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General Information 
 
 

DEFINITION 
 
Withholding Tax is the state tax an 
employer is required to withhold on an 
employee and pay into the DOR.  As an 
individual you are required to file an 
individual return where you, as the 
employee, will get to use the state tax 
withheld to reduce the liability you owe 
to the state.  
 
 

HISTORY 
 
Individual Income tax became effective 
on income earned in 1936. However, it 
was not until 1954, when Kentucky 
became the fourth state to adopt a 
withholding system that employers were 
required to withhold and remit the tax to 
the Commonwealth.  
 

PROCESSING WH RETURNS 
 
Withholding tax returns, Forms K-1 and 
K-3, are processed using the 
Department’s scanning and imaging 
equipment (Modernized Front End or 
MFE).  The scanning process captures the 
taxpayer’s information and uploads this 
information to the withholding tax 
database. The monthly, twice-monthly, 
or quarterly return, Form K-1, is shown 
on the withholding tax database with a 
return code of “01;” Form K-3, the 
annual reconciliation return, is due 
January 31 and is shown as return code 
“03” on the database.   
 
 

 

 

RECONCILIATION OF RETURNS 
COMPARED TO K-2’S 

 
Annual reconciliation is the process of 
comparing the total tax withheld on 
employees’ K-2’s to the total tax 
reported and paid by the employer for 
the same year. 
 
 

RECEIPTS 
 
FY 2007-2008  $3,205,671,395 
FY 2006-2007  $3,027,965,146 
FY 2005-2006  $2,917,096,782 
FY 2004-2005  $2,830,949,723 
 
 
 

Employer/Employee               
Relationship Defined 

 
 

EMPLOYEE 
 
In accordance with KRS 141.010(19), 
(20), (22) and (23), for Kentucky 
withholding tax purposes, the terms 
wages, employee and employer mean the 
same as defined in Section 3401 of the 
Internal Revenue Code (IRC) in effect 
December 31, 2006. Therefore, wages or 
other payments which are subject to 
withholding of federal income tax made 
for services performed in Kentucky are 
subject to Kentucky withholding. 
 
Internal Revenue Code Sec. 3401(c)—
For purposes of this chapter, the term 
“employee” includes an officer, 
employee, or elected official of the 
United States, a state, or any political 
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subdivision thereof, or the District of 
Columbia, or any agency or 
instrumentality of any one or more of the 
foregoing. The term “employee” also 
includes an officer of a corporation. 
 
 

EMPLOYER 
 
Regulation 103 KAR 18:010, Employers 
required to withhold, defines the term 
“employer” from the standpoint of 
Kentucky income tax withholding 
requirements. 
 
Regulation 103 KAR 18:010 provides that 
“Every employer incorporated in 
Kentucky, qualified to do business in 
Kentucky, doing business in Kentucky, or 
subject to the jurisdiction of Kentucky in 
any manner, and making payment of 
wages subject to withholding shall 
deduct, withhold, and pay to the cabinet 
the tax required to be withheld.” 
 
Internal Revenue Code Sec. 3401(d)—
For purposes of this chapter, the term 
“employer” means the person for whom 
an individual performs or performed any 
service, of whatever nature, as the 
employee of such person, except that: 
 

1. if the person for whom the 
individual performs or performed 
the services does not have control 
of the payment of the wages for 
such services, the term “employer” 
(except for purposes of subsection 
(a)) means the person having 
control of the payment of such 
wages, and 

2. in the case of a person paying 
wages on behalf of a nonresident 
alien individual, foreign 
partnership, or foreign corporation, 
not engaged in trade or business 
within the United States, the term 

“employer” (except for purposes of 
subsection (a)) means such person. 

 
See Appendix for portions of the statutes 
and regulations. 
 

Wages Subject to Withholding 
 
For purposes of this class, the term 
“wages” means “wages” as defined in 
Section 3401(a) of the Internal Revenue 
Code and includes other income subject 
to withholding as provided in Section 
3401(f) and Sections 3402(k), (o), (p), 
(q), and (s) of the IRC.  Therefore, wages 
or other payments made for services 
performed in Kentucky, which are 
subject to withholding of federal income 
tax, are subject to Kentucky withholding. 

 
Wages paid to a Kentucky resident as a 
regular employee in the conduct of 
business of an employer required to 
withhold taxes, are subject to 
withholding on services performed both 
in and outside Kentucky. 
 
Wages paid to a nonresident of 
Kentucky to the extent paid for services 
rendered in Kentucky are subject to 
withholding, except for wages paid 
employees of those states that have 
entered into reciprocal agreements with 
Kentucky.  Qualified employees must 
complete a Certificate of Nonresidence, 
Form 42A809 and the employer must 
keep these on file. 
 
Agricultural workers are not exempt from 
withholding for Kentucky purposes unless 
remuneration is paid in any medium 
other than cash, the cash amount 
received by an employee is less than 
$150 during the calendar year and 
employer’s calendar year labor expense 
is less than $2,500. 
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Wages paid to the following are 
specifically exempt from withholding but 
voluntary withholding by mutual 
agreement is permitted: 

 
1. Household servants; 
 
2. Casual employees ($50 of wages and 

24 days on job per quarter 
limitation); 

 
3. Employees of foreign governments 

and international organizations; 
 
4. Ministers of a church or members of 

a religious order; 
 
5. Newspersons under age 18; 
 
6. Employees as non-cash tips and 

total cash tips of less than $20 per 
month: 

 
7. Employees in a form other than in 

cash for services not in the course 
of the employer’s business; 

 
8. Recipients of payments from tax-

exempt trusts or annuity plans. 
 
The above payments are the most 
common types that are not subject to 
withholding.  However, this list is not all-
inclusive.  The Internal Revenue Code 
and related rulings and regulations 
should be consulted for other payments 
that may be excluded from withholding. 
 
 
 
 
 
 
 
 
 
 
 

Gambling Winnings—Every person making 
a payment of gambling winnings that is 
subject to federal tax withholding must 
deduct and withhold Kentucky income 
tax from the payment.  The amount 
withheld is 6 percent of the proceeds 
paid (the amount of winnings minus the 
amount of the bet).  Gambling winnings 
of more than $5,000 from the following 
sources are subject to income tax 
withholding. 
 

• Any sweepstakes, wagering pool, 
or lottery. 

• Any other wager, if the proceeds 
are at least 300 times the amount 
of the bet. 

Gambling winnings from bingo, keno, and 
slot machines are generally not subject 
to income tax withholding.   
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The following chart has been prepared as a quick reference guide to the withholding tax 
treatment of many types of payments or payees. 
 
 

Situation   Kentucky Withholding Treatment 
 
Agricultural Workers-Wages    Required* 
Aliens       Required 
Bonuses      Required 
Cafeteria Plans     Not Required 
Clergy       Not Required 
Company Cars      Required 
Contractors      Not Required 
Dependent Care Assistance Programs  Not Required 
Directors and Officers    Required 
Dismissal or Severance Pay    Required 
Domestic Workers     Not Required 
Election Campaign Workers    Not Required 
Family Employment     Required 
Federal Thrift Savings Fund    Not Required* 
Flexible Benefit Plans     Not Required 
Fringe Benefits     Not Required* 
Golden Parachute Payments    Required 
Group-Term Life     Not Required* 
Health Care Plans     Not Required 
IRA       Not Required 
Loans       Not Required 
Meals and Lodging     Not Required* 
Moving Expenses     Not Required* 
Nonprofit Organizations    Required 
Retirement and Pension Plans (401(k) Plan)  Not Required* 
Scholarships and Grants    Not Required 
SEP Plan      Not Required* 
Sick Pay      Required* 
Third-Party Sick Pay     Not Required 
Tips       Required (over $20) 
Travel Expenses     Not Required 
Vacation Pay      Required 
 
 
*Refer to Internal Revenue Code in effect December 31, 2006, for exceptions. 
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Exemption Certificates 
 
 

Authorized by KRS 141.325 and 
Regulation 103 KAR 18:110 

 
An employer is required to have each 
new employee complete an employee’s 
withholding exemption certificate. The 
employer is required to keep each 
certificate in the employee’s file in the 
event it is needed for future reference. 
There are five types of exemption 
certificates: 
 
 
FORM K-4 
 Employee’s Withholding Exemption 

Certificate                                         
 
 
FORM K-4A  
 Withholding Exemptions for Excess 

Itemize Deductions 
 
 
FORM K-4E 
 Special Withholding Exemption 

Certificate 
 
 
FORM K-4FC  

Fort Campbell Exemption 
Certificate  

 
 
FORM 42A809 
 Certificate of Nonresidence 
 
 
 
 
 
 
 
 
 
 

 
 

FORM K-4 
 
Form K-4 is the standard certificate and 
authorizes the employer to withhold 
Kentucky income tax based on the 
exemptions claimed. This form shall 
remain in effect until changed by the 
employee. The employee is required to 
change their K-4 within 10 days of a 
change in their exemptions. The number 
of withholding exemptions claimed by 
the employee shall not exceed the 
number to which he or she is entitled.  If 
the employee has not or will not file an 
exemption certificate, the employer 
must withhold tax as if no exemptions 
were claimed.   
 
 

FORM K-4A 
 
Form K-4A is provided for employees to 
use as a worksheet to determine if they 
may claim additional exemptions on the 
Form K-4 due to an unusually large 
amount of itemized deductions.  This 
form should be updated annually.   
 
 

FORM K-4E 
 
Form K-4E may be filed by the employee 
with the employer to exempt his or her 
earnings from Kentucky withholding tax if 
the following requirements are met: 
 

1. The filing threshold amount is based 
on federal poverty level guidelines 
and adjusted annually. 

2. No income tax liability is 
anticipated for the current year. 
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FORM K-4FC 
 
Form K-4FC is based on the provisions of 
Public Law 105-261. Pay and 
compensation earned at Fort Campbell, 
Kentucky, military base is exempt from 
Kentucky income tax if the employee is 
not a resident of Kentucky.  Employee 
must change this form within 10 days of 
change in residency.  Employers are 
required to keep a copy of this form for 
their files and send the DOR a copy. 
 
 

FORM 42A809 
 
Under reciprocal tax agreements, salaries 
or wages earned in Kentucky are exempt 
from Kentucky withholding tax if: 
 

1. the employee is a resident of 
Illinois, Indiana, Michigan, West 
Virginia or Wisconsin; or 

2. the employee resides in Virginia and 
commutes daily to his or her place 
of employment in Kentucky.  

3. the employee is a resident of Ohio 
and is not a shareholder-employee 
who is “twenty (20) percent or 
greater” direct or indirect equity 
investor in an S corporation.  Wages 
which an S corporation pays to a 
shareholder-employee who meets 
this requirement shall not be 
exempt under the reciprocal 
agreement. 

 
 
Form 42A809 must be completed and 
certified by the employee and 
maintained in the employer’s file to 
exempt such nonresidents from Kentucky 
withholding.  This form must be updated 
within 10 days of any change. 
 
 
 
 

 
Withholding Tax Tables 

 
Kentucky tax tables are located on the 
DOR’s website at www.revenue.ky.gov  
and can also be in the “Withholding 
Kentucky Income Tax--Instructions for 
Employers and Withholding Tax Tables” 
book. 
 
The tables are broken down by the 
following pay periods: 
 

Daily Payroll Period 
Weekly Payroll Period 
Bi-Weekly Payroll Period 
Semi-Monthly Payroll Period 
Monthly Payroll Period 

 
Each table shows withholding amounts 
for persons claiming 0 to 10 or more 
exemptions. 
 
Employers may elect to use the computer 
formula below for calculating Kentucky 
withholding. No other formula or 
withholding method may be used unless 
specific written approval is granted by 
the DOR. 
 
 
Formula: 
 

Gross income for pay period, 
times number of pay periods 
annually, equals annual gross 
income, minus standard 
deduction, equals taxable 
income.  Compute tax on taxable 
income from Kentucky tax rate 
schedule to determine gross 
annual tax.  Gross annual tax 
minus ($20 times number of tax 
credits claimed) equals annual tax 
divided by number of pay periods 
annually equals Kentucky 
withholding tax for pay period.  
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Kentucky Tax Rate Schedule 
 

2% of the first $3,000 of net income; 
($60.00) 
 
3% of the next $1,000 of net income; 
($30.00) 
 
4% of the next $1,000 of net income; 
($40.00) 
 
5% of the next $3,000 of net income; 
($150.00) 
 
5.8% of the next $67,000 of net income; 
 
6% of the net income in excess of $75,000   
 

 
 

2008 Example: 
 
Payroll Frequency:          Monthly 
Gross Monthly:            $3,020 
One Tax Credit (exemption) $     20 
 
 

1. Compute annual gross income:   
       $3,020  x  12 = $36,240 
 
2. Compute taxable gross income:  
      $36,240  -  $2,100 = $34,140 
 
3. Compute tax:    
     $34,140  x tax rate = $1,796.12  
 
4. Deduct tax credit (exemption): 
  $1,796.12  -  $20 = $1,776.12 
 
5. Compute tax for tax period: 
      $1,776.12 ÷ 12 = $148.01 

 
 
(Divide by number of pay periods)
 (monthly withholding) 
 
 

NOTE: The DOR annually adjusts the 
standard deduction in accordance with 
KRS  141.081(2)(a).  Employers that  
 
 
use the formula to compute the amount 
of withholding may use the standard 
deduction for the current year. 

 

Employer Filing Requirements 
 
Employers report and pay Kentucky 
withholding tax annually, quarterly, 
monthly or twice monthly. Employers 
who accumulate $100,000 or more tax 
during any reporting period must remit 
payment within one banking day.  
Regardless of the reporting and payment 
frequency, returns issued to employers 
must be filed even though no Kentucky 
income tax was withheld during that 
period. The preprinted tax forms 
contain important processing 
information and cannot be furnished in 
blank form. 
 
 

ANNUAL FILING 
  
Employers withholding less than $400 
Kentucky income tax a year will be 
required to file a return and remit the 
tax annually.  The employer will be 
notified by the DOR when the account is 
placed on an annual filing basis.  The 
annual return (Form K-3) is filed with the 
DOR by January 31, following the close of 
the calendar year.  Employers assigned to 
an annual frequency who wish to file 
more frequently may be changed if a 
request is made in writing.  
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QUARTERLY FILING 
 
Employers withholding $400 - $1,999 
Kentucky income tax a year must file and 
pay on a quarterly basis. The quarterly 
return (Form K-1) must be submitted for 
each of the first three-quarters of the 
calendar year on or before the last day of 
the month following the end of the 
quarter. A combination return (Form K-3) 
must be filed the last quarter on or 
before January 31. Payment of the tax 
withheld for the quarter must be 
submitted with the return.  The return 
must be filed even though no income tax 
was withheld for the period. 
 
 

MONTHLY FILING 
 
Employers withholding $2,000 - $49,999 
Kentucky income tax a year must file and 
pay on a monthly basis.  Employers 
required to file a return and remit tax 
withheld monthly shall continue monthly 
filing unless permission is granted by the 
DOR to file quarterly.  The monthly 
return (Form K-1) must be filed for the 
first 11 months of the year on or before 
the 15th day of the following month.  For 
the last month of the calendar year, a 
Form K-3 must be filed. This return is 
due on or before January 31.  In addition 
to showing the tax withheld for the last 
month of the year, an annual 
reconciliation area is provided for 
reporting the previous return information 
for reconciliation purposes. Payment of 
tax withheld for the month must be 
submitted with the return. This return 
must be filed even though no income tax 
was withheld for the period. 
 
 

TWICE-MONTHLY FILING 
 
Employers withholding $50,000 or more 
Kentucky income tax a year must file and 

pay on a twice-monthly basis.  Employers 
required to file a return and remit tax 
withheld twice monthly shall continue 
twice-monthly filing unless permission is 
granted by the DOR to change filing 
frequency.  An employer must submit in 
writing a request to change from the 
twice-monthly filing frequency.  The 
twice-monthly return (Form K-1) must be 
filed for the 1st through the 15th of the 
month, due on or before the 25th of the 
month; the 16th through the end of the 
month, due on or before the 10th of the 
following month. Payment of tax 
withheld for the reporting period must be 
submitted with the return.  The return 
must be filed even though no income tax 
was withheld for the period.  Employers 
on a twice-monthly basis must file a 
Form K-3 for the last reporting period of 
the calendar year.  In addition to showing 
the tax withheld for the last reporting 
period of the year, an annual 
reconciliation area is provided for 
adjusting the employer’s account.  Filing 
period December 16 through December 
31 is due on or before January 31, not 
January 10. Filing period for January 1 
through January 31 is due on or before 
February 10. 
 
 

ONE-DAY DEPOSIT 
 
Employers who accumulate $100,000 or 
more Kentucky income tax withheld 
during any reporting period must remit 
payment within one banking day.  
Employers who meet this requirement for 
the first time should contact the 
Withholding Tax Branch at (502) 564-7287 
for instructions.  
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Filing Frequency  Active Accounts        Threshold 
 
Annual    21,294         $0 - $399 Annually     
Quarterly   28,016         $400 - $1,999 Annually     
Monthly   56,918         $2,000 - $49,999 Annually     
Twice-monthly    8,268         $50,000 - $99,000 Annually       
Total (for 2009)         115,126   
 
 
 
Payment Frequency            Threshold 

 
Twice-Monthly EFT (Electronic Funds Transfer)       $300,000 or More Annually 
One-Day Deposit           $100,000 or More Withheld 
              During Reporting Period 
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Filing Dates 
 

Period     Form    Due Date 
 

QUARTERLY FILING   
January-March    K-1, K-1E   April 30 
April-June    K-1, K-1E   July 31 
July-September    K-1, K-1E   October 31 
October-December   K-3, K-3E   January 31 

MONTHLY FILING 
January     K-1    February 15 
February    K-1    March 15 
March     K-1    April 15 
April     K-1    May 15 
May     K-1    June 15 
June     K-1    July 15 
July     K-1    August 15 
August     K-1    September 15 
September    K-1    October 15 
October     K-1    November 15 
November    K-1    December 15 
December    K-3    January 31  

TWICE-MONTHLY FILING 
January 1-January 31*   K-1    February 10 
February 1-February 15   K-1    February 25 
February 16-February 28  K-1    March 10 
March 1-March 15   K-1    March 25 
March 16-March 31   K-1    April 10 
April 1-April 15    K-1    April 25 
April 16-April 30   K-1    May 10 
May 1-May 15    K-1    May 25 
May 16-May 31    K-1    June 10 
June 1-June 15    K-1    June 25 
June 16-June 30   K-1    July 10 
July 1-July 15    K-1    July 25 
July 16-July 31    K-1    August 10 
August 1-August 15   K-1    August 25 
August 16-August 31   K-1    September 10 
September 1-September 15  K-1    September 25 
September 16-September 30  K-1    October 10 
October 1-October 15   K-1    October 25 
October 16-October 31   K-1    November 25 
November 16-November 30  K-1    December 10 
December 1-December 15  K-1    December 26 
December 16-December 31**  K-3    January 31 
 
* First reporting period of year will be 15 days longer and be due February 10. 
** Payment and return will be on Form K-3, Annual Reconciliation, due January  
    31. 
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Reporting Requirements 

  
Following are the withholding forms which may be used by the employer. 
 
K-1  Employer’s Return of Income Tax Withheld  
 
K-1E  Employer’s Quarterly Return of Income Tax Withheld 

(Electronic Funds Transfer) 
 
K-3  Employer’s Return of Income Tax Withheld(Annual Reconciliation) 
 
K-3E  Employer’s Quarterly Return of Income Tax Withheld 
  (Annual Reconciliation for Electronic Funds Transfer) 
 
K-4  Employee’s Withholding Exemption Certificate 
 
K-4A  Withholding Exemptions for Excess Itemized Deductions 
 
K-4E  Special Withholding Exemption Certificate 
 
K-4FC  Fort Campbell Exemption Certificate 
 
42A809  Certificate of Nonresidence 
 
42A806  Transmitter Report for Filing Kentucky Wage Statements  
 
42A808  Authorization to Submit Employees Annual Wage and Tax  
  Statements via Web Filing 
 
42A815  Withholding Tax Refund Application 
 
K-2/W-2 Wage and Tax Statement 
 
10A100  Kentucky Tax Registration Application 
 
 
The reporting forms (K-1, K-1E, K-3 and K-3E) will be mailed to the employer prior to the 
end of each reporting period.  These preprinted computer forms contain important 
processing information and cannot be furnished in blank form.  When a form is 
misplaced or not received, the employer should request another form be issued by 
contacting the Taxpayer Assistance Section of Withholding Tax.  
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FILING METHODS FOR 
WITHHOLDING RETURNS 

 
 

 
Interactive Voice Response (IVR) System 
(No Tax Due Returns)—This reporting 
method is only available to taxpayers 
that the Department has identified as 
zero return filers within the last fiscal 
year.  Taxpayers may not choose to file 
using this method unless they have been 
contacted by the Department through 
correspondence assigning a PIN to them 
for this purpose.  
 
For any period during which an employer 
has withheld zero taxes, a return may be 
filed by making a simple toll-free 
telephone call by following these steps: 
 

• Make call by the date the return 
is due. 

• Have the withholding tax account 
number and PIN (assigned by the 
DOR) available. 

• Call the toll-free number 1-866-
282-1851.  This number is 
available 24 hours a day, seven 
days a week. 

• Enter the appropriate responses 
using the touch-tone telephone 
keypad. 

• Record the confirmation number 
given to them.  The filing of the 
return is not complete until the 
confirmation number is given. 

• For the December report, the TP 
must have withheld no taxes for 
the entire year. 

• The TP does not mail the paper 
return if using this system. 

 
 
 
 
 
 

 
Payment Methods - Currently, there are 
two ways of making withholding tax 
payments. 
 

1. Payment (paper check or 
other instrument) with the 
return 

2. Electronic Funds Transfer 
(EFT) 

 
 

ELECTRONIC FUNDS TRANSFER (EFT) 
 
Employers whose average monthly 
income tax withholding exceeds the 
amount referred to in Regulation 103 KAR 
1:060 will be required to submit tax 
payments via electronic funds transfer 
(EFT).  DOR will notify employers when 
they reach this threshold. 
 
The DOR offers business entities the 
opportunity to voluntarily pay their 
withholding tax via EFT.  KRS 131.155, 
Electronic Fund Transfer, was amended 
by the 2000 General Assembly to require 
that all electronic funds transfer payers 
remit payment to the DOR by the debit 
method or other means as prescribed by 
the Department.  The Department may 
also require reporting agents whose 
aggregate payment on behalf of multiple 
taxpayers is in excess of the threshold or 
anyone who reports and pays for more 
than 100 individual accounts to remit all 
payments via electronic funds transfer.  
The current threshold for mandatory 
electronic funds transfer established by 
Administrative Regulation 103 KAR 1:060 
is $25,000 for withholding taxes only.  
Many business entities find this a 
convenient and efficient way to remit 
their tax payments. 
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To be eligible for EFT, the business must 
be registered with the DOR for 
withholding tax filing purposes.  The 
business must then register with DOR’s 
EFT Group at (502) 564-6020, or by 
visiting one of the taxpayer service 
centers.  Once the completed application 
is received and processed, the business 
will receive specific instructions for the 
payment method selected and will be 
notified when they may begin remitting 
payment via EFT. 
 
Once an employer is paying by EFT, only 
Form K-1E is mailed on a quarterly basis.  
Form K-3E is the annual reconciliation 
return due on January 31.   
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               DEPARTMENT OF REVENUE - WITHHOLDING TAX                      
                             MASTER DATA DISPLAY                      REW801O  
# EMPLOYER NUMBER 222222 0   MAINT. DATE 12 18 00 **** FILING DATA ****      
          **** EMPLOYER DATA ****              FREQ TW-MONTHL   PERM?  NO  
     BUSINESS NAME MELS DINER               PREV FREQ MONTHLY          
                                                PREV FREQ DATE 01 02       
     MAILING ADDRESS 86 BLUE PLATE BLVD           LIABILITY DATE 10 01 00    
                                                STATUS ACTIVE              
                                                STATUS DATE 11 22 00       
     CITY GREASY              STATE NJ       CANCEL DATE                
     ZIP CODE 07901      TELEPHONE NUMBER M                                   
     LOCATION TELEPHONE                                                       
 ALPHA KEYS     COUNTY 158 NEW JERSEY     DISTRICT 20 FRANKFORT                
 MELS DINER              AUDIT CLASS 3   BUSINESS CODE 734                     
 LIMITED                          
                                     EFT CODE Y                                 
                                                                                 
                                                                                 
                                                                                 
                                                                                 
            FEDERAL ID NUMBER 111111111                                          
                                                                                 
 PRESS 'PF4' TO RETURN TO THE WITHHOLDING MENU SCREEN                            
 PRESS 'PA1' TO BRING UP ADDITIONAL ACCOUNT NUMBERS                              
                                                                                 
 
 
 
Although EFT filers have a return filing frequency of quarterly, their payment frequency 
may vary depending on the amount of withholding tax that is accumulated on an annual 
basis.  This screen shot reflects an example of an EFT filer with a payment frequency of 
twice-monthly.  Please note the EFT code field which reflects a “Y.”  This is the flag 
indicator that this particular employer is an EFT client.  
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ELECTRONIC REFUNDS 
 
Per KRS 131.155(5), Refund by Electronic Funds Transfer, taxpayers and any other 
persons who are required to collect or remit taxes administered by the Department by 
electronic fund transfer shall be entitled to receive refunds for any overpayment of taxes 
or fees, on or after July 1, 2001, by electronic fund transfer. 
 
Taxpayers requesting electronic refunds must complete Form 42A815, Withholding Tax 
Refund Application. 
 
 

Wage and Tax Statement Reporting 
 
 
There are three ways for employers to provide this information. 
 

• Form K-2/W-2 (less than 100 employees) 
• Magnetic Media (CD or diskette) 
• Web Filing  

 
 
 

FORM K-2/W-2 
 
Employers must furnish the designated copies of the Wage and Tax Statement (Form K-2) 
to their employees by January 31.  The copy designated to be sent to Department of 
Revenue must be submitted with Form 42A806, Transmitter Report for Filing Kentucky 
Wage Statements, by January 31. 
 
Employers may order the official form, Wage and Tax Statement (Form K-2), or use an 
approved commercially printed form.  Order forms may be obtained by contacting any 
Kentucky Taxpayer Service Center. 
 
It is very important that the Kentucky Withholding Account Number be listed on the Wage 
and Tax Statements (Forms K-2).  Many employers list only the federal employer 
identification number (FEIN) which causes processing problems.  The forms must also be 
legible.  Illegible forms are often a major problem in the reconciliation of the employer 
accounts. 
 
Employers who submit wage and tax statements that are incomplete or are improperly 
completed are subject to a penalty of $100. 
 
Commercially printed forms must include: 
 

1. a legible copy for the employee stating that it is to be attached to his or her         
Kentucky income tax return; 

2. a copy for the employee’s personal records; 
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3. a copy to be filed by the employer annually with Department of Revenue; and 
4. an acceptable format with spaces designated as follows: 

a. gross wages; 
b. state gross wages if different from federal gross wages; 
c. Kentucky tax withheld and federal tax withheld; 
d. employee’s Social Security number; 
e. Kentucky employer account number; and  
f. name of state. 

 
 
 
 
 

MAGNETIC MEDIA (CD OR DISKETTE) 
 
Regulation 103 KAR 18:050, Section 6 requires any employer who issues 100 or more Forms 
K-2 annually to utilize an acceptable form of magnetic media.  Employers with fewer than 
100 Forms K-2 are encouraged, but not required, to utilize magnetic media filing.  This 
form of reporting will be covered more in another class. 
 
The use of magnetic media eliminates the necessity of filing paper K-2s with DOR. 
Employers and third-party processors who use software to produce paper forms of the K-2 
should convert to magnetic media reporting as an alternative to filing paper forms. The 
reporting of K-2 information by magnetic media to the DOR is required annually. This is 
due by January 31 of the following year.  The withholding tax returns (K-1, K-1E, K-3, K-
3E) cannot be accepted on magnetic media. Only K-2 information can be accepted in a 
magnetic media format. 
 
Authorization to file magnetic media is not required. However, a Transmitter Report for 
Filing Kentucky Wage Statements, Form 42A806, should accompany all magnetic media 
submitted.  
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WEB FILING 
Web Filing is a method of reporting employees’ annual wage and tax information. The 
DOR has designed a secure web-site that streamlines processing of the wage and tax 
information and offers an easy, secure way to meet the filing requirements. For 
information regarding participation in the Web Filing method of electronically reporting 
wage and tax information, contact the Withholding Tax Compliance Section at (502) 564-
7287 or by email at DOR.WebResponseWithholdingTax@ky.gov  
 
 

1. Log on with your FEIN and assigned PIN.  

 
 
2. Enter the file location, tax year and click <Submit>. 
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3. Transfer confirmation message is displayed (file received).  
 

 
 
 

4. E-mail confirmation is received within two hours of submission to notify you the 
file format is correct or details errors to be corrected. 

 
 
The Department of Revenue follows the federal specification format for filing K-2 
data via magnetic media or Web Filing.  This does not mean a duplicate copy of the 
federal magnetic media is acceptable.  There are differences in the data record 
requirements and some differences in procedural requirements between the federal 
and state.   
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Kentucky follows the SSA’s EFW2 specifications for filing W-2 information on magnetic 
media. 

 
Required Data Records for Kentucky 

 
 
There is one format (EFW2) for CD, diskette and web filing reporting. 
 
Required Records:  RA--Submitter Record 
    RE--Employer Record 
    RW--Employee Wage Record 

RS--State Record  
RT--Total Record 
RF--Final Record 

 
 
CDs and diskettes will be returned unprocessed if they contain: 
 

• Improper Formatting 
• Incorrect Record Codes 
• Incorrect Record Sequence 
 

 
Be sure to use a blank CD; diskettes must be 3.5” MS-DOS compatible double density, 1.44 
megabytes or high density, 720 kilobytes. 
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Out-of-State Employers 
 
An out-of-state employer may voluntarily 
withhold Kentucky tax on a Kentucky 
resident who is working outside of 
Kentucky. 
 
When an out-of-state employer 
voluntarily registers their company for 
withholding, they are subject to the 
same guidelines as all other Kentucky 
employers.  
 
This credit provision does not affect the 
reciprocal agreements Kentucky has 
negotiated with other states exempting 
specific income from tax.   
 

Reciprocal Agreements 
 
Under reciprocal tax agreements, salaries 
or wages earned in Kentucky are exempt 
from Kentucky withholding tax if: 
 

1. the employee is a resident of:  
 

a. Illinois  
b. Indiana 
c. Michigan 
d. West Virginia 
e. Wisconsin; or 

 
2. the employee resides in Virginia 

and commutes daily to his or her 
place of employment in Kentucky.   

 
3. the employee is a resident of Ohio 

and is not a shareholder-employee 
who is a “twenty (20) percent or 
greater” direct or indirect equity 
investor in an S corporation.  
Wages which an S corporation 
pays to a shareholder-employee 
who meets this requirement shall 
not be exempt under the 
reciprocal agreement. 
 

 

 
 
Residents of reciprocal states working in 
Kentucky should be advised to file Form 
42A809, Certificate of Nonresidence, to 
eliminate Kentucky withholdings from 
their wages. 

 

Termination of Business 
 
If an employer discontinues business 
during the year, the following action 
must be taken to close the withholding 
account: 
 

1. provide a Form K-2 for each 
employee; and submit DOR’s copy 
separately with transmitter report 
(Form 42A806); 

2. prepare and file a Form K-3; 
3. check “request for cancellation” 

box on back of Form K-1 or K-3.  
An effective date and phone 
number must be entered.  Note: 
It is important that this step be 
taken.  Failure to do this will 
generate computer notices which 
could result in assessments for 
delinquent returns. 

 
 
 
 

Annual Reconciliation and Compliance 

 
Employers are required to submit wage 
and tax information to the Department 
each year via Form 42A806, Transmitter 
Report for Filing Kentucky Wage 
Statements.  Annual reconciliation is the 
process of comparing the actual tax 
withheld on employees’ W-2s as reported 
to the Department by the employer to 
the total tax reported and paid by the 
employer during the same year.  If there 
is a discrepancy, then the total amount 
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of tax reported as being withheld on the 
K-3 is used as a tool for reconciling the 
account as well.   
 
 

W-2 RECONCILIATION PROGRAM 

W-2 Recon was developed to assist in the 
reconciliation process.  With over 
100,000 employers and 1.3 million 
taxpayers, it was a very time-consuming 
and often impossible task to perform this 
manual reconciliation process for every 
employer each year.  Due to time 
constraints not all withholding accounts 
were reconciled.  Miles and miles of 
calculator tape were used each year to 
add up withholding amounts for each 
account reconciled.   
 
With the development of W-2 Recon this 
tax data is now available electronically 
and all withholding accounts are 
reconciled every tax year. 
 
Employers with 100 or more employees 
are required to report this wage and tax 
information electronically, either on 
diskette or on CD, or directly to the 
Department via Web Filing.  Wage and 
tax information that is reported on paper 
W-2s is data-entered into a compatible 
file format. 
 
The electronic data from both sources is 
loaded into the W-2 Reconciliation 
Program.  In addition, payment 
information from the Withholding Tax 
Database is captured for the comparison 
process and loaded into the W-2 
Reconciliation Program.  The data from 
the individual W-2s is added together by 
the W-2 Reconciliation Program for each 
account and compared to the total 
amount of tax paid by the employer for 
the year.  Any discrepancies are flagged 
by the system.  The Withholding Tax 

Compliance Sections 1 and 2 review the 
discrepancies; generate inquiry letters, 
and issue bills or refunds to reconcile the 
withholding accounts.     
 
Since the release of this program the 
annual reconciliation process is much 
more efficient and performed in a 
timelier manner.  In past years the 
annual reconciliation process could be 
anywhere from three to four years 
behind the current tax year.  With the 
release of W-2 Recon the annual 
reconciliation process is now able to be 
performed within the same tax year the 
wage and tax information is reported.  
This gives the taxpayer a better 
opportunity to provide the Department 
records for verification if needed and 
reduces the amount of interest paid on 
refunds. 
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COMMON REASONS FOR ACCOUNTS TO 
APPEAR UNDER/OVER PAID 
 

1. Taxpayer issues W-2Cs (corrected) 
and files amended return; 
electronic versions of the W2s 
were not adjusted in W-2 Recon. 

2. Payments posted to an incorrect 
account number. 

3. Payments posted to an incorrect 
tax type. 

4. Payments posted to an incorrect 
period. 

5. Keying errors (amount withheld or 
state of residence). 

6. Taxpayer did not issue all K-2 
information (additional K-2’s 
could be needed) 

7. Economic incentive programs 
8. True under/overpayments. 

 

 

 

 

 

 
 

Underpayment (Bill)—If an account is 
deemed a true underpayment after 
researching all avenues available (K-3, 
CRIS screen, W-2 Recon account 
maintenance screen, and previous/future 
periods) then an underpaid (XRW) bill is 
created and sent to the taxpayer.  If the 
user is unable to determine if the 
account is a true underpayment after 
researching then an underpaid letter is 
sent to the taxpayer giving them 20 days 
to respond.  This letter is followed up by 
an underpaid bill if the taxpayer does not 
respond within the 20 days given. 
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Overpayment (Refund/Credit 
Forward)—The Withholding Tax 
Compliance Sections 1 and 2 review 
overpaid accounts during the 
reconciliation process to verify 
overpayments reflected.  The user will 
either send an “additional K-2’s needed” 
letter (allowing the taxpayer 20 days to 
respond) or will allow the overpayment 
to reside on the account.  Per KRS 
141.345 (2) Withholding tax refunds 
and/or credit forwards are only 
generated upon taxpayer written 
request.  Generally, taxpayers are able 
to determine that there is an 
overpayment when they reconcile their 
withholding account at year-end.  If 
requested by the taxpayer, the 
overpayment can be used as a credit 
forward for a future period in lieu of a 
refund. 
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K-2 Delinquency (failure to file K-2’s 
with the DOR)—Employers who pay into 
the DOR throughout the year and do not 
file wage and tax information with the 
Department are sent a K-2 Delinquency 
letter of inquiry.  If the taxpayer does 
not respond within the given 20 days 
then the user will bill the taxpayer an 
estimated assessment for failure to file 
requested information.  The taxpayer can 
either pay this estimated assessment in 
full or file the requested information and 
the bill will be adjusted to a late filing 
penalty. 
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Commonly Asked Questions and 
Answers 

 
 

1. Who is considered an employee? 
 

Answer: An employee is someone 
who receives wages for services 
performed for his or her employer.  
The term wages includes all 
remuneration (other than fees paid to 
a public official) for services 
performed. Therefore, wages earned 
for services performed in Kentucky 
are subject to Kentucky withholding.  
Corporate officers are also considered 
employees. 

 
2. How do I obtain a Withholding Tax 

Account Number? 
 

Answer: A Kentucky Tax Registration 
Application, Revenue Form 10A100, 
must be filed.  Once received, the 
application will be reviewed and an 
account number will be assigned 
indicating the filing frequency.  
Applications may be obtained from 
Revenue’s web site, 
www.revenue.ky.gov by contacting 
the nearest Kentucky Taxpayer 
Service Center or by calling the 
Withholding Tax Branch at 502-564-
7287.  

 
3. Is an out-of-state employer 

required to withhold? 
 

Answer: Regulation 103 KAR 
18:010(2) provides that wages paid to 
nonresidents are subject to 
withholding to the extent that they 
earned wages while working in 
Kentucky unless the nonresident 
employee is a resident of a reciprocal 
state.  An out-of-state employer may 
voluntarily withhold Kentucky tax on  
 

 
 
 
 
a Kentucky resident who is working 
outside of Kentucky. 

 
4. Does an employer have to withhold 

tax on a spouse or relative? 
 

Answer: Yes. Tax must be withheld 
on a spouse employed by a spouse, 
son or daughter employed by parent, 
a parent employed by a son, 
daughter, or any other employee-
relative. 

 
5. What is a K-2? 

 
Answer: A K-2 is the state copy of 
the Wage and Tax Statement (Form 
W-2).  Copy 1 of Form K-2 must be 
submitted to the DOR. Copy 2 is to be 
issued to the employee to enable him 
or her to file an individual income tax 
return. Copy 1 should be submitted 
with Form 42A806 (Transmitter 
Report for Filing Kentucky Wage 
Statements) on or before January 31.  
Copy 2 should be issued to employees 
before January 31 of each year. 
 

6. What happens if an employer does 
not submit copies of K-2s to his or 
her employees or the DOR? 

 
Answer: Penalties will be assessed 
per KRS 131.180. 

 
7. Is Form 1099 required to be filed 

with Kentucky? 
 

Answer: Form 1099 is not required to 
be submitted unless Kentucky tax is 
withheld or the liquidation or 
dissolution of a corporation takes 
place. 
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8.  Is tax required to be withheld on 
agricultural labor? 

 
Answer: Kentucky income tax law is 
based on the Internal Revenue Code 
in effect December 31, 2006. Section 
3121(a) of the Internal Revenue Code 
includes agricultural wages as being 
taxable unless remuneration is paid in 
any medium other than cash, the 
cash amount received by an employee 
is less than $150 and the employer’s 
labor expense is less than $2,500 for 
the year.  Therefore, any agricultural 
wages taxable for federal purposes 
would also be considered taxable for 
Kentucky. 

 
9. Is Kentucky tax required to be 

withheld on pensions? 
 

Answer: No. Kentucky tax may be 
withheld voluntarily, but is not 
required.  Pensions include annuity 
contracts, profit-sharing plans, 
retirement plans, and/or employee 
savings plans. 

 
10. What should I do if I do not receive 

a return? 
 

Answer: If a return is not received 10 
days before the due date, contact the 
DOR immediately so a new return can 
be issued.  Each return is preprinted 
and contains coded data for 
processing purposes. 
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CONTRACT LABOR 
Anyone running a company must make 
decisions involving their employees.  
Often these decisions include items such 
as: 

• What medical insurance should we 
provide? 

• How do we structure a retirement 
plan for employees? 

• What is a fair vacation policy? 

There is one issue however, that is often 
overlooked; proper employee 
classification. Are these employees 
considered independent contractors or 
employees? It is a crucial decision that 
has tax implications for the employer and 
the employee.    

Companies of all types and sizes are 
making use of contract labor in lieu of 
full-time (or even part-time) employees. 
Often contracting labor makes sense for 
many reasons.  Some of those reasons 
include the following: 

• Specific skills may be required for 
a short-term project,  

• Additional personnel may be 
required to get through a seasonal 
busy period, or 

• It may be more cost-effective 
than employing personnel.  

 
Department of Revenue (DOR) personnel 
are sometimes faced with the difficult 
task of making a determination of the 
classification of workers who provide 
products and services for others.  The 
legal standard for distinguishing between 
independent contractor and employee 
can be difficult to apply. Kentucky 
withholding tax law is based on the 
federal withholding tax law in effect  

 
 
December 31, 2006 (KRS 141.010). DOR 
generally follows the administrative 
regulations and rulings of the Internal 
Revenue Service in those areas where no 
specific Kentucky law exists (KRS 
141.050).   
 
In accordance with KRS 141.010 (20) for 
Kentucky withholding tax purposes, the 
term employee means the same as 
defined in Section 3401 of the Internal 
Revenue Code in effect December 31, 
2006. Therefore, wages or other 
payments made for services performed in 
Kentucky which are subject to 
withholding of federal income tax are 
subject to Kentucky withholding. 

 
 

CLASSIFICATIONS 
 
The majority of classifications of workers 
are not challenged by the DOR. When 
they are, there is usually agreement 
between the DOR and the business after 
the facts and circumstances are jointly 
reviewed.  In some cases, which will be 
discussed later, the Internal Revenue 
Service (IRS) makes a final 
determination. 
 
The status of a worker as either an 
independent contractor or employee 
must be determined accurately to ensure 
that workers and businesses complete 
any necessary registration with the DOR 
and anticipate and meet their tax 
responsibilities timely and accurately. 
Either worker classification – 
independent contractor or employee – 
can be a valid and appropriate business 
choice. 
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TAX AND LABOR LAW IMPACT 
 

Who is an employee? A general rule is 
that anyone who performs services for 
you is your employee if you can control 
what will be done and how it will be 
done. 

Who is an independent contractor? A 
general rule is that the payer has the 
right to control or direct only the result 
of the work done by an independent 
contractor, and not the means and 
methods of accomplishing the result.  

What difference does it make to classify 
a worker as an independent contractor 
instead of as an employee?  

Employers are responsible for various 
employment taxes on their employees.  
These include Social Security, Medicare, 
federal income tax, state income tax, 
SUTA and FUTA.  Many times workers are 
classified as independent contractors to 
relieve the employer of this 
responsibility.   
 

Some of the requirements of an 
employer/employee relationship: 

• Employee Withholding. Employers 
are responsible for the 
withholding and timely 
remittance of federal income 
taxes, state and local income 
taxes, and FICA taxes from wages 
paid to their employees.  

• Employer Payroll Taxes. 
Employers owe, and must remit, 
their own share of payroll taxes, 
such as FICA and federal and state 
unemployment insurance, on 
employee wages.  

• Labor Laws. Worker's 
compensation, working 

conditions, and minimum wage 
laws all impose on employers 
certain financial and other 
requirements for the benefit of 
employees.  

• Employee Benefits. Employees 
generally enjoy employer funded 
benefit programs such as 
vacations, holidays with pay, 
health insurance, and pension and 
profit sharing plans; contractors 
generally do not receive these 
benefits.  

• Reporting. Wages paid to 
employees (along with the 
amounts of the various taxes 
withheld) are reported on Form 
W-2; amounts paid to contractors 
are reported on Form 1099. 
Additionally, federal Forms 940 
and 941 (and perhaps others) 
must be filed for wages paid to 
employees.  And state 
requirements must also be met. 

 

In a payer/contractor relationship, 
payers are required to file information 
returns to report certain types of 
payments made to independent 
contractors during the year. For 
example, Form 1099-MISC, Miscellaneous 
Income, is filed with the IRS to report 
payments of $600 or more to persons not 
treated as employees (e.g. independent 
contractors) for services performed for 
the payer's trade or business.  

Taxpayers who are paid via a 1099-MISC 
may not realize the tax implications and 
have a rude awakening come tax time.  
Depending upon their tax liability, they 
could be subject to non-estimating 
penalties.  Another issue is reporting the 
income. Most taxpayers report it as 
wages, but it is not uncommon to see it 
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reported on a Schedule C, which in turn, 
could trigger self-employment tax. 

 

MISCLASSIFICATION OF EMPLOYEES 

 If an employer misclassifies an employee 
as an independent contractor with no 
reasonable basis for doing so, that 
employer may be held liable for 
employment taxes for that worker. 
Merely labeling a worker as an 
independent contractor is not enough. 
They must actually be an independent 
contractor. 

Why is this important? There are tax 
consequences of incorrectly treating an 
employee as an independent contractor. 
The employer will be liable for Social 
Security, Medicare and income taxes if 
they do not deduct and withhold them 
because an employee was treated as a 
non-employee.  See Internal Revenue 
Code Section 3509 for details. 

 No one wants to deal with an IRS audit 
and possible penalties and interest 
changes. If it is determined that an 
independent contractor is in fact, your 
employee, you must pay the IRS all back-
taxes owed, plus interest, plus penalty 
(12% - 35% of the total tax bill).  

With more companies using independent 
contractors, the IRS and State Revenue 
departments are increasingly viewing the 
usage of contract labor with suspicion. 
Any company using contract labor solely 
to avoid withholding and payment of 
payroll taxes should beware. 

If an employer has a reasonable basis for 
not treating a worker as an employee, 
they may be relieved from having to pay 
employment taxes for that worker.  To 
get this relief, all required information 

returns must be filed (Form 1099-MISC) 
on a basis consistent with the treatment 
of the worker.  The employer (or 
predecessor) must not have treated any 
worker holding a substantially similar 
position as an employee for any periods 
beginning after 1977. (Section 530 of the 
Revenue Act of 1978, IRS Publication 
1976)  

 

EMPLOYEE CATEGORIES 

Before you can know how to treat 
payments you make for services, you 
must first know the business relationship 
that exists between you and the person 
performing the services. The person 
performing the services may 
be: 
 

• An independent contractor, 
• A common-law employee, 
• A statutory employee, or 
• A statutory non-employee. 

 
 
 
This discussion explains these four 
categories. A later discussion, Employee 
or Independent Contractor, points out 
the differences between an independent 
contractor and an employee and gives 
examples from various types of 
occupations. If an individual who works 
for you is not an employee under the 
common-law rules, you generally do not 
have to withhold Federal income tax 
from that individual's pay. However, in 
some cases you may be required to 
backup withhold on these payments. See 
IRS Circular E for information on backup 
withholding. 
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INDEPENDENT CONTRACTORS 
 
People such as lawyers, contractors, 
subcontractors, public stenographers, 
and auctioneers who follow an 
independent trade, business, or 
profession in which they offer their 
services to the public are generally not 
employees. However, whether such 
people are employees or independent 
contractors depends on the facts in each 
case. The general rule is that an 
individual is an independent contractor if 
you, the payer, have the right to control 
or direct only the result of the work and 
not the means and methods of 
accomplishing the result. 
 
 

COMMON-LAW EMPLOYEES 
 
Under common-law rules, anyone who 
performs services for you is your 
employee if you can control what will be 
done and how it will be done. This is so 
even when you give the employee 
freedom of action. What 
matters is that you have the right to 
control the details of how the services 
are performed.  
 
If you have an employer-employee 
relationship, it makes no difference how 
it is labeled. The substance of the 
relationship, not the label, governs the 
worker's status. It does not matter 
whether the individual is employed full 
time or part time. 
 
For employment tax purposes, no 
distinction is made between classes of 
employees.  Superintendents, managers, 
and other supervisory personnel are all 
employees. An officer of a corporation is 
generally an employee, but a director is 
not. An officer who performs no services 
or only minor services, and neither 

receives nor is entitled to receive any 
pay, is not considered an employee. 
 
You generally have to withhold and pay 
income tax, social security tax, and 
Medicare taxes on wages you pay to 
common-law employees. However, the 
wages of certain employees may be 
exempt from one or more of these taxes.  
 
 

LEASED EMPLOYEES 
 
Under certain circumstances, a 
corporation furnishing workers to various 
professional people and firms is the 
employer of those workers for 
employment tax purposes. For example, 
a professional service corporation may 
provide the services of secretaries, 
nurses, and other similarly trained 
workers to its subscribers.  The service 
corporation enters into contracts with 
the subscribers under which the 
subscribers specify the services to be 
provided and the fees to be paid to the 
service corporation.  
 
The service corporation has the right to 
control and direct the worker's services 
for the subscriber, including the right to 
discharge or reassign the worker. The 
service corporation hires the workers, 
controls the payment of their wages, 
provides them with unemployment 
insurance and other benefits, and is the 
employer for employment tax purposes.  
 
 

STATUTORY EMPLOYEES 
 
Income tax is not required to be withheld 
from the wages of statutory employees. 
Four categories of workers who are 
independent contractors under common 
law are treated by statute as employees. 
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1) A driver who distributes beverages 
(other than milk) or meat, vegetable, 
fruit, or bakery products; or who picks up 
and delivers laundry or dry cleaning, if 
the driver is your agent or is paid on 
commission. 
 
2) A full-time life insurance sales agent 
whose principal business activity is 
selling life insurance or annuity 
contracts, or both, primarily for one life 
insurance company. 
 
3) An individual who works at home on 
materials or goods that you supply and 
that must be returned to you or to a 
person you name, if you also furnish 
specifications for the work to be done. 
 
4) A full-time traveling or city 
salesperson who works on your behalf 
and turns in orders to you from 
wholesalers, retailers, contractors, or 
operators of hotels, restaurants, or other 
similar establishments. The goods sold 
must be merchandise for resale or 
supplies for use in the buyer's business 
operation. The work performed for you 
must be the salesperson's principal 
business activity.  
Employer must report payments to 
statutory employees and furnish them an 
appropriate Form W-2.  The W-2 should 
reflect income as other compensation in 
box 1 and be checked “statutory 
employee” in box 15.  
 
 

STATUTORY NONEMPLOYEES 
 
There are two categories of statutory 
non-employees: 
 

• Direct sellers and  
• Licensed real estate agents.  

 

They are treated as self-employed for all 
Federal tax purposes, including income 
tax and employment taxes, if: 
 

• Substantially all payments for 
their services as direct 

           sellers or real estate agents are 
directly related 

           to sales or other output, rather 
than to the number 

           of hours worked and 
• Their services are performed 

under a written contract 
           providing that they will not be 

treated as employees 
           for Federal tax purposes. 
 
 
 

DIRECT SELLERS 
 
Direct sellers include persons falling 
within any of the following three groups: 
 

• Persons engaged in selling (or 
soliciting the sale of) consumer 
products in the home or place of 
business, other than in a 
permanent retail establishment. 

 
• Persons engaged in selling (or 

soliciting the sale of) consumer 
products to any buyer on a buy-
sell basis, a deposit-commission 
basis, or any similar basis 
prescribed by regulations, for 
resale in the home or at a place 
of business other than in a          
permanent retail establishment. 

 
• Persons engaged in the trade or 

business of delivering or 
distributing newspapers or 
shopping news (including any 
services directly related to such 
delivery or distribution). 
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Direct selling includes activities of 
individuals who attempt to increase 
direct sales activities of their direct 
sellers and who earn income based on 
the productivity of their direct sellers. 
Such activities include providing 
motivation and encouragement; 
imparting skills, knowledge, or 
experience; and recruiting. For more 
information on direct sellers, see IRS 
Pub.911, Direct Sellers. 
 
 

LICENSED REAL ESTATE AGENTS 
 
This category includes individuals 
engaged in appraisal activities for real 
estate sales if they earn income based on 
sales or other out-put. 

 

EMPLOYEE OR INDEPENDENT 
CONTRACTOR DETERMINING STATUS 

To determine whether an individual is an 
employee or an independent contractor 
under the common law, the relationship 
of the worker and the business must be 
examined. All evidence of control and 
independence must be considered. In any 
employee-independent contractor 
determination, all information that 
provides evidence of the degree of 
control and the degree of independence 
must be considered. 
 
 
Facts that provide evidence of the 
degree of control and independence fall 
into three categories: behavioral control, 
financial control, and the type of 
relationship of the parties. 

Behavioral control covers the amount of 
control the employer has over the worker 
in terms of where, when, and how the 
job is done, among other factors.  

Financial control dictates how much 
control the company has over a worker's 
pay, business expenses, and facility 
investment.  Relationship type is based 
on written agreements, employee 
benefits, and length of relationship 
between the company and worker.  
Additional information on these three 
factors follows. 

 
BEHAVIORAL CONTROL 

 
Facts that show whether the business has 
a right to direct and control how the 
worker does the task for which the 
worker is hired include the type and 
degree of instructions the business gives 
the worker. An employee is generally 
subject to the business' instructions 
about when, where, and how to work. All 
of the following are examples of types of 
instructions about how to do work: 
 

• When and where to do the work 
• What tools or equipment to use 
• What workers to hire or to assist 

with the work 
• Where to purchase supplies and 

services 
• What work must be performed   
   by a specified individual 
•What order or sequence to 

follow 
 
The amount of instruction needed varies 
among different jobs. Even if no 
instructions are given, sufficient 
behavioral control may exist if the 
employer has the right to control how 
the work results are achieved.  A 
business may lack the knowledge to 
instruct some highly specialized 
professionals; in other cases, the task 
may require little or no instruction. The 
key consideration is whether the business 
has retained the right 
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to control the details of a worker's 
performance or instead has given up that 
right. 
 
Training the business gives the worker is 
also a factor. An employee may be 
trained to perform services in a 
particular manner. Independent 
contractors ordinarily use their own 
methods. 
 
 

FINANCIAL CONTROL 
 
Facts that show whether the business has 
a right to control the business aspects of 
the worker's job include: 
 

• The extent to which the worker 
has unreimbursed business 
expenses. Independent  
contractors are more likely to 
have unreimbursed expenses than 
are employees. Fixed ongoing 
costs that are incurred regardless 
of whether work is currently being 
performed are especially 
important. However, employees 
may also incur unreimbursed 
expenses in connection with the 
services they perform for their 
business. 

 
• The extent of the worker's 

investment.  An independent 
contractor often has a significant 
investment in the facilities he or 
she uses in performing services for 
someone else. However, a 
significant investment is not 
necessary for independent 
contractor status. 

 
• The extent to which the worker 

makes services available to the 
relevant market. An independent 
contractor is generally free to 
seek out business opportunities. 

Independent contractors often 
advertise, maintain a visible 
business location, and are 
available to work in the relevant 
market. 
 

 
• How the business pays the 

worker. An employee is generally 
guaranteed a regular wage 
amount for an hourly, weekly, or 
other period of time. This usually 
indicates that a worker is an 
employee, even when the wage or 
salary is supplemented by a 
commission. An independent 
contractor is usually paid by a flat 
fee for the job. However, it is 
common in some professions, such 
as law, to pay independent 
contractors hourly. 

 
• The extent to which the worker 

can realize a profit or loss. An 
independent contractor can make 
a profit or loss. 

 
 
 

TYPE OF RELATIONSHIP 
 
Facts that show the parties' type of 
relationship include: 
 

• Written contracts describing the  
relationship the parties intend                
to create. 
 
• Whether the business provides the 
worker with employee-type     
benefits, such as insurance, a 
pension plan, vacation pay, or sick             
pay. 
 
•The permanency of the 
relationship. If you engage a worker 
with the expectation that the 
relationship will continue 



Contract Labor 

 
 

 38

indefinitely,     rather than for a 
specific project or period, this is 
generally  considered evidence that 
your intent was to create an 
employer-employee relationship. 

 
• The extent to which services performed 
by the worker are a key    aspect of the 
regular business of the company. If a 
worker provides services that are a key 
aspect of your regular business activity, 
it is more likely that you will have the 
right to direct and control his or her 
activities. For example, if a law firm 
hires an attorney, it is    likely that it will 
present the attorney's work as its own 
and would  have the right to control or 
direct that work. This would indicate an 
employer-employee relationship. 

 
• The extent to which services performed 
by the worker are a key    aspect of the 
regular business of the company. If a 
worker provides services that are a key 
aspect of your regular business activity, 
it is more likely that you will have the 
right to direct and control his or her 
activities. For example, if a law firm 
hires an attorney, it is   likely that it will 
present the attorney's work as its own 
and would have the right to control or 
direct that work. This would indicate an 
employer-employee relationship. 

 

20 COMMON LAW FACTORS USED TO 
DETERMINE EMPLOYEE STATUS:  

INDEPENDENT CONTRACTOR VERSUS 
EMPLOYEE 

The Internal Revenue Service has created 
a series of questions based on common 
law principles to determine a worker’s 
status under the tax laws. The relevant 
issues fall into three main categories: 
behavioral control, financial control and 
relationship of the parties. 

 In each case, it is very important to 
consider all the facts. No single fact 
assures that you are an independent 
contractor. However, if the majority of 
questions 1-14 are answered as “no” and 
the majority of questions 15-20 are 
answered as “yes”, then the relationship 
may be that of an Independent 
contractor rather than an employer-
employee.  
 
The following is a 20-point question 
checklist that has been established by 
the IRS. Please note this 20 factor test is 
only designed as a guideline for 
determining whether an individual is an 
employee.  
 

1 – INSTRUCTIONS 

 
Will you instruct the individual (or have 
the right to instruct) on when, where, 
and how the work will be done?  

An employee must comply with 
instructions about when, where, and how 
to work. Even if no instructions are 
given, the control factor is present if the 
employer has the right to give 
instructions.  
 
 

2 – TRAINING 
 
Will you train or provide training to the 
individual on performing services in a 
particular manner?  
 
An employee is trained to perform 
services in a particular manner. 
Independent contractors ordinarily use 
their own methods and do not receive 
training from the purchaser of their 
services. 
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3 – INTEGRATION 

 
Are the services that this individual will 
be providing a part of the business 
operations? 

An employee's services are integrated 
into the business operations because the 
services are important to the success or 
continuation of the business. This shows 
that the employee is subject to direction 
and control.  

 

4 – SERVICES RENDERED PERSONALLY 

 
Will the individual be personally 
performing the services?  

An independent contractor has the 
capability of hiring someone to 
personally perform the work. An 
employee renders services personally. 
This shows that the employer is 
interested in the methods, as well as the 
results.  
 

5 – HIRING, SUPERVISING, and PAYING 
ASSISTANTS 

 
Will you be hiring, supervising, and 
paying others to assist the individual?  

An employee works for an employer who 
hires, supervises, and pays assistants. An 
independent contractor hires, 
supervises, and pays assistants under a 
contract that requires him/her to 
provide materials and labor, and to be 
responsible only for the result 
 
 

6 – CONTINUING RELATIONSHIP 

 
Will this be an ongoing relationship?  

An employee has a continuing 
relationship with an employer. A 
continuing relationship may exist where 
work is performed at frequently 
recurring, although irregular, intervals.  

 

7 – SET HOURS of WORK 

 
Will you be setting the individual's hours 
of work?  

An employee has set hours of work 
established by an employer. An 
independent contractor is the master of 
his/her own time.  

 

8 – FULL TIME REQUIRED 

Will the individual be working only for 
you?  

An independent contractor is free to 
work when and for whom he/she 
chooses.  
 

9 – DOING WORK on EMPLOYER’S 
PREMISES 

 
Will the individual work on the premises 
or at a location you designate?  

An employee works at a location or on a 
route designated by an employer. 
Generally an independent contractor 
would not be required to work at a 
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location designated by the contractor, 
unless required by the nature of the 
work to be performed.  

 

10 – ORDER or SEQUENCE SET 

 
Will you define the order or sequencing 
of the work?  

An employee must generally perform 
services in the order or sequence set by 
an employer, which shows that the 
employee is subject to direction and 
control.  
 

11 – ORAL or WRITTEN REPORTS 

 
Will the individual be asked or required 
to submit a report to you describing 
his/her actions?  

An employer may require an employee to 
submit report. This indicates that the 
employee must account to the employer 
for his/her actions. An independent 
contractor may submit a report or 
demonstrate accurate completion of the 
work performed by the contractor.  

 

12 – PAYMENT by HOUR, WEEK, MONTH 

 
Will you be paying the individual by the 
hour, week, or month?  

An employee is generally paid by the 
hour, week, or month. An independent 
contractor is generally paid by the job or 
on a straight commission or a set fee for 
services performed.  

13 – PAYMENT of BUSINESS and/or 
TRAVELING EXPENSES 

 
Will you be paying any expenses for the 
individual?  

An employer generally pays an 
employee’s business and travel expenses. 
This shows the employee is subject to 
regulation and control.  

 

14 – FURNISHING of TOOLS and 
MATERIALS 

 
Will you be furnishing the individual with 
tools, materials, equipment, etc?  

An employer generally furnishes an 
employee significant tools, materials, 
and other equipment.  
 

15 – SIGNIFICANT INVESTMENT 

 
Will the individual have any investment 
in the facilities he/she will be using?  

An independent contractor has a 
significant investment in the facilities 
he/she uses in performing services for 
someone else.  
 

16 – REALIZATION of PROFIT or LOSS 

 
Will the individual realize a profit or 
suffer a loss?  

An individual who can realize a profit or 
suffer a loss is generally classified as an 
independent contractor.  
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17 – WORKING for MORE THAN ONE FIRM 
at a TIME 

 
Can the individual be working for more 
than one employer?  

Individuals may work for more than one 
employer and still be classified as an 
employee; however, an independent 
contractor may provide his/her services 
to multiple unrelated persons or firms at 
the same time and generally has a 
significant client base.  
 

18 – MAKING SERVICES AVAILABLE to 
GENERAL PUBLIC 

 
Does the individual offer his/her services 
to the general public?  

An independent contractor makes 
his/her services available to the general 
public.  

 

19 - RIGHT to DISCHARGE 

 
Have you given up your right to discharge 
the individual?  

An employee can be fired by an 
employer. An independent contractor 
cannot be discharged as long as he/she 
produces a result that meets the 
specifications of the contract.  
 
 

 

 

20 – RIGHT to TERMINATE 

 
If the individual quits, will he/she incur a 
liability for work not completed?  

An employee can quit his/her job at any 
time without incurring liability. An 
independent contractor usually agrees to 
complete a specific job and is 
responsible for its satisfactory 
completion, or is legally obligated to 
make good for failure to complete it. 

 
 
 
 

INDUSTRY EXAMPLES 
 
The following situations, as detailed by 
the IRS, present facts to determine if the 
taxpayer is an employee or independent 
contractor. 
 

SPECIAL SITUATIONS: Salespersons 

To determine whether salespersons are 
employees under the usual common-law 
rules, you must evaluate each individual 
case. If a salesperson who works for you 
does not meet the tests for a common-
law employee, discussed earlier, you do 
not have to withhold income tax from his 
or her pay (see Statutory Employees 
earlier).  

However, even if a salesperson is not an 
employee under the usual common-law 
rules, his or her pay may still be subject 
to social security, Medicare, and FUTA 
taxes. To determine whether a 
salesperson is an employee for social 
security, Medicare, and FUTA tax 
purposes, the salesperson must meet all 
eight elements of the statutory employee 
test. A salesperson is an employee for 
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social security, Medicare, and FUTA tax 
purposes if he or she:  

1. Works full time for one person or 
company except, possibly, for sideline 
sales activities on behalf of some other 
person,  
2. Sells on behalf of, and turns his or 
her orders over to, the person or 
company for which he or she works,  
3. Sells to wholesalers, retailers, 
contractors, or operators of hotels, 
restaurants, or similar establishments,  
4. Sells merchandise for resale, or 
supplies for use in the customer's 
business,  
5. Agrees to do substantially all of 
this work personally,  
6. Has no substantial investment in 
the facilities used to do the work, other 
than in facilities for transportation,  
7. Maintains a continuing 
relationship with the person or company 
for which he or she works, and  
8. Is not an employee under 
common-law rules.  

 

OTHER INDUSTRY EXAMPLES 

 
• Jerry Jones has an agreement with 

Wilma White to supervise the 
remodeling of her house. She did not 
advance funds to help him carry on 
the work. She makes direct payments 
to the suppliers for all necessary 
materials. She carries liability and 
workers’ compensation insurance 
covering Jerry and others he engaged 
to assist him. She pays them an 
hourly rate and exercises almost 
constant supervision over the work. 
Jerry is not free to transfer his 
assistants to other jobs. He may not 
work on other jobs while working for 
Wilma. He assumes no responsibility 

to complete the work and will incur 
no contractual liability if he fails to 
do so. He and his assistants perform 
personal services for hourly wages. 
They are employees of Wilma White. 

 
 
• Vera Elm, an electrician, submitted a 

job estimate to a housing complex for 
electrical work at $16 per hour for 
400 hours. She is to receive $1,280 
every 2 weeks for the next 10 weeks. 
This is not considered payment by the 
hour. Even if she works more or less 
than 400 hours to complete the work, 
Vera Elm will receive $6,400. She also 
performs additional electrical 
installations under contracts with 
other companies, which she obtained 
through advertisements. Vera is an 
independent contractor. 

 
 
 
• Sam Sparks performs auto repair 

services in the repair department of 
an auto sales company.  He work 
regular hours and is paid on a 
percentage basis.  He has no 
investment in the repair department.  
The sales company supplies all 
facilities, repair parts, and supplies; 
issues instructions on the amounts to 
be charged, parts to be used, and the 
time for completion of each job; and 
checks all estimates and repair 
orders.   Sam is an employee of the 
sales company. 

 
 
 
• Donna Yuma, attorney, is a sole 

practitioner who rents office space 
and pays for the following items:  
telephone, computer, on-line legal 
research linkup, fax machine, and 
photocopier.  Donna buys office 
supplies and pays bar dues and 
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membership dues for three other 
professional organizations.   Donna 
has a part-time receptionist who also 
does bookkeeping.  She pays the 
receptionist, withholds and pays 
federal and state employment taxes, 
and files a Form W-2 each year.  For 
the past two years, Donna has had 
only three clients – corporations with 
which there have been long-standing 
relationships.  Donna charges the 
corporations an hourly rate for her 
services, sending monthly bills 
detailing the work performed for the 
prior month.  The bills include 
charges for long distance calls, on-
line research time, fax charges, 
photocopies, postage, and travel.  
The corporations have agreed to 
reimburse her.  Donna is an 
independent contractor. 

 
• An auto sales agency furnished space 

for Helen Bach to perform auto repair 
services. She provides her own tools, 
equipment, and supplies. She seeks 
out business from insurance adjusters 
and other individuals and does all the 
body and paint work that comes to 
the agency. She hires and discharges 
her own helpers, determines her own 
and her helpers’ working hours, 
quotes prices for repair work, makes 
all necessary adjustments, assumes 
all losses from uncollectible 
accounts, and receives, as 
compensation for her services, a 
large percentage of the gross 
collections from the auto repair shop. 
Helen is an independent contractor 
and the helpers are her employees. 

 
 
 
 
 
 
 

THE FINAL SAY - IRS DETERMINATION 
 
If the matter of determining whether a 
taxpayer is an employee or an 
independent contractor is not resolved, 
it may be necessary to request a 
determination from the IRS.  Although, 
Kentucky does not have a similar process, 
we accept the IRS determination and 
apply to any case that has not otherwise 
been resolved. 
  
The IRS utilizes Form SS-8, Determination 
of Employee Work Status for Purposes of 
Federal Employment Taxes and Income 
Tax Withholding to make that 
determination for resolving federal tax 
matters.  Firms or workers may file Form 
SS-8 to determine status of a worker for 
tax purposes. (See appendix) 
 
Note:  For the purpose of this form, the 
term “firm” means any individual, 
business enterprise, organization, state, 
or other entity for which a worker has 
performed services.   
 
Additional information may be found in 
the instructions for Form SS-8. 
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Kentucky Revised Statutes 
 
KRS 131.010—Definitions for chapter 
KRS 131.155—Department's authority to require certain taxpayers and other persons 
                     to remit taxes by electronic fund transfers 
KRS 131.180—Uniform Civil Penalty Act 
KRS 134.580—Refund of taxes, other than ad valorem and unconstitutional taxes 
KRS 141.010—Definitions for chapter 
KRS 141.020—Levy of income tax on individuals; rate of normal tax; tax credits;  
                     income of nonresidents subject to tax; election to pay tax 
                     imposed by KRS 141.023 
KRS 141.023—Optional tax tables 
KRS 141.050—Federal interpretations applicable, when; taxpayer record;  
                     subpoenas; forms; regulations 
KRS 141.070—Credits allowed individuals for tax paid to other states 
KRS 141.081—Optional standard deduction for individuals; exception 
KRS 141.130—Liability for tax on discontinuation of business 
KRS 141.235—Action interfering with collection or payment prohibited; limitation 
                      on refund of taxes 
KRS 141.300—Declaration of estimated tax 
KRS 141.310—Withholding of tax from wages paid by employer 
KRS 141.315—Department to promulgate regulations governing certain type of wage 
                     payments 
KRS 141.320—Remuneration by an employer deemed wages 
KRS 141.325—Withholding exemptions -- Certificates. 
KRS 141.330—Employers to file quarterly returns and make payments; liability;  
                     lien on property of employer 
KRS 141.335—Annual withholding statement to be furnished employee 
KRS 141.340—Liability of employer for tax payment; corporate officers 

personally liable 
KRS 141.350—Credit of amount withheld against tax imposed by KRS 141.020 
                     for same taxable year 
KRS 141.355—Crediting of overpayment and refund of balance; withholding in  
                     excess of tax imposed by KRS 141.020, when considered  
                     overpayment 
KRS 141.370—Tables for determining tax to be withheld 
KRS 141.985—Interest on tax not paid by date due 
KRS 141.990—Penalties 

 
 
Note:  Statutes reflected on the following pages constitute the statutes in effect as of 
December 31, 2008.  For updates to reference, refer to www.lrc.ky.gov for all statutes 
and regulations. 
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Kentucky Administrative Regulations 
 
Regulation 103 KAR 1:060 – Electronic Fund Transfer 
Regulation 103 KAR 18:010 – Employers Required to Withhold 
Regulation 103 KAR 18:020 – Withholding Return Adjustment 
Regulation 103 KAR 18:050 – Withholding Statements; Form K-2 
Regulation 103 KAR 18:060 – Miscellaneous Payroll Period 
Regulation 103 KAR 18:070 – Supplemental Wages and Other Payments Subject to 
Withholding 
Regulation 103 KAR 18: 080 – Two or More Employers 
Regulation 103 KAR 18: 090 – Payroll Records 
Regulation 103 KAR 18:110 – Withholding Methods 
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