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Employee or Independent Contractor?
The Business Owner’s Deep Dive.

 
One of the biggest challenges in small businesses is correctly classifying employees and 
independent contractors. The IRS uses a “Common Law” test to determine this relationship, and 
getting it wrong can be costly.

At Ultimate Bookkeeping Solutions, we see this causing significant stress for small businesses. 
Here is the full breakdown of how to classify your team correctly so you can sleep better at 
night.

The “Common Law” Rules: The Degree of Control 
The IRS doesn’t care about the title you give someone; they care about the evidence of control. 
They break this down into three “common law” categories.

1. Behavioral Control
Does the business control (or have the right to control) what the worker does and how they 
do it?

Instructions: If you tell a worker when to show up, what tools to use, and what sequence to 
follow, the IRS usually sees this as an employee.

Training: If you provide instruction or training on how to perform the services, that’s a strong 
indicator of an employee relationship. (Note: Training on safety or compliance may not change 
this determination.)

Remote Work Note: Even if someone works from home, they are still an employee if you have 
the right to control when they work or the details of how their work is performed.

2. Financial Control
Does the payer control the “business aspects” of the worker’s job?

Investment: Independent contractors usually have a significant financial investment in their own 
equipment and facilities.

Expenses: If you reimburse every lunch, mile, and software subscription, you’re likely dealing 
with an employee.

Profit or Loss: An independent contractor typically has the opportunity to make a profit or suffer 
a loss based on their business decisions and efficiency. Employees are generally paid a set wage 
regardless of business profitability.

3. Type of Relationship
How do the business and the worker perceive their interaction?

Benefits: Insurance, 401(k) plans, and paid vacation are classic employee benefits.

Permanency: If you hire someone with the expectation that the relationship will continue 
indefinitely, the IRS leans toward employee status.
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Key Aspect of Business: If the worker’s services are integral to your regular business 
operations, the IRS is more likely to conclude you have the right to control their work, pointing 
toward employee status. For example, a software developer at a software company, or a nurse at 
a medical practice.

The Tax Obligations: Why This Matters for Your Bank Account 
The reason the IRS is so picky about this is because of tax obligations. The paperwork and costs 
change drastically depending on the status:

For an Independent Contractor:

• You generally do not withhold or pay any taxes on their payments.
• You are responsible for filing a Form 1099 if you paid them $600 or more in a year. 

For an Employee:

• Withholding: You must withhold income taxes, Social Security, and Medicare taxes 
from their wages.

• Matching: You must pay the employer portion of Social Security and Medicare taxes.
• Unemployment: You are responsible for paying federal and state unemployment taxes 

(FUTA and SUTA) on their behalf.
Note: These requirements apply regardless of whether the employee is full-time or part-time.

The Danger of Misclassification 
If you misclassify an employee as an independent contractor without a “reasonable basis,” you 
may be held liable for unpaid employment taxes, plus interest and penalties. In some cases, the 
IRS may pursue criminal charges for intentional misclassification.

How Ultimate Bookkeeping Solutions Simplifies the Mess 
Whether you are hiring your first assistant or scaling a large team across multiple states, Michelle 
and the UBS team are here to make sure the “back office” is bulletproof.

Payroll Setup & Management: Once we’ve reviewed the Common Law rules together and 
made a classification decision, we help set up your payroll system to automatically handle 
withholdings and tax filings.

Form W-9: Best Practices for independent contractors is to request a W-9 form from the 
contractor prior to making a payment to them, to gather information needed to properly file a 
1099 form at year’s end.

Year-End Peace of Mind: We handle the 1099 and W-2 distributions so you can focus on 
leading your business, not chasing down paperwork.
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