the workers (requiring workers 

to check in daily), the fact that the workers did not have to purchase specialized tools to perform 

their work, and the fact that the taxpayer reimbursed the workers’ expenses.  The court 

considered the independent contractor agreements entered into by the taxpayer with the workers 

to be irrelevant.  In this case, the taxpayer was assessed not only for unpaid FICA and FUTA 

taxes, but also a penalty for failure to file correct information under Internal Revenue Code 

Sections 6721-22.   

III. Federal Tax Penalties 
 

The IRS can impose statutory penalties on an employer if the IRS determines that the 

employer has incorrectly treated a worker as an independent contractor.  Of course, the best way 

to minimize tax risk is to confirm each quarter that the worker has timely paid taxes on their 

compensation from the employer.  Note, however, that even if the worker paid all of their taxes, 

the IRS could still assess penalties under Section 3509 against the employer in the event the IRS 

were to recharacterize the worker as an employee for tax purposes.    

A. Section 3509 
 

Section 3509 of the Internal Revenue Code (the “Code”) permits an employer that has 

incorrectly classified an employee as an independent contractor to pay a smaller portion of 

employment taxes that the employer would otherwise pay (1.5% of the worker’s wages plus 20% 

of the worker’s FICA taxes).  In 2012, these FICA taxes total 5.65% up to the first $110,100 and 

1.45% on the remainder.  Please note that these rates and wage thresholds will change from year 
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to year depending upon changes in the tax law.5  Also note that the employer remains liable for 

its own portion of its social security taxes.  Prop. Reg. 31.3509-1(a).   

To receive this favorable treatment, however, the employer must have issued 1099’s to the 

employee.  If the employer has not issued these 1099’s, then the employer is obligated to pay a 

higher amount of the employment tax (3% of the worker’s wages, plus 40% of the worker’s 

FICA taxes).    If, however, the employer failed to issue the 1099’s due to reasonable cause and 

not willful neglect, then the more favorable rates apply.  If such failure was due to intentional 

disregard of this obligation, then the reduced rates of this Section are not available to the 

employer.6     

Consider how Section 3509 would apply to a worker earning $300,000 in 2012 for the 

services provided to the employer.  The Section 3509 penalty would be calculated as follows: 

 
 Withholding Taxes $300,000 x 1.5% =                $ 4,500 
  

FICA Taxes  $110,100 x 5.65% x 20% =   1,245 
    $189,900 x 1.45% x 20% =      551 $ 1,796 
  

Total                  $ 6,296  
 

B. Other Penalties 
 

Failure to withhold also generates separate penalties.  For example, when an employer fails 

to file correct information return, then under Section 6721, the employer is subject to a $50 

penalty per return, assuming the failure was not intentional.  Also, the employer’s failure to file 

correct payee statements generates a $50 penalty per statement.   Note that penalties under 
                                                 
5 This 5.65% is comprised of 4.2% of Old Age, Survivor, and Disability Insurance and 1.45% of Hospital Insurance.  
The 4.2% OASDI rate will likely increase to 6.2% after the 2012 payroll tax cut ends.  As a result, the 5.65% will 
increase to 7.65%. Moreover, the ceiling of $110,000 (against which the 5.65% or then current percentage is 
multiplied) is projected to increase to $113,700 for 2013).  
6 Note as well that corporate officers are statutorily defined as employees.  See Sections 3401(c), 3121(d)(1) and 
3306(i).  Employers must treat these officers consistently and without intentional disregard of the withholding 
requirements to benefit from the reduced rates of Section 3509.  See also Electronic Miscellaneous Document 
SBSE-04-0709-039. 
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Sections 6721 and 6722 will be avoided if the taxpayer had a reasonable cause for such failures.  

See Section 6724(a).   See significant mitigating factors at Reg. Section 301.6724-1. 

C. Credits 
 

Note that an employer is not entitled to recover from an employee any amount payable under 

Section 3509 or to credit any tax paid by the employee.  Section 3509(d)(1). See also Greco v. 

IRS, 96 AFTR 2d 2005-5552 (2005). 

In contrast, under 3402(d), if an employer fails to deduct and withhold income taxes but the 

employee pays them, then the employer will receive a credit for the amount paid, though it will 

still be liable for penalties or other additions to tax. See Rasbury, Billie Vester et al., U.S. v. 

USDC N. District Alabama, 69 AFTR2d 92-1056; Erickson, Dennis et ux. v. CIR, et al., 74 

AFTR2d 94-6588; Western Mgmt. Inc. et al. v. US, 108 AFTR2d 6160 (2011).   

Also, under Section 6521, an employer may receive credit for SECA and FICA taxes paid by 

the employee under the mistaken impression that the employee was an independent contractor 

and payment is no longer refundable because of the statute of limitations.  Note that Section 

6521 does not apply to taxes determined under Section 3509 or to credit any tax paid by the 

employee.  Section 3509(d)(1). 

However, the Internal Revenue Service has stated that if Section 3509 applies to the 

employer, then Section 3402(d) and Section 6521 are not available to an employer.  FSA 1999-

706, Vaughn #2. 

IV. State Implications 
 

Our clients should note that the risk of improper classification does not end with federal tax 

penalties.  On the contrary, in this environment where communication has become easier through 

technology and where our government entities need as many additional resources as they can 
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obtain, they are more likely to notify each other of improper worker classifications.  As a result, 

an employer subject to penalties in one department may find itself subject to audits from other 

government departments.  Consider the following example:  Upon determining that a company 

misclassified employees as independent contractors, the North Carolina Department of Revenue  

penalizes the employer for failing to withhold state taxes on the employee’s wages under 

N.C.G.S. § 105-163.1 et seq.  After paying the required penalties, the employer then receives a 

call from the North Carolina Department of Labor, which now wishes to determine if the 

company complies with required safety standards under the North Carolina Occupational Safety 

and Health Act, N.C.G.S. § 95-126 et seq. and whether the company owes these employees any 

back wages for minimum wages, overtime, interest and liquidated damages or owes the state any 

penalties under the North Carolina Wage and Hour Act, N.C.G.S. § 95-1 et seq.  Thereafter, the 

North Carolina Employment Security Commission may call the employer to discuss unpaid 

unemployment taxes and related penalties owing to the state under the North Carolina 

Employment Security Act, N.C.G.S. § 96-1 et seq.  Besides these specific stumbling blocks, the 

employer may have unintentionally not fulfilled a myriad of duties owed to its employees under 

applicable employment law.  

A. Department of Revenue  

Section 105-163.2 requires North Carolina employers to withhold state income taxes 

payable by the employee on the wages. Critically, a withholding agent who fails to withhold or 

pay withholdings to the state is liable for the taxes not withheld or paid, in addition to penalties.  

N.C.G.S. § 105-163.8(a).  Failure to pay any tax when due, without the intent to evade tax, 

generates a penalty of 10% of the tax.  N.C.G.S. § 105-236(a)(4).  Willful failure to withhold or 

pay over any withheld tax is a Class 1 misdemeanor.  N.C.G.S. § 105-236(a)(8).  In addition to 
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providing reports of withholdings to its employees, an employer must also file an annual report 

with the North Carolina Secretary of Revenue.  N.C.G.S. § 105-163.7(b).  The employer must 

also file its withholding returns timely, or else the state assesses a penalty of 5% of the amount of 

the tax for each month the return is late, up to the greater of 25% of the tax or $5. See N.C.G.S. § 

105-163.6(a); N.C.G.S. § 105-236(a)(3).       

B. Occupational Safety and Health Act of  North Carolina 

The Occupational Safety and Health Act of North Carolina, N.C.G.S. § 95-126 et seq.  

requires employers to follow a myriad of rules to ensure the safety of their employees.  

Moreover, violations of these rules can result in stiff civil penalties to an employer, even without 

injuries to any employee.  For example, the Commissioner of the Department of Labor and 

Labor Regulations can assess the following civil penalties against an employer who violates 

these safety requirements:  

- Penalty ranging from $5,000 to $70,000 for each willful or repeat violation 

- Penalty up to $7,000 for each serious violation 

- Penalty up to $14,000 for each serious violation involving an employee under age 18 

- Penalty up to $7,000 for each non-serious violation 

- Penalty up to $7,000 per day for failure to timely correct and abate a violation  

When assessing these civil penalties, the Commissioner considers the size of the employer’s 

business, the gravity of the violation, the good faith of the employer and the record of previous 

violations.  N.C.G.S. § 95-138(b). 

An employer may also be liable for criminal penalties if a violation results in an 

employee’s death or if the employer makes any false statement on any document filed or 
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required to be maintained under the Occupational Safety and Health Act of North Carolina.    

N.C.G.S. § 95-139. 

It is critical to note that a client can be subject to the Occupational Safety and Health Act 

if the client hires an independent contractor that has employees who provide labor to benefit the 

client on the client’s premises.  See Commissioner of Labor of State of North Carolina v. 

Weekley Homes, L.P., 169 N.C.App. 17, 609 S.E.2d 407 (2005) (discussing the multi-employer 

doctrine).  The court states, “[W]e hold that N.C.Gen. Stat. 95-129 does not limit an employer’s 

responsibility to comply with occupational health and safety standards to only its own 

employees.”  Id. at 26, 609 S.E.2d at 414.   

C. Wage and Hour Act 

The Wage and Hour Act, N.C.G.S. § 95-25.1 et seq., subjects employers to another set of 

rules to ensure the proper payment of wages to employees.  Under the Wage and Hour Act, some 

employees are entitled to receive a minimum wage and overtime.  N.C.G.S. § 95-25.3, 25.4.   

Employers who violate rules regarding minimum wage, overtime and manner of payment are 

liable for interest, attorneys fees, and liquidated damages in the amount otherwise due to the 

employee.  N.C.G.S. § 95-25.22. 

Moreover, employers are required to make and keep specific employee records. N.C.G.S. 

§ 95-25.15(b).  An employer who violates these record-keeping rules is subject to civil penalties 

up to $250 per employee (up to $2,000 per investigation), depending upon the size of the 

employer’s business, the gravity of the violation and whether the violation involves an employee 

under 18 years of age.  N.C.G.S. § 95-25.23A. 
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D. Employment Security Law 
 

Under the Employment Security Law, N.C.G.S. § 96-1 et seq., employers are required to 

pay into the state’s unemployment fund to protect against involuntary unemployment.  Late 

contributions accrue interest, and the state assesses an additional penalty of 10% on the taxes 

due. N.C.G.S. § 96-10(a).  Moreover, an employer that fails to timely file a required report is 

assessed a late filing penalty of 5% of the contributions due for each month the failure continues, 

up to 25% of the amount of contributions due.  N.C.G.S. § 96-10(g).  Willful failure or refusal to 

furnish a report required under the Employment Security Law is a Class 1 misdemeanor.  

N.C.G.S. § 96-18(b).  

V. Conclusion 

In this ever changing economy, the line of control in the new workplace becomes blurry.  

Consequently, employers may find it increasingly difficult to determine whether a worker truly is 

an employee or an independent contractor.  Despite this difficulty, the financial risk of 

misclassification is substantial.  Employers should carefully consider the factors discussed herein 

when determining how to classify their workers.   

 




























