HIRING AND MANAGING
INDEPENDENT CONTRACTORS

his special report will focus on one
Tof today’s most pressing business
and legal issues: the hiring and manag-
iNng of independent contractors. This is-
sue has exploded inimportance with the
downsizing of companies, the creation
of the virtual company, the increase in
the use of consultants, temporary or
leased employees, and the formation
of strategic relationships. The question
that is usually asked is whether or not
an independent contractor can be con-
sidered an employee for tax and liabil-
ity reasons. The simple answer is that if

[ ] they can, they will be!
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DEFINITIONS

INDEPENDENT
CONTRACTOR

“Any person who
renders service for a
specified recompense
for a specified resullt,
under the control of
his principal as to the
result of his work only
and not as the means
by which such result is
accomplished.” (Cal.
Labor Code §3353)

EMPLOYEE

“Every person in the
service of an employer
under any employment

or contract of hire or

apprenticeship, express
or implied, oral or written,
whether or lawfully or
unlawfully employed.”
(Cal. Labor Code §3351)

In this report we will review what an independent contractor is and is not.
Then we will turn to an analysis of various liabilities associated with the differ-
ent status classifications and how to avoid misclassification claims.

WHAT IS AN INDEPENDENT CONTRACTOR?

“Any person who renders service for a specified recompense for
a specified result, under the control of his principal as to the
result of his work only and not as the means by which such
result is accomplished.” (Cal. Labor Code §3353)

WHAT IS AN EMPLOYEE?

“Every person in the service of an employer under any employ-
ment or contract of hire or apprenticeship, express or implied,
oral or written, whether or lawfully or unlawfully employed.”
(Cal. Labor Code §3351)

These definitions are representative of most federal and state statutes, most of
which specifically direct courts and agencies to construe Workers’ Compensa-
tion laws, unemployment compensation laws, wage and hour laws, and other
labor laws liberally. The purpose is to extend benefits to persons who argu-
ably come within their scope. The IRS and other agencies will cut through
any independent contractor agreement they believe is a subterfuge for denying
employee status.

The following is a list of factors derived from guidelines used by the IRS,
state-employment development offices, and the courts in helping to determine
whether someone is an independent contractor or an employee. While the list
has been weighted with the most significant factors at the top, each worker is
viewed on a case-by-case basis, based on each agency’s or attorney’s agenda, to
ultimately determine whether or not he or she is an independent contractor. In
some industries some of these factors are weighted more heavily than in others.

The most significant factors are as follows:

1. Control. This is the single most important factor! You can tell an indepen-
dent contractor what job you need to have done and the results you expect
but not when to work on it or how to do it. It is a question of the extent
to which the company exercises control over the details of the work being
performed. To what degree has the company provided the worker with in-
structions or training?

2. Distinct occupation. Is the worker a skilled artisan, tradesperson, or busi-

nessperson who has special training, experience and education? Is the
worker professionally licensed and insured?
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10.

11.

Supply of resources. Who supplies the necessary equipment, place of
work, and other resources necessary for the worker to perform the job?
Does the worker have an office at your company, at home or somewhere
else? Who pays expenses? What investment does the independent contrac-
tor have in his or her business?

Custom in the locality. Is the work usually done under the direction of an
employer or by a specialist without supervision? How are similar workers
treated by other companies in your industry or community?

Length of work and method of payment. Independent contractors are
generally paid for the job done and not the hours worked. Method of pay-
ment, whether by time or the job, is a significant factor as is the worker’s
obligation to devote a set number of hours to the work to be performed
every week. (Remember, just because someone gets paid a commission
doesn’t make him or her an independent contractor.)

Integration of the worker’s job functions into the business. Is the work-
er’s job required to be performed on an ongoing basis for the company as
part of its regular business? Is there a continuing business relationship? If
so, it sounds like an employee. This is where it is best to lease the worker
from a temp agency.

Conducting or attempting to do business elsewhere. To what degree
does the worker have his or her own business location, business stationery,
licenses, and advertise to the public? Is there freedom to work for another
company at any time? Are there 1099s from other companies?

Eligibility for firing. An independent contractor cannot be fired so long as
a result that meets the specifications of a contract is produced. Likewise,
the independent contractor cannot simply leave the job at any time without
incurring liability.

Opportunity for profit or loss. Does the worker’s profitability relate to
personal business management skills, or is it guaranteed as with any wage?
Do they receive bonuses or penalties based on certain performance bench-
marks?

Existence of employees. How are the people the independent contractor
supervises classified? Are they treated as the independent contractor’s em-
ployees? How are their wages paid? Is there workers compensation cover-
age for them?

Belief of the parties. The independent contractor relationship should be
memorialized in writing. The IRS is giving greater respect to contractual
arrangements. Use0 the sample Independent Contractor Agreement that
comes with this program.
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Independent-contractor
status eliminates the
cost of overtime,
accident, life, and health
insurance, and pension
and profit-sharing
benefits.



Texas Workforce
Commission Finds
Independent Contractor
Was An Employee

12. Clear communication of eligibility provisions for employee benefits. In
the wake of the Vizcaino v. Microsoft case, courts may be more willing to

Analysis: The claimant was

an employee based upon the

following factors:

- The claimant did not
negotiate the compensation
for the work.

- The claimant worked only
on assighnments given to
him by the employer, and
the assignments involved
the employer’s customers; a
true independent contractor
would have received his
assignments from his own
customers.

Unlike independent

contractors, the claimant had

no control over his own time;
he had to be on 24-hour
call, effectively preventing
him from any attempts at

developing his own business.

- The claimant performed the
services in the employer’s
name - if he had had his own
company, he would have
performed the work under
his company’s name.

- Just like any employee,
he worked for a pay rate
imposed by the employer,
instead of negotiating his
own compensation.

- The repeated warnings by
the employer that it would
fire the claimant for refusal
to make runs as instructed is
conclusive evidence that the

employer exercised direction
and control over the services

performed by the claimant.

- The claimant’s services were
directly integrated into the
primary service offered by

the employer, indicative of an

employment relationship.

In view of the above facts, the
written agreement that the
claimant was an independent
contractor had no effect
concerning this employer’s
legal obligation to report the
claimant’s wages and pay the
appropriate state Ul tax.
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disregard an independent contractor agreement altogether if benefit eligi-
bility has not been clearly spelled out within the plan itself, and communi-
cated to all workers—employees and independent contractors alike.

There are more factors, but those above are by far the most critical.

WHY HIRE INDEPENDENT CONTRACTORS?

There are many benefits for classifying a worker as an independent contractor.
They include the avoidance of various payroll deductions, such as FICA, FUTA,
state withholding, federal withholding, state disability taxes, workers’ compen-
sation and unemployment insurance. Independent-contractor status eliminates
the cost of overtime, accident, life, and health insurance, and pension and prof-
it-sharing benefits. It also eliminates the cost of managing payroll functions.
These costs can be significant. For example, a $50,000 employee costs over
$4,000 just in FICA and FUTA withholdings alone. The overtime rate would
be approximately $37 per hour. Standard health benefits would cost $350 per
month or more. When totaled, the difference between the classification of that
worker could be $10,000 or more per year! There are also benefits associated
with personnel law compliance, flexibility, specialization, etc., BUT...

THE DOWNSIDE OF MISCLASSIFICATION
CAN BE SUBSTANTIAL!

If an agency decides you have misclassified that $50,000-per-year employee,
you will not only have to pay the $4,000 in FICA and FUTA, but you’ll also
have to pay sanctions of 1.5% for not withholding federal income taxes ($750);
a sanction for failure to withhold the employers’ share of social security taxes,
which is 20% of 7.65% of $50,000, or $765. In addition, if the IRS determines
that the withholding was willful, the sanction for failing to withhold the in-
come taxes can be equal to the highest rate that would apply to a single person
with one exemption, approximately 30% of the $50,000, or $15,000! The sanc-
tion for willful failure to withhold the employee’s share of social security pay-
ment (FICA and FUTA) can total over another $7,000. As you can see, the costs
of misclassification can be substantial!

According to the IRS, there are millions of misclassified independent contrac-
tors, costing the government as much as $30 billion in lost revenue. According
to a recent IRS study of 1,200 instances in which employers claimed the work
was done by independent contractors, more than 90% of the contractors were
reclassified as employees. The average back-tax bill for guilty employers is ap-
proximately $3,000 per employee, with some employer liabilities easily exceed-

Hiring and Managing Independent Contractors



ing $100,000. During a recent set of IRS audits, the average misclassification
assessment was more than $68,000 per employer. You are reminded that this
does not include state taxing penalties and other exposures of significance.

From our experience, most complaints are brought to the attention of agencies
when a single employee files a claim, usually one who has been terminated
or not paid taxes. Once the agency has been alerted to the treatment of an
employee as an independent contractor, it will not only look to see how other
employees at the company have been treated but also notify other agencies that
have an interest in the classification issue. Before you know it, you will not
only have a number of agencies ready to assess fines, but an attorney knocking
on your door serving a class-action lawsuit!

Very often, entrepreneurs and small businesses will hire secretaries or assis-
tants and try to label them independent contractors to avoid paying for work-
ers’ compensation and payroll taxes. Other companies will lay off employees
and then hire them back as consultants to perform essentially the same tasks
they were doing when they were employees. This is, very simply, a formula for
disaster. Let us show you why.

Assume the secretary or assistant causes an automobile accident while doing
work for the company. Assume that, as a result of this accident, he or she is
disabled and unable to go back to work. Also assume people in the other car
are hurt. Under this scenario, the company will be sued for the negligence of
the “independent contractor” under the theory that the status is a subterfuge
because the employer at all times retained control over work performance, etc.,
and thereby more properly should have defined him or her as an employee for
liability purposes.

Since the employee is now unemployable, unemployment and workers’ com-
pensation claims are likely to state the individual should have been classified
as an employee. If the independent contractor is found to be an employee and
the company does not have workers’ compensation coverage, then it can be
exposed to payments that its carrier would normally make if it were insured
(e.g., physical therapy, vocational rehabilitation). In addition, the company will
also be penalized by the state. This exposure alone can easily exceed $100,000!

Then, because the company classified the independent contractor as such, it
may have created an argument for its insurance company to deny insurance
coverage. Using the company’s own classification, the insurance company can
claim that the independent contractor is not covered under the company’s li-
ability insurance, only employees are. That’s what you call “shooting yourself
in the foot.”

Next, because of a newly difficult financial position, it is likely the indepen-
dent contractor will not be able to pay all taxes when they become due and
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FedEx Drivers Found
to be Employees, Not
Contractors

In a little-noticed decision, a
Callifornia court determined
that 80 FedEx Ground

delivery drivers, labeled by the

company as “independent

contractors,” were really FedEx

Ground (FEG) employees, and

may be entitled to overtime

pay and other damages. Los

Angeles County Superior Court

Judge Howard J. Schwab

ruled that drivers with single

routes, which he termed

“single work area” (SWAs), met

the common law definition of

employees. Schwab ruled:

- The relationship between
FEG and the driversis a
“tightly controlled hierarchical
employment model”, not
a “partnership” as FEG
maintained.

- The SWA drivers are “totally
integrated into the FEG
operation...required to wear
uniforms and drive trucks
with FedEx logos, and
are long-term in years of
service.”

Most important of all, the
court finds that the work

of the SWAs is essential

for FEG’s core operation,
the pickup and delivery of
parcels. If lightning were to
strike so there would be no
FEG, there would in fact be
nothing left for the SWAs to
do and they would suddenly
be bereft of business.”
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New Hampshire
Added To List of
States Cracking
Down on Contractor
Misclassification

As reported in the
Nashua Telegraph:

Labor Commissioner
George Copadis says
his department has
received enough
complaints about the
practice that it is has
teamed up with four
other state agencies,
including the attorney
general’s office and the
Department of Revenue,
to look in to how big the
problem really is. “What
we're trying to do is get
the word out there that
this classification issue is
going to be addressed.”

will claim it is the fault of the employer for not withholding sufficient wages,
including the 7.65% payment required for social security. Here come the IRS
and friends. There is also the inevitable claim for overtime, which can go back
for two or three years and may include double damage penalties.

This is not an unlikely scenario. In fact, it was drawn from actual cases. In
the end, on top of being sued by a third party, the company is penalized by
the IRS, state taxation authorities, Workers’ Compensation authorities, and re-
quired to pay Workers’ Compensation benefits out of its own pocket—benefits
its carrier would normally have made.

The status of someone as an independent contractor or employee has other
repercussions, as well, including but not limited to licensing statutes, permit
requirements, anti-discrimination statutes, laws governing minimum wages,
maximum hours, overtime, and employment of minors, Workers’ Compensa-
tion, labor relations, insurance law, as well as the responsibility for the torts
created by the worker in the scope or course of the contract. For Workers’
Compensation and tort liability purposes, independent contractors, leased or
temporary employees may have “dual employment status,” meaning they are
considered both your employee and someone else’s.

A worker’s status as an employee can also affect whether or not he or she is
covered by your insurance or pension and profit sharing plans. This may result
in breach of fiduciary duty claims, ERISA (Employee Retirement Income Security
Act) violations, as well as penalties for failing to include the employee in any
benefit plan.

In April 1996, the Internal Revenue Service issued a training manual to auditors
to make it easier for them to determine whether a worker is an independent
contractor or an employee. In the past, the IRS has been reluctant to accept the
designation of an independent contractor. It seems this may be changing in
light of today’s business realities. Some of the highlights of the guidelines are
as follows:

1. The IRS is giving more weight to written contracts that designate the work-
er as an independent contractor. While contracts in and of themselves are
not sufficient to determine a worker’s status, the IRS now states that if the
evidence is so balanced that a judgment could be made either way, a writ-
ten contract may be one way to resolve the issue.

2. Inthe past, the “time and place” of work were important issues for the IRS
in determining a worker’s status. If the work had to be done at a certain
time, the IRS usually interpreted that as evidence of “control” and, there-
fore, concluded the worker would be considered an employee. The IRS now
allows that some work, by its nature, must be performed at a certain place
and a certain time. This would have no impact on a worker’s status.
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3. The IRS now recognizes that by advertising a service to the public a worker
demonstrates that he or she is an independent contractor. These advertise-
ments need not be in the newspaper or yellow pages, but can even be by
word of mouth, personal networking, etc.

4. The manual now makes distinctions between “suggestions” and “instruc-
tions.” Instructions to a worker are considered evidence that a worker is an
employee. However, the IRS now accepts that “suggestions” to a worker,
which may or may not be followed, could be construed as evidence that a
worker is an independent contractor.

5. The IRS acknowledges that having a worker wear a uniform will not weigh
heavily in determining a worker’s status.

There are a few provisions in the IRS manual that will make it harder for profes-
sionals, such as accountants, engineers and consultants to claim independent
contractor status. They are as follows:

1. The manual states that being paid an hourly wage is generally sufficient
evidence to warrant a finding of employer-employee status, even though
hourly wages are how most professionals such as accountants and consul-
tants are paid.

2. The IRS ruled that making a significant investment in business facilities
is evidence of independent contractor status. However, the IRS does not
consider items that also have a personal use, such as computers, to be a
significant investment.

A company can usually avoid a penalty for misclassification if it had a “reason-
able basis” for that classification. The manual states a “reasonable basis” can
be gained by consulting an attorney or accountant with expertise in the area.

Technically, this manual is not a policy statement by the IRS, but most attor-
neys and accountants are assuming that the manual accurately reflects the IRS’
position on the subject.

LIABILITY FOR INDEPENDENT
CONTRACTORS

One of the upsides to using independent contractors is that you are generally
not liable for their actions unless you have negligently hired them or, in the
alternative, they are involved in “inherently dangerous” work. For example,
security guards work in “inherently dangerous” work. If one of those security
guards negligently injures someone, you can be held responsible along with
them. In certain states you may face responsibility for the acts of unlicensed
contractors. For example, in California, a party who hires and unlicensed con-
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In recent years, the
IRS has focused on
some of the following
business categories
in the independent
contractor/employee
classification battle:

10.

1.

12.

Temporary and
leased employees

Home-based
workers

Beauticians,
barbers and others
with booth rental
agreements

Computer
consultants

Real estate
salespeople

Newspaper and
magazine distributors

Construction workers
Telemarketers

Clothing
manufacturers

Laid-off employees
who are rehired

as independent
contractors

Drivers

Assembly workers



WASHINGTON (CNN)

A congressional
committee investigating
the performance

of Blackwater USA
questioned whether
the private security

firm may have evaded
paying millions of
dollars in taxes. By
classifying workers in
Irag as “independent
contractors” rather than
employees, Blackwater
appears to have
engaged in an “illegal tax
scheme” that avoided
an estimated $31

million in employment-
related taxes in the

last year of its contract
alone, said Rep. Henry
Waxman. Waxman
asked Blackwater to
provide his committee
with documents related
to the panel’s inquiry by
November 19.

tractor becomes the statutory employer of the contractor’s workers and there-
fore legally liable for their actions.

An important distinction is that workers’ compensation coverage covers em-
ployees, not independent contractors. Therefore, you can be subject to direct
liability for injuries to these workers. For example, if an independent contractor
who gets hurt on the job, you may not be protected by your workers’ compen-
sation liability policy and that independent contractor may sue you directly.
Again, it is important to make sure any independent contractors have insurance
coverage for any of their possible torts as well as workers” compensation cover-
age for any of their employees.

STATUTORY EMPLOYEES

Statutory employees occupy a middle ground between independent contrac-
tors and regular employees. Statutory employees are treated as employees for
taxation purposes, but also have the opportunity to file Schedule Cs and allow
for business-related deductions. Occupations considered statutory employees
include: full-time life insurance salespeople who primarily work for one insur-
ance company, certain drivers, traveling salespersons and home workers who
work on a contract or piecework basis, in their own homes, or in the homes
of others. (Remember, FedEx and other employers have been fined for mis-
classifying their drivers as independent contractors. This is a tricky area and
professional advice is recommended.) Again, they are entitled to deduct their
business expenses on Schedule C but must still pay income taxes on their net
income since their employers are not required to withhold income taxes from
their pay. The employer does, however, pay their self-employment tax (FICA).

VIZCAINO V. MICROSOFT CORP.,
AND ITS IMPLICATIONS FOR EMPLOYERS

In 1989 and 1990, the IRS conducted audits of Microsoft Corporation and found
that a number of workers had been misclassified as independent contractors
when they were in fact full-fledged employees with Microsoft, at least for tax
purposes. Despite having signed agreements stating they were independent
contractors, these workers worked on teams with regular Microsoft employees;
they shared the same supervisors; they sometimes performed identical func-
tions; they worked similar hours; they had admittance cards just like the regu-
lar employees; they worked at Microsoft-owned facilities; and they had access
to the same office equipment and supplies as regular employees did.

Microsoft agreed to reclassify these workers as employees. This prompted a

number of these misclassified employees to file a class-action lawsuit against
Microsoft, to recover what they argued were wrongfully withheld benefits, in-
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cluding those accruing from an Employee Stock Purchase Plan and a 401 (k)
plan.

In this case, Vizcaino v. Microsoft, the Ninth Circuit Court held that indepen-
dent contractor agreements notwithstanding, the workers were indeed “com-
mon law employees” and were entitled to the benefits. Although the IRS re-
views the practices of each business independently, this case will surely have
implications for how employers classify their workers, and how they adminis-
ter benefit plans.

In the Microsoft case, even though the workers had signed independent con-
tractor agreements, the court held that the wording of the benefit plans was
ambiguous with respect to which workers were full-fledged employers and
which were independent contractors. In essence, the court disregarded the
agreements and focused on the wording of the plans.

In light of this decision, employers need to review eligibility criteria for partici-
pation in all benefit plans to assure the plans provide a legal basis for exclud-
ing independent contractors or contingent workers. All contractual agreements
with independent contractors should include specific waivers of participation in
employee benefit plans. Moreover, such a wavier must not be dependent on the
worker’s status as an independent contractor or contingent employee, because
that status itself may be called into question when other facts are considered.

In addition, all benefit plans must contain a clause clearly stipulating that con-
tingent workers are not eligible for the benefits. This clause and the clause in
the independent contractor agreements may be worded as “mirror-images” of
each other; that is, they may refer the reader back to the appropriate clause in
the other document.

Finally, all this needs to be clearly communicated to all workers, regular em-
ployees and independent contractors alike. Unless this communication has tak-
en place, the presumption may be that a firm’s independent contractors were
unaware that they were not entitled to employee benefits.

YOU CAN PROTECT YOURSELF FROM A
MISCLASSIFICATION CLAIM BY DOING THE
FOLLOWING:

U Don’t have them go through your “usual” hiring process used for employ-
ees. For example, don’t have them fill out a job application.

U When you hire independent contractors, temporaries, or outsourced em-
ployees, make sure to request a resume, interview them, check their refer-
ences and conduct background checks.
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Couriers and
Messengers Held
Employees and
not Independent
Contractors

The firm provided courier
and messenger services
to title companies

and law offices. The

firm treated couriers

and messengers as
independent contractors
and provided IRS Form
1099s. An agent of the
California Department

of Industrial Relations
determined the

subject workers were
employees, issued a
stop work order and
$15,000 penalty for
failure to have workers’
compensation insurance
as required by state law.
The firm litigated the
controversy all the way
to the California Court of
Appeal - and lost!
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Reduce your agreement to writing. Use the sample Independent Contractor
Agreement. Make sure you address the essential factors set forth above,
including the issues of control, place of employment, tools to be utilized,
etc., in the Agreement. Make sure it contains “work for hire” language.
Have the final draft reviewed by an attorney.

Pay attention to the wording of all benefit plans, including health, vacation
and sick leave, profit sharing, stock purchase plans, pension plans, and
401 (k) plans, particularly with respect to which workers are eligible for the
plans and which workers are not. Insert a clause into each plan that spe-
cifically excludes independent contractors. Then make sure these changes
are reflected with a “mirror image clause” in the Independent Contractor
Agreement you ask these workers to sign. Consult an attorney as to the
proper wording of these clauses.

Obtain a business card, advertisement, brochure, business license, 1099
from the independent contractor and retain them in your files.

File an IRS 1099 form for the independent contractor’s wages.

Keep the independent contractor’s file separate and apart from company
personnel files.

If in doubt, obtain an advance IRS classification ruling by filing form num-
ber SS-8.

Obtain proof of workers’ compensation insurance coverage and general li-
ability coverage from the independent contractor and save it. Either that or
make sure they are covered under your policy.

Obtain proof of an employer identification number (EIN). Use it on all pay-
ments to the independent contractor.

Make sure they invoice you for payment.

Make sure the independent contractor is not reimbursed for expenses and
that they pay for them directly.

Call your local IRS office or 1-800-829-1040 to inquire about viewing its
video, Employee or Independent Contractor, and other materials on this is-
sue.

Don’t allow independent contractors to hold themselves out as company
employees. Their names should not appear on company letterhead, bro-
chures, business cards, or other materials unless it is specifically indicated
that they are an independent contractor, independent representative, affili-
ate, etc.

Consider having independent contractors provide you with indemnity
against any form of claim by any agency or third party related to their
scope of services. It is cautioned that any form of indemnity provision may

Hiring and Managing Independent Contractors



be declared void as a matter of public policy should the individual, in fact,
be found to be an employee and not an independent contractor.

U Find out what it would cost to use a leased or temporary employee from
an established agency. Let them worry about the individual’s employment
status.

U Remember, you can’t fire them unless they breach the contract.

Be aware that a number of state courts are beginning to allow independent
contractors to bring claims for wrongful discharge, sexual harassment, etc.,
despite the fact that they are not “employees.” You may consider hav-
ing them sign Equal Employment Opportunity policies, provide them with
sexual harassment prevention information, safety training, etc.

Don’t micro-manage or direct their work.
Don’t give them employee benefits (vacations, holidays, etc.)

Make sure to include independent contractors in any safety training pro-
grams. You cannot delegate workplace safety responsibility to third parties.

O Lastly, if you know you have misclassified an independent contractor, you
may be able to take advantage of frequent federal and state amnesty pro-
grams. They typically require you to pay the taxes owed and penalties are
waived. Contact the IRS, your Employment Development Department or
other taxing authorities about these programs. See the Section 530 Notice
attached.

CONCLUSION

When you go through the full cost-benefit analysis set forth above, you may
find that it costs less to have an employee than an independent contractor. In
many instances, you have someone whose work you can control, who you
can train and insure, all for a few extra dollars per hour. They can also have a
greater sense of loyalty and commitment to your company.

This report is provided with the understanding that we cannot provide a wide
audience with specific legal, technical or other professional service or advice.
Should you have specific questions regarding the issues raised in the special
report, please feel free to contact us.
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of the extensive

HR that Works program.

To learn more go to
www.hrthatworks.com
or call (800) 234-3304.

(S

HRhatWorks*

11



