SECRETS OF THE
EMPLOYMENT
DEVELOPMENT
DEPARTMENT (EDD)
AN EMPLOYER'S
SURVIVAL GUIDE

By: Gary H. Kuwada,Esq., CPA
Former IRS Agent and
Appeals Officer
TEL
FAX

(213) 623-5513
(213) 623-5301

T able of contents
INTRODUCTION ............................................................................................

2.

Chapter 1

WHAT DOES THE EDD DO? .........................................................................

3

Chapter 2

WHY IS THE EDD AUDITING MY BUSINESS?.............................................

4

Chapter 3

WHAT CAUSED THE EDD TO SELECT MY BUSINESS FOR AN
AUDIT?................................................................................................................ 5

Chapter 4

WHAT AUDIT STEPS WILL THE AUDITOR TAKE? .......................................

Chapter 5

HOW DOES THE EDD RECLASSIFY INDPENDENT CONTRACTORS TO
EMPLOYEE STATUS?........................................................................................ 10

Chapter 6

WHAT BUSINESS RECORDS AND DOCUMENTS WILL THE EDD
REQUEST?......................................................................................................... 12

Chapter 7

WHAT QUESTIONS WILL THE EDD AUDITOR ASK DURING THE INITIAL
INTERVIEW?....................................................................................................... 13

Chapter 8

SPECIAL RULES FOR HEALTH CARE INDUSTRIES...................................

14

Chapter 9

CAN THE EDD GO BACK INDEFINITELY OR IS THERE A LIMITATION ON
THE NUMBER OF YEARS IT CAN AUDIT A BUSINESS? ..........................

17

Chapter 10

CAN THE EDD AUDITOR MAKE ESTIMATED ASSESSMENTS? ..............

18

Chapter 11

WHAT DO I DO IF THE EDD ASSESSES A PENALTY AGAINST MY
BUSINESS?......................................................................................................... 19

Chapter 12

IS THERE A WAY TO REDUCE THE AUDITOR'S ADJUSTMENTS? ..........

Chapter 13

WHAT DO I DO IF THE AUDITOR PROPOSES ADDITIONAL TAXES,
PENALTIES AND INTEREST? ........................................................................... 29

Chapter 14

CAN I PAY THE EDD PENNIES ON A DOLLAR? ........................................

Chapter 15

CAN THE EDD ASSESS A CORPORATION'S UNPAID PAYROLL TAX
LIABILITY AGAINST AN INDIVIDUAL?............................................................... 35

Chapter 16

EDD SETTLEMENT PROGRAM ANOTHER OPPORTUNITY TO
CHALLENGE THE AUDITOR'S ASSESSMENT.................................................. 38

6

25

30

ABOUT THE AUTHOR ....................................................................................... 39
ADDENDUM....................................................................................................... 40

1

INTRODUCTION
Every business owner should know what to do if they are contacted by the Internal Revenue Service (IRS), California Franchise
Tax Board (FTB) and the California Employment Development
Department (EDD) for an audit. I prepared a series of guides
about these tax agencies to educate, and prepare business owners
for an audit, appeal or collection matter.
This guide is about the EDD and California State payroll tax
audits. My hope is to help business owners understand the EDD
audit, settlement, appeals, and collection processes and the many
ways they can drastically reduce tax liabilities and penalties by
using the system to their advantage.
In this guide I answered many of the questions my client's asked
me over the years about the EDD. I hope you will benefit from
what I've learned while representing hundreds of cases during the
past 28 years. I answered questions such as what forms to file to
reduce the auditor's proposed assessments, how to eliminate or
substantially reduce EDD penalties, and what procedures
Employers can use to make the EDD system work for them. As in
everything in life, experience matters and I want to share my
many years of experience with you. So, let’s get started, let's be
proactive and learn about the Secrets of the EDD.
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Chapter 1

WHAT DOES THE EDD DO?
The California Employment Development Department (EDD)
conducts employment tax audits of businesses to determine if they
are properly reporting and paying their payroll taxes to the State
of California. The auditor's job is to determine if the business is
paying unreported cash payroll to its workers, correctly classifying workers as independent contractors and properly filing payroll
tax returns. In addition to the EDD’s regular audit examinations,
State agencies in 1993 formed the Underground Economy Operations Unit to identify and audit certain types of businesses that
from the EDD's past experience pay cash wages and incorrectly
classify their workers as independent contractors. Construction,
automotive repair, nail salons, App businesses, bars, restaurants,
night clubs, garment manufacturers, bakeries, car washes and
janitorial and building maintenance companies are often selected
for audit.
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Chapter 2

WHY IS THE EDD AUDITING MY BUSINESS?
The EDD conducts audits to identify unreported cash wages paid
to workers. To determine if State payroll tax returns are properly
filed and to determine if workers are correctly classified as independent contractors or are the Employer's employees.
The consequences of the auditor identifying cash wages and/or
requiring a change in worker classification from independent
contractor to employee may result in the business owing additional payroll taxes, penalties and interest to the EDD and additional
worker's compensation premiums.
If the Employer agrees with the results of the EDD audit, the business must consistently treat all current workers and future hires
(doing the same job as the reclassified workers) as employees
which causes more financial burdens on the business going
forward.
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Chapter 3

WHAT CAUSED THE EDD TO SELECT
MY BUSINESS FOR AN AUDIT?
The EDD conducts two types of audits. The first type is a “Verification Audit”. A business is selected for audit based on the size of
the payroll, the materiality of the Form 1099s filed by the business, and type of industry that historically are not compliant. The
auditor is not aware of any specific issues when she begins the
examination.
The second type of audit is the “Request Audit”. The request audit
occurs when the EDD is requested to audit a certain business by a
1) an informant (usually someone who is working for the Employer or a competitor), 2) an independent contractor that makes a
claim for unemployment insurance benefits or 3) another State
agency such as Cal OSHA, and the Division of Labor Standards
Enforcement. If you receive a citation from the Division of Labor
Standards Enforcement for violations of minimum wage and
overtime laws you will probably also be audited by the EDD, as
the State Agencies share information and often work side by side.
Most of my cases involve the request audit and this is the most
difficult case to defend because the EDD begins its audit with
information or leads disclosing unreported cash wages or improper worker classification.
Tax Tip
The IRS shares Form 1099 information with the EDD, therefore
the EDD often selects businesses for audit that made substantial
payments to independent contractors as evidenced on Form
1099s.
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Chapter 5

The EDD conducts worker status audits to determine if workers
classified by the business as independent contractors are actually
employees. The classification of a worker as an employee comes
with significant costs for the business including additional payroll
taxes, workers compensation premiums and adherence to Federal
and State minimum wage and overtime laws among other obligations. The business owner's control over the worker is the key factor.
The auditor determines if the Employer can exercise direction and
control over the services performed by the worker. If the auditor
determines the employer retains the right of control over the worker
an employment relationship exits.
The fact that a contract exists between the employer and the
contractor is not determinative of the issue instead the EDD
analyzes the factors listed in the Addendum to determine if a worker
is an employee or an independent contractor.
"Statutory Employees" are workers that are classified as employees
regardless of common law factors unless there is an exception
carved out by statute. Therefore, no matter what factors you argue to
mitigate control over the worker, the EDD can successfully establish an employer employee relationship exists and assess additional
payroll taxes for the following workers:
1.
2.
3.
4.
5.
6.

Corporate Officers;
Agent or commission drivers;
Traveling or city salesman;
Home workers;
Unlicensed workers;
Certain artist and authors.
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Tax Tip
On an annual basis, an Employer should ask its contractors to
provide them with valid licenses to ensure the independent contractor's license is not expired. In some industries, expired licenses can
cause the Employer to be responsible for payroll taxes during the
period the license is invalid.
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Chapter 6

WHAT BUSINESS RECORDS AND DOCUMENTS
WILL THE EDD REQUEST?
The auditor requests the Employer to provide the following documents at the first meeting for the period under audit:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Articles of Incorporation, Partnership Agreement or
Articles of Organization;
Business license if any;
Minute book;
Business Federal and State income tax returns;
Quarterly and Annual Payroll tax returns
(State and Federal)
Forms W-2, W-3, W-4, 1099s, and1096,
Detailed general ledger, trial balance, cash
disbursement journal, payroll journal;
Business bank statements, canceled checks and stubs;
Financial statements;
Federal or State taxing authority audit reports for
any prior audit.

Tax Tip
In general, the audit takes one or two meetings and after the meetings the auditor may have follow up questions and requests for additional information to conclude the audit. However the audit may
require more meetings depending on the complexity of the issues
raised by the auditor.
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Chapter 7

WHAT QUESTIONS WILL THE EDD AUDITOR ASK
DURING THE INITIAL INTERVIEW?
1.
2.
3.
4.
5.
6.
7.

8.
9.
10.
11.
12.
13.
14.

Who is the person to contact to review the company’s
records? Provide the name address, title and phone
number.
The person to contact to discuss the results of the audit is?
Provide the name, address, title and phone number.
Business address/location(s)?
What type of business organization is it? Corporation,
sole proprietorship etc.
For individual ownership or partnership:
Owners/Partners social security numbers.
Provide driver’s license numbers of Owners(s)/Partners.
If the business is a corporation: date of incorporation,
corporate ID number, state of incorporation, fiscal year
reporting period, and corporate officers, names, titles and
social security numbers.
License numbers if applicable. Liquor license #, Board of
Equalization #, Federal ID # and County/City
business license #.
Give a brief description of your operation:
What type of accounting system do you maintain?
What type of employee benefits do you provide
your employees?
How many employees do you have in a calendar
year and list the kinds of services they provide.
Do you contract with anyone for personal services whom
you do not consider to be an employee? If yes list the kinds
of services they provide.
List names and address of business bank account(s) and
name the authorized parties that can sign on the account(s).

Tax Tip
A representative, CPA or Attorney should conduct the audit without
the Employer present and respond to all questions on the Employer's behalf.
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Chapter 8

SPECIAL RULES FOR HEALTH CARE INDUSTRIES
Nursing Registries are often targeted by the EDD for worker classification status audits. There are approximately 20 factors the EDD
uses to determine whether nurses and caregivers that work for a
nursing registry are employees or independent contractors. The
contract is one factor. A well prepared independent contractor agreement is essential for arguing independent contractor status for
nurses and other caregivers. The EDD also must determine who the
employer is, the nursing registry or the patient. In most of the cases
the nursing registry is deemed to be the employer of the licensed
nurse but it depends on the facts and circumstances of each case.
Tax Tip
Home Health Care Registries can benefit from section California
Unemployment Insurance Code (CUIC) Section 687.2. If a home
health care registry complies with section 687.2 the caregivers will
be deemed to be independent contractors. Section 687.2 requires the
registry to among other requirements maintain a trust account and
allow the worker to renegotiate the fees directly with the patient. An
independent contractor agreement incorporating all of the CUIC
Section 687.2 requirements and the maintenance of a trust account
will go a long way in supporting the position that the caregiver is an
independent contractor and not an employee.
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Chapter 9

CAN THE EDD GO BACK INDEFINITELY OR IS THERE
A LIMITATION ON THE NUMBER OF YEARS IT CAN
AUDIT A BUSINESS?
In general, the EDD can go back 3 years from the date the payroll
tax return was filed. If the taxpayer failed to file a return without
good cause the EDD can go back 8 years from the due date of the
return. If the EDD can establish civil fraud the EDD can go back
indefinitely there is no statute of limitations that can prevent the
EDD from auditing all back-year payroll tax returns of the business.
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Chapter 10

CAN THE EDD AUDITOR MAKE ESTIMATED
ASSESSMENTS?
The EDD has the authority to make estimated assessments of tax
and penalties in prior years if the Employer failed to maintain
records establishing its prior year payroll tax returns were correctly
filed. The EDD has the power to make estimated tax assessments to
prior year returns based on the current years audit findings. For filed
returns not involving civil fraud, the EDD can go back 3 years and
make estimated tax and penalty assessments. For unfiled returns the
EDD can go back 8 years depending on the discretion of the auditor.
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Chapter 11

WHAT DO I DO IF THE EDD ASSESSES A PENALTY
AGAINST MY BUSINESS?
The EDD auditor can impose many different penalties. Penalties for
failure to register as an Employer, negligence or intentional disregard,
failure to report remuneration to workers on Forms W-2 or Form 1099,
Fraud or intent to evade penalties and more. Please see penalty chart
below.
Many of the penalties except for fraud penalties can be abated based on
establishing good or reasonable cause. Good and reasonable cause means
the Employer acted in good faith, acted in a diligent, timely and prudent
manner and errors were due to mistake or inadvertence. The facts establishing good cause should be presented to the auditor, settlement officer or
the administrative law judge depending on where the case is being argued.
If the EDD proves civil fraud the penalty can be as high as 100 percent of
the assessed contributions. The fraud penalties are usually proposed by the
auditor when she identifies unreported cash wages paid to workers. The
fraud penalties are problematic for the employer because if upheld they
prevent the Employer from filing an offer in compromise based on the
Employer's inability to pay. Therefore, it is very important to argue the
fraud penalty should not be sustained at every opportunity with the
auditor, group manager, settlement officer and in appeals.
The best way to argue against the assessment of a fraud penalty is to establish the EDD has the burden of proof to establish fraud by clear and
convincing evidence for each quarter the civil fraud penalty is proposed.
Clear and convincing evidence means a finding of high probability that
fraud was committed and requires evidence so clear as to leave no
substantial doubt. A successful fraud argument for one quarter does not
necessarily mean that the auditor can automatically establish fraud for
another quarter without establishing fraud by clear and convincing
evidence for each and every quarter it is asserted.
Tax Tip
Beginning January 1, 2018 the penalties under CUIC sections 13052 and
13052.5 for failure to report remuneration paid to workers on Forms 1099
and W-2s can be appealed based on reasonable cause. Prior to 2018 the
penalties could not be appealed and were immediately assessed and
subject to enforced collection action if not paid. This was burdensome to
many Employers because the CUIC section 13052.5 penalty is calculated
at 12.3 percent of the remuneration the Employer failed to report which
resulted in substantial penalties which were immediately assessed and
billed.
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Chapter 12

IS THERE A WAY TO REDUCE THE AUDITOR'S
ADJUSTMENTS?
Yes , PIT forms DE 6028P and DE 938P can be used to reduce the
personal income tax adjustment proposed by the auditor. There are
two ways to reduce the proposed EDD tax liability after the conclusion of an audit. Business owners can file Form DE 6028P Declaration if they filed Form W-2s or Form 1099s. If they did not issue
Forms W-2, or Form 1099s to their workers the business owner can
file Form DE 938P Claim for Adjustment or Refund of Personal
Income Tax and ask the auditor to reduce the Personal Income tax
withholding rate from 6 percent to a reduced rate for lower paid
individuals.
The filing of Form DE 6028P with the auditor is a way to reduce the
Personal Income Tax assessment usually calculated by the auditor at
6 percent of the remuneration to workers. The Declaration is used
when the business owner initially issued Form 1099s to its workers
and the EDD later takes the position that the workers should have
been classified as employees on Form W-2.
In order to file Form 938P the Employer is required to locate the
worker for his or her signature. By signing the Form the worker is
stating that he reported the income he received from the Employer
on his individual tax return. If the Employer can't locate the worker,
the Employer can ask the auditor to contact the Franchise Tax Board
to establish the worker filed his income tax return and reported the
income he received from the Employer.
Tax Tip
Depending on the facts and circumstances of the case file either
Form DE 938P or a Form DE 6028P to reduce the personal income
tax assessment proposed by the auditor. The abatement forms can
be used to substantially reduce the auditor's proposed Personal
Income Tax assessment.
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Chapter 13

WHAT DO I DO IF THE AUDITOR PROPOSES
ADDITIONAL TAXES, PENALTIES AND INTEREST?
At the conclusion of the audit, the auditor prepares a Notice of Proposed
Assessment. The Notice of Proposed Assessment summarizes the auditors
findings and the amount of the tax, penalties and interest the auditor
believes the Employer owes. The Employer has the opportunity at this
time to provide additional information, arguments and can request a meeting with the auditor's manager. After receipt of the Proposed Notice of
Assessment and a review of additional documents and arguments provided by the Employer, the auditor will issue a Notice of Assessment. The
Employer must respond to the Notice of Assessment by filing a written
protest within 30 days of the date of the Notice of Assessment etter and
state why she believes the auditor's notice is in error. The 30 day period
can't be extended therefore it is very important to file the written protest
timely with proof of mailing. If the Employer fails to timely file a written
protest the Notice of Assessment becomes final and the amounts assessed
are subject to collection action.
Filing a written protest freezes the collection aspects of the case until a
final determination is made which could take years to conclude. Thereby
preventing the EDD from bringing immediate enforced collection action,
filing liens and levies against the Employer until a final determination is
made.
Tax Tip
There are many avenues to challenge the auditor's determination and to
reduce the proposed adjustments and penalties assessed. Therefore, an
Employer should seriously consider filing a written appeal and use the
time before the appeals hearing (which can take two or more years to
schedule) to consider filing a settlement offer, or filing a collection alternative such as offer in compromise to resolve the case.
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Chapter 14

CAN I PAY THE EDD PENNIES ON A DOLLAR?
Yes, if the business is inactive and no longer operating an Employer can file Form DE 999A Offer in Compromise application (OIC)
to make an offer to the EDD to resolve outstanding tax, penalties
and interest. The analysis is completely financial statement driven
and must show that the business owners monthly income is insufficient to full pay the tax liability owed within four years of the filing
of the offer and the net realizable value of the business owners
assets if hypothetically sold would not satisfy the tax liability in
full
If the business is still operating and active you may apply for an
offer in compromise only if the Employer no longer has a
controlling interest or any association with the business that
incurred the liability.
Compromises are prohibited for liabilities assessed for civil fraud
under sections 1128(a) and 1128(b) or where the employer has
been convicted of a violation of the California Unemployment
Insurance Code.
Tax Tip
There is no statute of limitations for enforced collection action. The
EDD can continue to renew its liens every 10 years and collect
taxes owed. Therefore if an Employer does not qualify for an OIC
a monthly installment agreement should be considered as interest
continues to accrue on the assessment.
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Chapter 15

Many Corporate Employers erroneously believe they can avoid paying
the EDD’s assessment by simply closing their business. The EDD often
pursues the officers and shareholders of the corporation and other so
called responsible parties for the corporation's payroll tax obligations.
The EDD relies on CUIC section 1735 to affix personal responsibility for
unpaid corporate payroll taxes. The EDD must establish the individual
being assessed is a responsible party (officer, shareholder and financial
decision maker) and willfully failed to remit corporate payroll taxes to
the EDD, knowing they were owed.
The person(s) that are individually assessed are jointly and severally
liable for the taxes. That means each of the responsible persons is individually responsible for the corporation's payroll tax obligations. It also
means that if one of the responsible parties pays the tax obligations of the
corporation the other officers are relieved of the liability to the extent of
the amount paid.
The EDD looks to bank signatories, and the financial decision makers of
the corporation who made the decisions to pay other creditors (bills) in
lieu of the EDD knowing the corporation owed payroll taxes.
Tax Tip
It is important the party being individually assessed does not automatically agree with the personal assessment because the CUIC 1735 assessment
can be administratively appealed. It will allow the party the time to argue
she is not a responsible party and her actions were not willful. At a minimum, appealing the CUIC section 1735 proposed assessment will prevent
the immediate filing of a State tax lien against the responsible party and
delay levy action.
Make sure the statute of limitations for personal assessment has not
expired when appealing a CUIC 1735 assessment. CUIC section 1132
states that the statute of limitations for CUIC section 1735 assessments
runs from the last day of the month following the close of the calendar
quarter in which liability accrues against the responsible person or within
three years after a deficient return is filed whichever is later.
35

Finally this rule only applies to corporations. The owners of sole proprietorships and partners of partnerships are personally responsible for the
businesses payroll tax liabilities of the entity.
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Chapter 16

EDD SETTLEMENT PROGRAM ANOTHER
OPPORTUNITY TO CHALLENGE THE AUDITOR'S
ASSESSMENT.
A settlement offer is filed after the receipt of the Notice of Assessment and a written protest letter has been filed by the Employer, but
before the case is heard on administrative appeal. The settlement
program is based on two principles. First is the risk of loss for the
state and the cost of litigation balanced against the benefits of
reaching a settlement agreement. The second principle is whether
the auditor’s determination is supported by the facts or does the
EDD have hazards of litigation due to errors made by the auditor in
fact or law. Issues of fairness, financial hardship, and the survival
of the business may be considered but cannot be used as the sole
reason for entering into a settlement agreement. The settlement
program can be used to challenge the underlying tax assessments,
the proposed penalties or both.
The settlement process can take anywhere from six months to two
years or more to conclude and the administrative appeal of the
assessment is postponed until a final determination is made on the
settlement offer. The benefit to the Employer is there is no enforced
collection action during the time the case is in the jurisdiction of the
settlement program. The burden is that if the case is not accepted
interest continues to accrue on the taxes owed.
Tax Tip
The settlement program is an effective tool that should be used to
resolve an EDD assessment. The Employer has much to gain and
little if anything to lose. Even if the settlement offer is rejected, the
process is beneficial because the settlement officer will highlight
and discuss what she believes are the important facts and circumstances of the case and the hazards of litigation to both the EDD
and the Employer. This information can be used to better prepare
for the administrative appeal that will follow after the settlement
offer process is concluded.
38
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Addendum
THE FOLLOWING COMPARISON CHART OF ‘EMPLOYMENT’ AND ‘INDEPENDENT
CONTRACTOR’ FACTORS THAT ASSIST THE AUDITOR IN MAKING A WORKER
CLASSIFICATION DETERMINATION:
EMEMENTS

1. Instructions

2. Training

3. Integration

4. Services Rendered
Personally

EMPLOYMENT
A worker who is required to
comply with instructions about
when, where, and how to work is
ordinarily an employee. The
instructions may be in the form
of manuals or written procedures
that show how the desired result
is to be accomplished. Some
employees may work without
receiving instructions because
they are highly proficient and
conscientious workers. Even if
no instructions are given, the
control factor is present if the
employer has the right to give
instructions.
Training of a worker by an
experienced employee working
with him or her, by
correspondence; by required
attendance at meetings or by
other methods, is a factor of
control indicating that the
employer wants the services
performed in a particular manner.
This is especially true if the
training is given periodically or at
frequent intervals.
If the individual’s services are so
integrated into an employer’s
operations that the success or
continuation of the business
depends on the performance of
the services, it generally indicates
employment.
If the services must be rendered
personally, it indicates the
employer is interested in the
methods, as well as the results.
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INDEPENDENT
CONTRACTORS
An independent contractor
decides how to do the job,
establishes his or her own
procedures, and is not supervised.
The entity engaging his or her
services is only interested in the
end result.

An independent contractor
ordinarily uses his or her own
methods and receives no training
from the purchaser of the
services. He or she is not
required to attend meetings.

If the individual’s performance of
service and those of his/her
assistants establish or affect his or
her own business reputation and
not the business reputation of
those who purchase his services,
it is an indication of an
independent contractor
relationship.
An individual’s right to substitute
another’s services without the
employer’s knowledge suggests
the existence of an independent

5. Hiring Assistants

6. Continuing
Relationship

7. Set Hours of Work

8. Full-Time Work

9. Work Done on
Premises

An employee works for an
employer who hires, supervises,
and pays assistants. If an
employee hires and supervises
assistants at the direction of the
employer, he or she is acting as
an employee in the capacity of a
foreman or representative of the
employer.
The existence of a continuing
relationship between an
individual and the person for
whom he or she performs
services indicates an employeremployee relationship. If the
arrangement consists of
continuing or recurring work, the
relationship is considered
permanent, even if the services
are rendered on a part-time basis,
are seasonal in nature, or if the
person actually works for only a
short time.
The establishment of set hours of
work by the employer is a factor
of control. If the nature of the
occupation makes fixed hours
impractical, a requirement that
the worker work at certain times
is an element of control.
Full-time work for the business is
indicative of control by the
employer since it restricts the
worker from doing other gainful
work. Full-time does not
necessarily mean an eight hour
day or a five day week. Its
meaning may vary with the intent
of the parties, the nature of the
occupation, and the customs in
the locality. These conditions
should be considered in defining
full-time. Full-time services may
be required even though not
specified orally or in writing.
Doing the work on the
employer’s premises, or on a
route, or at a location designated

relationship.
An independent contractor hires,
supervises, and pays assistants
under a contract that requires him
or her to provide materials and
labor.

The relationship between an
independent contractor and his or
her client ends when the job is
finished.

An independent contractor is the
master of his or her own time.

An independent contractor is free
to work when he or she chooses
and to set his or her daily or
weekly schedule. An independent
contractor would normally
perform services less than fulltime for one principal.

Doing work away from the
employer’s premises when it
could be done on the employer’s

10. Order or Sequence
Set

11. Reports

by an employer implies employer
control, especially where the
work is of such a nature that it
could be done elsewhere. The
use of desk space and of
telephone and stenographic
services provided by an employer
places the worker within the
employer’s direction and
supervision unless the worker has
the option as to whether he or she
wants to use these facilities.
However, the fact that work is
done off the premises does not
indicate freedom from control
since some occupations, e.g.,
employees of construction
contractors, are necessarily
performed away from the
employer’s premises.
If a person must perform services
in the order or sequence set by
the employer, it shows that the
worker is not free to follow an
independent pattern of work but
must follow the established
routines and schedules of the
employer. Often, because of the
nature of the occupation, the
employer either does not set the
order of the services or sets them
infrequently. Control is
sufficiently shown, however, if
the employer retains the right to
do so.
The submission of regular oral or
written reports indicates control
since the worker must account for
his or her actions.
Payment by the hour, week, or
month, represents an employeremployee relationship.

12. Payments

The guarantee of a minimum
salary or the granting of a
drawing account at stated
intervals with no requirement for
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premises indicates a lack of
control, especially when the work
is free from supervision.

If the person engaging the
services is not interested in the
order or sequence by which the
individual completes the work,
there is an indication that there is
a lack of control over the manner
and means by which the work is
performed.

An independent contractor is not
required to file report which
constitutes a review of his work.
(However, reports related only to
an end result are not an indication
of employment or independence.)
Payment on a commission or job
basis is customary where the
worker is an independent
contractor. Payment by the job
includes a lump sum computed by
the number of hours required to
do the job at a fixed rate per hour.

13. Expenses

repayment of the excess over
earnings, tends to indicate the
existence of an employeremployee relationship.
Payment of the worker’s business
and travel expenses by the
employer indicates control over
the worker.

The furnishing of tools,
materials, etc., by the employer
indicates control over the worker.
In some occupations and
industries, it is customary for
14. Tools and Materials
individuals to provide their own
tools, which are usually small
hand tools; in that case, workers
may also be considered to be
employees.
The furnishing of all necessary
facilities by the employer tends to
indicate an employment
relationship.
15. Investment

16. Profit and Loss

Facilities include generally,
equipment or premises necessary
for the work but not tools,
instruments, clothing, etc., which
are commonly provided by
employees in their particular
trade.
When workers are insulated from
loss or are restricted in the
amount of profit they can gain,
they usually are employees. The
opportunity for higher earnings,
such as from pay on a piece work
basis or the possibility of gain or
loss from a commission
arrangement, is not considered
profit or loss.
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A person who is paid on a job
basis and who has to take care of
all incidental expenses is
generally an independent
contractor. Since the person is
accountable to no other person for
the expenses, the person is free to
work according to his or her own
methods and means
When a worker furnishes tools
and materials, especially when a
substantial sum is involved there
is an indication of independence.

A significant investment by the
worker in facilities used by him in
performing services for another
tends to show an independent
status.

The possibility of a profit or loss
for the worker as a result of
his/her services generally shows
independent contractor status.
Profit or loss implies the use of
capital by the individual in an
independent business. Profit or
loss generally depends on his/her
own decisions. Factors include:
whether he/she hires, directs, and
pays assistants; has his/her own
office, equipment, materials or
other facilities for doing the work;
has continuing/recurring

17. Workers for More
Than One Person or
Firm

18. Offers Services to
General Public

19. Right to Fire

It is possible that a person may
work for a number of people or
firms and still be an employee of
one or all of them because he/she
works under the control of each
firm.
If a worker performs service for
only one person, does not
advertise his or her services to
the general public, does not hold
licenses, or hire assistants, and
performs services on continuing
basis, it is an indication of
employment relationship.

If an employer has the right to
discharge an individual at will
without liability, that worker is
considered an employee. The
employer exercises the control
through the ever-present threat of
dismissal, which causes the
worker to obey instructions. A
restriction on the employer’s
right to discharge in a labor union
contract does not detract for the
existence of an employment
relationship.
The right to quit at any time
without incurring liability
indicates an employer-employee
relationship.

20. Right to Quit

21. Custom in Industry
and Location

If the work is traditionally
performed by employees under
the direction of a supervisor, it is
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liabilities/obligations and pays
his/her own expenses.
Work for a number of persons or
firms at the same time usually
indicates an independent
contractor status because the
worker is usually free, in such
cases, to accept or reject
assignments.
The availability of services to the
general public usually indicates
independent contractor status.
This may be evidenced by the
worker having his or her own
office and assistants, hanging out
a “shingle” in front of his or her
home or office, holding business
licenses, maintaining business
listings in telephone directories,
or advertising in newspapers,
trade journals, magazines, etc.
An independent contractor cannot
be discharged as long as he
produces a result that measures up
to his contract specifications.
However, the relationship can be
terminated with liability.

An independent contractor
usually agrees to complete a
specific job and he or she is
responsible for its satisfactory
completion or is legally obligated
to make good faith to complete
the job. If the principal terminates
an independent contractor on a
contract job without cause, the
principal is still liable to the
independent contractor for the
job.
If the work is usually performed
by independent contractors, it is
an indication of independence.

22. Required Level of
Skill

an indication of employment.
A low level of technical skill is
strong evidence of employment,
since as the skill level declines
there is less room to exercise the
discretion necessary for
independence.
If is an indication of employment
if:
•

Both the worker and the
State believe the
relationship is
employment.

•

If either party believes
that the relationship is
employment.

23. Belief of Parties
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A high level of technical skill is
important when combined with
other factors such as owning a
separate and distinct business.
If all parties agree that the
relationship is one of
independence, it may be.
However, consideration should be
given to the fact that many
individuals do not know how an
employee determination is made,
and believe they are an
independent contractor because
they were told they are.

DISCLAIMER
The book contains guidelines and information and
is not intended to be relied on as tax advice. Please
contact a competent tax representative to assist you.

46

Copyright applied for 2018 by Gary H. Kuwada All rights reserved
No part of this book may be reproduced in any form or by any electronic or mechanical means
including information storage and retrieval systems without permission in writing from the author.

