
HR ADVISOR

MARCH/APRIL 2010

6

© 2010 Thomson Reuters. This publication was created to provide you with accurate and authoritative information 
concerning the subject matter covered; however, this publication was not necessarily prepared by persons licensed to 
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 attorney. If you require legal or other expert advice, you should 
seek the services of a competent attorney or other professional. For authorization to photocopy, please contact the 
Copyright Clearance Center at 222 Rosewood Drive, Danvers, MA 01923, USA (978) 750-8400; fax (978) 646-8600 
or West’s Copyright Services at 610 Opperman Drive, Eagan, MN 55123, fax (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.

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 

cial health. In many cases, worker 
misclassification occurs hand-
in-hand with violations of labor 
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 Express1 
(“FedEx”) and United Parcel 
Service.2 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 
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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 unemployment 
insurance trust funds, and work-
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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of federal legislation introduced 
by then-Senator Barack Obama 
was the Independent Contractor 
Proper Classification Act of 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.3 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.4

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.5 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.6 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.7 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.8

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.9 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.10 
Acknowledging that its “emphasis 
[was shifting] to entrepreneurial-
ism,”11 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.”12 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.”13

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 FedEx14 
(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 plaintiffs’ 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.15 
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.16

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.17 In California, 
nearly $7 billion in tax revenues is 
estimated to have been lost due to 
misclassification.18 In 2007, Califor-
nia collected $163.6 million in fines 
and charges from businesses that 
had misclassified independent con-
tractors.19 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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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 unlawful 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.25

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.26 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.27 After 
the court’s ruling, Microsoft set-
tled the case for $97 million.28 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.

III. 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 

to $152 million in uncollected in-
come tax revenue and $35.1 mil-
lion in uncollected unemployment 
insurance taxes.20 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 2005.21 

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.

II. EMPLOYERS’ 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-
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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,29 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.”30 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” is “completely circular 
and explain(s)[ing] nothing.”31

A. “Economic Reality” Test

In FLSA cases, courts apply the 
“economic reality” test.32 The fol-
lowing factors, based on the Su-
preme Court’s decision in United 
States v. Silk,33 are examined under 
the “economic reality” test: (i) de-
gree of control exerted by the al-
leged employer over the workers; 
(ii) 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.34 

The “economic reality” test is 
based on the “totality of circum-
stances,” and no one factor is dis-
positive.35 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.36

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

In Barfield 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.37 
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.38 
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.39

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.40 In Com-
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.41 
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.42 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.”43

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.”44 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.”45 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.46 The Supreme Court 
further reiterated that the Reid fac-
tors are non-exhaustive, and none 
of the factors alone is dispositive.47

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” test48 (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),49 financial control (whether 
a putative employer has the right to 
control the business aspects of the 
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FLSA’s minimum wage and over-
time requirements depends on 
“all the circumstances surround-
ing their activities.”60 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.61 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.62

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-

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,”57 and 
defines “employ” as “to suffer or 
permit to work.”58 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.: 

zz 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-
ises 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.59

Whether interns or trainees 
are employees for purposes of the 

worker’s job),50 and the relationship 
of the parties (how the parties per-
ceive their relationship).51 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.52 
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 
VII,53 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.54 Al-
though “control” is the most essen-
tial factor in the analysis, it is not 
dispositive.55 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.56

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 
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ommendations for increasing col-
laboration between those agen-
cies and compliance by businesses 
with respect to the proper classi-
fication of workers.70 According 
to the 2009 GAO Report, at least 
12 states have some type of agree-
ment with the U.S. DOL to work 
collaboratively to identify worker 
misclassification.71 Additionally, 
34 state agencies share informa-
tion with the IRS on misclassifi-
cation as part of the IRS’s Ques-
tionable Employment Tax Prac-
tices (“QETP”) initiative, which 
has been in place since 2005 to 
identify unlawful employment 
tax practices and to increase vol-
untary compliance with employ-
ment tax rules and regulations.72 
According to the authors of the 
2009 GAO Report, IRS employ-
ment tax officials believe that the 
QETP initiative “sends an im-
portant message to employers and 
workers that the IRS and states 
are working together on compli-
ance issues.”

VI. STATES TARGET THE 
MISCLASSIFICATION 
PROBLEM: INTERAGENCY 
TASK FORCES, LEGISLATIVE 
MEASURES, AND CRIMINAL 
PROSECUTIONS

A. Multi-Agency Approach of 
State Task Forces Shows Signs 
of Success

Within the past few years, inter-
agency and joint “task forces” have 
been established in a number of 
states to combat the gaps and de-
ficiencies resulting from uncoor-
dinated investigations and audits. 
Generally, these task forces have 
been charged with sharing informa-
tion between the relevant adminis-
trative authorities concerning em-
ployers who are suspected of im-
properly classifying workers, pool-
ing investigative and enforcement 
resources, developing strategies for 
systemic investigations of misclassi-
fication practices, increasing public 

other misclassification-related au-
dits with the IRS.64 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.65 
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.66 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.67 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.68 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.69

Another example of the in-
creasing prominence that misclas-
sification of workers has garnered, 
in August 2009, the GAO issued 
a report titled “Employee Mis-
classification: Improved Coordi-
nation, Outreach, and Targeting 
Could Better Ensure Detection 
and Prevention” (“2009 GAO 
Report”) —which discussed the 
extent of worker misclassifica-
tion, the steps taken thus far by 
the U.S. DOL and the IRS to 
ensure compliance with labor and 
tax laws and regulations, and rec-

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.”63

V. FEDERAL AND STATE 
JOINT COORDINATION 
EFFORTS TARGET VIOLATORS 
ASSOCIATED WITH 
MISCLASSIFICATION

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 
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steep, and may include both civil 
and criminal penalties.88 For ex-
ample, the Attorney General can 
issue civil citations and institute 
criminal prosecution for violations, 
intentional or not, of the MICL.89 
A willful misclassification is punish-
able by a fine of up to $25,000 or 
up to one year in jail for the first 
offense.90 Even a “mistaken,” or a 
non-willful, violation can result in 
a penalty of up to $10,000 or six 
months in jail for the first offense.91 
And, if a plaintiff prevails in an ac-
tion alleging violation of the MICL, 
the law provides that he “shall be 
awarded treble damages, as liqui-
dated damages, for any lost wages 
and other benefits and shall also be 
awarded the costs of the litigation 
and reasonable attorneys’ fees.”92

Emphasizing that the “proper 
classification of individuals in the 
workplace is of paramount impor-
tance to the Commonwealth,” the 
Attorney General issued an advisory 
providing guidance on the MICL 
around the same time that Massa-
chusetts’ JTF was established.93 The 
advisory noted that, if a company is 
found to have violated the MICL, it 
may also be liable for penalties and 
fines resulting from violations of 
other state laws, such as those that 
govern minimum wage and over-
time, employer recordkeeping re-
quirements, income tax withhold-
ing and workers’ compensation 
insurance.94 Similar to other states’ 
misclassification laws, the penalties 
associated with the infringement 
of these additional laws can signifi-
cantly impact the bottom-line for 
unsuspecting companies that mis-
classify their employees. 

In New Jersey, the Construction 
Industry Independent Contractor 
Act (“CIICA”) creates a rebuttable 
presumption that full-time con-
struction workers are employees, 
and not independent contractors, 
for purposes of various New Jer-
sey labor and employment-related 
laws.95 If a contractor is found to 

penalties.83 Of those 515 complaints, 
the state Attorney General’s Office 
(“AGO”) investigated 32 cases.84 
During the first year of the JTF, 
the Massachusetts’ AGO initiated 
four criminal investigations and suc-
cessfully collected $200,425 in fines 
from civil citations.85

B. State Laws Enacted, Some 
with Harsh Penalties for 
Misclassification

Another noteworthy effort has 
been led by state legislators, who 
have enacted laws in Colorado, 
Connecticut, Illinois, Louisiana, 
Maryland, Massachusetts, New 
Hampshire, New Jersey, and New 
Mexico, to name a few states, to 
impose harsher penalties associated 
with, and to curtail the pervasive 
problem of, worker misclassifica-
tion. Massachusetts, for example, 
has on its books one of the strict-
est laws on the classification of in-
dependent contractors. Creating 
a strong (rebuttable) presumption 
that a worker is an employee rather 
than an independent contractor, 
the Massachusetts Independent 
Contractor Law (“MICL”) places 
the burden of proving otherwise 
on the employer.86 The MICL 
outlines a rigorous three-part test 
(also known as the “ABC test”), 
and requires that all of the follow-
ing factors must be satisfied in or-
der for an individual to be classified 
other than as an employee: (1) the 
individual is free from control and 
direction in connection with the 
performance of the service, both 
under his contract for the perfor-
mance of service and in fact; and (2) 
the service is performed outside the 
usual course of the business of the 
employer; and (3) the individual is 
customarily engaged in an indepen-
dently established trade, occupa-
tion, profession or business of the 
same nature as that involved in the 
service performed.87

Under the MICL, the fines 
for misclassifying a worker can be 

awareness of the harms resulting 
from worker misclassifications, cre-
ating hotlines for the public to re-
port wage violations, and referring 
cases to prosecuting authorities as 
appropriate. Designed to strength-
en the states’ enforcement of laws 
against employers who misclassify 
workers as independent contrac-
tors, these interagency and joint 
task forces have made significant 
headway in ensuring that workers 
receive the protections and benefits 
to which they are legally entitled, 
and that states recover much-need-
ed revenues.

The New York Joint Enforce-
ment Task Force on Employee Mis-
classification (“NY Task Force”), 
established in September 2007, is 
one of a number of task forces that 
have formed across the country, 
including Connecticut,73 Iowa,74 
Maine,75 Maryland,76 Massachu-
setts,77 Michigan,78 New Hamp-
shire,79 Vermont, and Wisconsin. 
In its 2009 Annual Report, the NY 
Task Force reported the results of 
unprecedented coordination be-
tween the six agencies involved in 
the enforcement of workplace-re-
lated laws.80 During the 16 months 
between its formation and the is-
suance of the Annual Report, the 
NY Task Force identified 12,300 
instances of worker misclassifica-
tion and discovered $157 million 
in unreported wages. Moreover, 
its multi-agency approach has led 
to the recovery of $4.8 million in 
unemployment taxes, more than 
$12 million in unpaid wages, and 
more than $1.1 million in workers’ 
compensation fines and penalties.81

In June 2009, Massachusetts’ 
Joint Task Force (“JTF”) on the 
Underground Economy and Em-
ployee Misclassification issued its an-
nual report.82 Established in March 
2008, the JTF received and investi-
gated 515 complaints during the first 
year of its formation, which resulted 
in the recovery of more than $1.4 
million in fines, assessments, and 
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the Taxpayer Responsibility, 
Accountability and Consistency 
Act of 2009 (“TRACA”) would, 
among other things, change the 
safe harbor provision to minimize 
abuses and require companies that 
pay more than $600 a year to pro-
viders of property and services to 
file an information report with 
each provider and with the IRS.108 
The TRACA bill is currently be-
fore the Senate Committee on 
Finance,109 and is a revival of a 
similar bill, which was introduced 
in 2007 by then-Senator Barack 
Obama, along with Senators Dick 
Durbin, Edward Kennedy, and 
Patty Murray.110 The 2007 bill, 
known as the Independent Con-
tractor Proper Classification Act 
of 2007, was also designed to close 
the Section 530 loophole and in-
crease penalties for misclassifica-
tion, but did not progress beyond 
committee deliberation.111

VIII. WHAT STEPS SHOULD 
EMPLOYERS TAKE?

While the line between an employ-
ee and an independent contractor is 
sometimes difficult to discern, the 
widespread use and growth of the 
independent contractor or consul-
tant designation throughout Amer-
ican business has now raised so 
many questions as to its legitimacy, 
that it has invited the attention of 
governmental agencies (at all levels) 
and from the plaintiffs’ bar. What is 
crystal clear is that legal challenges 
by governmental agencies seeking 
to recoup lost tax revenues arising 
from improper classifications, and 
lawsuits filed by workers who al-
lege they have been misclassified, 
are here to stay. There is simply too 
much money on the table for the 
federal and state governments and 
for the plaintiffs’ bar to walk away. 
If anything, the stakes are likely to 
increase with increased efforts and 
coordination by the federal and 
state authorities to root out em-

tors, rather than employees.102 In 
forming a “working group,” the 
eight Attorneys General recognized 
“that efficiencies … for the states 
will best be served [by] work[ing] 
together,” and urged FedEx to 
examine and change its business 
model to ensure that its workers are 
classified properly.103 Additionally, 
the letter made clear that the At-
torneys General intended to address 
issues related to “making the states 
whole for past practices.”104

More recently, in October 2009, 
the Attorneys General of New 
York, Montana, and New Jersey 
advised FedEx by letter that they 
intended to bring litigation against 
its Ground unit in order “to remedy 
labor law violations resulting from 
FedEx’s continued misclassification 
of its drivers as independent contrac-
tors rather than employees.”105 Be-
cause of the extent of control FedEx 
was purportedly exercising over its 
drivers—i.e., drivers’ uniforms are 
mandated by FedEx, down to the 
colors of their socks, and the per-
formance of their tasks is directed 
and supervised by FedEx—the At-
torneys General concluded that the 
drivers were employees under rel-
evant state laws.106

VII. REVIVAL OF FEDERAL 
LEGISLATION AIMED AT 
WORKER MISCLASSIFICATION 
AND ATTENDANT 
EMPLOYMENT TAX ABUSES

In December 2009, Senator John 
Kerry, D-Mass, introduced a bill 
to close a “loophole” (or “safe 
harbor”) created by Section 530 
of the Revenue Act of 1978, 
which permits a business to treat 
a worker as an “independent con-
tractor” for employment tax pur-
poses, regardless of the worker’s 
true status under the common 
law test, where the business had 
a reasonable basis for its treatment 
based on longstanding industry 
practice, judicial precedent, or 
prior IRS audits.107 If enacted, 

have violated the CIICA, penalties 
include suspension of the contrac-
tor’s registration, a “stop-work” or-
der, and a civil fine of up to $2,500 
for the first violation and $5,000 
for each subsequent violation.96 
Laws similar to the MICL and the 
CIICA have been enacted in other 
states, including Illinois, Washing-
ton, and New Hampshire.

C. Criminal Prosecutions Related 
to Misclassification of Workers

In March 2009, New York’s At-
torney General Andrew M. Cuomo 
announced the first arrest stemming 
from a NY Task Force “sweep.”97 
Charged with several felonies and 
misdemeanors in criminal court, the 
owner of a well-known bakery in 
Bronx, New York, allegedly vio-
lated labor laws by, among others, 
failing to pay unemployment insur-
ance taxes and failing to pay over 
$350,000 in wages.98 According to 
the complaint filed, the bakery own-
er failed to pay the minimum wage 
to at least 25 workers, while requir-
ing them to work up to 80 hours a 
week with no overtime pay.99

In a second arrest, Attorney Gen-
eral Cuomo charged a Bronx-based 
gas station owner with failure to 
pay more than $225,000 in wages, 
failure to pay into the state’s un-
employment insurance system, and 
failure to cover workers with work-
ers’ compensation insurance.100 The 
complaint, filed in criminal court, 
alleged that the gas station owner 
paid his employees as little as $4.00 
per hour for working 12-hour days, 
with no overtime, and failed to se-
cure workers’ compensation insur-
ance for his employees, which is a 
felony offense in New York.101

D. Attorneys General Threaten 
to take FedEx to Court 

In the latest chapter of the FedEx 
saga, Attorneys General from eight 
states sent a joint letter in June 2009 
to FedEx Ground expressing con-
cerns that its drivers may be mis-
classified as independent contrac-
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they properly exclude cer-
tain categories of workers 
to whom the employer does 
not wish to provide benefits 
through inclusion of so-
called “Microsoft” protec-
tive language; 

7. 	 If any of your independent 
contractors have been re-
tained for more than a year, 
be suspicious and conduct 
an audit. The longer the 
term of the relationship, the 
more likely it is that agen-
cies or courts will view this 
worker is an employee; and

8. 	 Consult counsel when in 
doubt.

NOTES
1. 	 See Estrada v. FedEx Ground Package 

System, Inc., 154 Cal. App. 4th 1, 64 Cal. 
Rptr. 3d 327, 154 Lab. Cas. (CCH) P 
60485 (2d Dist. 2007); Shannon Henson, 
FedEx to Cough Up $27M in Calif. Driver 
Case, Dec. 8, 2008, available at http://
www.law360.com/articles/79406 (last 
visited on Jan. 29, 2009).

2.	 See Labrie v. UPS Supply Chain Solutions, 
Inc., 2009 WL 723599 (N.D. Cal. 2009); 
Joyce E. Cutler, UPS Settles Wage and 
Hour Lawsuit Over Driver Classification for 
$12.8 Million, available at http://news.
bna.com/dlln/DLLNWB/split_display.
adp?fedfid=15827634&vname=dlrnotallis
sues&fn=15827634&jd=a0c1p9q9m7&sp
lit=0 (last visited on Jan. 29, 2009).

3.	 Gonzalez v. Freedom Commc’ns Inc., No. 
03CC08756 (Cal. App. Dep’t Super. 
Ct. Orange County), Notice of Class 
Action Settlement, available at http://
orangecountyregistersettlement.com/
pdf/Gonzalez%20v%20Orange%20
County%20Register_Notice_v1.pdf (last 
visited on Jan. 28, 2010); see also Kathleen 
Dunham, Combating the Underground 
Economy, LAWDRAGON, available at 
http://www.lawdragon.com/index.php/
newdragon/fullstory/combating_the_
underground_economy/ (last visited on 
Jan. 29, 2010).

4.	 See Gonzalez v. Freedom Commc’ns Inc., 
No. 03CC08756 (Cal. App. Dep’t Super. 
Ct. Orange County), Notice of Class 
Action Settlement, available at http://
orangecountyregistersettlement.com/
pdf/Gonzalez%20v%20Orange%20
County%20Register_Notice_v1.pdf (last 
visited on Jan. 28, 2010); see also Kathleen 
Dunham, Combating the Underground 
Economy, LAWDRAGON, available at 
http://www.lawdragon.com/index.php/
newdragon/fullstory/combating_the_

2. 	 Communicate to the worker 
clearly at the start of the re-
tention that s/he is an inde-
pendent contractor and the 
terms and conditions of the 
relationship, assuming you 
conclude the worker falls 
within one of the standards 
or tests for contractor status 
that we discussed earlier; 

3. 	 Become familiar with case 
law applicable to relevant 
occupations and/or indus-
tries, which may provide 
helpful guidance when de-
termining a worker’s clas-
sification status (as certain 
occupations and/or indus-
tries have been the sub-
ject of repeated litigation). 
This recommendation is 
true whether the worker is 
classified by you as an in-
dependent contractor or as 
an employee;

4. 	 Note that certain actions 
are inconsistent with clas-
sifying workers as inde-
pendent contractors (e.g., 
an independent contractor 
should not be considered or 
addressed as an employee, 
usually does not fill out an 
employment application, is 
not subject to a “probation-
ary period”, and should not 
have supervisory respon-
sibilities over employees. 
Nor is it a good idea for a 
department manager to as-
sign, direct, appraise and/
or provide merit increases to 
independent contractors); 

5. 	 Be mindful of the factors used 
by the IRS (or other federal 
agencies) and state enforce-
ment agencies when draft-
ing independent contractor 
agreements, and incorporate 
as many factors as practicable 
into the agreements;

6. 	 Review the eligibility provi-
sions of all employee benefit 
plans to determine whether 

ployers who have improperly clas-
sified workers.

Firms with potential worker sta-
tus issues should bear in mind the 
larger ramifications, as one dispute 
often spurs another. Thus, a seem-
ingly innocuous investigation by 
a state’s unemployment insurance 
division, resulting in a determina-
tion that a class of workers has been 
improperly classified, can give rise 
to audits by federal and state tax 
departments seeking to claim back 
taxes, penalties, and fines. It may 
also trigger individual and/or class 
action litigation, not to mention 
the possibility of criminal sanctions. 
And as FedEx’s settlement with 
its California drivers in December 
2008 demonstrates, attorneys’ fees 
in connection with such challenges 
can be sizeable. Employers would 
be wise to consider the following 
practice pointers concerning the 
classification of workers:

1.	 Evaluate the classification 
status of workers carefully 
at the outset of the work 
relationship to determine 
whether a worker is an in-
dependent contractor or an 
employee. Concomitantly, 
if you inherit a large num-
ber of independent con-
tractors on your company’s 
1099 payroll, be suspicious, 
and inquire when was the 
last time the business con-
ducted a classification audit. 
Similarly, if you determine 
the workers are employees, 
don’t simply assume they 
should be designated ex-
empt from overtime based 
on the employee’s com-
pensation, job title, or be-
cause the work is important 
to your organization. The 
FLSA has specific standards 
set forth in regulations and 
a body of Opinion Letters 
for classifying employees as 
exempt or non-exempt and 
these should be consulted;
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