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Employee or Independent Contractor?

Why the distinction between the two is so important
By Scott W. Meier

Over the past six months, I have received several requests to either discuss the independent
contractor designation or draft independent contractor agreements. The issues associated with
these requests include not only the legal aspects of independent contractor arrangements but also
the tax aspects as well. In a time of increasing demand for workers and workforce development,
employers often use independent contractors and temporary employees to bolster their
workforces. Use of such individuals, however, can be risky if the employer has not properly
classified them.

Classifying workers as independent contractors and temporary employees may allow employers
to avoid certain payroll taxes and costly employee benefits. Nevertheless, if employers have
misclassified workers, the potential damages can include huge amounts for unpaid benefits, taxes
and penalties. The simple fact remains that it is not the choice of the person doing the hiring nor
the person being hired that determines an individual’s status as an employee or an independent
contractor, but the factual nature of the relationship between the parties. The financial
consequences of incorrectly categorizing workers who are employees as if they were
independent contractors can be devastating to the employer.

THE DISTINCTION BETWEEN AN EMPLOYEE AND AN INDEPENDENT CONTRACTOR

The distinction between an “employee” and an “independent contractor” is often blurry.
Moreover, the definition of an employee differs by statute. The determination of a person’s
status is important and has additional implications concerning employer liability for workers’
wrongs. This liability depends on the worker’s status.

It is helpful to first know who an employee is. Sometimes, employers have obligations to
employees they do not have to other people; sometimes, employers have obligations to all those
the employer engages to work for them, whether or not they are employees.

Several different approaches provide legal definitions of an employee versus a contractor.
According to Black’s Law Dictionary, an “employee” is “[a] person who works in the service of
another person (the employer) under an express or implied contract of hire, under which the
employer has a right to control the details of the work performed.” BLACK’S LAW DICTIONARY
543 (7" Ed. 1999). Wyoming case law does not define an employee but by reference to the
Wyoming statutes. In SOS Staffing Service, Inc. v. Fields,' the Wyoming Supreme Court stated
that for wage claims, the term “employee” “. . . means any person engaged in any
extrahazardous employment under any appointment, contract of hire or apprenticeship, express
or implied, oral or written, and includes legally employed minors and aliens authorized to work
by the United States department of justice, immigration and naturalization service.”



In Diamond B Services, Inc. v. Rohde,’ for purposes of wage claims, citing Wyo. Stat. §7-4-
501(a)(ii) (LexisNexis 2003), the Wyoming Supreme Court defined “employee” as “any person
who, under the usual common law rules applicable in determining the employer-employee
relationship, has the status of an employee.”

An independent contractor, on the other hand, is one whom someone hires to undertake a
specific project, but is generally free to do the assigned work and to choose the method of
accomplishing it. The Wyoming Supreme Court in Diamond B Services defined an independent
contractor as “. . . one who, exercising an independent employment, contracts to do a piece of
work according to his own methods and without being subject to the control of his employer
except as to the result of the work.””

WHY DOES IT MATTER?

Because employers have different obligations toward employees than independent contractors,
properly categorizing those hired becomes extremely important. From a lawyer’s standpoint,
probably the most immediate thought that comes to mind with respect to independent
contractor/employee issues is the concept of respondeat superior. As a matter of public policy
and economic requirement, a master is liable for damages caused by the negligence of his servant
while acting within the scope of the servant’s employment.” Under this principle, an employer is
liable for an employee’s wrongful acts committed within the scope of the employment.’

Employers of independent contractors, although potentially responsible for injuries to employees
of the contractor, must assume a controlling and pervasive role in work being done to generate
any duty of care sufficient to establish vicarious liability for negligence of the independent
contractor.” Respondeat superior will not operate to impute the tort of an independent contractor
to his employer. Nor are employees of an independent contractor entitled to recover from an
owner for ignjuries suffered while doing inherently dangerous work required under a contract with
the owner.

While many lawyers can appreciate the doctrine of respondeat superior, they may not appreciate
the significance of tax related issues associated with the distinction between independent
contractors and employees. More important, many lawyers do not realize the significant
penalties associated with tax related issues when employers incorrectly categorize those they
hire.

From a payroll standpoint, the law does not require employers to make unemployment
contributions or pay workers’ compensation assessments for independent contractors. Nor are
they required to withhold federal or state incomes taxes, FICA, and Medicare contributions for
independent contractors. If, however, the Internal Revenue Service reclassifies a worker as an
employee, the employer becomes liable for employment taxes that should have been withheld
from the worker’s pay, such as FICA taxes. The employer also becomes liable for the
employer’s share of FICA taxes and federal unemployment taxes. Finally, the employer
becomes liable for penalties and interest for failure to pay these taxes and file payroll tax returns.

Additionally, the state may assess penalties under its unemployment compensation fund, such as
the Wyoming Employment Security Act," its workers’ compensation act, such as the Wyoming
Workers’ Compensation Act'' or state income tax withholding if working in other states. Other
penalties also include the possibilities of having retirement plans retroactively disqualified,



which could cause all vested accrued benefits to become fully taxable for all employees enrolled
in such a plan.”

How DOES ONE DETERMINE IF SOMEONE IS AN EMPLOYEE OR AN INDEPENDENT
CONTRACTOR?

In Fox Park Timber Co. v. Baker,” the Wyoming Supreme Court set down a set of guidelines or
tests for determining whether one being hired is an employee or an independent contractor.
Summarized, they are as follows:

1. Retention of the right of control whether the work is done by the piece or done for a
fixed lump sum.
2. Control of the premises where the work is done.

Another test is whether either of the employers possess the right to terminate the services at will
without incurring liability to the workers. This test embraces, of course, the right of an employer
at any time to discharge the party performing the work, an affirmative answer establishing the
status of master and servant.

In 1978, the Wyoming Supreme Court, in Combined Insurance Company of America v.
Sinclair," held that “[t]he overriding consideration in determining whether one is an employee or
an independent contractor lies in ascertaining whether or not the employer has the right to
control the details of the work whereby liability is sought to be established.”"

In a more recent decision, the Wyoming Supreme Court in Cline v. State, Dept. of Family
Services held that “[t]he control of the work reserved in the employer which effects a master-
servant relationship is control of the means and manner of performance of the work, as well as of
the result[.]”'"* Again in 2004, the Court in Coates v. Anderson stated:

Such a right to control is a prerequisite of the master-servant relationship.
Conversely, the absence of such a right of control is a prerequisite of an
independent contractor relationship. Master-servant and independent contractor
are thus opposite sides of the same coin; one cannot be both at the same time with
respect to the same activity; the one necessarily negatives the other, each
depending on opposite answers to the same right of control inquiry."

Finally, in October 2005, the Court in Diamond B Services, Inc. reiterated that the overriding
consideration in Wyoming in determining whether one is an employee or an independent
contractor is whether the employer has a right to control the details of the work whereby liability
is sought to be established."”

The question of right to control, however, does not hinge on whether the employer exercised that
control. In Combined Insurance, the Court stated that in determining whether one is an
employee or an independent contractor, “[t]he base determining factor is whether [the employer]
retained the right of control . . . and not whether such control was in fact exercised.”"

A specific agreement alone does not make an employee out of a contractor because it affects
only the basic contractual relationship itself. In Diamond B Services, Inc., the Court stated that
“[w]hen an express contract exists between the parties, it is important evidence in defining the
relationship, although it is not conclusive of the issue.”” Other factors that are important in
determining the status of the worker include the method of payment, the right to terminate the



relationship without incurring liability, the furnishing of tools and equipment, the scope of the
work and the control of the premises where the work is to be done.”’ Another factor to be
considered is whether the worker devotes all of his efforts to the position or if he does work for
others.”

Regarding the “method of payment” criterion, an independent contractor usually determines the
price of his services and bills for his services on a regular basis.” In an employer-employee
relationship, on the other hand, the employer determines the employee’s rate of pay and takes
deductions out of his paychecks for federal income taxes, Social Security, and Medicare.”

The Court in Combined Insurance pointed out another indicia of the retention of the right to
control and the exercise of control is whether the purported employer had the authority to fire the
alleged employee without incurring liability.” The Court, quoting Fox Park Timber Company v.
Baker’® and Brubaker v. Glenrock Lodge27, stated:

... Another test is whether either of the parties possesses the right to terminate
the services at will without incurring liability to the other, this embracing, of
course, the right of the employer at any time to discharge the party performing the
work, an affirmative answer establishing the status of master and servant. . . .

Finally, the Wyoming Supreme Court has stated that the payment of workers’ compensation and
unemployment insurance premiums by an employer suggests a worker is an employee rather
than an independent contractor.” Similarly, when a worker is eligible to participate in benefit
programs such as retirement or insurance plans, because of his association with the employer, it
suggests a master-servant relationship exists.”

IRS DETERMINATION OF INDEPENDENT CONTRACTOR STATUS

The Internal Revenue Service also has defined an independent contractor in Internal Revenue
Service Ruling 87-41 (1987-1). The Revenue Ruling essentially encompasses the same
principles of Wyoming common law.” According to the Treasury Department, an “individual is
an independent contractor if . . . the employer [has] the right to control or direct only the result of
the work and the means and methods of accomplishing the result”™" (unless specific agreements
dictate special terms). In other words, an independent contractor is one with whom the employer
makes special arrangements to have a specific job done, usually by a specific deadline, and the
contractor then determines the how and where the job is done.

The IRS has recognized the common law direction and control test and, in doing so, has
identified twenty factors or elements that indicate whether sufficient control exists to establish an
employer-employee relationship. An IRS training manual®™ organizes the 20 factors into the
following four groups:

1. Behavior Control Factor. An employer has the right to control how an employee
does the work. An independent contractor usually retains control over how the work
is done. Common factors that suggest employee status include:

e Employers require workers to follow instructions about when, where and
how to work, such as obtaining prior approval before proceeding with the
job.

e The worker must render services personally.

e The employer provides training to do a job in a particular manner (other
than orientation and safety training).



2. Financial Control Factor. An employer has the right to control how an employee
conducts his or her business aspects. An independent contractor has the right to
control his or her own business activities. Common factors that suggest employee
status include:

e Workers do not realize a profit or suffer a loss from services done (other
than agreed-upon compensation for work completed).

e Workers depend on the employer to provide the facilities, tools, equipment
and materials needed to do a particular job. Employers generally reimburse
employees for business and incurred travel expenses.

e  Workers do not work for more than one company at a time and do not make
their services available to the public.

e Employers pay employees either by the hour or on a salary. Employers
usually pay independent contractors by the job or the contractor receives a
commission.

3. Relationship Factor. The following factors illustrate how the worker and the
business perceive the relationship.

e The contract must have substance (method of payment, handling of
expenses, how work is done) designating the worker as an independent
contractor.

e Employers only pay health insurance, pension plans, vacation and sick pay
benefits to employees.

e A temporary relationship is more likely to suggest independent contractor
status (even if long term).

e If the worker’s services are an integral part of the business operations, the
worker is generally an employee.

4. Less Important Factors
e The employer’s right to discharge the worker
The worker’s right to terminate their relationship
Part-time or full-time work requirement
Work required to be done on the employer’s premises
Setting of hours to do work
Setting of an order or sequence of the work
Interim oral or written reports requirement

Other items included in the IRS training manual include incorporated workers generally will not
be recharacterized as employees, W-2 forms do not necessarily suggest employee status and state
law or any other government or industry standard regulation is not a relevant factor.

WHAT SHOULD YOU, THE LAWYER, CONSIDER?

First, you as counsel, should have a detailed interview with your client. Determine all of the
facts and circumstances surrounding the work to be done. To determine whether a worker is an
employee or independent contractor, question your client on both the common law factors and
the IRS factors regarding those being hired. Make sure you have a complete and accurate
understanding of all facts and circumstances surrounding the relationship.




Second, when drafting an independent contractor agreement, remember that while the terms of a
written agreement are certainly relevant to the determination of the worker’s status, they are not
determinative. Even if the written agreement declares the worker to be an independent
contractor, if the facts suggest otherwise (e.g., employer directs or controls the worker,
determines how and when work is to be done), the worker will be considered an employee.
Furthermore, the written agreement for an independent contractor should not describe, in detail,
how the worker is to do his or her job and consequences of failing to meet those standards.

In drafting the independent contractor agreement, make sure the employer does not:

e govern when, where and how the worker will complete the job;

e require the worker to obtain prior approval before proceeding with the job;

e pay the worker on a salary or hourly basis, but rather, by the job or
contract/commission rate;

e pay the worker directly as opposed to his or her trade name or business;

e give the worker benefits such as health insurance, pension plans, vacation
and sick pay benefits;

e provide more than minimal training (i.e., orientation and safety training);

e give the worker the tools he or she will need to complete the job; and

e require the worker to work exclusively for the employer.

CONCLUSION

Changes in the landscape of the workplace are blurring the definitions of an employee and
independent contractor even more. Temporary employees flood the market, and personnel
suppliers rent out employees in ever-increasing numbers. Virtual companies employ more and
more home-based (or telecommuting) employees. Under these conditions, where do employer
rights and responsibilities begin and end?

Generally speaking, a person is an employee if he or she performs services subject to the will and
control of an employer, what must be done, how it must be done, where and when; the employer
has the legal right to control both the method and the result of services. An employer-
independent contractor relationship is one in which a party with a specialized calling is employed
to accomplish an end result, without the control or supervision of the employer.

At times, it is difficult to determine whether a relationship is one of master-servant or employer-
independent contractor. The overriding consideration in determining whether a person is an
employee or an independent contractor is whether the employer has the right to control the
person’s work. A second consideration is whether the employer can terminate the individual
without incurring liability.

When advising clients or drafting agreements, make sure you have a complete understanding of
the facts surrounding the relationship, so they can meaningfully apply the various tests used to
differentiate the employee from the independent contractor.

Scott W. Meier attended the University of Wyoming where in 1982 he received his B.S. in
Accounting. He worked as a CPA in Dallas and Denver before returning to the University of



Wyoming College of Law to earn his J.D. in 1996. Scott is an attorney with the firm of Hickey &
Evans in Cheyenne, Wyoming.
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