MISCLASSIFYING WORKERS
AS INDEPENDENT
CONTRACTORS: RISKY
PRACTICE, COSTLY MISTAKE

The stakes are high for all the
players—workers, employers,
and federal and state agencies:
The misclassification of work-
ers as independent contractors,
rather than as employees, re-
sults in a significant loss of rev-
enues to federal, state, and local
tax departments, Social Security,
Medicare, the

insurance trust funds, and work-

unemployment

ers compensation funds. More
so than ever, as enforcement au-
thorities intensify efforts to “crack
down” on the practice of misclas-
sifying workers as independent
contractors, the costs of improp-
erly “1099-ing” workers can se-
verely impact a company’s finan-
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cial health. In many cases, worker
hand-
in-hand with violations of labor

misclassification  occurs

and tax laws, which can lead to
the assessment of significant back
wages, overtime pay, liquidated
damages, tax payments, penalties,
and fines. The improper classifi-
cation of workers can even give
rise to criminal liability to com-
pany executives.

Not surprisingly, this growing
confusion as to who is an em-
ployee has spawned a hotbed of
litigation, including a number of
class action suits, some of which
have resulted in massive settle-
ments with some of the country’s
most prominent and largest em-
ployers, such as Federal Express'
(“FedEx”) and United Parcel
Service.? Recently, such practices
have also garnered the attention
of state Attorney Generals, some
of whom have threatened to take
FedEx to court over its treat-
ment of certain drivers as inde-
pendent contractors rather than
as employees. Moreover, at least
one state Attorney General has
brought criminal charges against

business owners for fraudulent

acts related to the misclassification
of workers. While the risk of liti-
gation and administrative agency
investigations was relatively low
in years past, the legal landscape
today is dramatically different as a
result of the economic downturn
and the deep cuts in state budgets
across the country. Moreover, the
plaintiffs’ bar has “caught on” to
the fact that employers, large and
small, are routinely misclassifying
workers, often to reduce cost ex-
penditures, and have found this
to be a fertile area for class ac-
tion litigation, with the promise
of lucrative paydays. Accordingly,
employers should take heed of
the legal issues associated with the
improper classification of work-
ers, and implement some of the
practice pointers discussed below.

In this article, we will discuss
the extent of the misclassification
problem, the legal obligations
of employers to those who have
been misclassified, the standards
or tests for analyzing worker sta-
tus, the growing (mis)use of in-
terns and trainees, and the efforts
by the federal and state authorities
to curb worker misclassification.
Notably, one of the few pieces

© 2010 Thomson Reuters. This publication was created to provide you with accurate and authoritative information
concering the subject matter covered; however, this publication was not necessarily prepared by persons licensed to
HR ADVISOR practice law in a particular jurisdiction. The publisher is not engaged in rendering legal or other professional advice and
—_— this publication is not a substitute for the advice of an attomney. If you require legal or other expert advice, you should
MARCH/APRIL 2010 ¢
seek the services of a competent attorney ot other professional. For authorization to photocopy, please contact the
Copyright Clearance Center at 222 Rosewood Drive, Danvers, MA 01923, USA (978) 750-840; fax (978) 646-8600
6 or West's Copyright Services at 610 Opperman Drive, Eagan, MN 55123, fux (651) 687-7551. Please outline the spe-
cific material involved, the number of copies you wish to distribute and the purpose or format of the use.

Reprinted from HR Advisor: Legal and Practical Guidance. Copyright © 2010
Thomson Reuters/West. For more information about this publication please visit
www.west.thomson.com.



7150
Text Box
Reprinted from HR Advisor: Legal and Practical Guidance. Copyright © 2010 Thomson Reuters/West. For more information about this publication please visit www.west.thomson.com.
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of federal legislation introduced
by then-Senator Barack Obama
was the Independent Contractor
Proper Classification Act ot 2007
which was recently re-introduced
in the Senate. Clearly, in these
difficult financial times, this is not
an issue that is going away any
time soon. There is simply too
much money at stake.

I. THE EXTENT AND COST OF
MISCLASSIFICATION

For businesses, the cost of misclas-
sifying workers can be extraordi-
narily high, if not devastating. In
November 2008, after five years
of litigation and two months of
trial, Freedom Communications
Inc., which publishes, among oth-
ers, the Orange County Register,
settled for a hefty $42 million with
more than 5,000 current and for-
mer newspaper carriers.” The suit
alleged that the newspaper carri-
ers were misclassified as indepen-
dent contractors and, thus, were
denied benefits to which they
were entitled as employees under
California’s Labor Code, such as
minimum and overtime wages and
proper meal and rest breaks.*

In recent years, FedEx has be-
come the poster-child for the
perils of worker misclassification.
In December 2008, after years of
fighting in court, FedEx agreed
to pay nearly $27 million, which
included roughly $12 million in
attorneys’ fees, to approximately
200 drivers in California who had
been misclassified as independent
contractors.”> A year earlier, in De-
cember 2007, the IRS levied $319
million in fines and back taxes, for
calendar year 2002 alone, against
FedEx for underpayments result-
ing from the misclassification of
delivery drivers as independent
contractors in its FedEx Ground
unit.® After years of fighting with
the IRS, the agency reversed its
position in October 2009, and ad-
vised FedEx that it did not have

to pay any assessment of federal
employment taxes with respect to
its independent contractors subject
to the 2002 investigation.” Few
companies—save for behemoths
like FedEx—have the resources to
battle with the federal government
to reverse findings of employment
tax violations, while also litigating
on several fronts in civil actions
brought by aggrieved workers.®

In April 2009, the U.S. Court
of Appeals for the D.C. Circuit
handed down a significant win
to FedEx with respect to its “in-
dependent contractor model” and
its Home Delivery drivers.” Ap-
pealing an adverse ruling by the
National Labor Relations Board,
which had ruled that its driv-
ers were employees and subject
to union organizing efforts, Fe-
dEx successfully argued that the
“somewhat unique” entrepreneur-
ial opportunities of its Home De-
livery model supported a finding
that its drivers were independent
contractors, and not employees.'’
Acknowledging that its “emphasis
[was shifting] to entrepreneurial-
ism,”"" and perhaps slightly away
from the traditional common law
agency test previously used to re-
solve issues of employee status,
the Court of Appeals, in a 2-1
decision, noted that “there is no
shorthand formula or magic phrase
that can be applied to find the an-
swer.”’"? Nonetheless, the Court
opined, it had “considered all the
common law factors, and, on bal-
ance, [is] compelled to conclude
they favor independent contractor
status. The ability to operate mul-
tiple routes, hire additional drivers
(including drivers who substitute
for the contractor) and helpers,
and to sell routes without permis-
sion, as well as the parties’ intent
expressed in the contract, augurs
strongly in favor of independent
contractor status.”"?

While FedEx may have dodged
one (or maybe even two) bullet(s)

and has had some success in de-
fending its “independent contrac-
tor model,” its legal woes are far
from over. Since the 2008 Cali-
fornia settlement, class action suits
brought by drivers against FedEx"
(and other companies) have multi-
plied across the country. One take-
away here is that just because the
IRS went away doesn’t mean that
the plaintifts’ bar or state govern-
ments will shy away from bring-
ing challenges based on other laws.
While the IRS has one standard,
the definition of “employee” may
be different under the myriad oth-
er federal or state laws, still leaving
FedEx vulnerable to litigation.

Other companies too have been
the subject of similar litigation. Just
a few months ago, a putative class
action was brought against Comcast
Corp., the cable services provider,
by a former cable installer who al-
leged that he had been misclassi-
fied as an independent contractor."
The suit, filed in October 2009 in
Massachusetts federal court, also
alleged that TriWire Engineering
Solutions Inc., the company with
whom Comcast contracted to in-
stall cable services, had violated the
Fair Labor Standards Act (“FLSA”)
and state wage laws.'°

As for the national coffer, the
Government Accountability Office
(“GAO?”) has estimated that work-
er misclassification costs the federal
treasury $4.7 billion annually in in-
come tax revenues.'” In California,
nearly $7 billion in tax revenues is
estimated to have been lost due to
misclassification.'® In 2007, Califor-
nia collected $163.6 million in fines
and charges from businesses that
had misclassified independent con-
tractors.'” A joint study conducted
by the University of Massachusetts’
and Harvard University’s Schools
of Law and Public Health in 2004
reported that 36,531 employers in
Massachusetts misclassified as many
as 248,000 workers as indepen-
dent contractors, which amounted
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to $152 million in uncollected in-
come tax revenue and $35.1 mil-
lion in uncollected unemployment
insurance taxes.” According to a
study conducted by the University
of Missouri-Kansas City, Illinois
lost an estimated $53.7 million in
unemployment insurance taxes and
$149 million to $250 million in in-
come tax in 2005.*!

Worker misclassification is not
limited to a few, or specific, indus-
tries. In 2005, the Bureau of Labor
Statistics reported that there were
10.3 million independent contrac-
tors, which represented 7.4% of the
workforce.22 The pervasiveness
of worker misclassification, and
the adverse consequences arising
therefrom, has not been fully as-
sessed since the mid-1980s, when
the IRS conducted its last compre-
hensive examination of misclassi-
fied workers and its impact on tax
revenues. In that study, the IRS es-
timated that 15% of employers had
misclassified 3.4 million workers
as independent contractors in tax
year 1984.23 In a 2000 U.S. De-
partment of Labor (“DOL”) study,
researchers estimated that, if only
one percent of all employees were
misclassified across the country, the
underreporting of unemployment
taxes would total roughly $200
million each year.24 In order to get
a handle on the extent of improper
classification, and as discussed lat-
er in this article at Section V, the
Obama administration is launching,
in 2010, a Labor-Treasury Depart-
ment initiative designed to root out
businesses who have engaged in
worker misclassification.

Il. ENPLOYERS’ LEGAL
OBLIGATIONS TO WORKERS
WHO HAVE BEEN WRONGLY
CLASSIFIED

For whatever reason, there has been
growing confusion among employ-
ers as to who is an employee or a
contractor, and even if the worker
is correctly classified as an employ-
ee, businesses more and more rou-

tinely classify employees as exempt
from overtime, even when many
may not be. Hence, businesses and
their human resources departments
confront growing liabilities and a
host of penalties for employee mis-
classification. Workers character-
ized as “employees” are entitled
to the benefits and protections of
federal and state anti-discrimination
laws, employment rights laws, un-
employment insurance, and wage
and hour laws, to name a few.
Conversely, those who are erro-
neously classified as independent
contractors are unjustly deprived
of many, if not most, of the pro-
tections to which they would be
entitled if they were properly clas-
sified as employees. By and large,
independent contractors fall outside
the protective umbrella of anti-dis-
crimination, employment rights,
unemployment insurance and wage
and hour laws, and may be left
without recourse for unlawtful con-
duct in the workplace. Depending
on the statute and/or the jurisdic-
tion, however, independent con-
tractors may, to a limited extent, be
covered under certain anti-discrim-
ination or employment rights laws,
but these are rare occurrences.”
When an independent contrac-
tor is reclassified as an employee, the
employer will likely be subject to
income tax liability for monies that
should have been withheld from
the “wages” of the “employee,”
employer’s contributions of social
security and federal unemployment
taxes, potential overtime pay and
other wage claim liability, state un-
employment insurance payments,
workers’ compensation insurance
premiums (and potential liability
for workplace injuries), and other
civil penalties and fines. Further,
reclassified workers may be entitled
to coverage and benefits under ap-
plicable employee benefit plans.
On occasion, moreover, a state At-
torney General wishing to make a
name for him or herself may even

seek criminal sanctions against the
executives of the business.

The well-publicized case of
Vizcaino v. Microsoft Corp. high-
lights the perils of misclassifying a
large contingent of workers.®* In
that case, the court held that the
“freelancers” originally hired by
Microsoft as contractors met the
“common law” definition of “em-
ployee” and, thus, were entitled to
employee benefits under the com-
pany’s retirement and employee
stock purchase plans—even though
the freelancers were hired with
the understanding that they would
not be eligible for benefits, were
paid through the accounts receiv-
able department instead of through
Microsoft’s payroll, and were paid
higher salaries than comparable
common law employees.” After
the court’s ruling, Microsoft set-
tled the case for $97 million.?® The
takeaway for employers is that the
contract terms or ‘job profile” are
not determinative of classification
status. Even if the worker wishes to
be considered an independent con-
tractor or a volunteer, the courts
or agencies involved will make the
classification determination based
on the job function and duties ac-
tually performed by the worker.

I1l. VARIOUS DEFINITIONS
AND TESTS FOR ANALYZING
WORKER STATUS EXACERBATE
THE EMPLOYER’'S
CLASSIFICATION DILEMMA

It is no secret that companies have
a financial incentive to misclassify
employees as independent contrac-
tors. Employers who retain inde-
pendent contractors are relieved
from a whole host of legal and
monetary obligations, such as pay-
ing Social Security, Medicare, and
unemployment taxes, providing
workers’ compensation coverage,
paying minimum and overtime
wages, or providing other em-
ployee benefits. Nonetheless, the
absence of a universal definition
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for “employee” or one for “inde-
pendent contractor” only magni-
fies the problem. Federal laws, such
as the FLSA and the Employee
Retirement Income Security Act
(“ERISA”), define the term “em-
ployee” similarly,” but courts use
different “tests” under those laws to
evaluate the status of a worker. Un-
der Title VII, moreover, an “em-
ployee” is “an individual employed
by an employer.”* Such a defini-
tion is not really helpful if you are
trying to assess whether the worker
your business just retained is an
“employee” or a “contractor.” As
the United States Supreme Court
put it, Title VII's definition of
“employee” 1s “completely circular
and explain(s)[ing] nothing.”"

A. “Economic Reality” Test

In FLSA cases, courts apply the
“economic reality” test.*> The fol-
lowing factors, based on the Su-
preme Court’s decision in United
States v. Silk,* are examined under
the “economic reality” test: (i) de-
gree of control exerted by the al-
leged employer over the workers;
(1) workers’ opportunity for profit
or loss and their investment in the
business; (iii) degree of skill and in-
dependent initiative required to per-
form the work; (iv) duration of the
working relationship; and (v) extent
to which the work is an integral part
of the employer’s business.**

The “economic reality” test is
based on the “totality of circum-
stances,” and no one factor is dis-
positive.®® Thus, if a worker is
highly dependent on a putative em-
ployer for his economic existence,
he will be deemed an employee
even if that employer does not fully
direct and control the worker.*

i. Joint Employer Liability Under the
“Economic Reality” Test

In Batfield v. N.Y. City Health
& Hosps. Corp., the U.S. Court
of Appeals for the Second Cir-
cuit ruled that Bellevue Hospi-

tal Center (“Bellevue”) was a
joint employer with three differ-
ent staffing agencies, all of which
separately assigned the plaintiff to
work different shifts at Bellevue.”
Notwithstanding the fact that the
three agencies directly employed
and paid Ms. Barfield, the Court
of Appeals held that Bellevue was
liable to her for unpaid overtime
compensation under the FLSA.%®
Applying the “economic reality”
test, and citing U.S. DOL opinion
letters supporting that conclusion,
the Court held that Bellevue and
the staffing agencies were joint
employers of Ms. Barfield because
Bellevue exercised “formal and
functional” control over her.”

B. Common Law or “Right to
Control” Test

Courts apply the “right to control”
(or “common law agency”) test to
ERISA cases to decide whether an
individual is an employee.*” In Corm-
munity for Creative Non-Violence v.
Reid, the Supreme Court first ar-
ticulated the following 13 factors,
derived from the common law of
agency, to determine whether a
hired person is an employee: (1)
the right to control the manner and
means by which the service is ren-
dered; (2) the skill required; (3) the
source of instrumentalities and tools;
(4) the location of work; (5) the du-
ration of relationship between the
parties; (6) whether the hiring par-
ty has the right to assign additional
projects to the hired party; (7) the
extent of the hired party’s discretion
over when and how long to work;
(8) the method of payment; (9) the
hired party’s role in hiring and pay-
ing assistants; (10) whether work is
part of the regular business of the
hiring party; (11) whether the hiring
party is in business; (12) the provi-
sion of employee benefits; and (13)
the tax treatment of hired party.*!
Reid was a case in which an artist
and a nonprofit group both claimed
copyright ownership of a statue that

the latter had commissioned from
the artist.” Because §101 of the
Copyright Act of 1976 provided
that work prepared by an employee
within the scope of his employment
is part of work made for hire, the
dispute ultimately turned on wheth-
er the artist was an “employee.”*
In Nationwide Mutual Insurance v.
Darden, the Supreme Court opined
that, in the past, when Congress
used the term “employee” without
defining it, “we have concluded
that Congress intended to describe
the conventional master-servant
relationship as understood by com-
mon law agency doctrine.”** Thus,
the Supreme Court held that the
term “employee” should be con-
strued “to incorporate the gen-
eral common law of agency, rather
than ... the law of any particular
State.”* Citing Reid, the Darden
court declined to apply the broader
“economic reality” test and, in-
stead, concluded that the common
law test—focusing on who has the
right of control—should be used
to determine whether an insurance
broker was an independent con-
tractor or an employee for purposes
of ERISA.* The Supreme Court
further reiterated that the Reid fac-
tors are non-exhaustive, and none
of the factors alone is dispositive."
Compounding the lack of clar-
ity surrounding the employee-
employer relationship, federal and
state agencies have developed their
own list of “factors” to determine
whether an individual is an em-
ployee or an independent contrac-
tor. For example, the IRS uses the
“common law” test®™ (previously
known as the IRS “20-factor test”),
which focuses on an employer’s
right to control a worker’s task by
evaluating three primary factors—
behavior control (whether a puta-
tive employer has the right to direct
or control how the worker does the
work),* financial control (whether
a putative employer has the right to
control the business aspects of the
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worker’s job),*’ and the relationship
of the parties (how the parties per-
ceive their relationship).”! Accord-
ing to a report commissioned by
the U.S. DOL, at least four states
have adopted the IRS’ test, and at
least 10 states apply their own fac-
tors in analyzing worker status.>
Similarly, under unemployment in-
surance laws, many states have also
adopted the multi-factor “common
law” test.

C. “Hybrid” Test
Under the “hybrid” test, which is
generally applied in Title VII cases
to determine whether an individ-
ual is an employee subject to Title
VIL> or an independent contrac-
tor who is outside the law’s pro-
tections, most courts examine the
economic realities of the employ-
ment relationship, but the primary
focus is on the employer’s right to
“control” the manner and means
of the worker’s performance.”* Al-
though “control” is the most essen-
tial factor in the analysis, it is not
dispositive.”® In addition, courts
examine a number of other factors
to distinguish an employee from an
independent contractor, such as the
kind of occupation (whether the
work usually is done under the di-
rection of a supervisor or is done
by a specialist without supervision),
the skill required in the particular
occupation, whether annual leave is
afforded, and whether the worker
accumulates retirement benefits.>
Notwithstanding various defi-
nitions and tests, courts have made
clear that classifying a worker is a
very fact-specific analysis, and no
single factor or group of factors
conclusively defines the employee
or independent contractor rela-
tionships. Further, the mere state-
ment in an agreement that a work-
er is operating as an independent
contractor is not dispositive, even
if the worker accepts such a des-
ignation. In general, to be a true
independent contractor, one must

be free from supervision, direction
and control in the performance of
his duties. Independent contrac-
tors are in business for themselves,
offering their services to the gen-
eral public, and bear the risk of
profit or loss from their labor.

IV. INTERNS AND “TRAINEES”:
EMPLOYEES OR NOT?

The same types of legal issues as-
sociated with the misclassifica-
tion of workers are increasingly
plaguing companies that “em-
ploy” interns and/or trainees. As
stated above, the FLSA defines
an “employee” as “any individual
employed by an employer,”*” and
defines “employ” as “to suffer or
permit to work.”>® While the def-
inition of “employ” is very broad,
it has certain limitations, as noted
by the U.S. Supreme Court in
Walling v. Portland Terminal Co.:

B The definition ‘suffer or per-
mit to work’ was obviously
not intended to stamp all
persons as employees who,
without any express or im-
plied compensation agree-
ment, might work for their
own advantage on the prem-
1ses of another. Otherwise, all
students would be employees
of the school or college they
attended, and as such en-
titled to receive minimum
wages...The Act’s purpose
as to wages was to insure
that every person whose
employment contemplated
compensation should not be
compelled to sell his services
for less than the prescribed
minimum wage [these
definitions| cannot be inter-
preted so as to make a person
whose work serves only his
own interest an employee
of another person who gives
him aid and instruction.”

Whether interns or trainees
are employees for purposes of the

FLSA’s minimum wage and over-
time requirements depends on
“all the circumstances surround-
ing their activities.”*®® The U.S.
DOL (interpreting the FLSA) has
consistently applied a six-factor
test in determining whether an
employment relationship exists or
whether someone is appropriately
retained as a trainee or intern and,
thus, exempt from federal/state
minimum wage laws. The six cri-
teria, derived from the Supreme
Court’s Walling opinion, provide
that where training programs are
designed to provide students with
professional experience in fur-
therance of their education, and
the training is academically ori-
ented for the benefit of the stu-
dents, the students are not con-
sidered employees.®’ Therefore,
interns are not considered “em-
ployees” under federal law when
all six of the following criteria are
met: (1) the training, even though
it includes actual operation of the
facilities of the employer, is simi-
lar to that which would be given
in a vocational school; (2) the
training is for the benefit of the
trainee; (3) the trainees do not
displace regular employees, but
work under close observation; (4)
the employer that provides the
training derives no immediate ad-
vantage from the activities of the
trainees and on occasion the em-
ployer’s operations may actually
be impeded; (5) the trainees are
not necessarily entitled to a job
at the completion of the training
period; and (6) the employer and
the trainee understand that the
trainees are not entitled to wages
for the time spent in training.®
With unemployment high and
“jobs hard to come by,” many
out-of-work individuals have been
willing to provide services as “in-
terns” or volunteers to learn a new
skill-set or to “get a foot in the
door,” anticipating the possibility
of employment when the econ-
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omy improves. Private and not-
for-profit businesses, however,
are at risk in retaining individuals
as interns or volunteers, without
paying them the minimum wage
and/or overtime because the U.S.
DOL has steadfastly maintained
that all six factors must be met
for an individual to be deemed a
“trainee,” and not an employee.
Irrespective of how an individual
is described—intern, trainee, ap-
prentice, extern or volunteer—the
ultimate inquiry, under federal
law, is whether s/he is suffered or
permitted to work or falls within
the six-factor test. While most fed-
eral courts have followed the Wall-
ing principles and the U.S. DOL’s
six-factor test, it is worth noting
that there is judicial precedent for
looking at the totality of the cir-
cumstances, rather than applying
a rigid approach, and examining
which party benefits the most from
the relationship—the employer or
the alleged “intern.”®

V. FEDERAL AND STATE

JOINT COORDINATION
EFFORTS TARGET VIOLATORS
ASSOCIATED WITH
IMISCLASSIFICATION

Until recently, federal and state
agencies have independently and
separately confronted employ-
ers that have misclassified their
workers as independent contrac-
tors. Coordination of informa-
tion was virtually non-existent.
In the past several years, howev-
er, greater coordination and col-
laboration between (and within)
federal and state agencies have
resulted in the discovery of nu-
merous violations and the assess-
ment and recovery of large sums
of tax revenues. In mid-2007, the
IRS announced that a major area
of emphasis in fiscal year 2008
would be a worker misclassifica-
tion program. Currently, at least
34 states share the results of em-
ployment tax examinations and

other misclassification-related au-
dits with the IRS.** In November
2009, the IRS announced that it
will commence a nationwide au-
dit of 6,000 randomly-selected
companies to determine, among
other potential tax violations,
whether all employment taxes are
properly accounted for and paid.®
This audit—the first Employment
Tax National Research Proj-
ect undertaken by the IRS since
1984—will examine the num-
ber of employers that misclassify
workers, the number of indepen-
dent contractors who are misclas-
sified, and the resulting loss on
tax revenue.®® Declaring that “the
examinations will be comprehen-
sive in scope,” the IRS intends to
audit 2,000 employers each year
across the next three years.®” Just
recently, moreover, the Obama
administration announced that in
the proposed federal budget for
fiscal year 2011, nearly $25 mil-
lion has been directed to a work-
er misclassification initiative to
be carried out by the Labor and
Treasury Departments to target
employers who have improperly
classified workers as independent
contractors rather than as employ-
ees.® Reports are that this effort
will be used to find an additional
90 wage and hour employees plus
another 10 employees who will
be assigned to the Solicitor of La-
bor’s office to pursue litigation.®”

Another example of the in-
creasing prominence that miscla