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SOME people are clearly employees: the secretary or manager who

works when scheduled, uses the company's equipment at a company

office and does what the boss says. Others are clearly outside

contractors: a consultant who agrees to do a task for company A one

week and company B the next, setting his or her hours, hiring a staff

and deciding on the methods and priorities for accomplishing a task.

But what about people whose status is not so clear-cut? For example,

the consultant who has taken on such a big project that nearly all of

her working hours are spent on one company's premises, where she

uses some of the company's equipment and some of her own, and

personally directs the project but perhaps confers with the company's officers. Or what

about a trucker who owns his own truck but gets all of his business through one

dispatcher?

Richard J. Strickof, a partner in BDO Seidman, an accounting and consulting firm,

describes these situations as ''gray, murky.'' Still, he warns, it is crucial for employers and

employees to make responsible attempts to arrive at the right answer because there can be

severe tax consequences of misclassifying an employee as an independent contractor. In

particular cases, companies frequently seek private-letter rulings, which cover specific

cases, from the Internal Revenue Service.

''We receive complaints from businesses that think competitors have an advantage because

they classify employees as outside contractors,'' said Ellen H. Murphy, an assistant to the

commissioner of Internal Revenue for public affairs.

One big advantage is tax avoidance. Outside contractors are responsible for their own

income taxes and self-employment taxes, and companies that use their services do not

have to pay an employer's share of Social Security or unemployment taxes, as they do for

employees. Nor do employers that hire outside contractors have to pay for expensive

benefits like life and health insurance, pensions or paid vacations.

Even though it means doing without those benefits, many people would rather be classified

as independent contractors because they avoid withholding at the source. That allows

them to take home a bigger check, and they can then deduct business expenses on

Schedule C, which is filed by self-employed persons.

There have been abuses of these deductions, Mr. Strickof noted. ''Take off the cost of a

room in the home, transportation expenses,'' he said. ''Take the family out to dinner and

say it's business-related - they did it all.'' On the other hand, he added, some people, like

truckers, who have substantial investments in their rigs, feel they should legitimately be

classified as independent contractors.

Although someone may prefer to be classified as an independent contractor, and may have
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invested in equipment such as a truck, the I.R.S. requires more. The agency has

established 20 criteria, Mr. Strickof noted, and employers who fail to withhold for income

taxes and Social Security from someone who should be classified as an employee may be

liable for those taxes, as well as their own share of Social Security and unemployment

taxes, plus penalties and interest. This is true even if they report to the Government on a

1099 form a payment for services rendered. Those who fail to report a payment to a

contractor at all face bigger penalties.

''There's a big risk to companies,'' Mr. Strickof said. ''If someone comes around and says,

'I'm an independent contractor; don't worry,' don't accept his word for it. Check the

criteria, and if necessary seek a private-letter ruling from the I.R.S. Some employers have

been burned when such people later went to collect unemployment benefits, arguing

successfully that they were really employees.''

The primary guideline concerns direction and control. An employer has the legal right to

control when, where and how work is to be done and in what sequence. Also, independent

contractors generally receive income from several clients.

These criteria are the basis of the argument that a trucker who works under the direction

of a dispatcher and is paid by an association is an employee of that association, although,

Mr. Strickof said, trucking groups are fighting that argument.

Other criteria include the following: an independent contractor typically furnishes his own

tools; undertakes financial risk in performing the service, but also has an opportunity for

profit; may hire his own assistants and delegate tasks to others; sets his own work hours,

and often works on his own premises, using his own equipment.

Employees are typically paid by the hour, week or month, not by the job. They may be

discharged or quit at any time, may be trained by the employer and may be reimbursed for

expenses and may have to submit reports of their work.

Despite these criteria, there are many people whose work has some of the characteristics of

outside contractors and some of those for employees. ''It's a fine line,'' Mr. Strickof said,

and extreme care should be taken to avoid problems.
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