Fact Sheet 2012

The Misclassification of Employees as
Independent Contractors

The distinction between genuine independent cottraand employees misclassified as
independent contractors is a complicated but cruc#ter. Misclassification is often the result
of cost-cutting measures instituted by employetb@iexpense of their employees. While
misclassification can be understood through a cemgét of definitions set forth by several
government agencies, the impact it has on emplagedear. Misclassified employees lose
workplace protections, including the right to j@imunion; face an increased tax burden; receive
no overtime pay; and may have no recourse for wadepinjury violations and disability-related
disputes. Misclassification also causes fedetale sand local governments to suffer revenue
losses as employers circumvent their tax obligation

This fact sheet will cover a range of issues surding the misclassification of
employees as independent contractors, including bgfinitions of independent contractors; the
reasons why an employer would misclassify an engg#@s an independent contractor; the
extent of misclassification; the costs and consege® of employee misclassification; and what
states and the federal government are doing to abmisclassification.

Defining Independent Contractor

An independent contractor provides a good or sertd@nother individual or business
under the terms of a contrdctThe independent contractor is not subject teethployer’s
control or guidance except as designated in a Mytoiading agreement. The contract for a
specific job usually describes its expected outcorissentially, independent contractors treat
their employers more like customers or clientsgiotiave multiple clients and are self-
employed.

A broad range of workers who pursue an indepentaaé, business, or profession are
generally not legally considered employees. Famynmaofessionals, however, the line is often
blurred, and workers can be classified as eithgi@yees or self-employed independent
contractors. There are several different standasdd to determine if an individual is legally an
independent contractor. While the intricaciesaftcacting are too numerous for a
comprehensive treatment and the applicability eftdst depends on the specific workplace
situation, generally, the independent contractsistemployed by the Internal Revenue Service
(IRS) and the Department of Labor (DOL) offer usefuidelines as to who is and who is not an
independent contractor.



Internal Revenue Service Test:

Because misclassification often results in lostrevenue, the IRS has a vested interest in
determining when it occurs. For the IRS, thenedset number of factors that determines
“employee” or “independent contractor” status. TIR& looks at factors that help it determine
whether or not an employer has the right to cortreldetails of how services are performed. A
worker is generally not an independent contradtbe ior she performs services that can be
controlled by an employér.

Based on this general rule, tleets that provide evidence of the degree of coind|
independence fall into three categories:

1. Behavioral: Does the company control or have tgltrio control the worker as well as
how the worker does her jobRor example, if a company provides training fo tvorker,
this signals an expectation to follow company glings and thus employment status.

2. Financial: Are the business aspects of the workebscontrolled by the payor? (These
include things like how a worker is paid, whethepenses are reimbursed, who provides
tools, supplies, etc.pnly an independent contractor can realize a poofibcur a
financial loss from his or her work.

3. Type of Relationship: Are there written contraat®mployee-type benefits (i.e. pension
plan, insurance, vacation pay, etc.?) Will thatiehship continue, and is the work a key
aspect of the busines$?

The issue of who has the right to control is oftehclear-cut and the tax code does not
define “employee.”Businesses must weigh all these factors when detergnwhether a worker
is an employee or independent contragtor.

The DOL Economic Reality Test:

The DOL has an interest in ensuring accurate ifileestson because only employees
receive Fair Labor Standards Act (FLSA) benefitsd@ral minimum wage, overtime pay, etc.).
The DOL uses an “economic reality test” to deteenwho is an employee and, thus, eligible for
FLSA benefits, by trying to establish whether tharker is economically dependent on the
supposed employer. According to the DOL, “an ey as distinguished from a person who
is engaged in a business of his or her own, isndr® as a matter of economic reality, follows
the usual path of an employee and is dependeriteobusiness which he or she serves.”

The DOL derives its position from judicial precatieAs the U.S. Supreme Court has
not established a single rule or test for detennginvhether an individual is an independent
contractor or an employee, the DOL stresses therfathe Court has considered significant:

The extent to which the services rendered aretagral part of the principal’s business.
The permanency of the relationship.

The amount of the alleged contractor’s investmeracilities and equipment.

The nature and degree of control by the principal.

The alleged contractor’s opportunities for profiddoss.
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6. The amount of initiative, judgment, or foresightopen market competition with others
required for the success of the claimed indepenciamttractor.
7. The degree of independent business organizatiompetion’

Determining economic reality demands only commamss judgments. An employee
who only invests time in an enterprise and whosdahl or her services to only one “customer,”
the employer, is economically dependent upon tllakwAn independent contractor is in
business for him or herself, invests in his ordwn equipment and supplies, and has a broad
customer basg.

Reasons for Misclassifying an Employee as an Indepégent Contractor

The largest incentive for misclassifying workesghat employers are not required to pay
Social Security and unemployment insurance (Ulgs$abor independent contractors. These tax
savings, as well as savings from income, Socialifg¢cand Medicare taxes results in
employers saving between 20 to 40 percent in Costewever, there are a number of other
dishonest advantages an employer may derive frasulasisifying an employee.

+ Because employment and labor laws are based atidred employee-employer
relationships, misclassifying employees as indepenhdontractors can free employers
from responsibility under key laws designed to gcbthe workforce, including
minimum wage and hour laws.

+ Employers may misclassify workers as a way to areent laws overseen by the Equal
Employment Opportunity Commission that protectwlogkplace civil rights of
employees, including prohibitions of employmentdisination based on factors such as
age, race, gender, or disability.

« Employers can thwart union organizing or dilutegaaming units by misclassifying
workers. Independent contractors are not coveyatidNational Labor Relations Act.

+ Independent contractors are usually not permittezhtoll in employer-based health and
pension plans, allowing employers to save monelesrefits*?

+ Employers may misclassify their employees to av@iding to verify that workers are
U.S. citizens or covered by a work visa. By dasogemployers can ignore labor laws
with impunity and exploit low-wage immigrant workewith few legal repercussions.

Misclassification in the FedEx Business Model—a CasStudy:. It is estimated that FedEx cuts
its labor costs by as much as 40 percent by msi§jasy drivers as independent contractors.
Although drivers have little control over the waywhich they perform their job or run their
routes, FedEx has long denied that FedEx Ground-ad&x Home drivers are employees
entitled to benefits and the right to unionize. d@gssifying drivers as independent contractors,
FedEXx is able to transfer operation costs ontdriteers. FedEx is exempted from paying Ul and
Socia1I3Security taxes for the workers, and theynatancluded in FedEx’s health and pension
plans:
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The Extent of Misclassification

Due to the nature of employer misclassificatiargueiate data on the extent of the
practice is difficult to find. One must examinelbgtate and federal estimates to get an idea of
the widespread nature of misclassification. Asessadits generally only target two percent of
employers and many cases of misclassification occtlre “underground” economy, estimates
likely undercount the actual number of misclassifieorkers'*

« According to a 2011 list of state audits compilgdhte National Employment Law
Project, by extrapolating from audit data of missiied workers to account for
employers in the entire state there are an estth868,680 misclassified workers in
lllinois, between 125,720 and 248,200 in Massadisisé04,780 in New York, between
54,000 and 459,000 in Ohio, and 580,000 in Penasji/’

+ The DOL commissioned a study in 2000 to deterntieecixtent of misclassification in
the unemployment insurance system. The study falatdup to 30 percent of audited
firms misclassified their employees as independentractors-?

« Misclassification occurs in nearly all major induss, including delivery services,
building maintenance and janitorial services congmragricultural firms, home health
care, and child care. Misclassification ratesem@ecially high in construction. In 2007,
the Fiscal Policy Institute released a study orclassified construction workers in New
York City, estimating that 50,000 (one in four) \ers were misclassified as
indepel?dent contractors or employed by construc@mpanies completely off the
books:

« The IRS Form SS-8, “Determination of Employee W8t&tus for Purposes of Federal
Employment Taxes and Income Tax Withholding,” pdaa employers and workers with an
opportunity to receive IRS guidance or an intemalit of the business. The IRS estimates
as many as 85 percent of all Form SS-8 filers stithraiform because they want to contest
their treatment as independent contractors.

The Costs and Consequences of Employee Misclassifion

Employee misclassification robs individual workefgheir rights and benefits, adversely
impacts the effective administration of many fetlaral state programs, and creates unfair
competition for law-abiding employers.

+ Based on a 1984 estimate by the IRS, the U.S. Gowant Accountability Office
estimates that employer misclassification cosfékeral government $2.72 billion in
2006° Nearly 60 percent of lost revenue was attrib@etablthe misclassified
individuals failing to pay income taxes on compeiosa The remaining losses stemmed
from the failure of employers and misclassified kess to pay taxes for Social Security
and Medicare and the failure of employers to palgfal unemployment taxéS$.

+ A 2000 study commissioned by the DOL found nea@@@®million in lost Ul tax
revenue per year through the 1990s due to mistitzgsin. Carrying this number
forward to 2005, estimated Ul losses would be endttder of $343 million per year.

s,

\\\_‘f vml...,?.!
@e% DPE Fact Sheet The Missification of Employees as Independent ContractorBage 4 of 8

< c=g
AFL-C'O



The study also found that misclassifying employeesidependent contractors resulted
in lost UI benefits for 80,000 workers annudity.

+ A federal loophole exists, known as the “Safe Hafmvision” (Section 530 of the
Revenue Act of 1978), which precludes the IRS fomthecting income taxes from
employers who “reasonably” misclassify their woskas independent contractors. The
loophole was intended to be temporary until morekable rules were created but the
provision was extended indefinitely in 1982. Thaisy employer with a reasonable
explanation is relieved from having to pay baclketaand the IRS cannot correct the
misclassification in future tax yeats.About 40 percent of unpaid taxes and penalties
cannot be assessed because of the Section 536ti@ss; while the Congressional
Research Service estimated that a modificatiohed $afe Harbor” rules would yield
$8.71 billion from 2012 to 202%.

« States also suffer losses in Ul tax revenue dueigolassification. New York estimated
a loss to the state Ul fund of $176 million annyalln lllinois and Massachusetts, the
annual Ul revenue loss was estimated to be $39Imand $12.6-$35 million,
respectively’*

« For 2010, Virginia estimated there were about 40 @@ ployers misclassifying their
employees, potentially shorting the state aboutr@i2on in general fund reventfg.

« Because companies that misclassify their workemsucdairly lower their labor costs by
as much as 40 percent, they gain an advantagdaweabiding competitors. This
uneven playing field means that lawful employees@anderbid and lose business, wages
and labor standards are depressed across the bodrdltimately lawful employers
subsidize the freeloaders in the form of increaserkers’ compensation and health
insurance premiunts.

State and Federal Government Action to Combat Mis@ssification

In today’s strained fiscal environment both fetlarad state governments are taking
enhanced steps to combat employer misclassificatiimthe federal level, the IRS audits
employers for unreported federal taxes stemming fnaisclassification. States, meanwhile, are
passing initiatives and laws to protect employeebaack down on unlawful employers.

« While the IRS is responsible for auditing employéhg DOL, during the Obama
Administration, has taken steps to increase emplageountability. In September 2011,
Secretary of Labor Hilda Solis announced the sigioha Memorandum of
Understanding (MOU) between the DOL and IRS. Urideragreement, the agencies
will work together and share information to redtize incidence of misclassification of
empl207yees, to help reduce the tax gap, and to mepcompliance with federal labor
laws:

« The DOL, with the encouragement of Vice PresideetBiden’s Middle Class Task
Force, launched the “Misclassification Initiativevhich seeks to combat
misclassification and FLSA violations through th©Ds Wage and Hour Divisioff

+ In 2011, the DOL collected more than $5 milliorback wages on behalf of about 7,800
employees who had been misclassified—a 500 pemerg#ase over the amount
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collected in 2008. They have also hired 300 aoldli investigators to probe
complaints?®

« The administration’s 2010 budget assumed that er&drackdown on misclassification
would yield at least $7 billion over 10 yedPs.

« Labor commissioners and other agency leaders ramtieg 13 states have signed MOUs
with the DOL. These MOUs will enable the DOL t@shinformation and to coordinate
enforcement efforts with participating states tewgr that employees receive the
protections to which they are entitled under fetend state lawi*

+ Many states have also taken the initiative to cdrebgployee misclassification. States
like New York, Massachusetts, Michigan, New Jerseyl lowa have created inter-
agency task forces to study the magnitude of tbblpm and coordinate and strengthen
enforcement mechanisn’s.

« The efficacy of these task forces is apparen0it0, theMassachusetts Joint Task Force
on the Underground Economy and Employee Misclasgifn recovered nearly $6.5 million
through its enforcement efforts. That same yeaw Nork’s Joint Enforcement Task Force
on Employee Misclassification identified over 18)50stances of misclassification,
discovered over $314 million in unreported wages, assessed over $10.5 million in
unemployment taxes, over $2 million in unpaid wagesl over $800,000 in workers’
compensation fines and penaltiés.

« In terms of legislation, states are beginning tesgaws creating a “presumptive
employee status.” Often focused on employmenbsgetith a high number of
violations, these laws require employers to overedms presumption by proving a
degree of worker independence. Such laws have feeesed in Pennsylvania, Delaware,
Colorado, Minnesota, New York, and Maine and aiagtroduced in other statés.
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For more information on professional and technieaikers, check DPE’s website:
www.dpeaflcio.org

The Department for Professional Employees, AFL-MOE) comprises 21 AFL-CIO unions
representing over four million people working irofgssional and technical occupations. DPE
affiliated unions represent: teachers, college pssbrs, and school administrators; library
workers; nurses, doctors, and other health cardgssionals; engineers, scientists, and IT
workers; journalists and writers, broadcast techaits and communications specialists;
performing and visual artists; professional athktprofessional firefighters; psychologists,
social workers, and many others. DPE was charténethe AFL-CIO in 1977 in recognition of
the rapidly growing professional and technical ogations.

Source: DPE Research Department
815 16" Street, N.W., 7 Floor
Washington, DC 20006

Contact:  Jennifer Dorning July 2012
(202) 638-0320 extension 114
jdorning@dpeaficio.org
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