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er improperly categorizes and treats a worker

as an “independent contractor” rather than an
“employee.” Over the past few years, New York State
and the federal government have increasingly extended
their efforts to eliminate the misclassification of workers
as independent contractors. They have expanded inves-
tigative and enforcement initiatives, infused agencies
with additional funds, and explored various legislative
measures in an effort to protect workers and shore up
lost tax revenue. This article traces the recent campaigns
against misclassification in both the New York State and
federal systems and outlines the law of classification in
both jurisdictions.

Employee misclassification occurs when an employ-

The Effects of Misclassification

Workers misclassified as independent contractors are
denied a wide range of legal safeguards and benefits
afforded to those classified as “employees,” such as
workers” compensation benefits, wage and hour protec-
tions, unemployment insurance, anti-discrimination pro-
tections, and family medical leave benefits. Misclassified
workers are also typically locked out of various custom-
ary benefits of employment, including vacation, sick
leave, retirement, and health care coverage — the latter
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two benefits being costs that are shifted onto the worker
and, oftentimes, the taxpayer.

For the employer, however, the advantages of misclas-
sifying workers are substantial, making it a dangerously
tempting business decision. By categorizing a worker as
an independent contractor, employers can avoid paying
minimum wage and overtime in accordance with the
federal Fair Labor Standards Act and New York State
Labor Law, employment insurance taxes, workers’ com-
pensation premiums, and their share of Social Security,
Medicare, and federal unemployment taxes, all of which
take a significant financial toll not only on workers,
but also on government treasuries. Employers are also
relieved from liability under anti-discrimination statutes
and from vicarious liability for the acts of independent
contractors, both of which can add up to substantial
financial savings. In addition, employers that misclas-
sify workers can gain a competitive advantage over
law-abiding employers, who spend substantial capital on
employee expenses and, consequently, can be priced out
of the marketplace.

Properly classifying workers, however, can be a rather
complicated and involved process; responsible employ-
ers can mistakenly misclassify employees on a well-
founded belief that the workers are indeed independent
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contractors. A major reason for such errors, whether
accidental or intentional, is that no uniform definition of
“employee” exists among the various state and federal
statutes, all of which contain rather broad and indetermi-
nate definitions of the term. Resolving whether a worker
is an employee ultimately requires employers to apply
various, fact-intensive tests regulatory agencies and the
judiciary have devised, depending on which law applies.
For instance, the relevant tests differ if a worker is being
classified for the purposes of the Fair Labor Standards
Act versus the Internal Revenue Code.

Many employers, nevertheless, will not engage in the
process of formally classifying a worker, unaware that
various classification criteria exist and that the law is far
less straightforward than they may have presumed. For
example, employers who report wages on a 1099 form,
refer to a worker as a consultant or freelancer, or label a
worker as an “independent contractor” in a contract, will
classify the worker as an independent contractor, even
though none of those circumstances serve to automati-
cally brand a worker as an independent contractor.

Regardless of whether misclassification is intentional
or accidental, the financial penalties of misclassification
can be burdensome. Specifically, employers may be liable
for unpaid wages and benefits, back taxes, civil and
criminal penalties, and other government penalties. With
respect to tax penalties, not only will employers have to
pay their share of unpaid taxes, such as Medicare and
Social Security, but they might have to pay the employ-
ee’s share of unpaid taxes. Moreover, recently there has
been a legislative push in New York to create individual
liability for officers and directors that commit classifica-
tion violations.

Given the problems associated with misclassification,
particularly the loss of tax revenue, governmental pres-
sure and oversight is not expected to lessen anytime soon.
In light of such escalated political pressure and the chal-
lenges of accurately classifying employees, employers
should be wary of the consequences of misclassification
and begin to reevaluate their classification policies and
practices to ensure compliance.

The New York State Misclassification Landscape

Beginning in 2007, New York State began to pay greater
attention to the problem of misclassification. In February
of that year, the Cornell University School of Industrial
and Labor Relations released a study titled “The Cost
of Worker Misclassification in New York State,” which
exposed the scope of misclassification in the state and
helped jumpstart government action.! According to the
study, from 2002 through 2005, approximately 10.3% of
private-sector workers were considered misclassified as
independent contractors. About 14.8% of those misclassi-
fied workers were in the construction industry. The study
estimated that out of 400,732 employers in audited indus-

tries statewide, an average of 39,587 of those employers
misclassified workers during that time period. Along
with the study, at the same time, several labor leaders
complained that unionized companies were being outbid
by competitors that misclassified workers.2

In response, several New York state agencies began
to convene and explore how they could coordinate their
efforts and resources to crack down on the problem.3
Out of those discussions, on September 5, 2007, then-
Governor Eliot Spitzer issued an executive order estab-
lishing the Joint Enforcement Task Force on Employee
Misclassification (Task Force), assigning the Task Force
with the responsibility of “coordinating efforts by appro-
priate state agencies to ensure that all employers comply
with all the State’s employment and tax laws.”# The Task
Force created an unprecedented partnership among the
Department of Labor, the Department of Taxation and
Finance, the Workers” Compensation Board, the Attorney
General’s Office and the New York City Comptroller’s
Office in an effort to combine agency resources to develop
policy solutions, conduct statewide industry enforcement
sweeps, and improve inter-agency data sharing. Inter-
agency communication was in fact a significant develop-
ment in enforcement and deterrence because, previously,
agencies did not share information when one agency
discovered a misclassification violation. Now, employers
that fell under the radar of, say, the state labor depart-
ment for wage and hour violations could (ideally) no
longer rely on agency isolationism and continue misclas-
sifying for tax purposes.

After four months in existence and in accordance with
its mandate to report on its findings at the beginning of
each year, the Task Force issued its first report in February
2008.5 According to the report, from September 1, 2007,
through December 31, 2007, the Task Force conducted
enforcement sweeps of 117 businesses, primarily in the
construction and food service industries, uncovering
2,078 misclassified employees and $19 million in unre-
ported wages. Out of those employees misclassified,
the Task Force determined that 646 of them were owed
unpaid wages totaling approximately $3 million.

Exactly a year later, the Task Force issued a second,
more comprehensive report.6 This time, with over a year
in operation, the Task Force was able to conduct exten-
sive investigations statewide, identifying at least 12,300
cases of employee misclassification and $157 million in
unreported wages, which included at least $12 million in
unpaid wages.

The Task Force took a three-prong coordinated stra-
tegic approach to enforcement: (1) joint agency sweeps
primarily of the construction industry; (2) “Main Street”
sweeps where investigators went door-to-door to com-
mercial and retail business in shopping districts; and
(3) enforcement investigations based on complaints and
information shared among the agencies. Each enforce-
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ment tactic successfully uncovered instances of misclas-
sification for the year 2008. The joint enforcement sweeps
uncovered 7,789 misclassified employees out of the 291
business entities investigated. Under the “Main Street”
sweeps, the Task Force visited 304 businesses, 67% of
which had some violations. Complaints and tips led
to 1,118 investigations that exposed 4,564 misclassified
workers. In total, the Task Force investigated a wide
array of industries, ranging from those where misclas-
sification traditionally is pervasive, such as construction,
food service, hospitality, and factories, to smaller retail
businesses, such as bars, grocery stores, delis, bakeries,
clothing and sneaker stores, travel agencies, nail salons,
jewelry stores, hairdressers, mortgage service companies,
and nightclubs. Where sweeps uncovered evidence of
criminal fraud, the Task Force referred those cases to state
prosecutors for criminal prosecution.

Along with enforcement initiatives, the Task Force has
recommended legislative prescriptions, such as imposing
individual liability for misclassification and adopting
what is commonly referred to as the “ABC test” — used
among several states — for all the major state laws defin-
ing “employee” to ensure a common, uniform approach
to classifying workers. While the latter suggestion might
help foster stability and predictability, the former could
have a significant deterrence impact as it would finan-
cially expose officers and directors.

The state Legislature has also entered the fray and
responded with proposed legislation. On March 12, 2009,
a bill was introduced in the New York State Assembly to
amend the state tax, workers’ compensation, and labor
laws to include an express definition of “employee,”
using the ABC test. According to the test, an employee
shall not include a person who (1) is free from control and
direction in connection with the performance of the ser-
vice; (2) performs the service outside the usual course of
business of an employer; and (3) is customarily engaged
in an independently established trade, occupation, pro-
fession or business of the same nature as that involved in
the service performed.” Interestingly, the bill would also
empower the New York State Department of Taxation
and Finance, as opposed to the state labor department, to
act as the sole administrative agency to promulgate rules
and regulations defining and determining when a person
is deemed an employee.

In June 2009, three months after the state Assembly bill
was presented, a second bill, titled the New York State
Construction Fair Play Act (Construction Act), was intro-
duced in the New York State Senate to amend the state
labor law to target misclassification in the construction
industry, which studies had characterized as rampant.®
For instance, one out of every four construction workers
is reportedly either misclassified or paid off the books.?
Accordingly, the proposed act would create a presump-
tion of employment wherein any person performing ser-
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vices for a contractor would be classified as an employee
unless the three requirements of the ABC test were satis-
fied. The bill would also provide workers with notice of
their classification status, protect them from retaliation
for reporting violations, and impose civil and criminal
penalties against employers and individual corporate
officers who knowingly allow violations to occur.

While neither of these bills has officially been enacted,
both continue to move through required channels toward
passage. The first bill was referred to the Labor Committee
for review on January 6, 2010. The Construction Act
is actually quite close to becoming law, having been
approved by both legislative houses in June 2010 and
subsequently being delivered to the governor on August
18, 2010, where it awaits executive action.

The Federal Misclassification Landscape

As with New York State, in the past few years, the prob-
lem of misclassification has attracted the attention of the
federal government. Beginning in 2008, Congress has
considered several legislative proposals aimed at combat-
ing misclassification. While the proposed bills have either
stalled or remain under review, they provide a prelude of
legislation that will very likely come to fruition at some
point, particularly if the Obama administration remains
in office.

In September 2007, several Democratic senators,
including then-Senator Barack Obama, introduced a
bill to amend the Revenue Act of 1978.10 Titled the
“Independent Contractor Proper Classification Act of
2007,” the proposed amendment sought to (1) require
employers to treat workers misclassified as independent
contractors as employees for tax purposes upon a deter-
mination of the Department of Treasury; (2) repeal the safe
harbor defense of “industry practice” as a justification for
misclassifying workers; (3) require the Departments of
Treasury and Labor to share information on misclassi-
fication cases; (4) prohibit retaliation against employees
for filing complaints; (5) require employers to provide
independent contractors notice of their tax obligations,
employment protections unavailable to them, and right
to seek a classification determination from the IRS; and
(6) maintain a list of all independent contractors hired
for a three-year period. The proposed legislation did not
provide a definition of the term “employee.” Yet eliminat-
ing the industry practice defense for misclassifications
would help compel employers to adjust their policies to
ensure proper classification. This bill ultimately stalled
after being referred to committee.

In May of the next year, another bill was intro-
duced in the U.S. House of Representatives. Known as
the Employee Misclassification Prevention Act, this bill
would amend the Fair Labor Standards Act with respect
to misclassification issues.l! Four months later, Senator
Barack Obama and the late Senator Edward Kennedy co-



sponsored the same House bill in the Senate, along with
other Democratic senators.!2 Specifically, the acts would
require employers to keep records of non-employees’
classification status, provide each worker employed with
a written notice informing the worker of his or her clas-
sification and information as to his or her rights under
the law, and provide a special penalty for employers who
misclassify. While the acts did not provide an explicit
classification test, the record keeping and notice require-

across all industries, the Department of Labor has made
it a point to target industries where misclassification per-
vades, such as construction, child care, home health care,
grocery stores, landscaping, janitorial services, and busi-
ness services.16 While the initiative is a year away from
starting, the federal government has clearly had the issue
of misclassification in its sights for several years, continu-
ing to make it a top priority, particularly given the urgent
need to increase government revenue streams.

Employers must actively and preemptively classify a worker
for federal tax and wage purposes, both of which fall under
separate laws that have distinctive classification tests.

ments would induce employers to engage in a thorough
review process of their workforce and ensure proper
classification. While these bills eventually stalled after
being referred to committees, in April 2010, they were
reintroduced in both legislative houses and sent to com-
mittee for review.13

In 2009, Congress again attempted to enact misclassi-
fication legislation through the tax law. On July 20, 2009,
a bill that was introduced the preceding year was again
offered in the House. Six months later, on December 15,
2009, Senator John Kerry and other Democratic colleagues
introduced the same bill in the Senate for consider-
ation. Those bills, known as the Taxpayer Responsibility,
Accountability, and Consistency Act of 2009, seek to
amend the Internal Revenue Code of 1986 in connec-
tion with the rules relating to independent contractors.14
Significantly, the bills would narrow the safe harbor
protection to exclude the industry standard justification
for improper classification and increase penalties for
failure to file correct tax returns, similar to the failed
Independent Contractor Proper Classification Act of
2007. The bills also would require employment status
to be determined under “the usual common law rules,”
which is a reference to the current control test used to
classify workers for federal income tax purposes. Both
bills remain active, having advanced to legislative com-
mittees for deliberation and revision before potentially
proceeding to a general debate.

Along with pursuing legislative renovations, the fed-
eral government has also sought to increase enforcement
efforts. In an attempt to reenergize the U.S. Department
of Labor, on February 2, 2010, the Obama administra-
tion requested an additional $25 million in its projected
2011 budget to go toward the creation of what it termed
the Misclassification Initiative. The proposed initiative’s
sole mission would be to “target misclassification with
100 additional enforcement personnel and competitive
grants to boost states” incentives and capacity to address
th[e] problem.”1> While the initiative intends to spread

Classifying Workers Under Federal Law

Under federal law, employers must actively and pre-
emptively classify a worker for federal tax and wage
purposes, both of which fall under separate laws that
have distinctive classification tests. While overlap exists
in the application of both tests, an employee could techni-
cally be classified as an independent contractor under the
tax law and an employee under the wage and hour law.
What this means is that employers cannot simply rely
on the advice of an accountant or a determination from
the Internal Revenue Service (IRS) when classifying an
employee under federal laws. Rather, they need to ensure
that their policies and procedures incorporate all federal,
and state, tests when making classification decisions.

Federal law requires an employer to withhold an
“employee’s” federal income tax and to pay its share
of an employee’s Social Security, Medicare, and federal
unemployment taxes. To determine whether a worker is
an employee for federal tax purposes, Congress adopted
“the usual common law rules”17 — that is, the rules of the
conventional master-servant relationship under agency
principles — to determine an individual’s employment
status. This focuses on whether the employer has the right
to control the employee, not whether the employer actu-
ally controls the worker.

To help employers evaluate the existence of control,
in 1987, the IRS promulgated a list of 20 factors grouped
together from various court decisions.!8 But because the
IRS did not advise what weight to give each factor, their
application often led to inconsistent results. Eventually,
in 1996, the IRS reorganized the list into three presum-
ably more manageable categories: (1) behavioral control;
(2) financial control; and (3) the relationship.1® Under
“behavioral control,” the IRS looks at the means and
details of the work, such as the degree of instruction,
supervision, evaluation, and training. The next category
focuses on “financial control,” which examines whether
the business has the right to control the economic aspects
of the worker’s activities. For instance, does the worker
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pay for advertising and business expenses, make sig-
nificant investments in the business, and share in the
profits or losses? The third “relationship” category looks
at how the parties perceive their relationship, including
the existence of employee benefits and the permanency
of the relationship. Notwithstanding the three categories,
employers and the IRS continue to use the 20 factors as
tools of reference when examining the categories.

The other key federal law that requires employers to
prospectively classify their workforce is the Fair Labor
Standards Act (FLSA), which provides “employees”
with two major wages and hour protections: the right to
(1) minimum wage and (2) overtime for hours worked
in excess of 40 hours a week. The FLSA neither points

The FLSA recognizes that workers may be employees of
two or more employers, entitling them to wage and hour
protections from their joint employers. To determine the
existence of a joint employment relationship, in Carter v.
Dutchess Community College, the Second Circuit adopted
four factors from a Ninth Circuit decision, which asks
whether the employer (1) has the power to hire and fire
the workers, (2) supervises and controls the workers’
schedule or condition of employment, (3) determines the
rate and method of payment, and (4) maintains employ-
ment records.26 These factors are generally applied where
the purported joint employer exercises formal control
over the worker, which is not mandatory to establish
an employment relationship for FLSA purposes. Due to

The FLSA neither points to an area of law, such as
the common law, to define “employee,” as the
Internal Revenue Code does, nor provides an operable
definition of the term for classification purposes.

to an area of law, such as the common law, to define
“employee,” as the Internal Revenue Code does, nor pro-
vides an operable definition of the term for classification
purposes. Rather, the statute defines “employee” as “any
individual employed by an employer,” a fairly broad and
circular definition.20 Yet in developing a classification
test, courts have been struck by the statutory definition
of the term “employ,” which means “to suffer or permit
to work,”2! viewing it as intending to “stretch[] the mean-
ing of ‘employee’ to cover some parties who might not
qualify as such under a strict application of traditional
agency law purposes”?2 because of the remedial purposes
of the statute.?

Accordingly, due to the societal goals of the FLSA and
the restrictive scope of the common law agency test, the
U.S. Supreme Court adopted the “economic reality” test
in 1947 to determine the status of a worker, which remains
the guiding approach today.2¢ Under the test, courts will
generally consider the following five factors that the
Court set forth in United States v. Silk, a New Deal-era
case: (1) the degree of control exercised; (2) the workers’
opportunity for profit or loss and their investment in the
business; (3) the degree of skill and independent initia-
tive required to perform the work; (4) the permanence or
duration of the relationship; and (5) the extent to which
the work is an integral part of the employer’s business.?>
Courts do not focus on the factors in isolation or limit
themselves to only those factors, but rather examine the
totality of the circumstances.

In fact, the Second Circuit has devised two additional
sets of factors, in addition to the Silk factors, that are typi-
cally used in cases involving joint employment issues.
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the expansive nature of the economic reality test, in the
absence of formal control, the Second Circuit devised
a list of six factors in Zheng v. Liberty Apparel Co0.27 to
establish what it termed “functional control” in joint
employment relationships. Under the six factors, courts
are instructed to look at whether a unit of subcontractors,
for example, acted as an employee, such as whether the
unit worked on the contractor’s premises, was subject to
supervision, worked exclusively for the contractor, and
shifted as a unit from one contractor to another.

Regardless of the number of factors applied, courts
have consistently stressed that “[t]he ultimate concern”
under the economic reality test is the dependence of the
employee on the employer — that is, “whether, as a matter
of economic reality, the workers depend upon someone
else’s business for the opportunity to render service or
are in business for themselves.”28 Factors merely serve as
“tools to be used to gauge the degree of dependence of
the alleged employees on the business with which they
are connected.”??

Accordingly, in theory, the ultimate paradigm and
objective of the control and economic reality tests differ
considerably. One test looks for the existence of control,
while the other test is interested in the existence of work-
er dependence. In fact, under the economic reality test,
courts can devise sets of factors that allow for an expan-
sive definition of “employee.” Yet in application, the two
tests can operate quite similarly and focus on the same
facts. For instance, in an FLSA case, the Second Circuit
focused on nurses’ opportunity for profit and loss, their
investment in the business, whether they were super-
vised, and the permanence of their relationship, all facts



from the Silk factors that the IRS would take into account.
Part of this overlap is due to the fact that the concepts
of control and dependence are not mutually exclusively
and unrelated. Generally speaking, those who depend on
another are often subject to some degree of control.

Classifying Workers Under New York State Law

The law of classification in New York State is relatively
straightforward. Despite pending legislation that may
institute the ABC test for classifying employees, New
York state courts have generally adopted a single com-
mon law test for determining an employee’s status in var-
ious actions, such as unemployment insurance violations,
unpaid wages claims under Article 6 of the state Labor
Law, state anti-discrimination violations, and vicarious
liability claims, which presumably provides a uniform
approach to classification.30 Specifically, in applying the
common law approach to determining if an employer-
employee relationship exists, New York courts have
focused on whether “the evidence demonstrates that the
employer exercises control over the result produced or
the means used to achieve the result.”3!

The New York Court of Appeals has indicated that
“control over the means is the more important factor to be
considered.”32 As a result, “[m]inimal or incidental con-
trol over one’s work product with the employer’s direct
supervision or input over the means used to complete it
is insufficient to establish a traditional employment rela-
tionship.”33 For instance, providing an employee instruc-
tion as to what to wear and what products to promote is
not evidence of control significant enough to transform a
worker into an employee.3* In fact, courts have acknowl-
edged that the “requirement that work be done properly
is a condition just as readily required of any independent
contractor”3> and is viewed as “a necessarily wise busi-
ness decision.”3¢ While state agencies, such as the state
labor department, have issued guidelines for classifying
workers, the guidance consists of a collection of relevant
factors that extend from the case law.3”

Indeed, in 2003, the New York Court of Appeals set
forth the following list of factors in Bynog v. Cipriani
Group, Inc. to help assess the degree of control under
Article 6 of the Labor Law: (1) did the worker work at
his or her own convenience; (2) was the worker free to
engage in other employment; (3) did the worker receive
fringe benefits; (4) was the worker on the employer’s
payroll; and (5) was the worker on a fixed schedule.38
Despite the application of the factors to an Article 6 claim,
the Court acknowledged that the factors are applicable to
other claims with classification issues, such as vicarious
liability actions.

For workers’ compensation issues, New York state
courts have taken a somewhat different approach, devis-
ing two separate tests to determine whether a worker is
an employee: the common law “control” test, and the rel-

ative nature of work test.3® Under the control test, courts
evaluate four factors, which fall in line with conventional
agency law principles: (1) right to control; (2) method of
payment; (3) extent the entity furnishes equipment; and
(4) the entity’s right to discharge.* In contrast, the second
test focuses on factors such as the character of the work,
the difference in the work from the entity’s work, perma-
nence of the relationship, and the importance of the work
in connection with the entity’s overall business.#! Despite
the two tests, the trend over the past few decades has
been to combine the factors of both tests.42 In fact, the
state Workers” Compensation Board advises parties in its
agency publications to apply factors that actually are a
combination of those from both tests.#3 Interestingly, the
ABC test, which is pending before the state Legislature,
actually functions somewhat as a combination of these
two tests because it concentrates on control and the
nature of the work performed.

Finally, unlike federal case law, there is a surprising
dearth of cases addressing classification issues under the
state overtime and minimum wage laws. The few cases
that do tackle the issue of misclassification analyze the
claims under Article 6 of the New York Labor Law, which
is not necessarily the correct provision.#* While Article 6
governs the payment of wages, such as improper wage
deductions, and authorizes a claim for unpaid wages,
Article 19 of the Labor Law and its accompanying regula-
tion control the state minimum wage and overtime laws.
Parties that commence claims for minimum wage and
overtime violations will typically do so under Article 19
as opposed to Article 6.4> Whether or not a misclassifica-
tion issue arising in a minimum wage or overtime claim
should technically be analyzed under Article 6 case law
is likely immaterial since a state court would presumably
apply the same control test it uses for Article 6 and other
state employee classification claims to a wage and hour
claim commenced under Article 19 and the state regula-
tion.

Conclusion

The efforts of New York State and the federal govern-
ments over the past few years should make employers
think more carefully before classifying an individual as
an independent contractor. While the various classifica-
tion tests all slightly differ and make classification a
challenge, the common thread among them is control.
Without some degree of control, it will be difficult to
establish that a worker is an employee for any purpose.
Nevertheless, employers that fail to properly classify
employers, even if accidentally, can face stiff financial
penalties. If the campaign against misclassification con-
tinues, and there is no reason to believe it will fade, the
public will become more aware of the issue, embolden-
ing workers to complain about and expose classification
violations. Moreover, employers will progressively be
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unable to rely on those industries with a penchant for
misclassification to monopolize the resources of state and
federal enforcement agencies. With this in mind, employ-
ers should carefully update their classification policies to
ensure employees are properly classified. |
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