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When an employer misclassifies a worker as an independent contractor, the 
government loses money on employment taxes. In recent years, recovering that 
money has become a priority at both the state and federal level. Labor relations and 
employment attorney Joel Greenwald, managing partner at Greenwald Doherty LLP, 
gives an overview for business owners: 

Q. Many small businesses can't afford to add full-time staff, so they rely on 
outside professionals to perform certain key functions. Examples might include 
graphic designer, technical writer or bookkeeper. At what point do these 
relationships become a classification issue?

There's no black-and-white definition of who is an independent contractor. Rather, 
when a government agency is looking at whether or not somebody is an independent 
contractor, they will consider several key areas. 

First, what level of behavioral control does the employer exert over that particular 
worker? Are they supervising the person regularly? Mandating that he or she go to 
training courses, or prescribing how the work has to be done in a very specific 
manner? Setting the hours of work, determining the order in which the tasks have to 
be delivered? Is the employer paying for supplies or providing business cards, 
uniforms or company cars? 

People working under these kinds of terms will generally be considered employees, 
not contractors. So if you're outsourcing something to a graphic design company or 
individual that has a company and works for multiple clients, that's different than if 
you're bringing the graphic designer in-house and controlling that person's hours, how 
he or she works and those kinds of things.

Related to that, the government will look at how closely the independent contractor is 
integrated into the workforce. For example, if a plumber comes to do work for you, 
he's not going to be very integrated with the staff, even if he stays for a couple of 
weeks. On the other hand, if you've hired a temporary receptionist to fill in for 
someone's leave, the conditions of this receptionist's work will likely put this person in 
the "employee" classification.

The Department of Labor will also look at the economic reality of the situation. The 
analysis will hinge on several factors, such as whether the independent contractor is 
working for more than one person or company rather than being dependent on you for 
income. Are his or her services available to the general public? Does the person carry 
his or her own workers' compensation? Could the contractor add staff to his or her 
company if the need arose? And is the contractor's business in the form of a 
partnership, corporation or LLC? While not determinative, that is a healthier situation 
than if the person is simply calling him or herself an independent contractor. 

Business owners should check their state's Department of Labor website for specific 
guidance, since it's the state office that will generally get involved in any investigation.

Q. What are the consequences of misclassifying employees as independent 
contractors?

The penalties can be high. They include but are not limited to: back withholding tax, 
back Medicare and Social Security contributions, back workers' compensation and 
unemployment insurance contributions, back wages, and overtime, if owed— all 
potentially with interest and penalties for late or non-payment. 
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It's important to know that many of these claims are triggered by a worker whose 
employment has ended. You've classified him or her as an independent contractor, 
maybe even signed an agreement to that effect, but the person goes out and seeks 
unemployment benefits. 

Then the DOL catches wind of this arrangement and says, "Well, this person wasn't 
classified appropriately, and in fact we'd like to look at other independent contractor 
arrangements you've had." Therefore, one of the main dangers of misclassification is 
that you expose yourself not just to the liability connected with that individual, but to 
others who have done work for you.

Many times the problem is that companies want to save money and they don't 
necessarily think they'll get caught misclassifying employees, so even if they 
potentially know better they're sometimes willing to take the risk. Certainly having 
experienced counsel should help to prevent this kind of problem.

Q. What should a business owner do to protect his company from a claim by a 
person who performed services for it?

You should always have an independent contractor agreement that defines the scope 
of what the independent contractor is doing; the length of time it's going to take; 
payment schedule and details regarding payment (which should not be made on 
paydays); a requirement that the contractor carry his or her own insurances; and a 
work-for-hire provision which maintains ownership of all production, intellectual 
property, etc to be owned by the business. And you should seek counsel to be sure 
your arrangements are legal. The government is cracking down on abuses and 
companies need to comply.

--Interview by Lee Lusardi Connor. Joel Greenwald can be reached at 
jg@greenwaldllp.com.

This article summarizes general considerations that relate to classifications of 
employees and contractors, and is offered for general informational and educational 
purposes only. It is not offered as and does not constitute legal advice. Citibank, N.A. 
encourages you to engage competent counsel familiar with your business, applicable 
state and federal laws, and the circumstances surrounding each individual who 
performs services on behalf of your business before you decide how to classify such 
individual for employment purposes.
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