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ABSTRACT

This report presents the results of a study on independent contractors (1Cs) conducted in
1998-99. It begins with a decription of ICsin the dternative workforce and definitions
and tests used by federal and state agenciesto classfy them. Next, the motivations of
employersto use | Cs, the motivations of workers to become ICs, and sdlected industries
where they predominate are described. Profiles of employees misclassified as
independent contractors are described, and the results of an attempt to determine the
extent of misclassfication of employees as |Cs and its effects on Unemployment
Insurance (Ul) trust funds are presented. Then the efforts of State adminigtratorsin
dedling with ICs and other significant workforce issues related to | Cs are described.
Findly, the report presents the findings and recommendations of the study.
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DEFINITIONS OF ALTERNATIVE AND NONSTANDARD WORK
ARRANGEMENTS*

Alternative Work Arrangement — Individuas whose employment is arranged through
an employment intermediary such as atemporary hep firm, or individuas whose place,
time, and quantity of work are potentialy unpredictable.

Contingent wor ker — Any worker in ajob which does not have an explicit or implicit
contract for long-term employment. The BLS uses three different definitions; the

broadest of which includes dl wage and sdlary workers who do not expect their jobs to
last.

Contract worker — Workers employed by a company that provides them or their
services to others under contract and who are usually assigned to only one customer and
usualy work at the customer’ swork site. EPI defines a contract worker as anyone who
does contract work regardless as to whether they work at the customers work site or for
more than one custome.

Day L aborers —Workers who wait at alocation where employers pick up peopleto
work for the day; atype of on-cal worker.

Full-time employees — Wage-and-saary workers who work 35 hours or more each week.
I ndependent contractors — Individuas who are not employees in the traditiona sense
but who instead work for themselves, someone who obtains customers on their own to
provide a product or service

I ndependent contractors. sef-employed — Workers identified in the basic CPS as sdlf-
employed who answer affirmatively to the question in the CPS supplement, “Areyou
sdf-employed as an independent contractor, independent consultant, freelance worker or
something e se (such as a shop or restaurant owner)?’

I ndependent contractors. wage-and-salary — Workers identified aswage and sdary
workersin the basic CPS who answered affirmatively to the question in the CPS
supplement, “Last week, were you working as an independent contractor, an independent
consultant, or afree-lance worker? That is, someone who obtains customers of their own

to provide a product or service.”



L eased employees — A type of contract worker, but “in aclassic leasing arangement, a
leasing company provides dl the employeesto aclient firm. In contragt, contract

workers usudly fill specidized occupationa niches within dient firms, working closdy
with the permanent employees of client firms.” (see Vroman)

Nonstandard Work Arrangement — any job that differs from standard jobs due to one
or more of the following ways: the absence of an employer, a distinction between the
organization that employs the worker and the one for whom the person works, or the
temporary ingahility of the job. (see Kdleberg, Arne, and Rasdll, Edith, etd)

Part-time employees— Wage and sadary workers who work less than 35 hours aweek.
On-call workers —Workerswho are called to work as needed, athough they can be
scheduled to work for severd days or weeks in arow. (Examplesinclude substitute
teachers and congtruction workers supplied by a union hall)

Outsideworker — Where there is a difference between the employer directing the
content of the work (the client employer) and the employer who hires and pays the
worker (see Vroman). Examples include contract workers and temporary help agency
employees.

Self-employed — Workers who identified themselves as self-employed in response to the
following question in the basic CPS, * Are you employed by government, by a private
company, a non-profit organization, or were you saf-employed?’ Includes independent
contractors as well as other salf-employed such as restaurant and shop owners.
Temporary worker — equivaent to a contingent worker; encompasses temporary help
agency employees, on-cdl workers, and wage and sdary workers who are temporary
direct hires. (see Vroman)

Temporary help agency workers— Workers paid by atemporary help agency, whether
or not their job was actualy temporary.

*This glossary draws primarily on the origind definitions from the Bureau of Labor
Statigtics but also includes variations as defined by other andydts.



EXECUTIVE SUMMARY

As the economy continues to change, workers seeking a more flexible work environment
and some who were displaced by corporate downsizing have become independent
contractors. Also, the changing nature of employment and the increased use of thosein
the dternative workforce by busnesses, including independent contractors (ICs), has
attracted the attention of policymakers, because the prevailing employment and |abor

laws often do not cover those in the dternative workforce,

The purpose of the study was to provide a better understanding of the |C work
arrangement and its potential impact on Unemployment Insurance (Ul). The research
design addressed the following questions. Who are ICs? Isthere avariancein the IC
classfication sysem? Which occupations and industries are they in? IstheIC
phenomenon employer driven or worker driven? Do employers ddiberately misclassify
employees as ICs, and if o, what is the impact on trust funds?

In order to obtain information on ICs from as wide a variety of sources as possble, andin
a cost-effective manner, the methodology used included areview of literature, research

on the definitions and tests used by States to determine |C status and data collection on a
variety of relevant issues. Interviews were conducted with representatives from State
Employment Security Agencies (SESAS), Wage and Hour, Workers' Compensation,
employer organizations, unions and advocacy groupsto obtain insght on I1C use,
misclassification and the strategies implemented to regulate and monitor ICs.

Based on definitions of standard employer-employee relationships and the classfication

criteriaused by the Interna Revenue Service (IRS) and SESAS, ICs are;

1. Thosewho are classified as |Cs according to their state classfication systems and
recaive the IRS form 1099-Misc from employers reporting receipt of “non-employee

compensation,”



2. those employees who should receive the IRS form W- 2 reporting receipt of
“employee compensation,” but are ddiberately misclassified by employersasiICsand
instead receive form 1099s, and

3. those ICs and workers who operate underground and don't receive either a 1099 or a
W-2 from their employers.

The satewide variance in the | C dasgfication system concerns many within the
government and business communities. The lega research reveded that the basic
rationdein determining |C datusis the extent of control exercised by the employer over
the manner and means under which an activity is to be performed by the worker. State
laws dedling with classification vary and reflect each state’ s socia and economic
philosophy and are shaped and clarified by the judicid process. Ultimately, for Ul
purposes, in the absence of clearly defined standards for determining IC status and
employer liability, in each gate the adminigtrative agency officias and courts settle
disputes by consulting their state’' s definition, applying their date’ stest and law (ABC,

common law or economic redity test).

Theissue of which test is better continues to be debated because each side has avested
interest in safeguarding their legd position. Proponents of change want to introduce a
greater degree of certainty and simplification to the classification process, asserting that
the current system has outlived its usefulness and is not responsive to the changing ways
in which individuals work and business is conducted. Those who oppose changes to the
current system believe that the underlying reason is an attempt to shift most of the costs

of socid benefits and protections from employers to workers.

There is adebate as to whether the |C phenomenon is driven by worker preference or
employer demand. Employers and conservative politicians believe that worker
preferenceis driving IC growth. They focus on the benefits of the working arrangement
and view |Cs as a poditive force shaping the economic and socid landscape. Union
leaders and liberd paliticians focus on the human costs of independent contracting,
without acknowledging that the new arrangements may aso provide more productive



ways of organizing work in today’ s environment. They view the growth as being
primarily employer driven and as a disadvantage to workers. They are troubled by the
fact that employees who prefer the stability of regular full-time employment are being
compelled by employersto accept |C status or are being deliberately misclassified.

The generd consensus of the study respondents on the demographic profile |Cs was that
thereisno typica profile. 1Csare maes or femaes and of dl ages and of avariety of
ethnic origins. They have different education and skill levels. The mgority earns middle
to low-level wages and has no hedth insurance or retirement benefits. Congtruction,
trucking, home hedlth and hi-tech industries were frequently mentioned as examples of
industries mogt likely to use ICs or lure workersinto becoming ICs and contain high

incidences of misclassfication.

The number one reason employers use |Cs and/or misclassify employeesis the savingsin
not paying workers compensation premiums and not being subject to workplace injury
and disahility-related disputes. Another reason is the avoidance of costs associated with
employee lawsuits againg employers dleging discrimination, sexud harassment, and
implementing regulations and reporting procedures that go dong with having employees.
Undergtlanding and complying with al the labor and worker protection lawsis often
beyond the capabilities of many smdl businesses. Even governmenta agencies use ICs
to avoid conferring employee status and attendant benefits because they have
authorization to spend money on contracted services, but not on full-time employees.

The report contains an andys's of aggregate employer audit data from nine states that
was extrapolated to each state’ s workforce to provide arough measure of the extent of
employee misclassfication asICs. The percentage of audited employers with
misclassified workers ranged from gpproximately 10% to 30%. The percentages of Ul
tax revenues underreported due to misclassification varied from 0.26% to 7.46%.

A nationa-leve esimate of the impact of misclassfication on the trust fund was dso
computed for the period 1990-98. It showed a net impact on trust funds ranging from a



$100 million outflow in 1991 to a $26 million inflow in 1997. Assuming a 1% levd of
misclassfication over the 9-year period, the loss in revenue due to underreporting Ul

taxes would be an annud average of $198 million. If unemployment remained at the

1997 levd, the benefits payable to misclassified claimants would be on average $203

million annudly. A more significant item of concern isthat annually there are
estimated to be some 80,000 workers who are entitled to benefits and are not receiving
them. One observation expressed by most interviewees was that an increase in the
unemployment rate could precipitate an avalanche of |1 C related issues. Workers
operating under what at present looks like a good 1C agreement would befiling Ul clams
dleging employee status. The adminigtrative burden associated with asignificant risein

contested claims could prove disruptive to orderly clams processing.

A new breed of accountants and attorneys has emerged to counsel employers on how to
convert employeesinto 1Csto reduce payroll costs and avoid complying with labor and
workplace legidation. In every state that participated in the study, in occupations where
misclassification frequently occurs and is discovered by audit saff, these firms have gone
to the state legidatures to represent the employers and request exemptions from Ul. Such
effortsif they are successful, deprive claimants of the coverage they are entitled to and
reduce the shared cost intent of the Ul trust funds. The current mood in the judicid and
legidative systemsin many datesis very pro-employer and politica events are resulting

in even more occupations recelving exclusons.

A multi agency didogue needs to be sarted to explore the feasibility of extending some

or al of the socia protections now available to employees to ICs, who are currently

denied protection or cannot afford to take full advantage of its availability. For example,
should 1Cs participate in unemployment insurance, including payment of contributions?
Should workers compensation be mandatory for them? Should independent contractor
agreements be subject to certain requirements such as the payment of a minimum wage?
These are afew of the questions that need to be answered in order to respond to the needs
of thisincreasingly important sesgment of the nation’ s workforce.



CHAPTER 1
INTRODUCTION

This report presents the results of a study on independent contractors (ICs) commissioned
by the Employment and Training Services Adminigration (ETA) of the United States
Department of Labor (USDOL).

It begins with an overview of the classfication systems and tests used by adminigrative
agencies and gtate court systems to identify independent contractors. It then describesthe
reasons workers become 1Cs, why employers use them, demographic characteristics of
employees misclassified as ICs and profiles of four industries which have ahigh
concentration of 1Cs. Next, for selected States, it presents the results of an attempt to
determine the extent of misclassfication of employees as|Cs, the effect of

misclassification on unemployment insurance (UI) tax revenues, and the impact on Ul

trust funds. It then describes the experiences of state adminigtrators in dedling with the
phenomenon of independent contractors and other significant issues related to | Cs that
affect the workforce.  Findly, the report presents the findings and recommendations.

1.1 Policy and Economic Context

As the economy continues to change, communications technology advances and more
workers search for dternate ways of living their lives, thereis greater interest in
independent and part timework. Traditiond employment used to mean holding afull-
time job year round, a 40-hour workweek, an established schedule for reporting to work,
and being paid by the firm for which the work was done. In addition, most of the

workers were employees of the organization for which they carried out their assgnments.

This picture has changed dramaticaly over the past decade or so, and many former
employees, for avariety of reasons, are now working as ICs. Many workers displaced by
corporate downsizing, and some of those seeking more flexible work environments, have



formed their own companies. These ICswork for themsdves or their own company,

obtain their clients, and run their own business.

Based on definitions of standard employer-employee relationships and the classification
criteriaused by the Interna Revenue Service (IRS) and State Employment Security
Agencies (SESAS), there are:

1. thosewho are classfied as I1Cs according to their Sate classfication systems and
receive the IRS form 1099-Misc from employers reporting receipt of *non-employee
compensation”,

2. those employees should receive the IRS form W-2 reporting receipt of “employee
compensation,” but are deliberately misclassified by employers as |Cs and instead
receive form 1099s, and

3. those ICs and workers who operate underground and don’t receive either a 1099 or a

W-2 from their employers.

In atypica employer-employee relationship, the employer has the right to control and
direct the person performing the services, what is to be done, how it is to be done, the
place where work isto be done, and the equipment needed to do the work. Where such a
relaionship exists, the employee is required to pay hisor her share of Sociad Security and
Medicare taxes. The business entity is required to pay its share of Socid Security,
Medicare, and Federd Unemployment Tax, and the full premiums for workers
compensation and Ul. Employees have alegd right to organize in unions, and to receive

aminimum wage, overtime pay and Ul compensation if laid off.

|Cs on the other hand, are self-employed. They are not covered by employment and
labor laws that were designed for employees. They are not digible for unemployment
compensation. They must pay the full Socid Security and Medicare taxes on their net
earnings from saif-employment, pay quarterly estimated income taxes if the business
entity does not withhold them, and pay for their medica insurance, worker’s



compensation etc. because employers do not provide them such benefits. They aredso

exposed to incurring afinancid loss from their business.

Determining who is an employee and who an IC is a question that concerns the business
community. Employers are increasingly becoming aware of the issue because of media
reports of businesses facing contested employee classfication cdlams. Audits by the IRS
and the state Ul agency can be economically codtly. If found guilty, the employer is
subject to back taxes, interest, and pendties. In addition, an erroneous classfication
raises issues regarding workers: compensation benefits, overtime compensation, medica,
retirement and other benefits and rights for which employees are typicdly digible.

A burgeoning industry of accounting and legd firms has emerged recently to offer
services to employers to determine who is an employee and who isan IC. They show
employers how to avoid making mistakes in classifying employees and independent
contractors that may lead to problems with the IRS and SESASs.

At the same time, the nature of work and employment arrangementsin the United States
isundergoing atransformation.  Across the country, “workers are abandoning traditiona
jobs, and instead are moving from project to project, assgnment to assgnment,
untethered to any particular employer, unattached to any large indtitution, relying on
themselves, and living by their wits... Some have been pushed...Others have legped.”*
On one sde are those workers who leave traditiona jobs and strike out on their own to
write, photograph, design, consult, program computers, or sl insurance and rea edtate.
On the other Sde are workers with little education, training or skill, who have been
forced by employersinto accepting independent contractor arrangements with low pay
and status and no hedlth, pension, or retirement benefits.

There is a continuing debate as to whether the emergence of independent contractorsis
driven primarily by employer demand or by worker preference. Those who view the

emergence of these new work arrangements as largely employer driven believe they are

! Daniel H. Pink, New Republic, April 27, 1998, p.19



to the disadvantage of workers and society at large. In contrast, those who bdlieve
worker preference is driving many of these changes welcome their appearance as a
positive new force shaping the way businessis conducted. Additiona information on

previous research on the phenomenon of 1Csis contained in Appendix 2.

1.2 Purpose Of The Study

The changing nature of employment and the subgtitution of 1Cs for employees by
business entities has attracted the attention of policymakers at the federd and State levels.
According to sandard measurement indicators, the current unemployment rate of
goproximately 4% is the lowest in three decades; incomes are risng and the economy is
grong. Despite the strong growth in the economy and the labor market, a substantial
portion of the workforce, including ICs, lives without job security and workplace
protection. No comprehensve studies have been done on this emerging phenomenon.

The politics, needs, and wants of independent contractors, much like the form of their
work, do not fit old categories. They operate under less secure job conditions. An
organization that provides support services for |Cs made the following comment about
labor protection laws governing nontraditiona workers. “It may have made senseto
draw digtinctions between employees and independent contractors in the manufacturing
age...but with the shift toward more flexible arrangements, independent contractors often
resemble workers in the manufacturing age in the tasks they perform, and in their
relationships to employers...nearly one-third of the U.S. workforce is actualy working
under the labor conditions of the 1890's.”® That was a period when workers had few
rights and no employment and workplace laws and regulations to protect them.

I ndependent contractors are largely distinct from other types of workers engaged in
flexible work arrangements according to information gethered from the literature. The
purpose of the study was to provide a better understanding of the IC work arrangement

2«Y our voicein the policy debate,” Working Today, 1998.



and its potentia impact on Unemployment Insurance (Ul). The research design

addressed the following questions: Who are independent contractors? Is there a variance
inthe IC classification sysem? Why do employers hire ICs? Why do workers enter such
arrangements? Which occupations and indudtries are they in? Do employers routingy
misclassfy employees as ICs, and if S0, whet is the impact on the Ul trust fund?

1.3 Design Of Evaluation

The objective of the study was to obtain information on independent contractors from as
wide avariety of sources as possble, in a cost-effective manner. Three mgjor tasks were
undertaken:
areview of available data and literature on 1Cs from publications, on-line
databases, and the Internet,

adetermination of the breadth of variance of worker classfication criteria
across states, and,

dgteinterviews and data collection in asample of dates.

- Sitevigtswere made to Washington, New Jersey, Florida, Cdifornia, and
Maryland. Ul benefit and tax administrators, adminisirative law judges,
and gpped s Saff were interviewed to obtain ingght on employee
misclassfication. The project team conducted in-depth data collection and
andyses of employee misclassfication on the state Ul trust funds.

- Representatives from workers: compensation, employer organizations,
unions, and advocacy groups were interviewed to obtain information on
issues specific to the needs and wants of ICs.

- Datawere aso collected from Ul adminigtrators in Colorado, Connecticui,
Indiana, Minnesota, Nebraska, New Mexico, Ohio, Oregon, Pennsylvania,
Texas, and Wisconsin on sates legidative and adminigtrative responses
to the growth of the independent contractor industry.

Almog dl of the interviewees equated employee misclassfication with the operation of

the underground economy.® In their view, there was little substantive difference between

3 Forthe purposes of this report the underground economy is defined as composing of illegal activities,
informal and unrecorded transactions, and income that is not reported.



reporting an employee as an 1C and not reporting him or her at dl. Some of those
unreported operate in the underground economy. It isfor thisreason that a discusson of
the operation of the underground economy is relevant to the study, especialy how it is

related to worker's wages.



CHAPTER 2
INDEPENDENT CONTRACTOR CLASSIFICATION

This chapter begins with asummary of research on the dternative workforce. Next, the
various tests used by Sate judicid systems to determine who is an independent
contractor, and how state agencies and judicia systems classify individuals as employees
or independent contractors are described. It concludes with a discusson on the

implications of the current classfication system.

2.1 The Alternative Workfor ce and Independent Contractors

All the research to date on the size and magnitude of the dternative workforce is based
on the classfication system and data gathered by the BLS for the Current Population
Survey (CPS) Supplement of Alternative and Contingent Work Arrangements. The BLS
researched ICs in the context of other aternative and nonstandard work arrangements—
temporary-help agency workers, on-call workers, and contract workers. The Economic
Policy Inditute (EPI) and the AFL-CIO aso researched the issue of determining the size
of the dternative workforce and its components, and used the CPS supplement published
by the BLS as the basis for their analyses.

Although al the researchers describe the emergence of exceptionsto the typica
employer-employee reationship, they have different conceptions of whet they believe
should be considered typicd and what they believe to be exceptions to the norm, which
influences whether the phenomena are viewed in a positive or anegetive light. What is
known about I1Cs s clouded by the andys's of information on these other categories,
especidly when consdering the varying motives of employers and workers who enter

these arrangements.

The BLS published a CPS supplement on the dternative workforce in 1995, 1997 and
1999. The 1995 study was the firgt attempt to determine what portion of those employed



viewed themselves as being in nonstandard work arrangements. Since there are no
ggnificant differencesin findings between the 1995 and 1997 surveys, the rest of this
section focuses on the 1995 survey data. An additiona reason for focusing on the 1995
survey is aso to remain congstent with the other two studies that are reviewed here,
which base their analyses on the same time period. The 1999 BL S data on ICswas not
andyzed because it was not released in time for analysis for the find report.

The Bureau of Labor Statistics

Four dternative work arrangements (AWAS) are specified in the BLS classification:
independent contractors, on-call workers, temporary help agency workers, and contract
workers. Alternative work arrangementsinclude al part-timers. Part timeis defined as
less than 35 hours per week. Exceptionsto the typical work arrangement are “ defined
dther asindividuas whose employment is arranged through an employment intermediary
such as atemporary help firm, or individuas whose place, time, and quantity of work are
potentialy unpredictable”® The latter portion of this definition applies to both
independent contractors and on-cal workers, while the role of an employment
intermediary isthe crucid eement in defining the temporary help agency workers and
contract workers.

The BLS defines | Cs as those who work for themsalves or their own company, bear the
respongbility for obtaining clients, see that work assignments are executed, and
otherwise run the business. These same criteria could aso gpply to other saf-employed
individuas, such as shop or restaurant owners. The BLS usudly classifies as awage-
and-sdary worker any sdf-employed individua who incorporates his’her business.
However, for the purposes of this supplement, the definition of saf-employed was
extended to include the incorporated self-employed.

Asshown in Table 2.1, dmogt 10% of the total |abor force are in dternative work

arrangements. Between 1995 and 1999, more than half of these workers (8.3 millionin

* Anne E. Polivka,. “ Contingent and alternative work arrangements, defined,” Monthly Labor Review,
October 1996, p.7



1995, 8.5 millionin 1997, and 8.2 million in 1999) identified themsalves as independent
contractors, followed by on-cal workers. Many individuds classfied as wage-and-sdary

workers in the basic CPS survey dso identified themselves as independent contractorsin

the three supplements.

Table 2.1: The Alternative Workforce

Categories (Number millions) % of totd employed
Independent contractors 8.3 6.7
On-cal workers 2.0 1.6
Temporary help agency workers 12 1.0
Contract workers 0.65 0.5
Totd dternative workforce 12.15 9.8
Total workforce 123.2 100

Source: Based on datafrom Sharon R. Cohany, “Workersin alternative employment arrangements,” The

Monthly Labor Review, Oct. 1996, p 31-32.

Economic Palicy Inditute

Compared with the BLS, EPI's researchers have a different conception of what is

consdered atypica work arrangement athough the same CPS data was used. In their

view, thetypicd career paradigm is characterized by lifetime employment with asingle

employer, steady advances up the job ladder, and a pension upon retirement.® All

exceptions to this picture of regular, full-time employment are *nonstandard work

arangements’ (NSWASs), and differ from “standard” arrangementsin at least one of the

three following ways.

- the absence of an employer (asin sdf-employment and independent

contracting),

- adidinction between the organization that employs the worker and the

one for whom the person works (asin contract and temporary work), or

® Arne Kalleberg, and Edith Rasell, and others., Nonstandard Work, Substandard Jobs — Flexible Work

Arrangementsin the U.S, Economic Policy Ingtitute, 1997, p.1




- thetempora ingtability of thejob (as* characterigtic of temporary, day

labor, on-cdl, and some forms of contract work™).

Similar to the BLS, the EPI classification system includes the role of an intermediary as
one of its criteriafor defining exceptions to the norm. However, the absence of an
employer, rather than the unpredictable nature of their work, is the critica factor for
including independent contractorsin the nonstandard work arrangement. Using this
criterion, those workers who do not have an employer, meaning the sdf-employed, are
included in the nonstandard work arrangements. Unlike the BL S classification scheme,
the EPI uses contingent or temporary work as criteria for identifying exceptions to
gandard work arrangements. EPI analysts also highlight the existence of two different
categories of independent contractors, the salf-employed and wage-and-salary ICs.

Table 2.2: The Nonstandard Workforce

Categories (Number millions) % of Totd Employed
Regular part-time workers 16.0 13.7
Sdf-employed 6.4 5.5
Independent contractors/sdlf-employed 6.6 5.6
I ndependent contractors/wage-and-salary 1.0 0.9
On-cal workers/day laborers 19 16
Temporary help agency workers 11 1.0
Contract workers 14 12
Total NSWA 344 29.4
Total workforce 117.04 100.0

Source: Based on datafrom Arne L. Kallenberg, Edith Rasell, et a. Nonstandard Work, Substandard Jobs,
Economic Policy Institute, 1997,p.9

Asshown in Table 2.2, in its estimate of the total workforce, the EPI uses the smaller
figure of 117,040,764 compared with the 123,202,000 reported by the BLSin Table 2.1.
However, the inclusion of part-time workers and the sdf-employed increases the
nonstandard workforce from, 9.9% of the total workforce to 29.4%. In addition, inits
andysis of the BLS data, the EPI has more than doubled the number of contract workers

10




from 652,000 to 1,858,030. 1Cs no longer dominate because the self-employed are
included. Neverthdess, ICsremain as one of the three dominant components of the

nonstandard workforce.

AFL-CIO

Although part-time work islisted as a mgor exception to the standard work arrangement,
it isnot explicitly defined as such by the three criterialisted by EPl. Perhgpsfor this
reason, the AFL-CIO accepts the EPI criteria, but adds a fourth: “the worker is
guaranteed |ess than full-time employment (but may or may not work full-time hours).”®
Asshown in Table 2.3, by doing this, they explicitly include part-timework in

nonstandard work arrangements.

Table 2.3: Nonstandard Work Arrangements (AFL-CIO)

Categories (Number million) % of totd employed
Part-time work (regular only) 20.3 16.6
Work paid by atemporary help agency 12 1.0
On-cdl work 13 11
Day laborer work 0.1 0.1
Work paid by a contract company 1.7 1.3
Work paid by aleasng company 0.5 0.4
I ndependent contracting: wage and sdary 11 0.9
Independent contracting: salf-employed 7.0 5.7
Total NSWA 33.1 27.1
Tota workforce 1221 100.0

Theindusion of part-time and contingent work by the EPl and AFL-CIO researchers
complicates the workforce classfication system, since these are no longer discrete
categories. Neverthdess, these andysts believe that the inclusion is necessary to

accurately represent their concerns about the changing nature of the workforce. The

® Helene Jorgensen, Nonstandard Work Arrangements: Downscaling of Jobs, Department of Public Policy,
AFL-CIO, March 1998.
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researchers also accept the EPI subcategories of ICs. Unlike the EPI however, except for
ICs, self-employed are not included in a nonstandard work arrangement classification.

2.2 Implications of the Classification Differences

These different classfication systems affect the understanding of the IC phenomenon
because they areinevitably linked to the andysis and interpretation of the other emerging

work arrangements. Thisis shown in the illugtrations Figures 2.1 and 2.2.

Figure 2.1 represents the workforce classification system asit is conceived by the BLS,
including the percentage of the overall workforce represented by each work arrangement.
Alternative work arrangements have over 12 million workers (or 10% of the workforce).
All other work arrangements, representing almost 90% of the workforce, are defined as
traditiond within the BL S dlassfication system.

Figure 2.1: Alternative Work Arrangements

Chart 1

Independent Contractors
6.7%

On-call Workers
Traditional Workforce 1.6%
90.1%

Temporary Help Agency

Workers
1.0%
/\Contract Workers

0.6%

Source: Based on datafrom Sharon R. Cohany, “Workersin alternative employment arrangements,” The
Monthly Labor Review, October 1996, p36.
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The BLS and EPI dassfication systems are combined in Figure 2.2, which retains the
data reported by the BLS in the 1995 supplement. It shows how adding part-time and
sdf-employed workers to the BL'S classfication system dramaticaly increases the size of
the nonstandard workforce as a percentage of the overal workforce. Independent
contractors as a percentage of the workforce are the samein both charts. Within the EPI
classfication system, al sandard work arrangements (primarily regular full-time
workers) represent only 71% of the workforce.  The nonstandard workforce including

part-time and sdf-employed workers, represent the remaining 29% of the workforce.
Not surprisingly, the larger figure (29%) has a tendency to appear more frequently in
publications festuring information on independent contractors and other dternative

workers. Thismay contribute to the perception that the number of ICsislarger than that
reported by the BLS.

Figure 2.2: Combination of BLSand EPI Worker Classfication Systems

Part Time

13.5%
Self Employed

5.5%
Regular Full Time Independent Contractors
71.1% 6.7%
On-Call Workers
// L%

Temporary Help Agency
Workers
1.0%
Contract Workers

0.6%

Source: Planmatics analysis based on data from 1995 Current Population Survey Supplement integrating
Bureau of Labor Statistics and Economic Policy Institute classification systems
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Further discussion on the independent contractor measurement issuesis described in

gppendix 2 of this report.

2.3 Legal Classifications of Independent Contractors

Given itslong and tortured history, a certain level of humility is needed in answering the
guestion as to who is an employee and who is an independent contractor, because the line
between them shifts over time. It is not arecent question or even one that first arosein
this century. Its origins can be traced to fourteenth-fifteenth century England.”

According to Linder, thejudicid distinction between employees and independent
contractors has undergone a transformation in its accommodation to radicaly different

socioeconomic and political contexts over the past Six centuries.

The arrangements under which services are provided by one individua to another are
extremdy diverse, are susceptible to immessurable nuances, and are changing.

The prevailing versons are neither new nor sdf-explanatory. Statutes governing the
determination of employee and |C gatus have been on the books for over haf a century.
However, there continues to be agreet ded of uncertainty in many industries today in
making a proper determination. There are no universa rules or ways to gpply each
date' s definition of employee to specific Stuations because unemployment insurance
violations are within the state realm, not the federd redm. In the absence of clearly
defined standards for employee status and employer liability, adminigtrative agency
officids, adminigtrative law judges, and the Sate courts must settle disputes.
Ultimately, the state determines which individuas are employees and which are
independent contractors.

Lega research was conducted to determine how the variance between federa and State
law within states and from dtate to Sate affects worker classification. The nature of a
particular job isimmaterid with respect to aclaim for unemployment compensation if an

" Marc Linder, The Employment Relationship in Anglo American Law: A Historical Perspective
(Contributionsin Legal Studies, No 54), Greenwood Publishing Group, 1989.
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employer supervises and directs an employee and the occupation or profession performed
is not exempted from benefits under the relevant unemployment compensation act. The
determination of whether independent contractors are covered by a particular [abor,
employment, or tax law hinges on the definition of “independent contractor.” Each

date s definition of covered employment, employee and |C were researched. Case law
research illustrated how the definitions were gpplied to a particular set of circumstances
and the resulting judicid interpretation; which states employed the most inclusive and

least inclusve employee definitions, which states used the ABC test or the common-law
test; and which industries had 1C related issues.

The various statutes® and the reasoning employed by the states and the federa
government in determining who is an employee and who is an independent contractor are
described below. Fourteen states plus the Digtrict of Columbia use the common-law test
to define employees for purposes of Ul coverage, while twenty-two use the ABC tegt, ten
dtates use their own test and four states use the IRS s 20-point test.

The Common Law Test
The common law definition is based on a magter- servant type of rdationship in which the

employer (the master) retains the right to control the way work is done by the employee
(the servant). Within the context of the Unemployment Insurance Act it isthe
contractudly reserved right rather than the actua exercise of it that definesthe
relaionship contractor. However, if this right has not been reserved, supervision of the
person doing the work does not automaticaly inditute the right of control or change the
relaionship to one of master and servant.

Contral is often hard to define due to the individud nature of each job that is completed
and date judiciaries often turn to secondary factors and circumstances of the relationship
for guidance in making the determination. For example, if anindividud isworking a his
own pace, with hisher own toals, is being paid for the job he/sheis completing, and only

8 The variance in state classification of workers' compensation laws applicable to independent contractors
isnot covered in thisreport.
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being supervised to ensure the work is being completed according to the contract, then
he/sheisan IC. If anindividud is subject to control in details of employment, is required
to report to work at a certain time and to stay for a certain period of time, paid hourly
wages, required to use the employer’ stools and is supervised, then he/sheisan
employee. It isthese secondary factors, the statutory exemptions aready in place and

the judiciary’ sinterpretations that contribute to the variance in classfication.

ABC Test

The digtinction between an employee and an |C under the ABC test depends on the
existence or nonexistence of the right to control the means and the method of work.
Employment conssts of service performed by an individud, regardiess of whether the
commontlaw relationship of master-servant exigts, unless and until it is shown to the
satifaction of the agency that (A) the individua has been and will continue to be free
from any control or direction over the performance of services both under his contract
and infact; (B) the service is either outsde the usud course of the businessfor whichiit is
performed, or is performed away from its business; and (C) theindividud is customarily
engaged in an independently established trade, occupation, professon, or businessthat is
of the same nature as that involved in the service®  These three requirements must be
concurrently satisfied; the inability to satisfy any one requirement may result in the
unavailability of unemployment compensation.°

While the firgt criterion requires proof that the individud isin fact free from control and
direction in the performance of the services, the courts have never held that there must be
an absolute and complete freedom from control.** The second criterion requires an
enterprise to demonstrate that in order to prove that an individud is not an employee and
enterprise has no liahility, that the enterprise performs activity on aregular or continuous
basis, without regard to substantidity of activity in relation to enterprise’ s other business
activities. The enterprise must prove that al services by the individud were performed

® Tachick Freight Lines, Inc. v. Department of Labor, Employment Security Division, 773 P.2d 451 (Alaska
1991); New Hampshire, Labor, Unemployment Compensation Act, Section 282-A:9
10 Jack Bradly, Inc. v. Department of Employment Security, 585 N.E.2d 123 (11l. 1991).
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away from the enterprises’ business or that the services provided by the individud were
outside the enterprise’ s usua course of business. To satisfy the third criterion, it must be
edtablished that the individual has an enterprise created and existing separate gpart from
the rlationship with the particular employer, that will survive termination of the current
relationship.

The three requirements under the ABC test are the same for al states. How one becomes
labeled an employee or an IC depends upon how the judiciary interprets the facts of the
case concurrently with the prongs of the ABC test. The primary concern is not with the
language in a contract that characterizes an individua as an IC, but on what the IC does
and whether requirement has been met. The courtslook at the actua circumstances of
employment to discover whether the rdationship fals within ambit of satutory exclusion

of relationship from the definition of “employment” for Ul tax purposes.

IRS Test

The IRS uses acommon-law standard that focuses on a business's control over a
worker.? A worker may be trested as an independent contractor only if the business she
or he works for does not direct and control or have the right to direct and control the
means and methods used to do the work. In other words, if an employer can tell aworker

how, when, and where to work, that worker is an employee.

The IRS uses 20 factors to determine if an employer directs and controlsits workers.
A worker does not have to satisfy al of the factors to be classified as an independent
contractor. It isthe totality of the responses to the 20 factors that identify the correct
legd status of the worker. Some factors carry more weight than others do. They are:
(2) the business does not give detailed ingtructions on how to perform the job; (2) the

busi ness does not provide job training; (3) the worker realizes aprofit or aloss from

1 American Transp. Corp. v. Director, 39 Ark.App. 104 (1992). Seeaso, Twin States Pub. v. Indiana
Unemployment, 678 N.E.2d 110 (Ind.App. 1997), Hill Hotel Co. v. Kinney, 138 Neb. 760 (1940).

12 Bureau of Business Practice, “Independent Contractor or Employee? The Practical Guide to IRS Worker
Classification,” (1998).
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working for the business; and (4) the business does not give the worker benefits such as

health insurance and vacation pay.

Economic Redities Tet
Some states use the economic redlities test, which is the broadest test for worker

classfication. If aworker isfinancidly dependent upon one businessfor asubgtantia

part of her or hislivelihood, then an employer-employee relationship exists. Courts have
used some of the following IRS common:law factors to determine the extent to which a
worker isfinancidly dependent on abusiness. They are: (1) the nature and degree of
control abusiness has over the way the worker performs a job; (2) the extent to which the
sarvices rendered are an integra part of the business; (3) the permanency of the
relationship between a business and a worker; (4) the amount of aworker’ sinvestment in
fecilities and equipment; (5) aworker’s opportunity for profit and loss; and (6) the

amount of initiative, judgment, or foresight that aworker needs to show or usein order to

be successful in open market competition with others.

AC Ted

Some dates use a two-part test that takes criteria one and three from the ABC test. For
purposes of Ul, services performed by an individua for remuneration are considered
employment, unlessit is shown that: (1) the worker has been and will continue to be free
from control or direction in the performance of hiswork, both under contract of service
and in fact; and (2) the worker is engaged in an independently established trade,
occupation, profession, or business®® “Employment” is not confined to common:-law
concepts, or to the relationship of master and servant, but is expanded to embrace all

services rendered for another for wages.**

The requirement that the individua be free from control can be met by establishing that
theindividud: (1) is not an agent of the company (does not have an employer name tags),

(2) can work extra hours or change hours without clearing it with the company, (3) can

13 Oregon Unemployment Insurance Act, Title 51, Section 657.040 and Section 670.600 (1998).
Sewing M ** Singer ach. Co. v. Industrial Commission, 104 Utah 175 (1943).
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control the means and direction of his day, and (4) could work for any of the employer’s
dients following termination of the arrangement with the employer.™> The requirement
that the employee’ s occupation be independently established and that he be customarily
engaged in it, means that the business must be created and exist separate from the
relationship with the particular employer. 1t dso means that the individud's business
must survive the termination of the relationship and that the individuad must have enough
of aproprietary interest so that the business can be operated without any help from any
other individud. In deciding whether an individud isan IC, each case must be
determined on its own facts and all the features of the relationship must be considered .1

ABC plus 123
The gtate of Washington subscribes to the three criteria of the ABC te<t, but adds three

additiond criteria. These require that (1) on the effective date of the contract of service,
the individud is responsible for filing a schedule of expenseswith the IRS; (2) the
individuad has established an account with the Department of Revenue; and, (3) the
individua is maintaining a separate set of books or records that reflect dl items of
income and expenses of the busnessthat the individua is conducting.

The types of classfication tests used by sates are summarized below in Table 2.4.
Additiond information on the variance in classification is provided in gppendix 1 of this

report.

15 1nre Hendrickson’ s Health Care Serv., 462 N.W.2d 655 (S.D. 1990). See also, Unemployment
Compensation Fund. Black Bull, Inc. v. Industrial Commission, 547 P.2d 1334 (Utah 1976); J.R. Smplot
Co. v. Sate, 110 Idaho 762 (1986).

16 Egemo v. Flores, 470 N.W.2d 817 (SD. 1991).
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Table 2.4: Use of Tests and Statutes

STATE
LEGAL CLASSFICATION
COMMON LAW TEST ABC TEST IRSTEST OTHER TESTS
ALABAMA v
ALASKA v
ARIZONA v
ARKANSAS v
CALIFORNIA v
COLORADO v
CONNECTICUT v
DELAWARE v
FLORIDA v
GEORGIA v
HAWAII v*
IDAHO v
ILLINOIS v
INDIANA v
IOWA v
KANSAS v
KENTUCKY v
LOUISIANA v
MAINE v
MARYLAND v
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Table 2.4: Use of Tests and Statutes (Cont)

STATE LEGAL CLASSFICATION
COMMON LAW TEST ABC TEST IRSTEST OTHER TESTS

MASSACHUSETTS v
MICHIGAN v
MINNESOTA v
MISSISSIPPI v
MISSOURI v
MONTANA v
NORTH CAROLINA v
NORTH DAKOTA v
NEBRASKA v
NEW HAMPSHIRE v
NEW JERSEY v
NEW MEXICO v
NEVADA v
NEW Y ORK v
OHIO v
OKLAHOMA v
OREGON v
PENNSYLVANIA v
RHODE ISLAND v
SOUTH CAROLINA v
SOUTH DAKOTA v
TENNESSEE v
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Table 2.4: Use of Tests and Statutes (Cont)

STATE

LEGAL CLASSFICATION

COMMON LAW TEST

ABC TEST

IRSTEST

OTHER TESTS

TEXAS

v

UTAH

VERMONT

NEN

VIRGINIA

WASHINGTON

WASHINGTON DC

WEST VIRGINIA

WISCONSIN

WYOMING

*Georgiaand Hawaii employ aslight variation.

Source: Simon & Chuster, “Independent Contractor or Employee”, The Practical Guide to IRS Classification, p74.
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2.4 Implications of the Variance in Classification

Theissue of which test is better continues to be debated because each side has a vested
interest in safeguarding their legd position. Some of the adminigtrative law judges who
were interviewed viewed the ABC test as being somewhat rigid and failing to move with
the times and respond to the changing conditions of the workplace. Under the ABC test,
to be classfied asan IC, al three requirements must be satisfied. They viewed the
commontlaw test aslessrigid, moves with the times because it dedls only with the issue
of direction and control. However, the proponents of the ABC test stated that applying
the common-law test in employment tax issues does not yield clear, conastent, or even

satisfactory answers, and reasonable people may differ asto the correct classfication.

The prevailing classfication sysem isamgjor issue of concern to the business
community and to regulators. The 2000 small business owners that attended the 1995
White House Conference on Small Businesses voted a change in these determinations as
atop priority. Criticsof the current classification systems point to the differences among
the federd and date rules as well as the differences within astate, particularly between
the Ul laws and workers compensation laws. It isthese differences, they maintain, that
creste the uncertainties that can place employersin financid peril.

Those who understand the current classification system point out thet there are vaid
reasons for the differing approaches. Firg, the varying systems are much more dike than
they are different. The basic rationde among them includes a determination of the extent
of the control exercised over the manner and means under which an activity isto be
performed. Another fundamenta criterion is whether the individua performing the
savicesisin fact in busness for himsdlf, and exposead to the financia risk commonly

associated with operating a business.

Contributing to the differences in approach to classfication is the fact that the criteriaand

ther rdative importance are constantly under review by the courts. Thelawsin the
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individua states deding with Ul vary and, in the main, reflect the sate€’ s socid and
economic philosophy. These laws are then shaped and darified by the judicid process
edablished in that state. The end result can highlight the perceived differences,
reinforcing the critics claim of inconsstency. It should be pointed out that athough the
date legidatures are empowered to bring the differing IC criteriainto uniformity, thereis
no evidence in the recent past that thisis their inclination.

Many proponents of change have asserted that the present system has outlived its
usefulness and is not responsive to the ever-changing waysin which busnessisbeing
conducted. Those who oppose wholesale changes in the process argue instead that the
underlying reasons are a thinly disguised attempt to shift most of the cogts of socid
benefits and protections to the workers. The increasing use of al types of nontraditiond
workers, including ICs, has created renewed interest in changing the classification criteria
S0 asto introduce a greater degree of certainty and smplification to the process. In any
event, once a didogue begins, it becomes readily gpparent that a“ one-g9ze-fits-dl”
criterion cannot be gpplied to the dynamics of the workplace. Asdiscussed later in
Chapter 6, both the federd and state governments are revigiting the issue.
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CHAPTER 3
EMPLOYER DEMAND OR WORKER PREFERENCE?

This chapter describes why employers use independent contractors, why workers enter

such arrangements and the economic and socid environment conducive to using ICs.

3.1 Employer Demand or Worker Preference?

Thereis acontinuing debate as to whether IC use is driven primarily by employer
demand or by worker preference. It isinevitable that the findings derived from any
research study will create a context that affects how the andyst will interpret the
phenomenon being investigated. The focus of this study was on dl types of ICsand
information pertinent to both sides of the debate was gathered. The results corroborated

some of the findings on independent contractors contained in previous research.

Those researchers who believe that worker preferenceis driving employer use of
independent contracting, view it as a positive force shaping the economic and socid
landscape, reflecting the changing ways in which businessis conducted. Business
owners and conservative politicians focus on the benefits of the |C working arrangement
and de-emphasize the human cost aspect.

Union leaders and libera poaliticians on the other hand, focus on the human costs of
independent contracting, without acknowledging that the new arrangements aso provide
more productive ways of organizing work in today’s environment. They view the use of
the ICs as being primarily employer driven, and as a disadvantage to workers and society
a large. They aretroubled by the fact that employees who prefer the sability of regular
full-time employment are being compelled by employers to accept |C status or are being
misclassfied. The misclassfication issueis discussed in Chapter 4.
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Employers motives for using |Cs and workers mativations for entering such

arrangements are complex and vary according to need and circumstance. In addition, the

motives of employers who hire existing |Cs are somewhat different from those who

reclassfy and convert their employeesto ICs. Identifying the underlying motives of both

types of employers and workers was crucid to objectively assess thiswork arrangement.

3.2 Employer Motivation

Commonly cited reasons for employers hiring independent contractors include:
Hexibility to:

respond more quickly to risng demand and avoid layoffs of permanent staff
replace absences of regular staff

accomplish specific tasks for specific sums of money

gain access to workers with highly specidized skills on an as-needed basis
focus on core competency and supplement core staff on an as-needed basis
eliminate the time and expense involved in training employees ad,

screening candidates for regular jobs.

Saving in labor cogts through savings on payrall tax and fringe bendfits.

Employers increase short-term profits by replacing skilled workers with those
less skilled, and by subgtituting full-time employees for more flexible, just-in-
time workers. Union representatives of the trucking industry in Washington and
Florida, and the congtruction industry in New Jersey and Maryland cited that it is
alegd way for employersto restrict costly fringe benefits to a certain segment of
their saff.

Ul staff viewed the fact that employers are not required to pay their share of
FICA and FUTA taxes and provide fringe benefits to I Cs as a Sgnificant motive
to misclassify employees as ICsand dso to hire ICs. Employer and worker
advocacy groups were unanimous in their complaint that businesses paying
mandatory taxes on employees are unable to compete with those having small
numbers of employees or no employees and large numbers of I1Cs. In fact, it
induces otherwise complying employers to engage in such practices.

By hiring ICs, employers reduce costs directly by not being required to pay sate

unemployment taxes and workers compensation insurance, and indirectly by
reducing their exposure to costs associated with potential severance and
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disability-related issues such as employee termination and workplace injuries.
The savings generated by not paying the Ul tax on ICswas not viewed as a
sgnificant motive in employer hiring. It was the savings gained in not paying
workers compensation premiums and not being subject to workplace injury and
disability-related disputes that were cited as the most Sgnificant reasons to
misclassify employees and hire independent contractors.

In some industries and occupations (insurance, financia services), employers
recruit employees, train them for a year, then make them switch satus to
independent contractors, but continue to use them under the same terms and
conditions as before. Minnegpolis-based financid advisors of American Express
filed alawsuit dleging this practice. In another federa lawsuit in Cdifornia
(AllState Insurance) agents adleged that the employer retained the authority of an
employer without shouldering the accompanying financid responshilities. The
agents who sl products only for AllState got dightly higher commissions by
switching employment status, but lost most of their benefits and business-
expense rembursements, while the employer maintained al prior dements of
direction and control.

Office space and equipment-related costs of conducting business operations are
not incurred because employers do not provide 1Cs with office space or
equipmen.

Reduced cost of doing bus ness through circumventing compliance with federa and

state labor and workplace legidation.

Especidly in the case of smdl businesses, by hiring ICs, the size of the business
entity can be kept below the number of acknowledged employees that triggers
the need for compliance with many date or federa laws. For example, the
Family Leave Medica Act becomes operative when afirm employs 50 or more
employees. By hiring ICs, the business can stay below 50 employees and aso
deprive the legitimate employees of the benefits of the Act.

According to SESA adminigrators, what drives misclassficaion isthe effort by
employersto avoid the costs associated with employee lawsuits dleging
discrimination, sexuad harassment, and workplace injury; and the regulations and
reporting procedures that go dong with having employees. Understanding and
complying with al the labor laws and worker protection laws is often beyond the
capabilities of many smdl businesses.

Accessto anew breed of accountants, attorneys, and advisors on how to reduce

payroll costs and avoid complying with federal and state labor and workplace

legidation by converting their employees into independent contractors.
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- Ul appeds and tax personnd were concerned and agitated by the lega counsdl
provided by anew breed of law firms operating at state and nationd levels who
specidize in advisng employers on “circumventing but not bresking
unemployment insurance laws.” In some ingtances, former employees of SESAs
daffed these firms. They represent employers before adminigtrative law judges
and state courts on employee status conversion, Ul tax issues, and
misclassfication disputes.

- In occupations where misclassfication frequently occurs and is discovered by Ul
auditors, these firms counsdl and represent employersin lobbying Sate
legidatures to request exemptions from unemployment insurance. I successful,
they deprive clamants of the coverage they are entitled to as well asreducing
revenue to the Ul trust funds. All the study participants from Ul agencies
referred to at least one, but frequently to many such instances.

3.3 Worker Motivation

Interviews reveaed two broad categories of workers entering employer-independent
contractor relationships, those who did voluntarily and those who did not. Commonly
cited reasons from both categories are discussed here:

Voluntary Choices

Inthe BLS surveys, thereisllittle evidence that workers were forced to leave their
regular, full-time jobs to start working for themsaves as ICs. According to the BLS,
independent contractors are “somewhat more likely to have voluntarily left their previous
employment than were traditional workers” 7 “Among men, most said they worked as
an independent contractor because they liked being their own boss™8, whereas the
common reasons given by women for being an IC included “the flexibility of scheduling
and the ability to meet family obligations that the arrangement afforded.”*°

The CPS supplements showed that the vast mgjority of 1Cs (76%) cited persond reasons
for becoming ICs. Lessthan 10% of respondents cited economic reasons. Nearly 84% of

7 polivka, Anne E. “Into Contingent and Alternative Employment: By Choice,” Monthly L abor Review,
October 1996, p58.

18 Sharon. R. Cohany, "Workersin Alternative Employment Arrangements: A Second Look." Monthly
Labor Review, November 1998, p6.

19 1bid
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|Cs stated that they preferred their dternative arrangement to a more traditiona one.
Less than 10% expressed a preference for amore regular, full-time podtion as awage-
and-salary worker. Findly, these ICs do not view their work as contingent, because they
see thar primary work relationship being with their occupation and other colleaguesin
their professona network, and not with any specific employer or organization. Nor do

they view their current job arrangement as temporary.

Specific occupations that are represented by those who voluntarily became ICsinclude
writers and artists, insurance and real estate sales agents, software and Web page

designers, congtruction trade employees, and managers and administrators.

Ul adminigrators in Colorado pointed out that they often encountered workers,
particularly in congtruction, who have little knowledge of tax laws and who perceive the
IC classfication as an dternative or choice. Theideaof being ‘in businessfor yoursef’
sounds positive to these workers. The | C classfication means thet thereis no tax
withholding and the full slary is paid up front. They are not aware of the income and
Socid Security tax consequences until they have to file their income tax returns.

|C status gives workers the ability to claim business expense deductions from federd and
date taxes. They can maintain aquaified retirement plan that permits greater annud
contributions than regular IRAs available to employees, and deduct a portion of the cost
of the health insurance premium. These workers also see their job Stuation as more

secure than their traditiona workforce counterparts.

Involuntary Changes

No data are kept on workers who have been compelled to becoming independent
contractors since the Ul agencies do not have the staff to maintain these records. Their
daff described the following Stuations:
In most cases, workers who should be |egitimate employees were hired from the
outset as ICs.
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Staff in Minnesota, Ohio and New Mexico reported that in most cases new hires,
temporary, probationary, or part-time workers are initially misclassfied asICs. Some
employerslater change the status to employee once they are satisfied with the
individua’ s work performance.

Staff in Colorado and Oregon stated that problems arise when a clamant believes that
he or sheisnot digible for Ul and does not contact the agency. Sometimesa
clamant contacts the agency and then tells the benefit claims person that he was an

|C or sdf-employed, and the agency may not investigate any further. Some
employers intimidate workers not to file for unemployment by implying thet they
would never be rehired in the future. During the audits, the staff discovers employers
that pay employees off the books, but it is often hard to prove because the claimants
are araid to speak out againgt their employer. “Without cooperation, we are many
times unable to resolve these issues”

Large employers “fired” mid-and upper-level managers with high levels of
compensation and hired them back as |Cs without benefits. Maryland, Texas,
Colorado and New Jersey Ul staff reported many cases where people “retired” and
returned as independent contractors doing essentiadly the same work. The forced
converson occurred in dl types of industries and dl Szes of businesses.

Reconverson from IC to employee status so occursin order to avoid paying high
worker’ s compensation premiums on al employees. Workers compensation
representatives in Caifornia described how employers hire high-risk workers (such as
roofers, congtruction workers, bicycle couriers) as 1Cs and convert them to employees
if they get injured on the job, in order to claim coverage under the company’s
workers compensation policy. This practice was prevalent in the other States aso.
The re-emergence of the take-home piecework concept is occurring in the semi-
conductor industry in Cdiforniaand Washington State. Employers give work to
employeesto take home. Instead of paying overtime for take-home work, the
employer categorizes the same employee as an |C and pays by the piece for work
donein the home. Family members“help” and never show up on company books as

employees or ICs.
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Ul tax administrators discussed the collusion between independent contractors and
employersin service indugtries to chest on federd and State taxes. Employers
misclassify employees and issue them Form 1099s ingtead of W-2sto save on payroll
taxes. Misclassified employees believe they are better off by not having income taxes
withheld from payments for their services. By being classified as ICsrather than as
employees, they claim work-related tax deductions that were not incurred.

3.4 Economic and Social Environment Conduciveto I|C Growth

Most of the research on the alternative workforce attribute technological change,
heightened international competition, new management paradigms, deregulation, and the
increasing codsts of payroll tax and fringe benefits as the leading economic factors
generaing the growth in the dternative workforce.

The forces increasing economic competition are creating new opportunities for workers
prepared to take proactive advantage of them. Internet-based placement firms have
emerged as brokers to locate independent contractors to work on projects for client
employers.?® Theincreased use of “long-term temps,” described as a seeming
oxymoron, isin fact anew and growing phenomenon in the American workforce and has
been embraced by many corporations, especialy high tech ones, including Microsoft,
AT&T, Intel, Hewlett-Packard, and Boeing.”*

K nowledge-based workers have increasingly become independent contractors to
capitaize on the demand for their speciaized services in order to take charge of their
economic destinies®? These “free agents’ no longer accept theideathat loydty isgiven
to an organization in exchange for job security. According to Terri Lonier of Working
Solo, Inc., acompany that advises independent contractors, “What we have today is not
job security but skills security. ... Being an individual entrepreneur, you are alot more

20 Anita Sharpe, “’Free Agent’ placement firmsflourish,” Wall Street Journal, November 17, 1998.
21 steven Greenhouse, “Equal Work, Less-Equal Perks: Microsoft Leads the Way in Filling Jobs with
“Permatemps,” New Y ork Times, March 30, 1998.

22 Daniel H Pink, “The politics of free agents,” Blueprint: Ideas for A New Century, Fall 1998
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secure because you can diversify your income... If you work independently, you have
many dlients; your business is more resistant to market change.”®®  According to William
Hald, aprofessor at George Washington University, “It’'s aredefinition of the
employment contract. .. Jobs once reserved for full-time workers are being done...by
consultants, independent contractors...who act as free agents trading on their skill, time
or knowledge. They operate much like SWAT teams, moving from job to job, project to

project and company to company.”?*

Owing to the low setup cogts of becoming an I1C, workers of varying skill levels and
wage rates populate the industry. On one end of the spectrum are “cyber agents’ who
work from home, using their own computers and tel ephones, often for distant employers.
The employers are “ offering what may be the workplace of the future: people using their
computers, operating out of their homes paid minute-by-minute, as some distant
employer needs them.”® Cyber agents are frequently women with little education,
homemakers, retirees, or welfare mothers who are classfied as independent contractors
by their employers. At the other end of the spectrum are the knowledge-based 1Cs who
enjoy higher levels of remuneration, with Ssmilar basic requirements to establish
themsalves, a computer, answering machine, telephone, Web site, and an e-mail account.

Some believe that the changes in the family structure and work ethic are heping to
maintain the momentum in the |C community. The arithmetic of the family has changed
fundamentally, although the ingtitutions of the workplace and home have not.*® The
traditiona family had two adults and two jobs — the husband with afull-time paid job in
the workplace and a wife with afull-time unpaid job a home. It has been replaced by
two-career, three-job families ill done by two adults, and one-career, two-job families
done by one adult. Work is <till governed by laws forged over 60 years ago, to address
the needs of 40-hour-a-week full-time employees.

23 John Carlin, “You Really Can Do It Your Way,” London Independent on Sunday, November 30, 1997,
copyright 1997 Newspaper Publishing P.L.C.

24 Tammy Joyner, “ Contingency Workers Go Where They Are Needed,” Atlanta Journal and Constitution,
Knight-Ridder Tribune Business News, October 13, 1997.

25 John Dorschner, “Miami Company Plansto Add Clients, Help Agents,” Miami Herald, Knight-Ridder
Tribune Business News, January 17, 1999.
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More women are joining the ranks of independent contractors because self-employment
for at least one partner gives them employer-provided benefits and the autonomy and
flexible work level they need. Between 1988 and 1996, the number of sdlf-employed
women grew at five times the rate of sdlf-employed men and three times the rate of

sdaried women.?” Employers, for whom the 40-hour week was once a mandated novelty,
are now coping with variable careers. The new arrangements areincreasingly being
experimented with, not to replace the traditiona workforce, but smply to supplement it.22

Some advocates of the dternative workforce are calling for public policy changes. In
some occupations and industries where fredancing is common (congtruction, writers,
screen actors), fringe benefits largely unavailable to workers outsde the traditional
employer-employee relationship are becoming available to I Cs, to accommodete the
periodic nature of their employment. “Working Today” an organization representing
independent contractors, provides a variety of benefits at group rates, including hedth
insurance, retirement planning, and low-cost Internet access services to its white collar
professiona ICs. However, worker protections such as Ul and workers compensation
remain limited to employees. Advocates believe that such benefits should be tied more to
the individua and become less dependent on the nature of their economic relaionships.
This would enable employers to enjoy the continued advantages of labor force flexibility,

but not at the expense of individua workers?®

26 K athleen E. Christensen, and Ralph E. Gomory, “Three Jobs, Two People”, Washington Post, 6.2.99
27 K arin Schill, “Independent Spirits,” News & Observer, Raleigh, NC

28 Edward A. Lenz, “Flexible employment: Positive strategies for the 21 Century,” Journal of Labor
Research, 1996.

29 saraHorowitz, “Making Flexibility Fair,” Working Today, 1998, Daniel A.Pink, “Free Agent Nation,”
Fast Company, December/January 1998 p.142.
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CHAPTER 4

PROFILESOF MISCLASSIFIED INDEPENDENT CONTRACTORS
AND THEIR EMPLOYERS

This chapter describes the demographic characteristics of employees who are
misclassified as independent contractors. Four profiles are presented of industries with a
higher than average use of I1Cs.

4.1 The Misclassified I ndependent Contractor

This section is based primarily on information provided by State Employment Security
Agency personnd. Ul adminigtrators who make status determinations for unemployment
insurance purposes were questioned about the typica demographic profile of
misclassfied ICs. Ther response was.

“Thereisno typica demographic profile” — Ul Connecticut, Maryland and New Jersey
“All socid-economic levels of workers are part of the profile.” - Ul Nebraska

“The most common ICs are workers who can sdll their services with minimal investment.
—Ul Wiscongn

“Mostly part-time workers and individuas paid by ore piecerate.” — Ul New Mexico
“Many workers with low job skill levelsin such occupations as resdentid framing
contractors and landscapers ... We dso find technical workers such as x-ray technicians
and dentd hygienigs” — Ul Ohio

“Low wage workersin congruction/agricultura labor jobs” — Ul Texas

“Generd labor ...followed by sdes, technical and professond labor” — Ul Minnesota

Misclassified ICs may well be mae or female, and of White, Black, Higpanic, Asan or
Eastern European origin. They come in dl age groups, with different education and skill
levels. Almogt dl have no hedlth insurance or retirement benefits, earn middle-to low-

level wages, and belong to a variety of occupations and industries.



Figure 4.1 illustrates the data from the BLS 1997 survey on aternative work
arrangements. It compares the distribution of independent contractors by industry with
traditiona workers by industry, to ascertain whether |Cs are attracted to certain
industries. Services cover awide array of occupations, including auto and other repair
sarvices, persona services, entertainment services, medica services, socid services, and
educationd services. The largest proportion of ICs (39%) isin services. However,
34.5% of the traditiona workforce are aso in the service sector and thereis no great
disparity in this category. Twenty-one percent of 1Cswork in construction according to
BL S figures, whereas only 5% of traditiona workers are employed in this sector. There
isaso agreater percentage of 1Cs than traditiona workers in the finance, insurance and
redl estate sector athough the diparity issmdler.

SESA and Wage and Hour staff and advocates of employer groups and unions reported
that a sgnificant number of 1Cs operate in service industries such as home hedlthcare,
landscaping, food preparation and processing and congtruction industries. Within the
condruction and home hedthcare indudtries, there are many illegal immigrant workers of
Hispanic and Eastern European origin. The garment and electronic assembly industries
have high concentrations of ICs of Asan descent. New Jersey, Maryland and Cdlifornia
had particularly high leves of Hispanic and Eastern Bloc workersin the resdentid
condruction industry. In Washington, in the trucking industry, there are large numbers of
recent immigrants from the Ukraine, Russia, and Poland.

Many ICsin resdentia congtruction, trucking and home hedlth care businesses possessa
relatively low level of education. The independent contractors in the high tech indusiry
who work as software engineers and computer programmers are educated individuals.
However, the other category of 1Csin the high tech industry consists of piece workers,
who are Asan immigrants with little education and few skills.

One particular subcategory of I1Cs, the recent immigrants who are legal and illegd, was

resdent in dmogt al the Sates that participated in the study. They are not their own
bosses and do not own businesses or work equipment. These so-cdled independent
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contractors are unaware of American worker arrangements, ethics, rights and laws, and
are willing to work for low wages. Employers misclassfy this group of employees as
independent contractors and do not provide them with any benefits or rights, but maintain

direction and control as employers>

These workers are often discriminated againgt, and most often, exploited by employers
belonging to their same racid or ethnic groups. However, the employers came earlier to
the United States, sometimesin identical circumstances, and etablished themselves as
legal business entities. These employers are confident that these independent contractors
would not dispute their worker status — even if caused by discrimination, termination of
the relaionship, or ajob-related injury — owing to fear of deportation, language barriers

and ignorance of worker rights.

30 | nterviews with administrators at SESAsin New Jersey, Washington and California
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Figure4.1: U.S. Independent Contractorsvs. Traditional Work Arrangements

Per centage Employed

Agri, Forestry, Construction Manufacturing ~ Finance, Ins. & Wholesale Retail Services Transportation & Others
Fishing & Real Estate Communications
Mining

Independent Contractors Sectors

O Traditional worker Arrangements

Source: Based on data compiled by the BL S from the 1997 Current Population Survey Supplement of Alternative and Contingent Work Arrangements
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4.2 Selected Industrial Profiles

Trucking Industry

In 1979, the trucking industry was deregulated, eiminating regulation of interstate and
intragtate trucking. Essentidly, federd, sate, and local governments were prohibited
from regulating the rates, routes, or services of any truck carrier. Now 20 years later, the
truck driversin Washington and in many other states appear to have come full circle.
Owing to changesin economic conditions such as the increase in competition, declining
earnings, and lack of benefits, truckers who once enjoyed their independent contractor
gtatus now wish to revert to employee status with union backing. Labor laws prohibit

truckers who are independent contractors from forming unions.

Representatives of the labor unionsin Washington State, Cdifornia, and Florida reported
that some of the truckers are legitimate employees of the freight companies, operating
under the direction and control of the specific trucking company and that company's
businesslicense. However, their employers deliberately classify them as independents to
reduce tax ligbilities and avoid providing benefits.

Washington State

Nikolay Lavrentiev, an Estonian, is one of many immigrant workers who took a truck-

driving course upon arriva in the United States to achieve the American dream of
affluence and a better life than the one he had left behind. Unlike sdlaried union workers,
Lavrentiev is an owner-operator, paid, not by the hour or by the week, but by the number
of containersthat he ddiversin aday. He often spends haf of his day waiting around the
ports of Sesettle and Tacomafor his next delivery. Sometimes only two or three
containers are moved in aday at arate of $28 to $40 per container. “I1 cannot afford to
wait, but | have no choice" he says3! There are many drivers competing for the same
work, and much of their day is spent waiting in line to enter the terminds.

31 patrick Harrington, “Teamsters tackle Seattle waterfront's low-paid immigrant truckers,” Seattle Times,
Knight-Ridder Tribune Business News May 23 1999.
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The freight companies that employ Lavrentiev consider him an independent contractor,
paid by the number of containers he hauls and not at an hourly rate. He does not qualify
for benefits and is respongble for dl the expenses incurred in delivering the containers.

He makes $1100 monthly payments on his truck and considers himself lucky that he
owns histruck. Others pay as much as 40% of their earnings to lease trucks from
brokers. Lavrentiev dso hasto buy hisfud and works without hedth insurance and other
benefits. He and many other truckersin smilar Situations are dleged to make only $7

per hour after expenses, which isin stark contrast to the unionized employees on Settle's
waterfront, who are dleged to be making around $100,000 annudly. Lavrentiev is
frugtrated by this. “Some of those people are making three times more money than what

wedriversdo,” he says. “We are like daves to the big companies.”?

The owners of the trucking companies say that deregulation has forced them to become
heavily reliant on independent contractors. The companies vicioudy compete for
business from shipping lines, driving down profits. For agiven job, whether it requires
the movement of a handful of containers or hundreds, the trucking companies submit
their prices to shipping lines and the shippers award the job to the lowest bidder. The
employers cannot afford under these bids to pay for benefits such as hedth insurance for

the truckers and so they hire independents instead of employees.

One of the interviewees for this study, Kepler, who represents the General Teamsters
Loca Union 174, saw it differently. The Teamsters contend that the drivers are
employees of the freight companies because they operate under the authority of a specific
company and that company's business license. They believe that employers are
ddiberately misclassfying truck drivers. Kepler sad, “If you are supposed to be an IC,
then why is someone e se's company name on the side of your truck.” He aso stated that
in the case of truckers who are employees, “employers put it into your mind that you are

an |C so that you don't even apply for Ul; perhaps that you don't fed entitled to receive

32 | bid.
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it.” Some employers are dleged to deduct the cost of workers' compensation insurance
from the wages paid to their employees.

The Stuation at the ports has changed dramatically over the past 20 years. Inthe old days
freight companies used company-owned trucks and unionized drivers. Owing to non
union competition, most Teamgter carriers have been driven off the waterfront by
downward pressures on wages and benefits. Ever since trucking deregulation in 1979,
Teamster members and owner-operators have been at each others throats. According to
the Teamgers, in today’ s economy, freight-moving firms use owner-operated trucks
amog exclusvely. Only ahandful of the freight companies remains unionized.

The Teamsters are joining forces with the owner-operators. The way to protect
Teamgters jobs and improve the wages for owner-operatorsis to put everyone on alevel
playing fidd by getting al waterfront companies under amaster agreement with common
wages and benefits, so that those employers hiring independents will not have a
competitive advantage over trucking companies with union employees. That’show it
was before deregulation, al waterfront truckers were employees of trucking companies,
having the same labor costs. The Teamdters believe that when companies compete with
each other they should do so based on efficiency and customer satisfaction, not on how
little they can pay their drivers.

Horida

The stuation issimilar in Forida. Since independent contractors are not alowed to form
unions, the Container Movers Association, agroup of drivers who move freight from the
port of Jacksonville want to form their own trucking company. Thiswill enablethem to
form a union, and ensure that they will be able to negotiate wages and benefits and better
working conditions. Currently the drivers own their own trucks, and contract with
exiging truck companies to move freight from the port. As mgority owners of atrucking
firm, the drivers would ask the management team to recognize them as employees, giving
them the ability to form a union and to offer hedlth care plans and other benefits.
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According to Hy Cohen, alabor activigt, “thisindependent contractor scam is stripping

workers of their rights and benefits. It isascheme to bresk the unions”*

Condgruction Industry

The congtruction industry was the industry frequently cited by interviewees as most likely
to use ICs, contain the highest incidence of misclassification, or as one that lures workers
into becoming ICs.

In any industry, it makes economic sense to award a contract to the lowest bidder. The
condruction indugtry is no different. Many employers believed that hiring independent
contractors was away to cut their costsin order to improve their competitiveness and get
more contracts. Employers who misclassify employees as ICs gain adistinct competitive
advantage over those who pay taxes, provide benefits to their employees, and are placed
on equa footing with employers who operate in the underground economy. The benefits
to be gained in this arrangement greetly outweigh the risks associated of being caught.

The ICs in the condruction industry belong to the low-skilled, less-educated group, of
which many are recent immigrants. Employers exploit these workers by paying them
very low wages “under the table,” because they do not know or understand their rights as
employees. The advantagesto ICsthat are paid “ under the table” are:
- they can avoid paying taxes on income
- they can shied income sources from their creditors and/or former spouses
- they can make more per hour if paid in cash rather than by payroll check
- they can draw benefits such as welfare, unemployment insurance, or disability

insurance if legdly entitled to be employed in the United States

The congruction industry is alucrative source of employment opportunity for illega
immigrants. Work is plentiful because of the current tight labor market for unskilled

workers. Most undocumented workers take jobs that are considered the most undesirable

33 Tim Wheeler, “GOP tax bill strips workers of jobs benefits,” People’s Weekly World, July 26,1997
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and unssfe. “In the padt, that often meant toiling in the fields. But now other types of
manua labor, often entry-level congtruction jobs, are the most prevaent work for
undocumented workers.”**  In Florida, 95% of drywall installers and roofers are
independent contractors. Employers who are willing to take risksin order to regp the
above-mentioned benefits often ignore checking status to determine digibility to work.

In 1986, Congresstried to clamp down on the number of illegd immigrants working in
the United States by enacting the Immigration Reform and Control Act (IRCA), making
it acrime for employers to hire undocumented immigrants. The act requires employers
to verify the employment digibility of acandidate before hiring by examining
identification documents such as a Socid Security card. The gpplicant must dso fill an
[-9 form (Employment Eligibility Verification).

The system has many loopholes. Counterfeiting is rampant and employers are hesitant to
chdlenge dl but the most obvioudy counterfeited documents for fear of being sued by
lega workers dleging discrimination for questioning their status. In New Jersey, the INS
will fine employers only if they prove that the employer knew the identification
documents presented were fraudulent or counterfeit. Another loophole in the federd law
isto clam that workers are independent contractors, exempted from filling out the 1-9
work form or providing identification. In congtruction, workers go from job to job and

from contractor to contractor, and it is difficult to find out who the actud employer is.

In Maryland, Cdifornia, and Florida, the union advocates who were interviewed stated
that misclassfication was high in both resdentid and commercia congruction. Building
contractors force their employeesto file the IRS 1099 form identifying themsdves as
independent contractors. Some pay cash. In Maryland and New Jersey, inspectors
discovered that workers were being paid cash at federd congtruction sites. Thistype of
activity is preventing the legitimate firms in the condruction industry from competing for

34 Diane Smith, Andrew Backover, “Working around the law as the government turns its attention
elsewhere, North Texas employersincreasingly rely on undocumented workers,” Fort-Worth Star-
Telegram, 4/18/99.
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contracts. The boom in the industry and inadequate enforcement of standards by state
agencies invite employers to circumvent labor laws and violate workers' rights.

In Florida, the unwritten rule in the congruction industry isthet al workers are
consdered independent contractors. Thereisno federa or state statute to mandate this,
nor would the condruction industry be able to satisfy an inquiry into direction and control
with the levd of satisfaction necessary to classify their worker as an independent
contractor. If the courts determine that the workers of a particular construction company
are employees, that company is unable to compete in the market. 1f acompany cannot

compete, then it cannot survive. Therefore the courts will not change the classification.

In New Jersey, the representative of the AFL-CIO stated that “misclassfication is
pandemic in residentia congtruction.” Immigrants from Poland, Russia, and other
Eagtern Bloc nations and Hispanic immigrants are being exploited. Hours worked and
wages arefddfied. The prevaling wageis oftenignored. It iscommon for independent
contractors and crew leaders to provide proof of insurance to start work in construction
and then stop paying the premium shortly afterward. Workers are intimidated by their
employers, have no desire to encounter enforcement staff from the Department of Labor,
and are distrustful of government and its attendant regulations because of previous
experiencesin thelr homdands.

State and federd agencies have insufficient staff to crack down on employers who
misclassfy workers. States' resources need to be used prudently to pursue the “big fish.”
An example of thisisthe case againg Houston Dry Wall which became the first of a
dozen companies to catch the attention of ajoint task force set up by the New Jersey
Department of Labor and Divison of Taxation to monitor the congtruction industry.
Houston had alot of contractsin New Jersey, but very few employees. They transported
legd and illegd immigrants from Texas to New Jersey to work in residentid congtruction
gites, asindependent contractors “who were closaly supervised by crew leaders” The
dtate was seeking around $136,000 in gross income tax and $459,000 in unemployment
and disability insurance taxes, plus interest and pendties, from Houston Dry Wall.
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According to Houston Dry Walls' attorney Robert Altar, the state agencies have
incorrectly classified the workers by confusing the difference between an IC and an
employee. He was quoted as saying “the workers were al out- of-Staters, and the work in
New Jersey was temporary. It al comes down to control. When you hire someone to
perform aservice for you, do you exercise a degree of control over that person?>° Altar
argued further that “these guys have trades, they own vans and they work for other
people.”*® However, the task force differsin their interpretation of the rules. According
to them, if workers use materias purchased by the contractor, and their timeis controlled

and they are told where to work, they are employees and are subject to taxes.

After the Houston Dry Wall case, the State tax agency added 28 new investigators to
ferret out potentid violators. Thetip that led investigators to Houston Dry Wall came
from the Foundation for Fair Contracting, which operates in many states. 1t was set up by
the building trades to ensure that contractors winning public work were complying with
gate labor laws, and to report to enforcement agencies on industries where fraud and
abuseisvery high. The executive director of the Building Contractors Association of

New Jersey, who was interviewed for this study, Stated that “anyone skirting the system
and not paying what they are supposed to pay has an unfair advantage over the legitimate
guy.” Thisassociaion of 160 smdl and large commercid contractors supports the efforts
of the State task force in attacking this problem.

Home Healthcare Industry

Independent contractors are avisible presence in the home hedthcare industry, which is
growing rgpidly. Some of the highest levels of misclassification prevall in thisindudry.
According to the worker’ s compensation administrators who were interviewed the home
hedlthcare industry is second only to the trangportation industry in terms of the number of
on the job accidents each year. This gives employers even more incentive to misclassfy

35 Dan Weissman, "Builder caught in state tax crackdown” Star-Ledger Newark, p 35, February 18 1999.
36 ||
Ibid.



employees as ICsin order to avoid the worker’ s compensation premiums that are

synonymous with thisindudtry.

The demand for home healthcare covers awhole range of occupations, from registered
nurses and certified nurang assistants to home companions. The grestest demand is for
certified nursing assstants. The demand for home hedlth care has skyrocketed over the
past decade because of the growing numbers of the population that can no longer take
care of themsdvesin their home environment. An increase in the longevity of the overal
population is the primary factor. Those who demand the services are comfortable at
home and prefer to remain there, compared with the other options available to them.
Many agng members of the relatively affluent population require certified nurang
assistance around the clock, which means three people working 8-hour shifts.

Hedth insurance plans do not authorize extended hospita stays for most illnesses and
instead provide in-home care options for patients. Owing to technological advances,
today it is possible to provide in-home hedth services that were impossible afew years
a00. These aretwo subsidiary reasonsfor the risng demand for home hedth care. On
the supply sde, the low unemployment rate and the availability of more lucrétive careers
have resulted in a shortage of workersin thisfield.

The difference between hedthcare professiond's who are employees and those who are
independent contractors became unclear in the 1980s. Misclassification was ddliberate
on the part of employers, for the usua reasons. New Jersey Ul staff described the “dry
wall phenomenon” in congtruction and the “companion phenomenon” in home hedth
care. The companion phenomenon occurs when employers in home hedth care engage
independent contractors who are under the direct control and supervision of asenior staff
person. It isnot outside their usual course of business because it istheir only business.
The independent contractor does not have an independently established trade because

without the work from the employer, he or she has no work.
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Washington State Ul officids Sated that “it was a chronic legidative problem in the

date, especidly in the growth of persond servicesthrough referra agencies” Referrd
services are anew phenomenon within the home heathcare industry, where the agency
pays their so-caled ICs low wages and often take large commissions or charge fees from
the ICs for finding them work.

Ms. Bestafka, the president of the Home Hedlthcare Services Staffing Association of
New Jersey, who was interviewee for the study, also described the same phenomenonin
that state. The growth in referrd agenciesis 100% greater than any other prior registry-
type operation. These agencies are often small independent outfits run by families. Mogt
of them dedl with Eastern Bloc workers. 1Cs are kept “off the books’, not issued with
Form 1099s, and the I-9 forms are rarely checked. The referrd agencies inform workers
that no enforcement agency will ever check on them, and thisis probably true. Typically,
an independent contractor in the home healthcare industry in New Jersey makes
approximately $400 per week, with the referral agency collecting $120 of that sum asits
fee. Some agents collect daily fees because it has become such a lucrative business.

Ms. Bestafka also stated that there were 58,000 certified home health aides, and estimates
that there may be up to 100,000 more independent - contractor companions who are
misclassifed employees. She further stated that mgor hospitals and HM Os post the
names of the referrd agencies on their bulletin boards and provide them with business
leads. The HMOs are apparently unaware that the agencies are exploiting the workers.
Similar to the congtruction indusdtry, it is difficult to track these home hedth aides and
companions because they move from assgnment to assgnment quickly, and the only
way to locate them is through the client. Employers are moving employeesto IC status,
particularly nurses and those in related occupations in order to compete with referrd
agencies. Legitimate employersare dso “turning in” competitors who have moved
employeesto IC status because they are taking away sgnificant amounts of business.

The date legidature in Maryland launched a five-month task force investigation of the
home hedlthcare industry. One of their findings was that the workers sent out by the
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referra agencies on assgnments are frequently not informed that they are independent
contractors. Theseindividuas are paid the minimum wage and forced to Sign
noncompete contracts for 180 days, tying them to the referral agency.  Sometimesitis
made clear to them that dthough they are independent contractors, but they cannot make
agreements with other agencies during the 180-day period.

High Tech Industry

The high tech industry is aso one of the fastest growing indudtries in the United States
and ICs play an important role in its growth. One significant difference between the high
tech industry and the rest of the industries that have been profiled isthat in the previous
three indudtries, the employer gained most of the advantages of hiring ICs rather than
employees. The ICsare mostly semi-skilled and less educated, and many are recent
immigrants exploited because they do not know or understand their rights as employees.
However, in the high tech industry, there is a combination of both highly and less
educated ICs. The mgority of workers actudly chose to become ICs.

Asde from the usud motives for employersto hire ICsrather than employees, there are
other factors associated exclusively with the high tech industry. The competition is
intense and unrdenting. Rapid and often unexpected changesin technology have created
adynamic market environment where the advantage goes to those firms that can bring
new idess to the market the quickest. These conditions have encouraged the growth of
highly adaptable organizations, but in the process of evolving they are changing the

nature of work arrangements.

In Silicon Valley, the use of temporary workers and contractorsis rampant. High tech
firms need the flexibility to respond quickly to changing market conditions. The use of
contractors and other types of contingent workers reduces employers overal
commitments to full-time employees, and enables them to reconfigure operationsin
response to changesin the marketplace. The independent contractors are entrepreneuria
individuas who enjoy being independent specidists in performing such tasks. The
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employer does not need to incur training costs on their behaf and it is easier to dispense
with their services when the job is completed.

Shaun Water and Samantha Portiz are employees of Manpower Inc. and specidigsin
Windows NT and Novell NetWare networking areas. In the past 18 months, they have
worked at two different jobsin the chemica and airlineindudtries. “The pay isvery
good, and the flexibility is definitdly welcome™” says Walter. “We avoid the politics of
working inside a company, and we get exposed to allot of different technologies.”®

Their adgptability isvitd to the overal success of the high tech industry.

Contingent workers may stimulate the accumulation and creetion of knowledge within a
firm because they have been exposed to smilar Stuations in other organizations. For
example, a software engineer who has worked on specific development projects using
concurrent engineering techniques may be able to articulate and tranamit some of this
knowledge to other organizations. Firmsthat hire these contractors gain firsthand
knowledge of up-to-date technologica developments, which enables them to remain as

informed as their compstitors.

The high tech firms hoping to regp the benefits of such arrangements may aso be subject
to lawsuits claiming these contractors are misclassified employees who are entitled to
benefits. Inthe early 1990s, the IRS determined that Microsoft Corp. had improperly
classfied afew hundred |Cs who should have been considered employees.  According to
Stephen Fishman, a self-employment attorney, “Microsoft did pretty much everything
wrong. These contractors worked only for Microsoft, were supervised by company
managers, received keys to the office, and were dlowed to use company facilitiesfor
years.”3® Many of the same contractors sued Microsoft for back benefits provided to
regular employees, including participation in Microsofts immensdly attractive employee
stock purchase program. In 1998, the U.S. Supreme Court upheld alower court ruling
that favored the contractors. In 1999, the Ninth Circuit Court of Appedls ruled that

2; W.J.H “Meet the 'new economy' temps” Online U.S. News, 08/30/99.
Ibid.
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Microsoft might have to extend its stock purchase program to long-term temporary staff
working through temp agencies. Microsoft gppealed but the ruling was uphdd in early
2000.

Microsoft isfar from done in its temporary worker troubles. San Francisco Bay Area
companies such as Pecific Bell and PG& E are dso grappling with lawsuits by former

temps and contractors who claim they should have received the same perks as regular
employess. “Thisis going to be the next wave of employment litigation,”°
Shapiro, editor of the California Employer Advisor newdetter in Tiburon. “The

Microsoft case sounds asiren of darm. Employers should be very careful because, later

sad Lary

on, if their contractors or temps are classified as employees, they may be digible for very

expensive retroactive benefits”**

There are two types of 1Cs associated with the high tech industry. Thefirst type are free
agentswho are skilled professonals, in high demand, moving from project to project.
They become I Cs because there is a shortage of |abor in the information technology (1T)
field and they are sought after. Money is not dways the motivating factor, it's the need
to be masters of their own professiond fate. “I could make more money getting asdary,
stock options and benefits as a full time employee a a Silicon Valey company”*? says
the 46 year old Mr. Burns, who works out of hishome. “But, as an independent
contractor who charges $100 an hour, I'm free from the pressures to take vacations at a
certain time, work on certain projects and do favors for the boss,” he says. “I have

control.”*2

The piece workers are often low skilled immigrant laborers, working at home, paid by
piece rate for components in gpparent violation of labor, tax, and safety laws. They
represent the low tech underbelly of the high tech industry, whose work arrangement isa

%0 ||eana DeBare, “ The temps strike back/companies face more lawsits claiming they misclassified
Xxiorkers," San Francisco Chronicle, pB1, May 28 1999.

Ibid,
42 SheilaMuto, “Bill to assist self-employed gets new life,” Wall street Journal, May 19 1999 p.cal,
43 | i

Ibid.
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throwback to working conditions at the turn of the century. In many ways, home
assembly paid by the piece is Smilar to the way Silicon Valey companies routindy use
fred ancers for anything from data entry to programming. The same complex guiddines
and laws apply to al these Situations, with each case hinging on whether the definition of
IC ismet.

Electronics contract manufacturers, ranging from smal firms like Compass to
multibillion-dollar giants such as Solectron Corp. have been involved in illegd piecework
arrangements. These contract manufacturers build parts and systems for companies such
as Hewlett-Packard Co; Sun Microsystems, Inc; and Cisco Systems, Inc. The eectronics
companies want the flexibility to work without enormous overhead when they need to
meet very tight deadlines. “Sometimes when the job is so hat.... even if you add OT you
can't make the schedule,”** says Kiet Anh Huynh, a Solectron production manager from
1983 to 1992, describing the typica circumstance in which work was sent home. “We
give the workers 100 boards and the next day they have to bring back 100 boards. Maybe
a homethey do it faster if they have brothers or Sisters helping them.”*®  The companies
that pay for piecework generally regard the workers as I Cs for whom they would have

limited respongibility.

“Whole families, particularly in the Vieinamese immigrant community can be found

working late into the night soldering tiny wires, stripping cables and |oading hundreds of
different colored transstors onto printed circuit boards, a kitchen tables and garage
workbenches, for as little as a penny per component.”*® Most of the workers work for the
same company during the day as regular employees, whereas a night they become
independent contractors. Some employees are afraid to say no to piecework in casethey
lose their regular day jobs. In other cases, employees who need the additiona income

view the arrangement as a benefit rather than a burden.

44 Miranda Ewell, “CaliforniaHi-Tech Firms Employ Hidden Labor,” Knight-Ridder Tribune Business
News, June 27 1999.

*® |bid.

*® Ibid.
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Paying by the piece for work isn't illegd, but the piece rate is subject to minimum wage
and overtime laws. Full-time employees who are given work to take home should be
paid at rates of time-and-a-haf for such work. Family members help with the work and
never show up on company books, making it impossible to caculate if an individua
worker is earning the equivdent of Cdifornia's minimum wage. Giving the work to the
employee but paying the spouse for it “does seem to indicate fraud™’ says Craig Wirth,
head of San Josg's employment tax divison of the IRS. Despite laws barring children
under the age of 14 from industrid work, youngsters often help with dectronic assembly

done a home.

The employers dso violate industrid safety standards under Occupationd Safety and
Hedth Adminigtration (OSHA) laws when work is taking place at home. “If work is
taking place at the kitchen table then the kitchen table becomes that part of the house
subject to the act,”*® says Michagl Mason, chief counsd for the enforcement arm of the
sate’'s OHSA program. Some companies advise employees to get a business license for
ardative in the same household whom the company can pay for their work asan

“independent contractor.”

47 | bid.
8 | bid.
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CHAPTER 5
THE MAGNITUDE OF IC MISCLASSIFICATION

This chapter presents the results of an attempt to estimate the number of employers that
potentialy have misclassified workers, the impact on state Ul tax revenues and the
industries where misclassfications occur. It then describes the impact of the
misclassfication on trust funds.

5.1 The Employee-Independent Contractor Deter mination

When employees are misclassified as independent contractors, Socid Security, worker’s
compensation, unemployment insurance revenues and their socia protections are
sgnificantly reduced, and compliance with other labor and employment laws are avoided
to their detriment. Much of the commentary contained in previous research described in
the Literature Review (appendix 2) covered a variety of workplace issues relevant to

independent contractors,*® the exception being the issue of employee misclassification.

The subjective nature of misclassfication does not lend itsdlf to standard survey methods.
Direct surveys of employers or workerswill & best provide opinion-based information.
Classfication is often in the eye of the beholder. The BLS researchers recognized this
inherent difficulty. Many individuas classfied as wage-and-sdlary workersin the basic
CPS survey dso identified themsalves as independent contractorsin the CPS
supplements. In the 1995 supplement, 85% (7 million) of ICs are classfied as slf-
employed, the remaining 15% (1.3 million) are classfied as wage-and- sdlary independent
contractors. However, it is not possible to conclude from these data that these 1.2
million wage-and- sdary independent contractors are misclassified employees.

49 Susan N. Houseman, “New institute survey on Flexible Staffing Arrangements,” Employment Research,

Spring 1997; Arne Kalleberg, and Edith Rasell, et al., “Nonstandard Work, Substandard Jobs— Flexible
Work Arrangementsin the U.S.” Economic Policy Institute, 1997
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Cohany° recognizesthat “it may be tempting to dlassify ...(them) as workers who
otherwise would have been employees of the company for which they were working or
individuas who were * converted’ to independent contractors to avoid legal
requirements.” However, she further states that “the basic CPS questionnaire does not
permit this diginction....as two individuas who are in exactly the same arrangement may
answer the question...differently, depending on their own interpretation of the words
‘employed’ and ‘sdf-employed.” Thereisno way to determine which responses are
“correct” from alegd perspective and which are not.

An dternative source of data on employees and employees misclassified as independent
contractorsis available a SESAs which maintains employee wage record information
filed by employers. The status units of the agency are charged with the determination of
whether services performed for an employer were done as an employee or an IC>* Such
determinations are triggered by employer Ste audits and by clamsfiled for

unemployment compensation by discharged employees that are contested by thelr

employers.

The tax division of the agency, as abasic component of its tax compliance effort,
conducts annua site audits on a percentage of registered employersin the sate. The
sample of employersto be audited is drawn ether on arandom bas's, or is slected on a
targeted basis because of some prior evidence of possible non-compliance, or asa
combination of thetwo. In addition, tipsfrom avariety of sources (referrals from other
agencies, comparison of payroll and workers' compensation records, information from
persons regarding employment practices of a specific employer that may bein violation
of law) aso trigger employer audits. Federdly-mandated Quaity Control investigations
as0 occasondly detect independent contractor misclassfications.

%0 Sharon R. Cohany, “Workers In Alternative Employment Arrangements: A Second Look,” Monthly
Labor Review, November 1998.

°1 The IRS, the state workers compensation agency and the Department of revenue also make similar
classification determinations for their own purposes. Although the issues are relevant to independent
contractors, they have not been examined in depth because they are beyond the scope of the study.
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During the audit, the auditor examines payroll records and Form 1099-Misc issued by the
employer. Expense records are also examined for possible items of unreported or
misreported payroll. The auditor may identify a person or persons receiving money for
services that have not been included on the employer’ s quarterly tax report, which derts
him to look for payments to other personsin smilar circumstances. The determination

may include a single employee or aclass of employees.

Status determinations are a0 triggered when an individud is discharged by an employer
and filesadam for benefits. The dlamant’s employer is notified and requested to
provide information regarding employment and the reason for separation. At thistime,
the employer may raise the issue that the claimant was not an employee, but an
independent contractor. Information is then obtained from both the employer and the
individua dlaiming benefits and a determination isissued. If the determination was thet
the employee was misclassified, the employer is subject to back taxes, interest, and
pendties. If there are others working in substantidly smilar stuations, the employer will
be required to pay Ul taxes on those employees aswell. In addition, an erroneous
classfication makes the employee digible for workers' compensation benefits, and
overtime, medicd, retirement and other benefits if offered by the employer to other
employees. There is an administrative hearing process in place that affords the employer
and the claimant an opportunity to challenge the determination made by the agency.

Contested clams are the principa source for identifying misclassfied workers. In many
cases the claimants are unaware that their employer did not consider them employees. “In
fact over 86% of the time when aclaim isfiled and the employer dleges that the
individua was an independent contractor, the determination of the department is that the
individua performed services for the employer in insured enployment.”?  In Colorado
and Florida, contested claims have led to reclassfication of ICsto employeesin

approximately 90 to 95% of the cases.

52 Study of Independent Contractor Compliance, Minnesota Department of Jobs and Training, February
1994, page 5



Wisconsin and Comnecticut Ul staff have witnessed an increasing number of employers
inquiries regarding use of independent contractors and the agency’ s rules in determining
their gatus. Staff in Minnesota stated that employersin recent times are asking more
gpecific details with regard to classfication rules as they apply to a particular indusiry or
type of employment. Oregon has seen a change in employers’ attitudes in recent years.
In the past, where employers would call for information and accept it, now they are more
inclined to challenge or dishdieve the explanation. That may be because they are aware
of other employers and their competitors treating employees asICs. It may dso beasa
result of the increasing number of professona organizations offering their servicesin
providing advice as to how status changes may be undertaken.

For purposes of estimating the number of employers who misclassify workers, the unpaid
Ul taxes, and the indudtries they are found in, this study relied on audit data provided by
the Ul agenciesin a sdected number of states.

5.2 The M easurement Process

The avallability of datafor andysswas entirely dependent on the willingness of state U
tax administrators to alocate their scarce resources to cooperate in our study. Some
states were willing to cooperate, but their audit data were not stored in a manner that

alowed easy access to the formats required for the study. >

The process outlined below represents an effort to estimate misclassfication from the
available employer audit data and extrapolate the data on misclassified workersto each
gate’ sworkforce. Some inherent condtraints in the audit data limit the accuracy of the
edimates. In most states, the sdlection of employers for auditsis conducted partidly on a
purely random basis and partialy on a pre-determined or targeted basis. The targeting is
afunction of prior audit results and/or the probability of reporting error. Generdly, audit
results are not maintained by the method of sdection. Therefore, in sates where the

%3 The Ul Tax staff in Maryland went the extra mile to convert vast amounts of data stored in paper audit
records to an electronic format to comply with the study request.
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audits are sdlected predominantly on a nonrandom basis or a combination of random and
nonrandom, the estimates are not representative of the entire state employer population.
Despite these limitations, the measurements were done to provide a rough magnitude of

the scope of the misclassification.

The types of data used, the computations and results for selected states are provided in
appendices 3, 4 and 5.

5.3 Misclassified Employees and the impact on Ul Tax Revenue

Among the states who provided deta, there isawide variation in the percentage of
audited employers with employees misclassified as independent contractors. A random
audit islikely to uncover fewer misclassified workers, whereas a targeted audit approach
uncovers many more because specific employers and industries where misclassfication is
perceived to be higher are given priority in the audit selection process. Figure 5.1
displays 1988 data relating to random audits only. Targeted audits are not included. **

>4 NB: These results are based purely on each state's audit program in compliance with DOL audit
recommendations. These results do not reflect states’ own targeted audits. For example, California's
percentage would change from 29% to 65% by incorporating targeted audits into the calculation.
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Figure5.1: Percentage of Audited Employerswith Misclassified Workers

Per centage

WA

CA co* CT* MD* MN NE* NJ Wi

State Abbreviations

Source: Data supplied by each respective state Unemployment Insurance Department. * Only partial datawas provided. The rest was estimated..
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In New Jersey,>® Nebraska, Washington and Minnesota, approximately 10% of the
employers audited had employees misclassfied as independent contractors. The
relatively low percentage may be atributed to the high level of randomnessin the audit
sample selection processes. Approximately 30 to 50% of these audits were randomly
sdected.  In the case of Wisconain, alesser percentage of the audit group (18%) was
randomly selected, and as expected a higher percentage (23%) of the audited employers
had misclassified employees. The estimates for Colorado and Maryland show that
despite the high level of randomly sdlected audits (90% of Colorado’s and 100% of
Maryland's) high percentages of the audited employers (34 and 20%) had misclassified
workers. However, since Colorado and Maryland were unable to supply dl the data
required for al the computations, some components of necessity were approximated and
the results may not be accurate. Cdiforniaand Connecticut have a much higher
proportion of audited employers with misclassified workers, 29% and 42% respectively.
In the case of Cdifornia, the randomly selected 1% of the audits (classified as USDOL
compliant) was used for the estimate. One out of every three employers who was audited
had employees misclassified as independent contractors, aratio roughly consstent with
Colorado and Maryland where the randomly selected employer sample was over 90%.

The estimated percentage of Ul tax revenues underreported due to misclassification of
employeesis shown in Figure 5.2. Some states were unable to supply dl the information
required because thisleve of detail is not required in their reporting systems. They either
provided estimates for some of the requested data or the missing components were
caculated based on the other audit data that were provided. These computations are
presented in appendix 4.

%5 In New Jersey, 30% of all audits are random and the other 70% is made up of a combination of re-audits,
referrals from Ul agencies, and leads.
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Figure5.2: Effect of Misclassification on Ul Tax Revenues (1998)

% Of State Ul TaxesUndereported dueto Misclassification

CA Cco* CT* MD MN NE* NJ* Wi WA

State Abbreviations

Source: Data supplied by each respective state Unemployment Insurance Department.
* Only partial datawas provided. Therest was estimated.
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According to the caculations, the effect of misclassification on Ul tax revenues dso vary
sgnificantly among the selected states. New Jersey and Nebraska have the highest
percentages of underreported tax revenues, a 9.9% and 8.3%, respectively. However, it
must be stressed that these two states were unable to supply al the data needed for the
study computations therefore the computations relied more heavily on estimates.
Excluding them, the range varied from less than one haf of 1% to 7.5%, again a
ggnificant range of variance. California had the highest percentage of underreporting at
7.46%. Colorado, Connecticut and Maryland ranged between 2% and 3.6% and

Minnesota, Wisconsin, and Washington al were under 1%.

Theresults essentidly validated the opinions of state agency personnd. That is, the
percentage of lost revenues derived soldy from audit results would be relatively low
compared to total revenues. Maryland Ul administrators stated thet the officia audit
statistics report captures only a“ diver” of the hidden wages present in the economy.
They suggested that amore flexible audit approach might be more effective a identifying
the full extent of worker misclassification and itsimpact on Ul revenue. Other

interviewees expressed this same viewpoint.

Adminigratorsin Colorado offered an additiona reason for states not capturing the full
impact of misclassfication in the employer audits. When states select the random audits,
some of the employers with the lowest Ul tax rates (such as .000, .001, and .002) may be
dropped from the selection because of the perception that thereis a higher probability of
misclassfication if the employer tax rateis higher. Because of low unemployment and a
decline in the claimant population, trust fund balances are higher, and alot of employers
have low tax rates. Therefore in targeting the higher tax rate employers, the audits
selected may be diminating a segment of the misclassfied workersin the lowest rated
employer categories and minimizing the impact on tax revenues. This effect lends
credence to the proposition that if the audits are to be selected on arandom basis, then the
selection must be truly and completely random if its results are to be used as an indication

of the employer universe's compliance
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Figure 5.3: Summary of Misclassfication by Standard Industrial Classification (SIC) Code- Maryland 1998*
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Figure5.4: Summary of Misclassification by Standard Industrial Classification (SIC) Code- Wisconsin 1998
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5.4 Industrial and Occupational Distribution of M isclassified Employees

Figures 5.3 and 5.4, shown above, provide asummary of employer misclassfications by
industry for Maryland and Wisconsin, based on data supplied by their respective audit
agencies for 1998. The data vaidate the opinions of Ul staff and advocates for
employers and unions. The data are organized by Standard Industrial Classification (SIC)
Code into eight indudtriad sectors. The highest level of misclassification across each ate
was the service sector, followed by construction, retaill and manufacturing which al
showed high levels of misdlassification.

Tables 5.1 and 5.2 illudtrate the type of industry and the total number of new jobs created
in 1998 for Cdiforniaand Washington. The highest percentage of misclassified workers
in Cdiforniawasin the trangport and communications sector, followed by construction
and manufacturing. Washington aso had high percentages of misclassfied employeesin
congruction and manufacturing.

Table 5.1: Misclassfication by Industry and percentage in Cdifornia— 1998

Total No. of New No. of Misclassified : -
Industry Type Jobsin 1998 Employees* % of Misclassified

Agrl_culture, Forestry & N/A 586 N/A
Hshing
Congtruction 61,200 1741 2.8%
Manufacturing 37,000 964 2.6%
Trangport & Communications 5,400 305 5.6%
Wholesde 24,700 121 0.5%
Retall 50,000 751 1.5%
rience, InsLrance & Rea 41,100 663 1.6%

e
Services 199,000 4347 2.2%
Total 418,400 9,478 2.3%

Source: Based on data supplied from the state of California Employment Devel oprrent Department.
*The number of misclassified employeesis derived from the 2% sample of employer audits.
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Table 5.2: Misclassfication by Industry and percentage in Washington State — 1998

Indusgtry Type

Total No. of New

No. of Misclassified

% of Misclassified

Jobsin 1998 Employees*

Agncuture, Forestry & 4,736 148 3.1%
FHshing

Congtruction 5,938 260 4.4%
Manufacturing 8,599 329 3.8%
Trangport & Communications 3,750 28 0.7%
Wholesdle 2,954 85 2.8%
Retall 12,880 290 2.3%
Finance, Insurance & Redl

Etate 6,956 185 2.7%
Services 31,465 942 3.0%
Total 77,278 2,267 2.9%

Source: Based on data supplied by the state of Washington Employment Security Department.
*The number of misclassified employeesis derived from the 2% sample of employer audits.

Since only five of the tates maintained an industrid breakdown of misclassfied 1Cs by
SIC code, the state audit department staff were asked to list the industries where they
frequently encounter misclassifications. Their responses are provided below:

Califor nia —Services, landscaping, condruction, manufacturing

Colorado - Congruction, mortgage loan refinancing, consultants and services

Connecticut - Congtruction, insurance, red estate, trucking and delivery services,
painting, medicd offices, product demongtration, amusement companies, computer

consulting, telephone and door to door solicitors, newspaper distributors and deliverers

Florida — Trucking, congruction, home hedth

Indiana - Landscaping, trucking, construction, mortgage, insurance, and red estate

Maryland — Congruction, cleaning services, home hedth, trucking, catering, cable and
carpet indallers, hygienists referred to dentists, secretaries to attorneys,

Minnesota - Savice, retal & wholesde and congtruction, finance, insurance and real

edtate

New Jer sey — Congtruction, home health, food processng and packaging,

New Mexico - Law firms, medicd gaffing for hospitas (temp. services), home hedlth
care, congtruction, trucking, product demonstrations, sdes, and cleaning



Ohio - Congtruction, sales and trucking

Oregon - There does not seem to be any industry that does not use ICs. Construction,
information systems, training and consulting

Texas - Eating and drinking establishments;, trucking, warehousing, oil & gasindudtry,
red estate, farm labor, non-residentia building construction, specid trade contractors,
employment agencies, and general automotive repair shops.

Washington — Home companions, congtruction, high tech.

Wisconsin - Condruction (especidly drywadl installers and roofers), carpet & tile
indalers, ddivery persons, computer consulting & software development, janitorid,
cleaning maintenance service, modeling & talent industry, medica (home hedth care,
nurses, medica insurance examiner, and caregiver), sales, trucking, and
entertainment/dancers.

5.5 Impact of Misclassification on Trust Funds

The measurement of the number of misclassfied independent contractorsin the
workforce defies precision because SESAs do not maintain audit records and records of
contested claims of discharged workers by category. Anecdotaly, the estimates ranged
from 1to 25%. It isbelieved that this range was aresult in part of the interchanging of

the terms “misclassified worker” and *underground economy worker.”

A nationd-leve egimate of the impact of misclassfication on the trust fund was done for
the period 1990-1998. Thistype of aggregate estimate can be used to determine rates of
misclassification in any particular sate or region. The data used in the calcuations for

the average monthly covered employment, contributions collected, the number of first
payments made, and benefits paid were obtained from the Bureau of Labor Statistics and
The Unemployment Insurance Financia Data Handbook (ET 394). To ariveat a
basdline estimate of the impact of misclassification on the trugt fund, the caculations

used certain assumptions:
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A 1% level of worker misclassificatiorr®: and

The employment and earnings dynamics of the misclassified worker are expected
to be the same asin the remainder of the workforce. These include the amount of
taxable wages earned, the contributions on the earnings, the percentage of the
workerswho are likdly to experience a pd| of unemployment during the yesr, the
duration of unemployment, and the amount of benefits payable.

The dataillugtrated in Table 5.3 are for nine consecutive years that encompass both an
economic downturn and a sustained period of recovery. They show the outlying annua
ranges of the estimated loss in contributions to the trust fund as aresult of employers
misclassfying workers, the benefits not paid by the fund due to underreporting, and the
net potential impact on the trust fund.

Asshown in Table 5.3, the net impact on the trust fund ranged from a $100 million
outflow in 1991 to a$26 million inflow in 1997. The first 3 years 1990-1993, was a
period of economic downturn, where the cumulative impact on the trust fund was an
outflow of funds gpproaching $200 million. Thelast 3 years (1996-1998) included a
period of economic expanson, where the cumulative impact shows an inflow of
goproximatdy $50 million. The 9-year cumulative effect, of a 1% level of worker
misclassification on the trust fund is shown in line 12. It shows an outflow of $118
million, or an average annud outflow of approximately $13 million.

%8 Since five states provided the datato compute the effect of misclassification on Ul tax revenue and four
of the five showed an impact of less than 2%, a 1% level of misclassification was assumed.
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Table 5.3: Impact of Misclassfication on the Ul Trust Fund

TAX CALCULATION YEAR
1990 1991 1992 1993
1 Average monthly covered employment 87,008,189 84,905,782 85,098,137 86,850,536
2 Contributions for the year $15,221,274,000($14,510,670,000( $16,972,655,000 |$19,831,045,000
3=(2/1) Qgp;:;fom”b““ons per coveredworker| 124 g4 $170.90 $199.45 $228.34
4=(1%of 1) |Number of misclassified workers 870,082 849,058 850,981 868,505
5=(4x3) |UI contributions not paid by employers | $152,212,740 | $145,106,700 | $169,726,550 | $198,310,450
BENEFIT CALCULATION
6 Number of first payments 8,628,557 10,074,550 9,243,338 7,884,326
7 Benefits paid for the year $17,320,777,000{$24,582,501,000( $23,956,510,000 |$20,687,678,000
8=(7/6) |Average benefits per first payment $2,007.38 $2,440.06 $2,591.76 $2,623.90
First payment recipients/covered
%=(61) |l O@rﬁ’]em P 9.92% 11.87% 10.86% 9.08%
_ Estimated payments not made to claimants
10=(4x9)x8 due to misclassified workers $173,207,770 | $245,825,010 $239,565,100 $206,876,780
Ul contributions not paid by employers | $152,212,740 | $145,106,700 | $169,726,550 | $198,310,450
Benefits not paid to claimants $173,207,770 | $245,825,010 | $239,565,100 | $206,876,780
11 Net Potential effect on trust fund -$20,995,030 | -$100,718,310 | -$69,838,550 -$8,566,330
12 Cumul ative effect on the trust fund -$20,995,030 | -$121,713,340 | -$191,551,890 | -$200,118,220
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Table 5.3: Impact of Misclassfication on the Ul Trust Fund (Cont.)

TAX CALCULATION YEAR
1994 1995 1996 1997 1998
Average monthly covered employment | 89.690770 | 92,328,088 94,685,734 97.837.884 | 100,247,482
2 Contributions for the year $21,802,069,000/$21,970,828,000| $21,577,968,000|$21,247,040,000| $19,825, 155,000
e Con”'b“g‘e)r”f,g:rr coveredworker| 443 08 $237.96 $207.89 $217.17 $197.76
4=(1%0f 1)|  Number of misclassified workers 896,908 923281 946,857 978,379 1,002,474
5=(4x3) | Ul contributions not paid by employers | $218,020,690 | $219,708,280 | $215,779,680 | $212,474,567 | $198,249,258
BENEEIT CALCULATION
6 Number of first payments 7.959 281 8,035,229 7,989,615 7.325,279 7.331,890
7 Benefits paid for the year $20,433,832,000/$20.122,189,000| $20,634,904,000| $18,605,353,000| $18,433,293,000
8=(7/6) Average benefits per first payment $2,567.30 $2,504.25 $2,582.72 $2,539.88 $2,514.13
Ox(ely) | S PO e Soovered 8.87% 8.70% 8.44% 7.49% 7.31%
10=(4x9)xg | FXmated paymentsnot madeto claimantyy o5 338 350 | $201.221.800 | $206,349,040 | $186,053560 | $184,332,779
=(4x9)x due to misclassified workers 338, 221, 349, 053, 332,
U contributions not paid by employers | $218.020.690 | $219,708.280 | $215,779.680 | $212,474.567 | $198.249,258
Benefits not paid to claimants $204,338,320 | $201,221,890 | $206,349,040 | $186,053,560 | $184,332,779
11 Net Potential effect on trust fund $13,682,370 | $18486390 | $9430,640 | $26421007 | $13916.479
12 Cumulative effect on thetrust fund | -$186.435.850 | -$167,049.460 | -$158,518.820 | -$132,097,813 | -$118,181,334
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The average annua nationa impact that would be representative of the 9-year period was

aso computed. The median annua contribution per person (1993) and the median

average benefit (1997) were applied to the most recent number of workersin covered

employment (1998). The caculation is shown in Table 5.4 below.

Table 5.4: Edimated Average Nationa Impact on the Ul Trust Fund

UNREALIZED REVENUE

1. 1998 average monthly covered employment 100,247,482
2. 1993 annua contributions (median vaue for 9 years) $19,831,045,000
3. Annual contribution per person per year (line 2/ line 1) $197.82
4. No. Of misclassified workers(1% level of misclassification assumed) 1,002,474
5. Estimated revenuelost (line4 * line 3) $198,309,406
UNPAID BENEFITS

6. 1996 number of first payments (median value for 9 years) 7,989,615
7. Ratio of first payments to covered employment (line 6/linel) 8%
8. 1997 average benefits per claimant (median value for 9 years) $2539.88
9. No. of misclassified workers filing for benefit(line 7 * line 4) 80,197
10. Estimated unpaid benefits(line8 x line 9) $203,690,756

The results suggested that over this 9-year period, assuming a 1% leve of worker

misclassfication, the loss in revenue from underreporting Ul taxes would be anannud
average of $198 million. If the unemployment level remained at the 1997 leve, the
outflow of benefits payable to the misclassified claimants would be on average $203

million annudly.

Although the calculation indicates an estimated difference between revenue and benefit

payments, such a difference, whether a positive or a negative number, would, over the

longer term, likely be overcome by the workings of the experience rating syssem. This

system assigns annud contribution rates to employers based on the existing reservesin

the Ul system relative to the potentia current exposure to worker unemployment.

A more significant implication of misclassification isthat annually there are some

80,000 workerswho are entitled to benefits, but do not receive them.
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5.6 Overall Assessment of Misclassification

Misclassfication of workersis not new and will continue to occur. Typicdly, employers
are trying to reduce expenses, and labor and its associated costs are easiest to control.
The interviewees have expressed severd reasonsfor this. Chief among theseistherisng
costs of workers compensation premiums. Other reasons cited were the fact that
corporate downsizing has led workers to fed that their long-term financia security rests
in their taking control of their careers rather than remaining vulnerable to the perceived
vagaries of the economic cycle. Increased automation is changing the manner in which
business is conducted lessening the degree of supervision, direction and control thet isa
fundamental component in determining employment satus.

These and other factors noted earlier in this report have contributed to the likely increased
incidence of misclassfication, dthough not al interviewees agreed. Connecticut, Oregon
and Cdifornia' s staff have seen increases in assessments and reclassfications. Staff in
Nebraska, New Jersey and California believes that there are more workers who are
readily agreeing to accept 1C status, often times out of desperation. It has become more
difficult to get clamants to testify against employers, which weakens the agency's case
againg an employer. According to a member of the Ohio audit staff “misclassfication of
worker isanever ending cycle that will continue until changes are made to cover al
workers performing services for abusiness. In many cases, employers caught will
continue to use the same methods of classifying workers because they get away with it.”

If an employer and worker agree to an independent contractor arrangement, the court
gystem seems to condone the agreement.  Florida, Nebraska, and Maryland Ul staff
commented that the current judicia decisons seemsto be pro-employer and eroding a
basic premise of the Ul program. The FHorida apped s staff reported that most frequently
the courts ruled againgt the agency and determined that workers were independent
contractors. For example, the courts determined that drywall ingdlers and individuals
working for cleaning contractors are ICs. In every state that participated in the study, one

or more groups are requesting exemptions. The Oregon governor in his veto of abill to
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confer independent status on a segment of the pharmacist profession expressed concerns
about this trend of requesting exemptions.

When the economy is strong, workers who lose their job often find new jobs very
quickly. In most gates this hasled to the lowest unemployment rate in more than 25
years. Employer contribution rates are also very low and trust fund reserves are
increesing. The number of 1C/employee rulings has decreased somewhat in the last 3
years. One observation expressed by most interviewees was that an increase in the
unemployment rate could precipitate an avalanche of independent contractor related
issues. Workers operating under what at present looks like agood |1C agreement would
be filing Ul clams dleging worker status. The adminidirative burden associated with a

sgnificant rise in contested claims could prove disruptive to orderly dams processng.
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CHAPTER 6

ADMINISTRATIVE AND LEGISLATIVE RESPONSESOF STATES
TO WORKER PROTECTION ISSUES

The firgt section in this chapter summarizes recent legidative responses of deate
legidatures and Ul agencies on independent contractor issues. Next the issues of
workers compensation, the underground economy, and information sharing are
described. The chapter concludes with an overal assessment of the impact of worker

misclassification.

6.1 Legidlative | ssues and Responses

The issue of misclassfication has received an increasing amount of attention in recent
yearsin areas unrelated to unemployment insurance. The absence of aclear definition of
contingent workers could affect businesses detrimentaly as independent contractors and
other contingent workers litigate their status and force courts to decide theissue. This
sometimes resultsin awards of back pay and benefits to plaintiffs who chalenged their
independent contractor satus. According to Employment Benefit Research Indtitute
economigts “In the absence of congressond activity, employers of independent
contractors could be forced to give up considerable manageria control of these workers
to ensure that they are not seen as common law employees. If not, they risk incurring
substantia codts for retroactive tax payments and benefit expenditures, in addition to the
cost of treating current and future independent contractor as employees.”®’

Chief among these is the Microsoft Corporation case in which the company’s policy of
exduding itslong-term temporary workers from participation in its employee benefit

plans was overturned by the court. In a case againg Pacific G& E it was dso held that
employees of temporary service agencies engaged by Pacific G& E were to be considered
employees for purposes of rights to the company’ s employee bendfit plan unlessthey

57 Contingent Workers and Workersin Alternative Work Arrangements, EBRI, 1999
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were specificaly excluded by written contract. While not specificaly ruled upon, this
finding is potentialy gpplicable to independent contractors as well.

In 1998, the USDOL brought suit againgt the Time-Warner Corporation, aleging thet the
company misclassified some 1000 workers to avoid their entitlement to the company’s
retirement and hedth benefits plans. Many believe that the USDOL’ s action will be the

forerunner of further legd actionsin thisarea

Governmenta ertities are not immune from thisissue. In 1998, Washington State's King
County settled a class-action lawsuit brought by temporary employees because of their
excluson from employee benefit plans. The county agreed to a $24 million settlement.

On the legidative front, there is evidence of renewed interest in finding ameansto
introduce a greater degree of certainty in the classfication process. In 1995, abill was
introduced in the U.S. House of Representatives by Congressman Jan Christenson for this
purpose. In 1996, senators Nickles, Bond, and Snowe introduced the I ndependent
Contractor Tax Smplification Act. Thisbill was supported by over 50 trade and industry
associations, who asserted that because Americans are becoming more entrepreneuria
and are increasingly working a home, it makes sense to classfy more workers as
independent contractors. Senator Nickles termed the present common-law test “the bane
of workers and employers across the country.” Labor unions opposed the bill, inssting

that it would shift millions of employeesto IC status and eiminate basic protection.

In 1999, representatives Jerry Kleczka and Amory Houghton sponsored the Independent
Contractor Clarification Act, to bring up the issue of recognizing that workers as well as
employers are disadvantaged by the current criteria. Their proposa would replace the
present common-law rules with ones that would make determination of 1C satus less
subjective. They proposeto get rid of the 20-factor test of the IRS, and classify service
providers as employees unless they exercise control over their own work, are free to

handle more clients, and assume some entrepreneurid risk.
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States, too, are beginning to revigt thisissue. In New Y ork, Governor Pataki recently
sgned Executive Order 78 establishing the Governor’s Task Force on Independent
Contractors. He cited the need to establish a system by which determinations of
employee and independent contractor status are made smply, consstently, and fairly.
The task force held public hearings and developed a series of recommendations that are
now before the governor for review and implementation.

In 1994, the Montana L egidative Council, in fulfilling the requirements of House Joint
Resolution 33, submitted a report to the governor and the legidature on concerns
regarding independent contractor Satus, licensing, and employee leasing. Particular
emphass was placed on the |C exemption from workers compensation. A proposa has
been consdered in Washington state to fund a study to assess the impact that the
increasing use of 1C’'s and other contingent workers, has had on workers, their families,

and the economy in generd.

It has been observed that most state legidative actions on this issue have been to enact
specific exdusions from the definition of employment. One exception was Oregon,
where a proposa to exclude certain pharmacists was vetoed by Governor Kitzhaser. In
his veto message, the governor commented that many proposals had been introduced and
enacted in the past to exclude certain employees from unemployment insurance coverage
and that the cumulative effect of these exclusions had been to erode the protection
intended by the system. “Asthe number and scope of proposals to erode coverage has
increased over the years, | have become progressively more concerned about the
cumulative effect of these exemptions....It istime that we adopt a state policy

n58

recognizing the importance of having an inclusive program. ..

In Cdifornia, Assembly Bill 70 (AB70) introduced by Assemblyman Jm Cunneen, and
sponsored by the Cadifornia Chamber of Commerce, proposes a clarification of rulesto
distinguish employees from ICs. It proposes to changes the state guidelines for

determining the tax status of an I1C to conform to the “safe harbor” provisions of the

%8 John A Kitzhaser, Letter to Speaker of the House, July 14", 1999,
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federa law of 1996 (Smdl Business Job Protection Act). AB70 mirrors the federa law,
but extends the safe harbor rdlief to employers who hire technology workers (engineers,
computer programmers, systems anaysts, and other smilarly skilled workers).
Businesses and consarvative interests support this clarification, which relaxes the Ul
employee classfication criteria by making Ul criteriamore like those used by the IRS.
Unions oppose the hill because it would make it easer for employersto reclassfy

exigting workers and hire new ones as ICs.

Under current federa |abor law, independent contractors are not allowed to form or join
unions. The AFL-CIO’slegidative agenda includes a proposa to protect full-time
workers from being labeled by their employers as independent contractors to hold down
labor costs. Unions argue that when employees are turned into independent contractors,
society at large will have to foot the bill for those without insurance or pensons. Unions
have been struggling to maintain membership, and their numbers will not change unless
they capture new workers.

Hedthcare, high tech, trucking, and temporary workers working on along-term basis are
the biggest groups where worker misclassfication abounds. In 1987, the California State
courts ruled that some 180,000 homecare aides were independent contractors and thus
were without the right to unionize. In 1992, the legidature created authoritiesto carry

out the gate’ s homecare programs utilizing these workers as employees. Thisyear,
74,000 of these workers voted to unionize in order to obtain certain employee benefits
that were previoudy denied. It isanticipated that unionization efforts will extend to other
areasin Cdiforniaaswdl as New Y ork, Oregon, and Washington State.

6.2 Workers Compensation

In researching this report, the question arose as to the principal factor or factors that were
driving the observed incidence of worker misclassfication. The avoidance of the

payment of unemployment insurance contributions, while a cost factor, did not seem to
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be of enough vaue to warrant the degree of risk associated with misclassfication. In
discussions, governmentd officials were unanimous in citing the present cost of workers
compensation as the sngle most dominant reason for misclassification. Employers avoid
the costs of paying workers compensation premiums by alowing or mandeating that
persons who work for them have an independent contractor exemption. This alows those
employersto underbid the legitimate employers who provide coverage for their

employees.

There are problems in regulating the proof of workers compensation or independent
contractor exemption status. Workers compensation agency officiasin Floridaand
Cdifornia described the retroactive use of workers compensation, where independent
contractors file claims for benefits as employees when they areinjured. The insurers
have to pay benefits for workers they never received premiums for. Some workers, who
have been independent contractors and therefore exempted from workers compensation
for many years, become employees and get covered under workers compensation

without having paid premiums for dl of the previous years and clam injury-rel ated
compensation.

These officids indicated that the costs of workers compensation in the construction and
homecare industries were among the highest of al industries. These costs contributed to
the relatively high incidence of misdlassification within these two industries. Thisissue

is not limited to the private sector. State agencies aso use independent contractor status
to avoid conferring employee status and paying workers: compensation because they are
given the authorization to spend money on contracted services, but not on full-time

employees.®

This opinion was borne out in large measure in discussons with representatives of
workers compensation agencies and staff members of the National Council on
Compensation Insurance (NCCI). The workers compensation officids pointed out that

%9 Workers' Compensation Emerging I ssues: Independent Contractors, Contractor Licensing, and Employee
Leasing, Montana L egislative Council, November 1994, p 7
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medical services were amgor component of workers compensation awards and that the

continualy risng costs of medical care contributed sgnificantly to the premium cods.

Another factor cited by the NCCI was that the cost of premiums hasled to the miscoding
of workers by occupation to gain amore favorable rate. The occurrence of miscoding
(termed misclassification by the insurance industry) has increased to such an extent in the
past 5 to 10 years that the insurance industry hes doubled its audit and compliance
activities during this period. The miscoding shifts costs to other employers, thus
contributing to the increasing rates. Thisincrease, in turn, provides the financid

incentive for the misclassification of workers.

6.3 Information Sharing among Agencies

State Employment Security Agencies and the IRS

SESAs have data- sharing agreements with the IRS under state law and Internd Revenue
Code Section 6103 which pertains to confidentidity and disclosure restrictions related to
release of information to assist in tax enforcement efforts. Both agencies collect taxes,

both rely on voluntary compliance in order to meet revenue forecasts, and both conduct
employer audits, some random and some targeted. In addition, both the IRS and the
states determine employer-employee relationships based on their respective laws,
regulations, and policies. However, little information isin fact shared.

Employers report employee wages to the IRS on Form W-2, whereas paymentsto ICs are
reported on IRS Form 1099-Misc. The IRS aso receives reported income (Form 1040s)
from employees and independent contractors. Employers are only required to report
wagesto the SESA. Unless the state conducts an audit, or aworker filesaclaim for
unermployment insurance benefits that resultsin a blocked claim, the only other recourse
available to aUl agency in determining an employer-employee relaionship is to conduct

an invedtigation. In discussonswith sate officids, it was understood that the extent of

the information sharing was generdly limited to providing unemployment insurance audit

resultsto the IRS. It was an exception when information flowed in the other direction.
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Thereisno doubt that the sharing of 1099-Misc information on a systemeatic basis would
enhance the operations of the Ul tax operation. If the IRS routindly provided the SESA
with 1099-Misc information, the data could be matched with Ul tax information to
determine if employers were converting employeesto IC satus. In addition, companies
known to have large numbers of independent contractors and very few employees could

be investigated for possible misclassification.

In discussons with Cdifornia Ul officids, it was learned that IRS data was an integrd
component of their multi agency task force efforts devoted to uncovering misclassified
employees aswell as unreported wages. The primary data used in this effort were from
Form 1099-Misc on which non-employee compensation is to be reported to the IRS.
Despite the fact that the 1099-Misc data received by the Ul agency is one and ahalf to
two years old, this data has proved to be extremely effective in terms of successful rates
of discovery. It was pointed out that accessto thiskind of data was more readily
avalable in Cdiforniathan in other states becauise Ul taxes are collected by the state's
Employment Development Department aong with the Sate’ s withholding tax.
Connecticut adso uses 1099s from the Department of Revenue Servicesto assst in
selection of audits and in uncovering misclassified employees and unreported wages.

It was not entirely clear asto why thistype of information exchange was not routingy
used by other gatesin their unemployment insurance tax enforcement programs. Some
date officials (e.g. Ohio) were of the opinion that the disclosure of these data was not
permissible under the current data- sharing agreements. Others suggested thet their
budget resources would not permit an undertaking of any meaningful magnitude.
Wisconsin and New Mexico officids acknowledged that having 1099-Misc would be of
vaue and that USDOL should develop software and a computer program to extract the
useful datafrom the IRS 1099 tapes s0 any state could use them.

In Texas, 1099s issued to ICs over a certain dollar amount and reviewed during the
course of an audit are investigated for ligbility under the Texas Unemployment
Compensation Act if they do not have an established account with the agency. Ul
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officids stated that the results of employment tax audits conducted by IRS were sharable
under the agreements. However, it was understood that these kinds of audits were so
limited in number as to be an inggnificant part of their enforcement efforts. The

rationa e advanced was that misclassified workers would till be subject to income taxes
and sdf-employment taxes, and that the net financid effect of an audit would be largely
offset by taxes reported as independent contractors. Thisrationae, of course, does not
apply to either state Ul taxes or the federd unemployment tax.

Other Best Practices

Connecticut conducts joint audits with its departments of revenue services and consumer
protection. Indiana passed a change in state law effective July 1, 1999 that enables its Ul
agency to perform joint audits with other Sate agencies. Oregon conducts afew joint

audits. A daff person who believes an employer isincorrectly reporting to most agencies
usudly initiates them. Mogt requests come from the Department of Revenue and Ul staff
assists the revenue agents by conducting a mgority of the audits.

The SESA gaff in Connecticut reported that their public relations campaign in educating
employers regarding the use of ICs and its aggressive audit program have resulted in a

minimd impact of misclassfication on their Ul program.

In Massachusetts, the Foundation for Fair Contracting, which monitors congtruction
projects across states, run ads on cable networks to warn workers about the illegal 1abor
practices of “unscrupulous contractors who know the law but choose to break it.”®® The
TV spots warn workers that contractors who pay below the prevailing wage, refuse to pay

overtime, or misclassify employees as ICs are violating Sate law.

New Initiatives
In addition to the initiatives outlined above, there are severa other efforts being

undertaken that will improve a stat€'s ability to uncover misclassified workers. Some of

0Djane E. Lewis, “Adswarn workers on illegal labor practices,” Boston Globe, April 5" 1999
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these have been undertaken by the USDOL, while others are joint efforts between state
and federa agencies. Some of these are described below:

Effective January 1, 1999 the USDOL modified its Field Audit Function to require that
the discovery by the states of misclassifications during the field audit process are to be
recorded and reported to the nationd office on its Form ETA 581. Thisisan excelent
firg sep in the attempt to quantify the extent of misclassifications and will be vauable
when viewed in atimdine reference. 1tisdso vduablein that it utilizes exiging data
reporting mechanisms thereby contributing little additional burden on the State Saffs.

However, there are drawbacks to using the data accumulated under this process. Most
dates “target” their audits toward employers or industries where past results have
indicated that erroneous reporting is likely to occur. Resulting data would have to be
carefully analyzed to accommodate the skewing effect of the audit selection process.
Additiondly, the number of audits conducted in the recent past is quite low and, if this
level of audits continue, the resulting data would require extra anaytica modification.

Montana has formed a partnership between its Department of Revenue, Department of
Labor and Industry, and the Interna Revenue Service to enable employerstofilea
combined Montana state and federal tax report giving Ul tax, state income tax, and
withholding data. The gtate Ul tax and income tax units have been combined within the
gate's Department of Revenue. On the same form that is submitted quarterly, employers
report federd income tax withholding, Socid Security and Medicare taxes, advance
earned-income credit payments, and federd tax deposits made each month during the
quarter. All state taxes are submitted on one check. Federa taxes, however, must be
submitted separately to the IRS. However, this represents a Sgnificant improvement in
cross-matching and utilizing data to ensure consstency in reporting. It enhancesthe
sate's ability to dlocate its scarce audit resources so it can target employers that are

potentialy misdassfying their workers.
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Wyoming has initiated a Joint Reporting Project for Unemployment Insurance and
Worker's Safety & Compensation. The project has grown significantly with 12,000
employers now submitting a combined report. The report is submitted to the Wyoming
Employment Resources Division. It has grestly facilitated the selection of employers for
joint audits.

Inter- Agency Task forces

Cdifornia created the Joint Enforcement Strike Forcein 1993. Two enforcement efforts
were implemented - the Employment Enforcement Task Force (EETF) and the
Congtruction Enforcement Task Force (CEP). The god was to maximize resourcesin a

way that would reach lawbreskersin order to clamp down on those who illegaly

undercut competitors and deny their workers the benefits that they deserve.

Member agencies include the Employment Development Department, which was dso the
lead agency; the Department of Consumer Affairs, the Department of Industria

Rdations, the Office of Crimina Jugtice Planning; the Franchise Tax Board; the Board of
Equalization; and the Department of Justice.

The drike force has achieved sgnificant results. The collective enforcement capability
alows participating agencies to address multiple rather than single violations of law. The
multiple enforcement efforts with their associated citations, penaties, and assessments
have had a sgnificant effect on businesses in the underground economy. Because of the
grike force's actions, these companies are either being driven into the legitimate economy
or put out of business. The pressure of unlawful competition is being reduced for honest
businesses.

Information sharing between member and nonmember agencies continues to improve.
The members have access to each other’s databases. The strike force continues to refine
and improve its detection and investigative techniques. Thisimprovement is attributed to
new techniques for developing needs, increased joint investigations with other law
enforcement agencies, and more experienced EETF gtaff. The introduction of the CEP
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has illugtrated how flexible a grike force can be in adopting different enforcement
techniquesto different indudtries.

6.4 The Underground Economy

In conducting research for this report, dmost dl of the interviewees equated employee
misclassfication with the operation of the underground economy. There was little
substantive difference between reporting an employee as an 1C and not reporting him or
her & dl. Itisfor thisreason that a discussion of the operation of the underground
economy is relevant here, with particular emphasis on how it is related to worker's wages.

This section reviews some aspects of the underground economy by looking at some of the
typical schemesthat are currently in operation. Aswill be seen, misclassficaionin al

the schemesis done to avoid employment taxes and applicable [abor laws.

In the underground economy, workers and business owners, both smdl and large, and
from avariety of industries, are breaking labor and tax laws. They need to either gaina
competitive advantage on ariva firm, or to catch up with ariva who may have been
operating within the underground economy for sometime. There are several schemes®
commonly used by employersincluding:

Skimming. Businessesrecord and report only a percentage of their salesin order to
reduce their taxable income and gross receipts.

Refunds/rebates. A customer intentionaly overpays for supplies and receives a
refund check for the difference. The refunds are not paid into the business account
and are used as a source of cash for paying undocumented wages. This occursin any
business where the purchase of materials is commonplace, eg. congruction.

Laundering (money exchange). Thereisusudly collusion between two contractors.
Checks are issued to the subcontractor and recorded as legitimate expensesin the
books. The subcontractor cashes the checks, usualy at the prime contractor's bank,
keeps a percentage, and returns the balance cash to pay undocumented wages.
Alterndtively, the subcontractor acts as a paymaster and distributes the checksto the
prime contractors employees.

61 Source: Joint Enforcement Strike Force on the Underground Economy, February 1,1999 by the State of
California Employment Devel opment Department
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Paymentsto crew leaders. A supervisor or other trusted employeeis required to
disguise the payment of wages. The crew leader receives payments disguised in the
company accounts as legitimate business expenses dong with his regular paycheck.
The crew leader uses the disguised business expenses to issue cash paymentsto crew
members. The crew leader may receive an incentive as areward for participating in
this scheme.

Fraudulent disbursement records. Fraudulent entries are made in cash disbursement
journals, payroll journds, or check registers. These records will agree with reported
wages. Inredity, these entries will not agree with the amounts on canceled checks.
Common discrepancies include different payees, different payment amounts, and
missing payments. The result is ddliberately underreported wages.

Dud records. In the underground economy, contractors often maintain two sets of
books. One set shows dl transactions used for tax purposes, and the other set
documents transactions that the contractor wishes to withhold from the IRS. Another
deviceisto pay for an individua's services partidly as an employes, (thus making

him available for dl the socia benefits and safeguards, such as socid security,
worker's compensation and union membership). The other part is paid off the books
or as rentd for building equipment or trucks.

6.4.1 California’s Response

Asindicated earlier, Cdifornia' s response to the underground economy was to create two
enforcement agenciesin 1993. The EETF became operationd in February 1994 and as of
December 31, 1998 had accomplished the following: 6361 investigations had been
conducted resulting in theissuing of 5360 citations for violations of the labor code.
Theinvestigaions dso initiated 3102 payroll tax audits, of which 2522 have been
completed, resulting in assessments totaling $35,467,454 in unpaid employment taxes,
pendties, and interest. As afurther result of the investigations, 22,873 workers who
should have been classfied as employees were identified. Average EDD Payroll tax
assessments resulting from EETF referrd's have increased dramaticaly, from $3397 in
1994 to $21,085 in 1998. In 1998, the average assessment was 1.7 times greater than the

average assessment resulting from the regular audit program. Average labor code
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citations resulting from EETF investigations adso increased from $3118 in 1994 to $6206
in 1998.%%

The investigative techniques used by the EETF were not effective in the construction
industry, which led to the implementation of the construction enforcement task force

(CEP). The CEPwasinitidly implemented as a 9-month pilot project in the Sacramento
area; however, it was expanded to a statewide effort on December 31, 1995 because of its
outstanding success during the pilot period. Since 1994 the CEP hasinitiated 935 audits

in the congtruction industry, of which 746 have been completed, resulting in assessments

of $32,062,263 in unpaid unemployment taxes, pendties, and interest. In addition,

12,320 workers were identified who should have been classfied as employees, but were

not.

6.4.2 New Jersey’sResponse

In 1997, New Jersey's Commission of Investigation carried out an investigation into the
underground economy and in particular the contract labor business. New Jersey's
agricultural and manufacturing industries have been subverted at taxpayers expense by a
lucrative underground economy that benefits contractors who trade in cheap, and
sometimesiillegd immigrant labor.®3

The employers consst of owners and managers of commercid agricultural processing
plants and indudtrid manufacturing facilities that need workers who will perform menid
tasks for which traditiond full-time labor or machinery istoo expensive. Factory
managers informed the commission that they have turned to the immigrant worker supply
because they were unable to fill the positions with employees from the local economy,
who are not willing to take jobs at or below minimumwage. These tasksinclude
removing bones from poultry, shelling clams, sorting and packing produce and readying
finished products.

52 ipid



Thelabor poal is made up of immigrants from South and Central America and Southeast
Asawho are willing to take jobs at or below minimum wage. These people are picked

up at sireet cornersin overcrowded vans and driven to factories to work long shifts.

Labor violations smilar to those in Cdifornia were discovered and recommendations
were made to clamp down on theillega activities. Neither the contract-labor provider,
nor the processor or manufacturer using the provider's services took respongbility for the
proper withholding and submitting of state income and employment taxes. Each took the
gtance that the worker was an | C responsible for his or her own filing of taxes, dthough

this was blatantly not the case.

The Case of the Vegetable Processing | ndustry

The systematic abuses currently being carried out in the underground economy can be
illustrated with an example from the vegetable processing industry. Between 1993 and
1996, severd firms based in New Jersey, including aleading processor of fresh fruit and
vegetables, paid over $18 million for contract labor supplied by a succession of
individuds. Theindividuaswere al members of the same extended family, and they
have usad these family ties as one of severd devicesin a scheme to plunder the tax

sysem.

During thet same 4-year span, no federd or state income taxes were withheld from the
wages of thousands of workers who were supplied to the processors. The labor providers
substantially understated their own corporate earnings for tax purposes, and failed to pay
on behdf of their workers approximately $2.4 million in federd payroll taxesfor Socia
Security and Medicare, and afurther $119,000 in state unemployment and disability
insurance taxes. Many of the workers possessed bogus Socid Security numbers.

83 Source: Contract Labor - The Making of an Underground Economy, September 1997 by the State of New
Jersey Commission of Investigation (pp.3-12)
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The provider was a Cambodian immigrant who served as a crew leader, supplying
workers to plants in the poultry and vegetable processing industries. A 1993 audit of his
books by the New Jersey Department of Labor discovered that he had been
underreporting his worker's wages for the previous 5 years. At this point, the labor
provider rdinquished contral of his busnessto hiswife and severd in-lawswho ran the
business in their name before forming anew corporation. Ploys such as this one enabled
the crew leader to effectively dodge state efforts to collect the unpaid Ul/Temporary
Disahility Insurance obligations.

Under the current arrangement, the firm provides approximately 195 workers per day to a
plant that processes | ettuce and other salad condiments pre-prepared for retail outlets.
The crew leader receives alump sum from the plant equating to $6.75 per hour of labor
worked by his staff, who are paid at arate of $5.05 per hour in cash. Thelabor provider
received a gross amount of $18,262,829 for the period 1993-1996 from al processing
plants. No money was withheld from workers pay packets for sate and federa tax
purposes, and payroll taxes were not deducted.

The labor provider takes the position that the workers are independent contractors and are
respongble for compliance on their own. However, awritten agreement entered into
between plant officiads and the labor provider clearly Sates, for example, that the

provider is responsible for deducting unemployment and worker's compensation as well

as the employee's share of Socid Security. Officids of the processing plant, meanwhile,
regard the workers as direct employees of the labor provider and play no role in oversight

of tax compliance involving the workers.

The commission recommended ajoint employer for tax purposes. Other
recommendations included a proposa to consolidate contract |abor providers under one
regulatory scheme, the transfer of UI/TDI collection functions to the Department of the

Treasury, and the expansion of employee verification programs.
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6.5 The Erosion of Ul Coverageand FUTA

Excluding certain employment and wages from state unemployment insurance seemsto
be popular these days. During recent years, some employers have gone to their state
legidatures for specid exclusonsfrom Ul. These same employers were caught as a
result of their ex-employee independent contractors filing unemployment insurance
claims and were therefore subject to audit investigations and tax assessments. Political
events in many states are resulting in even more occupations receiving exclusions.
Advocates of new exclusions have pointed to previous exclusions as the rationale for
their group. Asthe number of federdly impermissible exclusons has increased,
employment security staff has become concerned about the erosion of Ul coverage for

workers.

Under the current FUTA, atax credit is applied againgt the full FUTA tax of 6.2% only

on those wages that are subject to the state’sUI tax. The IRS Employer Tax Guide
Circular E makes an oblique reference in the deposit ingtructions as “If any part of wages
subject to FUTA are exempt from state unemployment tax, you may deposit more than
the .008 rate.” These ingructions do not inform employers on what rate to use for
making deposits and how the total tax isto be computed. If an employer had wages
subject to FUTA but not subject to the state, then the employer would not be alowed the
credit and be required to pay the full 6.2% FUTA tax. Thus, if certain wages are subject
to FUTA but not to Ul, then no credit is alowed and the full FUTA tax is payable on
those wages. It appears that thereis no processin place, on ether the state or federd

level, to ensure that this provison is enforced.

6.6 Overall Impact of Misclassification

The employer community is not totaly free of the adverse impacts of misclassification.
Cost congiderations and aggressive competition are twin pressures that induce an
employer to engage in behavior that creates an inequitable playing field in the business

community for employers who correctly classify their employees and pay taxes.
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Many employers believe therisk is acceptable when viewed againgt the surviva of their
busness. Their view of the risk involved, however, ismosly limited to the retroactive
payment of some payroll taxes and possibly some fringe benefits. Other infringements of
the law can carry subgtantid ligbilities. Among these are the retirement and hedlth
benefit rules under ERISA, the Age Discrimination in Employment Act, the Americans
with Disabilities Act, and the Fair Labor Standards Practices Act, aswell as similar laws
within the states. Employers, particularly smal employers, need to be aware of these
risks, which, are potentidly of greater impact than payroll taxes.

Misclassfication has little impact on workers who file daims. Once aclam isfiled, ther
rights are protected and the employment security agency ensures that the individuas
receive benefitsif they are digible. 1t must be stressed however, that misclassfication
has a big impact on individuas who believe their employers when they inform them they
are not employees, but are independent contractors. Such individuals do not file for
unemployment, though they could be digible. It affects them financidly and affects their
ability to sugtain themsalves and their families during times of unemployment.

There are dso the independent contractors operating in the underground economy who
are often misclassfied employees, and who are paid in cash for ther services. Mogt of
them do nat file for unemployment ether. 1t isdifficult to estimate what percentage of

unemployed workers do not file clams for the above reasons.

Misclassification imposes red hardships on workers, both in the near term and in the
future. In the near term it deprives the worker of the socid protections that have long

been commonplace in the workplace. Chief among these is unemployment insurance and
workers compensation. These and other workers benefits are now taken for granted, but
they were extremely contentious issues when they were first proposed. The sharing of
hedlth insurance costs with employers that has become commonplace over the years, and
is often consdered a primary condition of employment is unavailable to an IC dthough it
may be patidly offset by some pay differentids.
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In the long term, it presents another serious issue, particularly for those at the lower end
of the pay scdle. Theissueisone of pensons. The trend in recent years has been to
reduce planning for future retirement, particularly without the financia support and
discipline of an employer-sponsored program. Whileit istrue that the Internal Revenue
Code provides tax incentives for independent contractors, utilization of those incentives
islargely out of reach for those with limited earning capacity. According to Horowitz, an
advocate for 1Cs, “We're heading into a two-tiered economy. Thefird tier hasaNew
Ded safety net, protected by dl the different [abor laws. Then thereis a second tier

that’ s short term, flexible, many of them independent contractors. That tier does not
receive benfits...”
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CHAPTER 7

SUMMARY OF FINDINGS, CONCLUSIONS AND
RECOMMENDATIONS

This chapter provides some recommendations for addressing a problem that may become
sgnificant if the economy undergoes a downturn and the level of unemployment

increases.

7.1 Summary of Findings

The primary purpose of this study was to supplement existing knowledge on independent
contractors and their role in the dternative workforce in order to provide policymakers
with a more objective basis for understanding thiswork arrangement. BLS surveys of
nonstandard workersin 1995 and 1997 found that 1Cs were the largest category, with 8.3
million & 8.5 million workers respectively, or 6.7% of the workforce. Inthe 1999 BLS
survey, |Cs were till the largest component of the aternative workforce, however their
share had diminished dightly from 6.7% to 6.3%. Although the BLS results show a
decline in ICs, the perception of the mgority of those interviewed for the study was that
independent contractor use is indeed growing.

There are no universa rules to determine who is an employee and who is an IC because
the line between them shifts over time. Each state determines which individuads are
employees and which are 1Cs by consulting the state definition and applying the State test
(common law or ABC) and the state law. Critics assert that the current system has
outlived its ussfulness and is not responsive to the ever-changing ways in which business
is being conducted.

Many workers displaced by corporate downsizing, as well as those seeking amore
flexible work environment, have become independent contractors. Compared with the
traditiona workers, independent contractors are disproportionately found in congtruction,

insurance, finance, red estate and services.
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Some employees voluntarily left their regular jobs to start working for themselves as
independent contractors for a variety of reasons. Independence, choice of employer and
work hours, control over one' s destiny, job stability, and higher levels of remuneration
were the reasons frequently given by writers and artists, insurance and red estate sales
agents, software and Web page designers, construction trade employees, and managers
and adminigtrators. However, there are other workers who |eft regular employment
involuntarily and who prefer the ahility of regular full-time employment, but were
compelled by employers to accept independent contractor status. These arefound in al
types of occupations and industries.

In the study reported here, the demographic characteristics of independent contractors
compiled from data provided by Ul agency staff and advocacy groups indicate a grest
ded of variability in the makeup of ICs. ICsare mades or femdes and of dl agesand of a
variety of ethnic origins. They have different education and kill levels. The mgority

has no hedlth insurance or retirement benefits and earns middle to low-level wages.

One of the mgor issues of concern to federa and state policymakers a the labor
department as well as many employersisthe misclassification of employeesasICs. This
particular practice is not only denying many workers protections and benefits they are
entitled to, but it aso hasimportant implications for the financid viability of Ul trust
funds. Analyss of employer misclassfication by indudtry for five satesin this sudy
showed that congtruction, manufacturing, home hedlthcare and retail had high levels of

misclassfication.

There was dso a perception among employers and workers, epecidly thosein the
medium to high wage occupations that the designation of employee or independent
contractor status was an option to be agreed upon by both parties. What mattered was the
exigtence of awritten agreement between both parties.
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The economic factors that encourage employers to misclassify employees as ICsinclude
heightened competition, new management paradigms, deregulation, and downsizing. The
use of ICs alows employers to save on payroll taxes, fringe benefits, and workers
compensation. They circumvent compliance with labor and workplace legidation
designed to protect employees. They increase their workforce flexibility by hiring ICsto

replace and supplement regular employees on an as needed-basis.

The number one reason for misclassfying workers or hiring independent contractorsis
the savings in not paying workers compensation premiums and thereby not being subject
to workplace injury and disability-related disputes. In high-risk industries, workers
compensation was the single most dominant reason for misclassfication. Many
employers bdieve the risk of being caught is acceptable if it means the surviva of their
business. Their view of the risk involved, however, fails to take into account violations

of federd satutes that have substantia pendties.

Misclassfication has a sgnificant impact on those individuas who are told by their
employersthat they are ICs, not employees. These individuds are generaly not
financidly able to make contributions to a retirement program and do not file for
unemployment, athough they could be digible. In the long term, thair retirement

benefits are sgnificantly reduced and in the short term, they do not collect unemployment
insurance if they become unemployed. Utilization of IRS incentives such as sdf-
employment plansis not a viable option for ICs because of their limited earnings.

Ul employer audit data from selected states were used to estimate the proportion of
employers who misclassify employees and the impact of misclassification on Ul revenues
and thetrust fund. States that relied on targeted audits had a range of 30 to 45% of
audited employers with misclassfied employees. The proportion was around 10% in
gates with high levels of randomnessin their audit selection process. Underreporting of

Ul tax revenues due to misclassification ranged from less than one haf of 1% to 7.5%.
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Assuming a 1% level of worker misclassfication, and unemployment at the 1997 leve,
the average loss in revenue to the trust fund resulting from employer underreporting of Ul
taxes from 1990 to 1998 would be $198 million. The average outflow of benefits, if paid
to the misclassified daimants, would be $203 million. These estimates show thet the
financia impact of misdassfication isnomind a present. However, thousands of
workers who have alegd right to Ul protection are not being afforded such protection
because of misclassfication. Other socid protections are dso being denied to these

workers, who are often the ones most in need of such protection.

Furthermore, an increase in the unemployment rate could calise enormous increases in
independent contractor-related issues that would have to be investigated. The additional
cdamswould dso drain the trust fund, and this drain would most likely have to be offset
by assigning higher contribution rates to those employers that correctly classfy ther
workers and pay their taxes, placing them at a further economic disadvantage.

7.2 Recommendations

Theincreasing use of dl types of nontraditional workers, including ICs, has crested
renewed interest in changing the employee classfication criteria To date, State
employment security agencies have dedlt with this problem by enacting specific
excdusons from the definition of employment. There is aneed to establish a system that
ensures that determinations of employee and |Cs are made smply, consstently, and

farly.

To address the issue of misclassification, severa states have set up task forces to monitor
employers classfication practices and reporting on employees. IRS data are an integra
component of these efforts. However, state officids indicated that in the mgority of
cases, the shared information consisted primarily of Ul audit results provided by statesto
the IRS. Thisinformation sharing should flow both ways. The use of Form 1099-Misc
on which non-employee compensation is reported to the IRS in California proved to be
extremely effective in detecting employee misclassfications. Other Sates need to make
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this type of information part of their unemployment insurance tax enforcement programs.
The Employment and Training Adminigration (ETA) should take aleadership rolein
forging a strong relationship between the IRS and SESAs to routingly share 1099 data.
The USDOL should develop software and a computer program that will extract data that
are useful to the states from the IRS 1099 tapes.

The ETA must dso develop a didogue with other agencies within the USDOL and
outsde it, such as the Immigration and Naturaization Service, which have mgor interest
in employer-employee relationships and other worker protection issues. State agencies
that determine employee and independent contractor status, such as workers
compensation and state departments of revenue, should be encouraged to exchange
relevant information. Information should be shared, not only among state agencies, but
a so between states and their neighboring partners. Severd states such as Montana,
Wyoming, Connecticut, and Cdifornia have taken the lead in establishing interagency
reporting and cooperation, and these efforts can be used as models by other states. There
are new technologies (e.g. intelligent collection systems, pattern recognition) that can be
used to track independent contractors and their employers.

Another workplace related issue that affects Ul revenue and erosion of coverageisthe
increasing requests by employers for excluson of certain job classfications and wages
from the payment of state Ul taxes. If an employer had wages subject to FUTA but not
subject to the State, that employer should not be allowed a FUTA credit and be required
to pay the full 6.29% FUTA tax. To offset the enactment of specific exclusons from the
definition of unemployment at the date levd, a the federd level there should be away of
fixing this obvious lgpse in the process. It isthis processthat gives the federd
government the sanction necessary to insure compliance among the states. (Note: If your
date' slaw is not in compliance with the federd guidelines of the world, an employer’s
tax isincreased eight-fold.) A workgroup should be established to assess whether the
intent of this provison of FUTA is being met and how it may be used to prevent further

erosion of Ul coverage.
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The USDOL should undertake a comprehensive campaign to educate employers on
voluntary compliance (not only the publication of successful prosecution, but aso a
systematic continuing educationd campaign). The ETA must develop arepository of
information on independent contractor issues, best practices, new initiatives, and
legidative measures. Thisinformation should be updated frequently and publicized, and
its contents made accessible to agencies deding with independent contractors.

The short and long term impact of the IC work arrangement on the individua workers are
that socid protections now available to employees are currently denied to independent
contractors, and the mgjority of them cannot afford to take advantage of the available
measures. A multi agency dialogue needs to be started to explore the feagibility of
extending some or dl of the socid protectionsto them. For example, should ICs
participate in unemployment insurance, including payment of contributions? Should
workers compensation be mandatory for them? Should 1C agreements be subject to
requirements such as the payment of aminimum wage? These are afew of the questions
that need to be answered in order to respond to the needs of thisworkforce. Theway in
which they are answered may determine the well being, not only of 1Cs, but o of the
American economy as awhole in the coming century.
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APPENDIX A: LEGAL REVIEW



INTRODUCTION

At the preliminary stage, the primary objective of the legd research in the fifty Sateswas
to determine how the variance of commontlaw fact and circumstances tests between
federd and Sate law, within states, and from state to Sate affected the level of
independent contractor classification. The other objective was to examine and measure

the magnitude of misclassfication of workers.

The andlysi's began by researching each state’ s definition of covered employment,
covered employee and independent contractor. To understand how the definition was
applied to aparticular set of circumstances it was necessary to research the state's case
law. Caselaw research defined the classification criteriaand judicid interpretation for
each state and provided a basis for understanding the magnitude of 1C classfications.
Moreover, the research yieded information on which states employed the most inclusve
and leadt inclusive employee definitions; which states incorporated which test, the ABC
test or the common-law test; which prong of the states test the judiciary found most
important; and what industries were most likely to use independent contractors.

Fourteen gtates plus the Digtrict of Columbia use the common:law test to define
employees for unemployment insurance coverage purposes, while twenty-two use the
ABC test, ten states use their own test and four states use the IRS s twenty-point test.
Alabama, California, lowa, Kansas, Massachusetts and Tennessee are afew of the
common-law states. Alaska, Connec