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Clarifying Status: Employee or Independent Contractor?
Hiring an independent contractor (“IC”) instead of an employee can be an attractive proposition but it can also be a dangerous 
practice that should be carefully considered before being implemented.

Attractive, because it avoids many levels of employment costs (taxes, insurance including workers’ compensation, unemploy-
ment and health care,  benefits, overtime, mandatory breaks and paid time-off, and lost productivity while on-the-clock) and 
reduces employers’ exposure to employee liability claims.  Employees present significant liability risks to their employers under 
a formidable array of legal theories including discrimination in its various forms, “hostile work environment”, sexual harassment, 
wrongful termination, failure to “reasonably accommodate” physical or mental disabilities, wage and hour violations, and 
breach of privacy rights.  Firms can also assume vicarious liability for an employee’s negligent or willful misconduct that is 
committed within the “course and scope” of employment.  In contrast, an IC seemingly offers employers lower costs and risk.

Dangerous, because in the context of hiring a single IC (as opposed to another business), there is no clear and certain definition 
of an “independent contractor” that spans both tax and labor law, and there is no single factor or combination of factors that is 
determinative.  Rather, a firm’s classification of an individual as an IC can be subjected to differing standards and interpretations 
by a litany of potentially interested parties such as the IRS, the Labor Commissioner, and claimants who were allegedly harmed 
by the subject individual.  The Labor Commissioner and the Courts are free to look beyond the employer’s classification, examin-
ing the parties’ relationship to make their own determination regarding the employment status based on the facts presented 
and the applicable law.  If the characterization is successfully challenged, a firm can be retroactively subjected to costly liability 
arising from the incident (such as for failing to have withheld and paid employment taxes and for violations of wage/hour laws 
or workers’ compensation rights).  Under California law, firms that knowingly and voluntarily misclassify workers can be subject-
ed to steep fines and other penalties.

The key to mitigating the risk of a claimant successfully challenging an IC designation and retroactively reclassifying the IC as an 
employee is to carefully draft an independent contractor agreement that includes, at a minimum, the following information. 
However, while an independent contractor agreement is strongly recommended, the Labor Commissioner and Courts may look 
beyond a contract or agreement in order to examine the facts that characterize the parties’ actual relationship and make a deter-
mination as to employment status based upon an analysis of the facts and application of the appropriate law.
  Truthfully states that the IC will work independently and has the right and obligation to use their own judgment in   
   determining the methods, details and means of their performance; 
  Provides a compensation scheme other than a set salary, and expressly disclaims any obligation to reimburse the IC   
   for their general business and travel expenses or to provide any employee benefits.  Ideally, it should create the   
   potential for some profit or loss based on the IC’s performance, such as a fixed fee on a pre-project basis;
  Expressly requires that, as an independent contractor, the IC is required to pay all taxes necessitated by whatever   
   compensation is provided pursuant to the agreement;
  Expressly acknowledges that the IC is free to work for other firms; and
  Requires the IC to maintain minimum levels of appropriates insurance coverages.

Additional information is available from:
  The IRS (www.irs.gov/Business/Small-Business-&amp;-Self-Employed/Independent-Contractor); and
  The California Division of Labor Standards Enforcement (www.dir.ca.gov/dise/faq_independentcontractor.htm).
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