
Boulay Tax Alert – 10/23/2024
Q: How does the DOL’s recent final rule affect independent contractor vs. employee classification?
A: Worker classification can have a big impact on a business’s tax obligations in relation to that worker, as well as on the worker’s tax obligations. The U.S. Department of Labor’s (DOL’s) test for determining whether a worker should be classified as an independent contractor or an employee for purposes of the federal Fair Labor Standards Act (FLSA) doesn’t determine classification for federal tax purposes, but it can still have a major impact on businesses and workers.
The DOL’s test has been revised several times over the past decade. Now, the DOL has implemented a new final rule that rescinds the employer-friendly test developed under the Trump administration. The new, more employee-friendly rule took effect on March 11, 2024.
Details of the final new rule
According to the DOL, the new final rule continues the notion from the rule it proposed in 2022 that a worker isn’t an independent contractor if, as a matter of economic reality, the individual is economically dependent on the employer for work. Specifically, the final rule enumerates six factors that will guide DOL analysis of whether a worker is an employee under the FLSA:
1. The worker’s opportunity for profit or loss depending on managerial skill (the lack of such opportunity suggests employee status),
2. Investments by the worker and the potential employer (if the worker makes similar types of investments as the employer, even on a smaller scale, it suggests independent contractor status),
3. Degree of permanence of the work relationship (an indefinite, continuous or exclusive relationship suggests employee status),
4. The employer’s nature and degree of control, whether exercised or just reserved (control over the performance of the work and the relationship’s economic aspects suggests employee status),
5. Extent to which the work performed is an integral part of the employer’s business (if the work is critical, necessary or central to the principal business, the worker is likely an employee), and
6. The worker’s skill and initiative (if the worker brings specialized skills and uses them in connection with business-like initiative, the worker is likely an independent contractor).
In contrast to the previous rule, all factors will be weighed — no single factor or set of factors will automatically determine a worker’s status.
The final new rule does make some modifications and clarifications to the rule proposed in 2022. For example, the return, and clarification, of the factor related to whether the work is integral to the business also is notable. The previous rule includes a noncore factor that asks only whether the work was part of an integrated unit of production. The final new rule focuses on whether the business function the worker performs is an integral part of the business.
Tax implications
If a worker is an employee for federal tax purposes, the business must withhold federal income and payroll taxes and pay the employer’s share of FICA taxes on the wages, plus FUTA tax. Of course, the employer also provides the employee with a Form W-2 after the end of the year.
These obligations don’t apply if a worker is an independent contractor. In that case, the business simply sends the contractor a Form 1099-NEC for the year showing the amount paid (if the amount is $600 or more). And the independent contractor generally must make quarterly estimated tax payments during the year (because taxes aren’t being withheld) and also must pay both the employer and employee shares of payroll taxes (though the employer share is deductible).
In a series of Q&As, the DOL addressed the question: “Can an individual be an employee for FLSA purposes even if he or she is an independent contractor for tax purposes?” The answer is yes.
The DOL explained that the IRS applies its version of the common law control test to analyze if a worker is an employee or independent contractor for tax purposes. While the DOL considers many of the same factors as the IRS, it added that “the economic reality test for FLSA purposes is based on a specific definition of ‘employ’ in the FLSA, which provides that employers ‘employ’ workers if they ‘suffer or permit’ them to work.”
In court cases, this language has been interpreted to be broader than the common law control test. Therefore, some workers who may be classified as contractors for tax purposes may be employees for FLSA purposes because, as a matter of economic reality, they’re economically dependent on the employers for work.
Risks of noncompliance
Even though the DOL’s final new rule isn’t necessarily controlling for courts weighing employment status issues, it’s likely to be considered persuasive authority. Moreover, it’ll guide DOL misclassification audits and enforcement actions.
If you’re found to have misclassified employees as independent contractors and they weren’t paid minimum wage or overtime pay, you may owe back pay and penalties. You also could be liable for employee benefits that weren’t provided and subject to various federal and state employment laws that apply based on the number of employees. The consequences of improperly treating an employee as an independent contractor for tax purposes can also be severe: You may be liable for all unpaid back taxes (including the worker’s share), plus penalties and interest. And you may owe penalties even if the worker satisfied all of his or her tax obligations.
Next steps
If you use freelancers and other independent contractors, review your work relationships for both DOL and federal tax purposes and make any appropriate changes. Remember, too, that states can have different tests, some of which are more stringent than the DOL’s final rule.
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