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Independent Contractor or Employee

Are those people really subcontractors or should you be treating them as employees?  Make a mistake and it could drive you into bankruptcy.

If The Canada Revenue Agency (CRA) (affectionately known as Revenue Canada) deems that people you have been treating as subcontractors are in fact employees what are the ramifications to you? Would you believe that bankruptcy for both you personally and your business is a possibility?

Joe worked with you for three years; you paid him as a subcontractor. He had a business number; a GST number and even covered his own Workers’ Compensation premiums. He sent you invoices each month and you paid them all. Surely that’s the end of it. Now Joe has left Canada and he didn’t file an income tax return for any of those three years. Each year you paid him $60,000 as a subcontractor plus GST, which he also failed to remit. Let’s ignore the GST and focus on the payroll items:

I am using approximate values and my numbers could be out by +or- 10%. Different provinces have different income tax rates and the rates for income tax, and the amounts subject to CPP and EI change each year. You would need to have an experienced payroll person review your numbers if you want to get accurate calculations.

Employment Insurance

Employee portion


$700

Employer portion

(1.4)
$980

CPP 

Employee portion


$1,900

Employer portion


$1,900

Income tax




$12,000
One year Liability



$17,480

Three years




$52,440

Plus penalty plus interest.
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Now multiply that by the number of “Joes” that you have as subcontractors who should be employees and you will see where the bankruptcy looms. If you have 4 “Joes” in your system you are on the hook for well over $200,000 for a 3 year period plus the penalties and interest.

These amounts are called “source deductions” by CRA and they are deemed Trust Liabilities. This means that all directors of the company can be held personally liable for these amounts. CRA may choose to only go after one director if they deem it the most prudent way for them to get their money back.

The advantage to Joe is that he has saved himself a lot of money each year, depending on how you crunch the numbers. His savings are around $15,000 a year – Tax Free! Plus he took approximately another $3,500 a year in GST. Over the three years Joe is ahead by about $55,000.

Many companies pay people as subcontractors when in fact they would be deemed employees by Canada Revenue Agency (CRA). If you do this and if CRA deems that these people should have been employees, you could face very serious costs. You could be held liable for the tax they or you failed to remit, plus the employee portion of Canada Pension Plan (CPP) and Employment Insurance (EI), plus the employer portion of these. In addition, you could be liable for penalties and interest and whatever cost you incur if you argue your case.

Although CRA won’t provide you with a specific definition of an employee compared to a subcontractor or independent contractor, there are questions that you should answer that will help you make the right decision.

The determination of whether someone is an employee or “self-employed” becomes important when determining entitlement to EI benefits, sick leave, vacation pay and CPP, or the entitlement to claim expenses earned in business income.

According to Canada Revenue Agency, you are likely an employee if your employer:

· Decides where, when and how the work is to be done

· Establishes your working hours

· Determines your salary amount

· Supervises your activities

· Assesses the quality of your work

You are likely self-employed if you:

· Control the time, place, and manner of performing your activities

· Supply your own equipment and tools, and assume the rental and maintenance costs

· Make a profit or incur a loss, and cover operating costs 

· Integrate your client’s activities into your own business activities

In analyzing a business/employment relationship, Canada Revenue Agency examines four factors:

1. Control:  The most important factor. Does the employer directly control the worker’s activities, or have the right to do so? Can the employer hire, fire, determine wages, hours of work, assessment of quality of work, training, where or how the work is to be done?

2. Ownership of Tools:  Who owns the tools and equipment? An employer generally owns the tools, and covers repairs, insurance, rental and so forth.

3. Chance of Profit/Loss:  Does the worker have a chance to make a profit, and risk a loss? Usually the employer carries the financial risk, and the operating costs.

4. Integration:  Does the worker integrate the activity being paid for into his commercial timetable? Or does the worker integrate his activities into the commercial activity of the employer, indicating an employee relationship? 

If, after analyzing all this information, it is still not clear whether a person is employed or not, the local tax services office can be contacted to obtain a formal ruling.

Notes on subcontractors: 

· As an electrical contractor it is now mandatory to complete form T5018 for all your subcontractors who provide construction services and to file this with CRA. This form is available at http://www.cra-arc.gc.ca/E/pbg/tf/t5018/README.html

· It is your responsibility to ensure your subtrade is covered by Workers Compensation. Each province has its own rules do check with your provincial association to ensure you are in compliance. Be sure to obtain a clearance letter before a business or contractor starts working for you and again before you make the final payment; otherwise you should remit premiums on their behalf.
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Tip: In order to minimize the inconvenience of providing your clients with copies of your clearance letter, you could post it on your website.

Why would you agree to treat an employee as a subcontractor? These “subcontractors” usually want the benefits of being an independent contractor. There is a win/win alternative to this issue and that is to complete a form T2200 – Declaration of Conditions of Employment. This will allow the employee to write off legitimate business expenses that they incur, thus giving them similar benefits to the subcontractor (except for home office write-off). This form is currently available on the CRA website at http://www.cra-arc.gc.ca/E/pbg/tf/t2200/README.html.

The employee who continues to insist on being treated as a subcontractor is – well refer to “Joe” above and I think you will see what I mean.

Stay Safe

Ron

