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Why Getting This Right Matters

The cost of calling an employee a contractor (or vice versa)

Every Indian business hires people. Some are employees on payroll. Others are contractors paid by invoice. The legal, tax,
and compliance difference between the two is massive. Get it wrong, and you're looking at back-dated PF/ESI demands,

tax penalties, and even prosecution.

The Real Problem

A restaurant calls its full-time cook a "contractor” to avoid PF and ESI. A clinic pays its regular receptionist on a freelance invoice to

save on compliance. A retail store hires "consultants” who work 9-to-6 daily, follow store rules, and use store equipment.
These are all misclassification. And it's incredibly common across Indian SMEs.

The consequences? EPFO can demand 2-7 years of back-dated PF contributions with up to 100% damages. The Income Tax
department can reclassify contractor payments as salary and charge interest plus penalties on the TDS shortfall. Labour courts can

order regularisation of workers with full back-pay and benefits.

This guide breaks down exactly how Indian law classifies workers, what tests authorities use, and gives you a practical checklist to

get it right.

Quick Reference: What's at Stake

PF back-demand Up to 7 years of unpaid contributions + 100% damages (Section 14B, EPF Act)
ESI penalty 12% annual interest on delayed contributions + prosecution under Section 85
Income Tax TDS shortfall treated as "assessee in default” under Section 201(1), interest at 1-

1.5% per month
Labour court order Regularisation with full back-wages, benefits, and seniority

GST liability Reverse charge on contractor services you didn't account for

This Isn't Just a Paperwork Issue

Misclassification isn't a grey area in Indian law. If a worker functions as an employee, they are an employee, regardless of what the
contract says. EPFO inspectors, ES| inspectors, and labour courts look at the substance of the relationship, not just the paperwork.
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The Legal Framework

Key laws that govern worker classification in India

No single Indian law defines "employee” vs “contractor” for all purposes. Different laws have different definitions and
different thresholds. Here are the ones that matter most.

Laws That Define or Affect Classification

Law Key Provision Who It Covers Threshold

Contract Labour (R&A) Regulates employment of Any establishment using 20+ 20+ contract workers (some

Act, 1970 contract labour contract workers states: 10+)
PF for all "employees" includin Establishments with 20+

EPF & MP Act, 1952 ploy & 20+ employees (voluntary for <20)
contract workers employees

ESI Act. 1948 Medical insurance for low- Employees earning up to Rs 0 | ( tates: 20+)

ct, +e oyees me es: 20+

wage workers 21,000/month mploy some sta

TDS on salary (Sec 192) vs

Income Tax Act, 1961 All payers and recipients No threshold for Sec 192
contractor (Sec 194C/194J) pay P
Payment of Gratuity Gratuity after 5 years of Covers contract labour working
. . 10+ employees .
Act, 1972 continuous service continuously
Industrial Disputes Act, Defines "workman" for dispute . . Excludes managerial/supervisory
. All industries
1947 resolution above Rs 10,000
Shops & Working hours, leave, . .
. . State-specific Varies by state
Establishments Acts conditions

The New Labour Codes (2020) consolidate many of these laws but implementation is pending in most states as of June 2026.

Contract Labour (Regulation & Abolition) Act, 1970

This is the primary law governing contract labour in India. It applies to every establishment that employs 20 or more contract

workers on any day in the preceding 12 months (some states have lowered this to 10).

The Act requires both the principal employer (the business) and the contractor (who supplies labour) to register. The principal

employer must get a registration certificate, and the contractor must get a licence.

Critically, Section 10 allows the appropriate government to abolish contract labour in certain processes if: (a) the work is perennial,
(b) it's done by regular employees elsewhere, (c) the work is sufficient for full-time employment, or (d) the work is incidental to the

core business. If contract labour is abolished for a process, those workers must be absorbed as regular employees.

Principal Employer Liability (Section 12)

If the contractor fails to pay wages, PF, ES|, or provide welfare facilities to contract workers, the principal employer becomes directly
liable. You can't escape compliance by routing workers through a contractor. The law holds you responsible.
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How Courts Classify Workers

The three tests Indian courts use to decide employee vs contractor

When a dispute lands in court or before an EPFO/ESI inspector, they don't just look at the contract. They apply well-

established legal tests to determine the real nature of the relationship.

Test 1: Control Test (Most Important)

Who decides the work schedule?
If you set the worker's hours, shifts, and days off, that points to employment. Contractors set their own schedule.

Who decides how the work is done?
If you dictate the method, process, and quality standards (not just the outcome), that's employer control. Contractors are hired for
results, not for following your SOPs.

Who provides tools and workspace?
Employees use the employer's kitchen, equipment, and uniforms. Contractors typically bring their own tools.

Can the worker send a substitute?
If only that specific person can do the work (no substitution allowed), it's likely employment. Contractors can delegate.

Who bears the financial risk?
Employees get paid regardless of business performance. Contractors take on risk. If revenue dips, you still owe your employees
their salary.

Test 2: Integration Test

Is the worker integral to the business?
A cook in a restaurant is integral to the business. An electrician who fixes the AC once is not. Integral workers are more likely
employees.

Does the worker serve only you?
Working exclusively for one business is a strong indicator of employment. True contractors serve multiple clients.

Is the work ongoing or project-based?
Continuous, indefinite work = employment. A defined project with a start and end date = contractor. If the "project” keeps getting
renewed for years, courts see through it.

Test 3: Economic Reality Test

Can the worker profit or lose money?
Employees earn a fixed salary. Contractors can earn more or less based on their efficiency, pricing, and client base.

Does the worker invest in their own business?
Contractors invest in equipment, training, marketing, and office space. Employees don't need to invest anything.

Who pays for expenses?
If the business reimburses travel, meals, phone bills, and uniforms, that looks like employment. Contractors absorb their own costs.

In the landmark case of Hussainbhai v. Alath Factory (1978) and subsequent decisions, the Supreme Court held that the "control

test" is the dominant test but not the only one. Courts look at the totality of the relationship. A contract that labels someone a
“consultant” while they work like an employee will not protect the employer.

[ Key Supreme Court Ruling
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Employee vs Contractor: Side-by-Side Comparison

20 practical differences every business owner needs to know

This comparison table covers everything from payment to compliance to termination. Print it, pin it on your office wall,
and refer to it every time you engage a new worker.

Full Comparison: Employee vs Independent Contractor

Parameter Employee Contractor

Written agreement Appointment letter / employment contract Service agreement / work order
Payment Monthly salary (fixed) Invoice-based (per project/deliverable)
TDS Section 192 (slab rates) Section 194C (1-2%) or 194J (10%)

GST Not applicable 18% on services (if turnover > Rs 20 lakh)
PF Mandatory (employer 12% + employee 12%) Not applicable (contractor's own responsibility)
ESI Mandatory if gross <= Rs 21,000/month Not applicable

Gratuity After 5 years continuous service Not applicable

Bonus Statutory if salary <= Rs 21,000/month Not applicable

Leave Earned leave, sick leave, casual leave (state laws) No leave entitlement

Working hours Regulated by Shops & Establishments Act Self-determined

Overtime 2x normal rate (Factories Act / S&E Act) Not applicable

Termination Notice period + retrenchment rules apply As per contract terms

Work schedule Set by employer Set by contractor

Tools & equipment Provided by employer Owned by contractor

Supervision Direct, ongoing supervision Outcome-based, minimal supervision
Exclusivity Usually works for one employer Free to serve multiple clients

Training Employer provides training Contractor is already skilled

Uniform / dress code Employer mandates Contractor decides

Form16 / ITR Form 16 issued by employer Form 16A for TDS; contractor files own ITR
Dispute resolution Labour court / industrial tribunal Civil court / arbitration

This table covers the general position. Specific terms depend on the agreement, industry, and applicable state laws.
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Tax Treatment: Employee vs Contractor
TDS rates, GST, Form 16 vs 16A, and ITR filing differences

The tax treatment is completely different for employees and contractors. Wrong classification leads to wrong TDS, wrong
forms, and eventually, a notice from the Income Tax department.

TDS Comparison

Employee (Section 192) Contractor (Section 194C [ 194J)
TDS rate As per income tax slab (0-30%) 194C: 1% (individual/HUF) or 2% (others); 194J: 10%
When to deduct Monthly, at the time of salary payment At time of payment or credit, whichever is earlier

194C: Rs 30,000 per payment or Rs 1,00,000/year; 194J: Rs

TDS threshold No threshold; deduct from Rs 1
30,000/year

Form to file Form 24Q (quarterly) Form 26Q (quarterly)
Certificate Form 16 (annual) Form 16A (per quarter)
PAN not TDS at 20% or slab rate, whichever is

. . TDS at 20%
available higher
Section 206AB Not applicable Higher TDS (5% or 2x rate) for non-filers of ITR

Section 194J applies to professional/technical services (accountants, consultants, doctors). Section 194C applies to work contracts (construction,

manufacturing, labour supply).

GST Implications

Salary payments to employees are outside the scope of GST entirely. No GST registration, no invoice, no input tax credit issues.

Contractor payments attract 18% GST on most services (some services have different rates). If the contractor's turnover exceeds Rs

20 lakh (Rs 10 lakh in special category states), they must be GST-registered and charge GST on their invoices.

For the business, GST paid on contractor services is available as Input Tax Credit (ITC) against output GST. This is one genuine

financial advantage of contractor engagement, but it should never be the reason to misclassify an employee.

Section 201(1): Assessee in Default

If you treat an employee as a contractor and deduct TDS under Section 194C (1-2%) instead of Section 192 (slab rates), the tax
department can declare you an "assessee in default” under Section 201(1). You'll owe the TDS shortfall plus interest at 1% per month
(simple) from the date it was due. For a worker earning Rs 30,000/month misclassified for 3 years, the demand can cross Rs 1.5 lakh
in TDS and interest alone.
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PF and ESI: Who Pays for Whom?

Principal employer liability, contractor obligations, and the compliance trap

PF and ESI are the biggest compliance risks in worker classification. The EPFO doesn't care what your contract says. If

someone works for you like an employee, you owe PF on their wages.

PF/ESI Obligations by Worker Type

Obligation

Direct Employee

Contract Worker (through registered

contractor)

Independent Contractor

PF
contribution

ESI
contribution

PF
registration

Monthly
challan

Annual return

Employer: 12% of basic;
Employee: 12% of basic

Employer: 3.25%; Employee:
0.75% (gross <= Rs 21,000)

Employer registers establishment

Employer deposits by 15th of
next month

Employer files annual return

Contractor deposits PF; principal
employer liable if contractor defaults

Same as employee; contractor deposits;
principal employer is backup

Contractor registers; principal employer
mentioned in licence

Contractor deposits; principal employer
must verify

Both contractor and principal employer
file

Not applicable; contractor
handles own retirement

Not applicable

Contractor has own PF code (if
applicable)

Own responsibility

Own responsibility

PF is calculated on basic wages capped at Rs 15,000 for EPS contribution. Employer PF contribution: 3.67% to PF + 8.33% to EPS. Total employer cost:
13% (12% + 0.5% EDLI + 0.5% admin charges).

The Principal Employer Trap

Here's what catches most business owners off guard. Under Section 21 of the EPF Act and Section 40 of the ESI Act, the principal

employer is ultimately responsible for ensuring PF and ESI deposits happen for contract workers.

In practice, this means: you hire a housekeeping agency to supply 5 cleaners. The agency doesn't deposit PF for 2 years. EPFO sends

the demand to you, the principal employer, not just the agency. You're liable for the full amount plus damages.

The only protection? Verify contractor PF/ESI compliance monthly. Get copies of challans. Cross-check UAN details. If the

contractor defaults, deduct from their payments and deposit directly.

EPFO Enforcement Is Getting Stricter

The EPFO has increased enforcement in recent years. Digital records make it easier to track establishments. Section 14B damages
(up to 100% of arrears) are routinely imposed for delayed deposits. Section 14A allows for prosecution with imprisonment up to 3

years for persistent defaulters.
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Misclassification Traps by Industry

Common mistakes that Indian businesses make across sectors

Misclassification isn't just a restaurant problem. It happens across industries, often because owners genuinely don't know
the rules. Here are the most common traps.

Restaurant & Hospitality

e "Contract cooks" who work fixed shifts daily. If a cook reports to your kitchen every day, follows your menu, uses your
equipment, and can't send a substitute, they're an employee. Calling them a contractor doesn't change that.

e Housekeeping staff supplied by an agency. Legally, this can be contract labour if the agency is registered and licensed. But you
(the principal employer) remain liable if the agency doesn't deposit PF/ESI.

o Delivery riders working exclusively for one restaurant. If they only deliver for you, use your branding, and follow your delivery
rules, this looks more like employment than contracting.

Retail & Services

o "Freelance” billing staff at a store. If they sit at your counter during store hours, follow your billing procedures, and report to
your manager, they're employees. The "freelance” label is meaningless.

e Salon therapists on commission-only pay. Commission-only doesn't make someone a contractor. If they work at your salon,

use your products, follow your schedule, and can't refuse clients, they're employees.

IT & Professional Services

o Long-term "consultants” working from your office. A consultant engaged for 2+ years, sitting in your office, attending your
team meetings, and reporting to your manager is an employee in everything but name.

o Freelance developers on retainer. A genuine freelancer works on defined projects with their own tools, serves multiple clients,
and sets their own hours. A retainer with daily standups and access to your systems looks like employment.

Manufacturing & Construction

e Factory workers supplied through labour contractors. This is legal under the Contract Labour Act, but the principal employer
must be registered, the contractor must be licensed, and PF/ESI compliance must be monitored. Many factories skip these
steps.

e Construction site workers without registration. The Building and Other Construction Workers Act requires registration and
cess payment. Workers engaged through unregistered contractors create dual liability for the principal employer.

The Gig Economy Grey Area

Delivery riders, cab drivers, and platform workers occupy a legal grey area. The Code on Social Security, 2020 creates a new

category of "gig workers" and "platform workers" with social security provisions. But implementation rules are pending in most
states. Until then, the traditional employee/contractor tests apply.
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Classification Decision Checklist

12 questions to determine if a worker is an employee or contractor

Answer these 12 questions honestly. If most answers lean towards "employee”, treat the worker as an employee regardless
of what the contract says. Don't play games with classification because the cost of getting caught far exceeds the cost of

compliance.
Answer Yes or No for Each Worker

v Do you control when the worker starts and ends their day?
Yes = Employee indicator. Contractors set their own schedule.

v Do you control how the work is performed (not just the result)?
Yes = Employee indicator. Contractors are hired for outcomes, not methods.

< Does the worker use your tools, equipment, or workspace?
Yes = Employee indicator. Contractors bring their own.

v Is the worker paid a fixed monthly amount regardless of output?
Yes = Employee indicator. Contractors invoice per project or deliverable.

Vv Does the worker serve only your business (no other clients)?
Yes = Employee indicator. Contractors serve multiple clients.

v Is the work ongoing with no defined end date?
Yes = Employee indicator. Contractor engagements have a defined scope and end date.

v Canthe worker be replaced only by you (no substitution allowed)?
Yes = Employee indicator. Contractors can delegate or send substitutes.

v Do you provide training to the worker?
Yes = Employee indicator. Contractors are already trained in their field.

Vv Does the worker follow your dress code or wear your uniform?
Yes = Employee indicator. Contractors use their own branding.

v Do you reimburse the worker's expenses (travel, phone, etc.)?
Yes = Employee indicator. Contractors absorb their own costs.

J  Can the worker profit or lose money based on their efficiency?
No = Employee indicator. Contractors bear financial risk.

v Is the worker integrated into your organisational chart or team structure?
Yes = Employee indicator. Contractors sit outside the org chart.

Scoring Guide

8-12 "Employee” answers: This is almost certainly an employee. Put them on payroll immediately. 5-7 "Employee” answers: High risk
zone. Get legal advice before continuing the current arrangement. 0-4 "Employee” answers: Likely a genuine contractor. Ensure your
written agreement reflects the relationship accurately.
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How to Structure Genuine Contractor Engagements

If you need contractors, here's how to do it properly

Not all contractor relationships are bad. Many businesses legitimately need contractors for specialised, project-based, or

seasonal work. The key is structuring the engagement correctly from the start.

7 Steps to a Legally Sound Contractor Engagement

Draft a proper service agreement
Not an appointment letter. Specify deliverables, timelines, payment milestones, and intellectual property terms. Include a clause
stating the contractor is not an employee and is responsible for their own taxes and compliance.

Pay against invoices, not on a payroll cycle
Contractors should submit invoices (preferably GST invoices if applicable). Payment should be linked to deliverables or milestones,
not a fixed monthly date.

Don't control the how, only the what
Specify the outcome you want. Don't mandate working hours, desk location, or methods. If you need to control the process, you
need an employee.

Allow substitution
A genuine contractor can send a team member or subcontract part of the work. If only that specific person can do the job and
nobody else is acceptable, that's an employment indicator.

Deduct correct TDS
Section 194C for work contracts (1% for individuals, 2% for companies). Section 194J for professional/technical services (10%).
Never deduct under Section 192 for contractors.

Verify GST registration
If the contractor's annual turnover exceeds Rs 20 lakh, they must be GST-registered. Ask for their GSTIN and verify on the GST
portal. Unregistered contractors above the threshold create reverse charge liability for you.

Document the independence
Keep records showing the contractor works for other clients, uses their own equipment, sets their own hours, and bears their own
expenses. This evidence protects you if the classification is ever challenged.

When Contractors Make Sense

Accounting and tax filing (seasonal), IT support and website maintenance (project-based), interior design and renovation (one-
time), legal advisory (as-needed), equipment maintenance (periodic), event catering staff (temporary), marketing and branding
(campaign-based). These are genuinely independent engagements where the contractor controls the process and serves multiple
clients.
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New Labour Codes and the Future

What changes when the 4 Labour Codes are fully implemented

India passed 4 new Labour Codes in 2019-2020 to consolidate 29 existing labour laws. Implementation has been delayed
repeatedly, but when they come into force, they'll change several aspects of worker classification.

4 Labour Codes: Impact on Classification

Code Replaces

Minimum Wages Act, Payment of
Code on Wages, 2019 Wages Act, Payment of Bonus Act,

Equal Remuneration Act

EPF Act, ESI Act, Maternity Benefit

Code on Social Security, .
Act, Payment of Gratuity Act, and

2020
others

. . Industrial Disputes Act, Trade Unions
Industrial Relations Code,

Act, Industrial Employment
2020

(Standing Orders) Act

Occupational Safety, Health .
. . Factories Act, Contract Labour Act,
and Working Conditions

Code, 2020 Building Workers Act, and others

Key Change for Classification

Universal minimum wage applicable to all workers including
contract labour. "Wages" definition standardised (basic +
DA must be >= 50% of total).

New categories: "gig worker" and "platform worker" get
social security coverage. Government to frame schemes
for gig workers' life, disability, health insurance.

Fixed-term employment formally recognised. Fixed-term
workers get same benefits as permanent workers (pro-
rata). Retrenchment threshold raised to 300 workers.

Contract labour threshold may change. Inter-state migrant
worker protections expanded. Single registration for
establishments.

The Codes have been passed by Parliament but rules are pending in most states. Central rules were published for comment in 2021. As of June 2026,
full implementation is still awaited. The existing laws continue to apply until notification.

Fixed-Term Employment: A New Option

The Industrial Relations Code introduces "fixed-term employment” as a formal category. Previously, hiring someone for a fixed period

was legally ambiguous and could be challenged as a back-door to avoiding permanency.

Under the new Code, fixed-term employees get the same wages, hours, allowances, and benefits as permanent employees doing the

same work. They also get gratuity on a pro-rata basis (even if service is less than 5 years).

For businesses, this means: instead of misclassifying seasonal or project-based employees as contractors, you can now hire them

on fixed-term contracts with full compliance. It's legally clean, and the worker gets proper protection.

Don't Wait for the New Codes

The existing laws are fully enforceable today. Comply with the current framework (EPF Act, ESI Act, Contract Labour Act). When the
new Codes come into force, the transition will be easier if you're already classifying workers correctly.
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Your Compliance Action Plan

5 steps to review and fix your current worker classification

If you've read this far and realised some of your "contractors” might actually be employees, here's what to do. The good

news: fixing it now is much cheaper than fixing it after an EPFO inspection.

5-Step Classification Cleanup

—

Audit your current workforce
List every person who works for your business. Mark them as "employee” or "contractor”. For each contractor, run through the 12-
question checklist from Chapter 8. Flag anyone who scores 5+ on the employee indicators.

Reclassify misclassified workers
For flagged workers, put them on payroll. Register them for PF and ESI. Issue appointment letters. Start deducting TDS under
Section 192 instead of 194C. Yes, your costs will increase, but the compliance risk disappears.

Regularise contractor engagements
For genuine contractors, ensure you have proper service agreements (not appointment letters). Verify they invoice you (not
receive salary slips). Check their GST registration if applicable. Keep records of their other clients and independent work.

Register under the Contract Labour Act
If you use 20+ contract workers through a labour contractor, register as a principal employer with the appropriate authority. Ensure
the contractor has a valid licence. Verify their PF/ESI compliance monthly.

Set up ongoing compliance monitoring
Don't do this once and forget. Review worker classification every quarter, especially when you renew contractor agreements or
when a "contractor” starts looking more like an employee (e.g., exclusivity, daily attendance, fixed pay).

Voluntary PF Compliance Is Rewarded

If you voluntarily register for PF and bring unregistered workers onto the books, the EPFO is generally lenient on past defaults. The
penalty regime under Section 14B allows the Commissioner to consider "mitigating circumstances" including voluntary compliance.
Acting before an inspection is always better than acting after one.
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Automate Payroll and Stay Compliant
Stop managing PF, ESI, and TDS on spreadsheets

Getting classification right is step one. Step two is making sure every month's payroll, PF, ESI, PT, and TDS are calculated

correctly, on time, and without manual errors.

The Manual Compliance Nightmare

Here's what compliance looks like without payroll software. Every month: calculate gross salary for each employee, compute PF (12%
employer + 12% employee on basic), compute ESI (3.25% employer + 0.75% employee on gross), look up Professional Tax slab for
each state, calculate TDS based on income projections, factor in advance deductions, overtime, and bonus accruals.

Then deposit PF by the 15th, ESI by the 15th, file monthly ECR, generate salary slips, and keep paper trails for inspection.
For a 20-person team, this takes 2-3 days every month. One miscalculation triggers a notice. One late deposit triggers interest. It's a
compliance trap that gets worse as you grow.

What Payroll Software Automates

e PF, ESI, PT, and TDS auto-calculated based on the latest government rates

e Biometric/face-recognition attendance feeds directly into salary calculation

e Salary slips in the employee app, for every employee (no printing)

e Salary advance tracking with automatic monthly deductions

e Multi-location payroll processed from a single dashboard

e Overtime and shift differential calculation based on actual clock-in/out

o Full and final settlement calculated automatically for exits

e Compliance reports ready for EPFO, ESIC, and income tax audits

Attendo

Built for Indian SMEs across restaurants, retail, manufacturing, healthcare, and more. Biometric hardware with lifetime warranty that
accepts oily and wet fingerprints. Auto PF/ESI/PT/TDS calculation. In-app salary slips. Multi-location support. Implementation in 3-
5 days. Trusted by 30,000+ businesses.

PETPCOJA

This guide is provided by Petpooja for informational purposes. It is not legal
advice. Labour laws, tax rates, and compliance requirements change frequently.
Always consult a qualified labour law attorney or chartered accountant for
decisions specific to your business. Verify all regulatory details with official
government sources (EPFO, ESIC, CBIC, Income Tax Department) before acting.

www.petpooja.com
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PETP JA

Classify correctly. Pay

Attendo auto-calculates PF, ESI, PT, and TDS for every
employee. Biometric attendance, in-app salary slips, multi-
location dashboard. 5 employees or 500, compliance is

automated from day one.

Book a Free Demo
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