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Independent Contractor vs. Employee
Classification Guide
A Practical Decision Framework for Growing Businesses

Framework basis. This guide reflects standard human resource best-practice principles and incorporates core federal
classification standards used by the IRS and U.S. Department of Labor, along with state-level standards such as the
ABC Test.

1. Core Classification Tests Overview

The key principle: Agencies generally evaluate the actual economic reality of the working relationship — not simply
the contract label, job title, or whether the worker receives a Form 1099.

• IRS control framework: Looks at Behavioral Control, Financial Control, and the Type of Relationship.

• DOL Economic Realities Test: Focuses on whether the worker is economically dependent on the business or is
truly operating an independent business.

• State-level ABC Test: Used in several states. Generally requires the business to satisfy all three elements: (A)
freedom from control, (B) work outside the usual course of the hiring entity’s business, and (C) an independently
established trade or business.

2. Key Classification Comparison Checklist

Use this operational comparison as a screening tool. No single factor controls the outcome.

Assessment Factor Employee (W-2) Independent Contractor (1099)

Behavioral Control Company directs how, when, and where work is
performed.

Worker controls how to achieve the agreed result.

Schedule & Hours Company sets specific working hours or shifts. Worker generally sets their own hours to meet
deliverables.

Integration Work is integrated into core daily business
operations.

Work is discrete, specialized, or project-specific.

Tools & Equipment Company typically provides and maintains primary
tools.

Contractor typically supplies and maintains their
own tools.

Profit / Loss Receives wages or salary without business
profit/loss exposure.

Can realize profit or loss based on business
decisions and expenses.

Exclusivity & Marketing Often primarily serves one employer. Markets services and may serve multiple clients.

Payment Structure Hourly wage, salary, or regular compensation. Project fee, retainer, milestone, or other
business-to-business payment.

Benefits & Expenses May receive benefits and reimbursed business
expenses.

No employee benefits; generally bears own
operating expenses.
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3. Mandatory Classification Audit: 10 Critical Questions

Screening signal: Before onboarding a worker as a 1099 independent contractor, review the questions below. Multiple
“Yes” answers may signal that the relationship has employee characteristics and warrants closer review.

1 Instruction & Supervision: Does the business direct specific steps, workflows, or the sequence of work
rather than simply setting final project specifications?

2 Key Business Function: Is the work part of the core product or primary service the business sells to
customers?

3 Equipment Provision: Does the company provide the primary laptop, software licenses, tools, or
physical workspace?

4 Permanent Relationship: Is the engagement indefinite, without a defined end date or specific project
deliverable?

5 Business Operations: Is the worker prohibited from subcontracting or hiring assistants to complete the
work?

6 Financial Risk: Is the worker protected from financial loss or significant investment in their own business
infrastructure?

7 Exclusivity Restrictions: Does the agreement prevent the worker from offering similar services to
competitors or other clients?

8 Evaluation Metrics: Is performance evaluated on continuous personal performance rather than the
quality or completion of agreed deliverables?

9 Regular Compensation: Is the worker paid on a regular hourly, weekly, or monthly schedule without
submitting itemized business invoices?

10 Benefit Provision: Does the business offer insurance, paid time off, holiday pay, retirement contributions,
or other employee benefits?

4. Best Practices for Risk Mitigation & Compliance

1. Focus on substance over contracts.
A signed agreement stating “independent contractor” does not override the real working relationship. Operational practices
should match the intended classification.

2. Verify an independent business.
Where appropriate, look for evidence that the contractor operates a bona fide business, such as an EIN, business entity,
commercial insurance, independent marketing, or other clients. These indicators are helpful but are not independently
determinative.

3. Use clear Statements of Work.
Attach a defined SOW to the governing services agreement. Spell out deliverables, deadlines, ownership, fees, milestone
payments, and completion criteria.
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4. Keep contractor administration separate.
Route contractor invoices through Accounts Payable rather than employee payroll. Avoid employee benefits, routine
employee handbook treatment, and employee-style performance management unless legally required.

5. Conduct periodic audits.
Review longer-term contractor relationships at least annually. Watch for “scope creep” that changes a discrete project into an
ongoing employee-like role.

FINAL CHECK

When the facts are mixed, state law is stricter, or the role is central to the business, obtain individualized legal
or HR review before engaging the worker.

LEGAL DISCLAIMER: General U.S. HR guidance only. Worker classification depends on applicable federal, state, and local law and the total facts and
circumstances. Consult qualified legal counsel or an appropriately qualified HR professional before finalizing classification decisions.
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