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Independent contractors (ICs) offer businesses 
several advantages. Unlike with employees, you 
don’t have to withhold income and payroll taxes; 
make Social Security, Medicare and unemploy-
ment insurance contributions; pay overtime; or 
provide employee benefits.

Treating an employee as an IC has always been 
risky. But in the last few years, these relation-
ships are being looked at more closely and  
more often. Revenue-strapped tax authorities  
are scrutinizing worker relationships and often 
reclassifying ICs as employees.

What are the risks?
Generally, the biggest risk in worker misclas-
sification is liability for unpaid federal and state 
income tax withholding; unpaid Social Security, 
Medicare and unemployment insurance contribu-
tions; and penalties and interest. As an employer, 
you can be held liable for both the company’s 
share and the employee’s share. And if you don’t 
have the money, the government may attempt to 

collect from “responsible persons,” such as  
certain owners, partners, officers, directors,  
limited liability company (LLC) members and 
key employees (such as bookkeepers). 

There’s a popular misconception that, as an 
employer, you’ll avoid liability so long as you’ve 
filed Form 1099 and the worker has paid all 
taxes due. But when the IRS concludes that a 
worker should have been treated as an employee, 

you can get hit with a 20% pen-
alty even if all the taxes have been 
paid, among other consequences.

Another serious risk is that 
employees misclassified as ICs 
may sue your company to recover 
employee benefits, overtime pay, 
unreimbursed business expenses 
or other amounts associated with 
employee status.

How can you check if ICs 
are properly classified?
The first step is to review your 
relationships with workers who 
receive Form 1099. Consider that, 
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Employees misclassified as independent 
contractors may sue your company to 
recover employee benefits, overtime 
pay, unreimbursed business expenses 
or other amounts associated with 
employee status.



when assessing worker classifications, 
the IRS looks at the:

Level of behavioral control. This 
means the extent to which the com-
pany instructs a worker on when and 
where to do the work, what tools or 
equipment to use, whom to hire, where 
to purchase supplies and so on. Also, 
control typically involves providing 
training and evaluating the worker’s 
performance. The more control the 
company exercises, the more likely the 
worker is an employee.

Level of financial control. ICs are 
more likely to invest in their own 
equipment or facilities, incur unreim-
bursed business expenses, and mar-
ket their services to other customers. 
Employees are more likely to be paid 
by the hour or week or some other 
time period; ICs are more likely to 
receive a flat fee.

Relationship of the parties. ICs are often engaged 
for a discrete project, for example, while employ-
ees are typically hired permanently (or at least 
for an indefinite period). Also, workers who 
serve a key business function are more likely to 
be classified as employees.

The IRS examines a variety of factors within 
each category. No single factor controls the 
result, though. You need to consider all of  
the facts and circumstances surrounding each 
worker relationship.

How can you protect yourself?
Once you’ve completed your review, there are 
several strategies you can use to minimize your 
exposure:

	� When in doubt, reclassify questionable  
ICs as employees. This may increase your  
tax and benefit costs, but it will eliminate 
reclassification risk.

	� Modify your relationships with ICs to help 
ensure they’re considered ICs. For example, 
you might exercise less behavioral control  
by reducing your level of supervision or 
allowing workers to set their own hours or 
work from home.

	� Qualify for the Internal Revenue Code  
Section 530 safe harbor of the Revenue  
Act of 1978. (See “Worker classification 
‘insurance’” above.)

Also, consider using an employee-leasing company. 
Workers leased from these firms are employees 
of the leasing company, which is responsible for 
taxes, benefits and other employer obligations.

Handle with care
There’s nothing wrong with continuing to use 
ICs, so long as they’re properly classified as such. 
But it’s important to take steps now to minimize 
your exposure to government claims and worker 
lawsuits. 
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Worker classification “insurance”
The Revenue Act of 1978’s Section 530 safe harbor is like 
an insurance policy against the risks of worker misclassifi-
cation. The safe harbor doesn’t ensure that the IRS won’t 
reclassify independent contractors (ICs) as employees, but 
it will protect you against liability for back taxes, penalties 
and interest.

To qualify for the safe harbor, you must demonstrate that:

	� You’ve consistently treated all similar workers the same 
way; in other words, you didn’t treat the worker in 
question — or any other workers in similar positions — 
as an employee during any prior period,

	� You’ve consistently filed all required tax returns for all 
prior periods, and

	� You had a reasonable basis for treating a worker as an 
IC; this may include reliance on court opinions or IRS 
rulings, a prior employment tax audit, an established 
industry practice, or advice from a qualified accountant 
or lawyer.
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Address ownership  
transfer issues with  
a buy-sell agreement
There are a number of reasons why owners of 
closely held businesses put off discussing how 
ownership interests will be transferred when an 
owner exits the firm. For one, owners may be 
concerned about conflicts that could arise if an 
owner wants to transfer interests to family mem-
bers or sell them to outsiders. 

For another, issues such as how fellow owners 
(or the business itself) will be able to pay for 
an exiting owner’s interests or the effect of the 
agreement on estate taxes can seem overwhelm-
ingly complex. Fortunately, a buy-sell agreement 
can address these issues and more, provided it’s 
drafted carefully.

Resolving transfer issues
A buy-sell agreement sets up the guidelines for 
the transfer of business ownership interests 
under certain predefined events, such as death, 
legal incapacity, retirement, loss of professional 
license, bankruptcy and divorce. Agreements 
usually address such issues as the method that 
will be used to value the interests and to whom 
ownership can be sold or transferred.

Buy-sell agreements are particularly beneficial for 
closely held businesses. Why? Because they create 
a ready market for shares that would otherwise be 
difficult or impossible to sell. 

For instance, when you die, your heirs might 
otherwise be hard pressed to find a buyer for 
your shares. With a buy-sell agreement in place, 
rather than being saddled with having to find 
someone on their own, your heirs would simply 

go to the other owners or the company itself to 
redeem your ownership interest. 

At the same time, an agreement can protect the 
remaining owners from having a new, unwanted 
owner — such as an exiting owner’s heirs or an 
outside buyer — thrust upon them.

Funding it
Insurance is a common funding vehicle for buy-sell 
agreements, and there are three types of agreements 
that use it. One is the cross-purchase agreement, 
under which each owner buys life or disability 
insurance (or both) on each of the other owners. At 
one owner’s death or incapacity, the other owners 
collect on their policies and use the proceeds to buy 
the deceased or incapacitated owner’s shares.
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Another is the redemption agreement. In this 
situation, it’s the business — not each individual 
owner — that buys the insurance. So the company  
would acquire the shares of the deceased or inca-
pacitated partner. Redemption agreements can 
be particularly beneficial when there are a lot 
of owners, because fewer insurance policies are 
needed than under a cross-purchase agreement.

Last is the hybrid agreement, which is a com-
bination of the cross-purchase and redemption 
agreements. Generally, the agreement requires 
that the shares first be offered to the business for 
redemption. If the company is unable to pay for 
the shares, the other owners are then responsible 
for buying the exiting owner’s interest.

Estate tax considerations 
Many owners also use buy-sell agreements as a 
tool to determine an ownership interest’s value 
for estate tax purposes. But the IRS may chal-
lenge a value derived from a buy-sell agreement. 

To design a buy-sell agreement that will pass 
muster with the IRS for estate tax purposes,  

look at Section 2703(b) of the Internal Revenue 
Code. It states that value as defined for estate 
tax purposes is valid so long as the agreement:

	� Is a bona fide business arrangement, 

	� Isn’t a device to transfer such property to 
members of the deceased’s family for less 
than full and adequate consideration in 
money or money’s worth, and 

	� Has terms that are comparable to similar 
arrangements entered into by persons in an 
arm’s length transaction. 

If the agreement fails these tests, the value claimed 
for estate tax purposes may be challenged.

An ideal tool
Under the right circumstances and with the 
proper guidance, a buy-sell agreement is an  
ideal tool for transferring ownership. But be 
sure to proceed carefully, because an improperly 
constructed agreement can cause more problems 
than not having an agreement in place. 

In today’s tough economy, many people are 
struggling to meet their day-to-day expenses.  
At the same time, the credit crunch has made  
it harder to obtain traditional loans. One  
enticing alternative may be to borrow against 
your 401(k) account, if your plan permits it.  
This can be a risky strategy, though, so it’s  
generally best considered only as a last resort.

Pros and cons
Many 401(k) plans allow participants to borrow 
as much as 50% of their vested account balances, 
up to $50,000. These loans are attractive because:

	� They’re easy to get — you don’t have to 
worry about your income or credit score,

The pros and cons  
of 401(k) loans
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	� There’s minimal paperwork,

	� Interest rates are low, and 

	� You pay interest back into your 401(k) 
account rather than to a bank.

Despite their appeal, 401(k) loans present signifi-
cant risks and disadvantages:

	� Even though you pay the interest to yourself, 
you lose the benefits of tax-deferred com-
pounding on the money you borrow.

	� You may have to reduce or eliminate 401(k) 
contributions during the loan term, either 
because you can’t afford to contribute or 
because your plan prohibits contributions 
while a loan is outstanding. Either way, 
you lose any future earnings and employer 
matches you would have enjoyed on those 
contributions.

	� Loans, unless used for a personal residence, 
must be repaid within five years. Generally, 
the loan terms must include level amortiza-
tion, which consists of principal and interest, 
and payments must be made no less frequently 
than quarterly.

Additionally, if you’re 
laid off, you’ll have to 
pay the outstanding bal-
ance quickly, typically 
within 30 to 90 days. 
Otherwise, the amount 
you owe will be treated 
as a distribution subject 
to income taxes and, if 
you’re under age 59½, 
a 10% early withdrawal 
penalty as well.

The hardship  
withdrawal
Another option is to find 
out whether you can 
take a “hardship” with-
drawal. For example, 

a plan may allow hardship withdrawals to pay 
certain expenses related to medical care, college, 
funerals and home ownership — such as first-time 
home purchase costs and expenses necessary to 
avoid eviction or mortgage foreclosure.

Keep in mind that, even if your plan allows such 
withdrawals, you’ll have to show that you’ve 
exhausted all other resources. Also, the amounts 
you withdraw will be subject to income taxes and, 
except for certain medical expenses or if you’re 
over age 59½, a 10% early withdrawal penalty.

Like plan loans, hardship withdrawals are costly. 
In addition to owing taxes and possibly penal-
ties, you lose future tax-deferred earnings on 
the amounts you withdraw. But, unlike a loan, 
hardship withdrawals need not be paid back. 
And you won’t risk any unpleasant tax surprises 
should you lose your job.

A last resort
Given the high cost and risk involved, you 
should borrow or take hardship withdrawals 
from your 401(k) account only if you have a  
real emergency, you’ve exhausted your other 
financing options and you feel that your job  
is relatively secure. 



Self-directed IRA withdrawals
For 2009, required minimum distributions (RMDs) 
from IRAs and other retirement accounts have 
been suspended for people age 70½ and older.  
For many, skipping this year’s RMD is a good  
idea because investments might have to be sold  
at distressed prices to generate the cash needed  
to make the distribution.

If you have a self-directed IRA, however, you 
may be better off taking a distribution this 
year, even if it’s not required. Why? Because 
you’re permitted to make withdrawals from a 
self-directed IRA “in kind” — that is, by taking 
possession of the assets rather than converting 
them to cash. For example, if your self-directed 
IRA holds stock, it can simply transfer some of 
the stock directly to you rather than selling it 
and making a cash distribution. The amount of 
the distribution for tax purposes is based on the 
asset’s depressed value; plus, you get to hold on 
to your investment. 

A good time for a QPRT
A qualified personal residence trust (QPRT) 
allows you to transfer a principal residence or 
vacation home to loved ones at a reduced tax 
cost and retain the right to live in the home for  
a specified term. The home is removed from  
your estate, 
so any future 
appreciation in 
value goes to 
your beneficia-
ries estate-tax 
free, provided 
you survive the 
trust term.

Typically the 
best time for a 
QPRT is when 
interest rates 
are high. That’s 
because when 
you transfer 

your home to the trust you make a taxable gift 
equal to the present value of your beneficiaries’ 
future interest. The higher the interest rate, the 
lower the present value and, therefore, the lower 
the gift tax.

Even though interest rates are relatively low, you 
may still be better off establishing a QPRT now, 
while real estate values are depressed, because 
that will also reduce your gift’s value. The right 
timing depends on your particular situation but, 
in many cases, if you wait for interest rates to 
rise, the tax advantages of a higher interest rate 
may be erased by rising home prices. 

Get your refund early
Has your corporation overpaid its estimated 
taxes? If so, it can request a “quick refund” if 
its excess estimated tax payments are more than 
$500 and more than 10% of its expected tax 
liability for the year. To request a quick refund, 
file Form 4466 before the 16th day of the third 
month after the end of the tax year, and before 
the corporation files its income tax return. 
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The American Recovery and Reinvestment Tax Act of 2009 (2009 
Recovery Act), which provides billions of dollars of tax relief, 
includes a tax credit for individuals seeking a college education. 
This provision may benefit you as a parent of a child working 
toward a college degree. 

There are many federal tax incentives available to help reduce  
the costs of higher education. Some of these incentives offer tax 
breaks for current educational expenses, such as the above-the-line 
deduction for qualified tuition and related expenses, and the Hope 
scholarship and lifetime learning credits. In lieu of claiming the 
Hope scholarship credit, the 2009 Recovery Act provides an  
“American Opportunity” tax credit for 2009 and 2010. 

Eligible taxpayers may claim an American Opportunity tax credit 
up to $2,500. The credit is determined as 100% of the first $2,000, 
and 25% of the next $2,000 of tuition and related expenses paid 
during the year. Forty percent of the credit is refundable. 

Unlike the Hope credit, the American Opportunity credit is not 
limited to the first two years of post-secondary education. Also, 
the American Opportunity credit covers “course materials” such 
as books. This credit phases out for taxpayers with adjusted 
gross income in excess of $80,000 ($160,000 for married couples 
filing jointly). 

Educational incentives can provide significant tax relief for  
families. The American Opportunity credit is one of several  
tax options related to saving and paying for higher education. 
Some may be more beneficial than others in your specific  
circumstances. Maximizing the benefits of the education tax 
breaks requires careful planning, particularly because of the  
interrelationship between the rules that apply to each provision. 
We can help you sort through the options. Please call our office 
to arrange an appointment at your earliest convenience. 

As an investor, you may be interested in the IRS amendments to 
the regulations concerning losses sustained from abandoned stock 
or other securities. As you know, a security is a share of stock in 
a corporation; a right to subscribe for, or to receive, a share of 
stock in a corporation; or a bond, debenture, note, certificate  
or other evidence of indebtedness (with interest coupons or in 
registered form) issued by a corporation, a government, or a 
political subdivision of a government. 

When you abandon a security, you establish its worthlessness to 
the IRS. In order to successfully abandon a security: 

•	 �you must permanently surrender and relinquish all rights in 
the security; and 

•	 �you must not receive consideration for the security. 

Generally, a loss established by the abandonment of a security is 
treated as a loss from the sale or exchange of a capital asset on 
the last day of the tax year. However, the amount allowed as a 
loss deduction is subject to the capital loss limitations. These  
IRS amendments apply to any abandonment of stock or other 
securities after March 12, 2008. 

This development could impact your tax situation if you believe 
you own worthless securities. We can help you maximize the  
tax benefit of your capital loss; however, you must maintain 
appropriate records. If you have any questions, please contact  
our office at your earliest convenience to arrange an appointment.

2009 Recovery Act: American Opportunity Education Credit

Treatment of Losses from Worthless Securities




