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Why We Are Here Today:  
States Have a Vested Interest In Concluding That Service 

Providers Are Employees of the Entities They Serve 
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Why We Are Here

When employees are misclassified as independent contractors, they 
may be excluded from coverage under key laws designed to protect

workers and may not have access to employer-provided health 
insurance coverage and pension plans.  

Moreover, misclassification of employees can affect the administration of 
many federal and state programs, such as payment of taxes and 
payments into state workers’ compensation and unemployment 

insurance programs.  

Notably, the tests used to determine whether a worker is an independent 
contractor or an employee are complex, subjective, and differ from 

law to law.

Sigmund R. Nilsen, Director Education, Workforce, and Income Security, United 
States Government Accountability Office (“GAO”), in testimony to Congress, May 
8, 2007
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Why We Are Here

In its last comprehensive misclassification study, the Internal 
Revenue Service estimated that 15 percent of employers 

misclassified 3.4 million workers as independent contractors in 
1984, resulting in an estimated tax loss of $1.6 billion (or $2.72 
billion in inflation-adjusted 2006 dollars) in Social Security tax, 

unemployment tax, and income tax.
Id.
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Why We Are Here:  States Have a Vested Interest In 
Concluding That Service Providers Are Employees

� Show Me The Money:  Employment relationships produce more taxes 
and state revenues:

� Income tax 

� Social Security 

� Medicare 

� Unemployment

� Workers compensation/industrial insurance

� Public Policy Considerations:  Employment relationships have more 
built-in protections for workers:

� Workers compensation

� Unemployment / state disability insurance

� Employee benefits, etc. 
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Why We Are Here:  States Have a Vested Interest In 
Concluding That Service Providers Are Employees

� As businesses turn to part-time, temporary, leased 
employees and other non-traditional employment 
relationships as a way to control costs or avoid 
unions . . .

� Legislators and regulators are increasingly suspicious 
that these arrangements may be bad-faith tax and/or 
benefit avoidance mechanisms  
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Why We Are Here:  Businesses May Be Vulnerable To 
Misinformation About  I/C Relationships 

� Unscrupulous or unsophisticated marketers may promote independent 
contractor relationships as a way to achieve business objectives

� Many business owners mistakenly believe that one party’s subjective 
belief and/or a written independent contractor agreement is sufficient to 
establish the independent contractor nature of a business relationship

� The law is unclear, always changing, and it varies from one state to the 
next and one law to the next

� Courts and regulatory authorities examine all of the relevant facts and 
circumstances to determine whether an employment relationship 
exists; the parties’ agreement or expression of intent is only one of the 
relevant facts

� Certain eligibility provisions for tax-qualified plans are defined by 
statute and regulation; thus, employer designations such as temporary 
employee or seasonal employee may be meaningless  
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Why We Are Here:  Not All Service Provider Relationships 
Are Employment Relationships 

� There is nothing improper about having an independent 
contractor relationship between a service recipient and a 
service provider

� But service recipients should understand the law and the nature 
of a truly independent contractor relationship

� Also, employment classifications such as temporary employee 
can properly be used to exclude individuals from benefit plan 
participation



Applicable Law:
State and Federal Criteria for 

Employment v. Independent Contractor 
Status
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Tests for Employee/Independent Contractor Status

� There are:

� Different tests in different places (kind of)

� Different tests for different purposes such as:

� income tax withholding

� workers comp

� employee benefit plan participation
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Common Law Test for Employment

� Under the “common law” test, a worker is an employee if the 
purchaser of that worker©s service has the right to direct or 
control the worker, both as to the final results and as to the 
details of when, where, and how the work is done. 

� Control need not actually be exercised in order to create an 
employment relationship; rather, if the service recipient has 
the right to control, employment may be shown. 
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Common Law Test for Employment

� Under the common law test the label used by the parties is 
immaterial.  

� If the company exercises direction and control over the 
employee, whether that employee is called an “independent 
contractor”, agent, partner, associate or anything else has no 
effect.  

� It is the facts of the relationship, not its name, that matters.



California: 
Borello, Air Courier and FedEx Ground

Decisions
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California Law:  The Borello Standard

� According to the California Supreme Court in S.G. 
Borello & Sons, Inc. v. Department of Industrial 
Relations (1989):

� The most important factor is the right to control the manner and 
means of accomplishing the result desired.
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California Law:  The Borello Standard

� Other factors to be taken into consideration are:

� Whether or not the one performing services is engaged in a distinct 
occupation or business

� Whether the work in the particular occupation is usually done under the 
direction of the principal or by a specialist without supervision

� The skill required in the particular occupation

� Whether the principal or the workman supplies the instrumentalities, 
tools, and the place of work for the person doing the work

� The length of time for which the services are to be performed

� The method of payment, whether by the time or by the job

� Whether or not the work is a part of the regular business of the principal; 
and

� Whether or not the parties believe they are creating the relationship of 
employer-employee
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California Law:  The Borello Standard

� Additional factors to be considered by courts:

� The worker's opportunity for profit or loss depending on 
managerial skill

� The workers' investment in equipment or materials, or 
employment of helpers

� Whether the service rendered requires a special skill

� Whether the service rendered is an integral part of the employer's 
business

� To some extent, it did not matter how much control actually 
exerted; what mattered was (1) the right to control; and (2) that 
right to control was sufficient to serve the owner's needs.
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Air Courier Decision

� Air Couriers Int'l v. Employment Development 

Dep't (Cal. App. 2007)

� Courier company utilized purportedly independent 
contractor drivers to serve its customers

� Call EDD characterized the drivers as employees and 
sought payment of unemployment taxes
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Air Couriers Int’l v. Employment Development Dep’t

� Air Courier presented the following factual assertions in support of 
its case:

� Drivers serviced numerous customers

� Drivers worked flexible schedules and determined their own schedules

� Many drivers worked other jobs, including for competitors

� Drivers not required to accept Air Courier assignments

� Drivers paid by the job not by the hour

� Rates were negotiated

� Better drivers made more money

� No formal training

� Drivers supplied own vehicles and tools

� No uniforms or ID badges required

� No direction and control re delivery particulars

� All drivers signed  and understood I/C agreements
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Air Courier Decision:  EDD's Case

� The EDD presented the following testimony from the auditor and 
various drivers:

� Many drivers never signed a contract; others did not understand the contract

� Air Courier did not enforce contract terms (e.g., business licenses & insurance)

� Most drivers did not turn down Air Courier jobs

� New drivers started by driving with experienced drivers

� Air Courier showed some drivers a training video

� Uniforms and IDs prevented some drivers from working for other carriers

� Air Courier provided pagers for drivers

� Many drivers drove exclusively for Air Courier

� Most drivers drove their personal vehicles; no significant investment

� Air Courier paid drivers every two weeks

� Air Courier provided special logo tape and manifest sheets

� Air Courier determined all customer rates
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Air Courier Decision:  The Decision

� All Air Courier drivers are employees because:

� Not all drivers signed contracts; contracts not consistently enforced

� Drivers integral to the Air Courier operation; no separate profession

� Air Courier provided route sheets to be used by drivers for schedule 
and pay

� Air Courier established pick-up and delivery deadlines; coordinated 
basic function:  timely delivery of packages

� Air Courier encouraged/provided uniforms, IDs, vehicle placards

� Customers were Air Courier customers, “thereby establishing that Air 
Courier retained all necessary control over drivers”

� Self-determined breaks not important

� (more on next page)
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Air Courier Decision:  The Decision

� All Air Courier drivers are employees because 
(contin.):

� Regular daily schedules negate assertion of schedule control

� Drivers rarely turned down jobs

� Few drivers made substantial investment in equipment or 
materials

� Many drivers had lengthy tenures with Air Courier

� Drivers paid on regularly scheduled paydays

� Drivers notified dispatcher when deliveries completed

� Sonic set customer rates and collected payments from 
customers
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Estrada v FedEx Ground

� Estrada v. Fed Ground Packages System, Inc. (Cal. App. 2007).

“The Operating Agreement was a brilliantly drafted contract creating 
the constraints of an employment relationship in the guise of an
independent contractor model, because FedEx not only has the right 
to control, but has close to absolute actual control based upon 
interpretation and obfuscation.”

“Although it is true that the Operating Agreement says ‘the manner and 
means' to satisfy the objectives of the contract ‘are within the 
discretion of the drivers,' and that FedEx does not have the ‘authority 
to impose any term or condition' to the contrary, the evidence shows 
unequivocally that FedEx's conduct spoke louder than its words.  As 
noted above, the parties' label will be ignored if their actual conduct 
establishes a different relationship.”



Washington Statute: 
Industrial Insurance Coverage is for 

Workers
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Statutory Tests:  Washington Industrial Insurance Act

� Worker means every person in this state who is engaged in the employment 
of an employer under this title, whether by way of manual labor or otherwise 
in the course of his or her employment; 

� Also every person in this state who is engaged in the employment of or who 
is working under an independent contract, the essence of which is his or her 
personal labor for an employer under this title, whether by way of manual 
labor or otherwise . . . 

� A person is not a worker if he or she meets the tests set forth in subsections 
(1) through (6) of RCW 51.08.195 (i.e., is a licensed general contractor) 
PROVIDED, That a person is not a worker for the purpose of this title, with 
respect to his or her activities attendant to operating a truck which he or she 
owns, and which is leased to a common or contract carrier.



Washington Law: 
Employment Security Act (Unemployment Act) 

Liberally Construed in Favor of Workers
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Washington Unemployment Act:  Employee or I/C?

� Services by individual for remuneration shall be deemed to 
be employment unless:

� Individual has been and will continue to be free from control or
direction (both under contract & in fact);

� Service is outside service recipient's usual course of business or
such service is performed outside of all the places where such 
service is performed; and

� Individual is customarily engaged in an independently established, 
trade, occupation, profession, or business of the same nature as
that involved in the contract of service; and

continued on next page
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Washington Unemployment Act:  Employee or I/C?

� On date contract begins individual becomes responsible for filing a 
schedule of expenses with the IRS for the business; and

� On or within reasonable period of start of contract individuals has an 
account with department of revenue (and other state agencies as 
required) for the business and has received a unified business 
identifier number from the state of Washington; and

� On the date contract starts, individual is maintaining a separate set 
of books or records that reflect all items of income and expenses of 
the business which the individual is conducting. 

RCW 50.04.140
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Western Ports Transportation v. ESD(Wash. App. 2004)

� Trucking company contract with driver stated ªCarrier is 
interested only in the result obtained under this Agreement; 
the manner and means of conducting the work are under 
the sole control of the Contractor.º

� Court: Carrier controlled and directed trucker's work, so no 
further factual inquiry required:

� Routes, insurance coverage, uniform, decals on truck, daily reports, 
etc. were controlled

� Only freedom that Contractor had was to choose which truck to buy

� Court of Appeals held trucker was employee



Riddell Williams P.S. Attorney/Client Privileged Communications 2929

Jerome v. ESD(Wash. App. 1993)

� Food demonstrators filed claims for unemployment benefits, 
claiming:

� They had no offices or place of business outside their home.

� Little investment in business

� Equipment was primarily taken from their household

� Defendant paid industrial insurance premiums

� Six out of ten claimants had no independent clientele, they worked 
only for Jerome

� Many were not registered as independent businesses

� No evidence that anyone continued business after working for 
Jerome

� The court ruled: ___________________



Legal Risks Associated With 
Misclassification
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Federal Tax Liability

� In general, employer liable for income tax that employer 
should have withheld.  IRC 3102(b)

� If employee still pays taxes, employer may apply for 
relief.  However, employer is still liable for penalties and 
interest.  IRC 3402(d)

� Penalty equal to 100% of unpaid federal income and 
FICA tax will be imposed on those who willfully fail to 
collect and pay over taxes

� Criminal penalties also possible.
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Liability for State Unemployment Insurance Taxes

� Interest accrues at the rate of 1% a month.  RCW
50.24.040

� Absent a false report with the intent to invade payment, 
statute of limitations is three years in Washington.  RCW
50.24.190

� Criminal penalties: $500 fine or up to one year of 
imprisonment.  RCW 50.36.020
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State Workers' Compensation Taxes

� Interest accrues at rate of 1% per month.  RCW
51.48.210

� A penalty of 20% applies to all payments delinquent at 
least three months.  RCW 51.48.210

� Liable for a penalty of $500 or double the amount of 
unpaid premiums, whichever is greater.

� Injury or occupational illness before appropriate taxes 
paid, employer is liable for an additional penalty of 50% 
to 100% of benefits paid by state fund.
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Other Possible Consequences

� Unanticipated overtime claims

� Unanticipated discrimination claims

� Unanticipated liability for on-the-job injury or illness

� Unanticipated liability for unemployment benefits

� Unanticipated retirement, stock or group health plan 
liability (if the plan is not properly drafted to avoid such a 
result)

� Unanticipated WARN liability

� Penalties for failure to obtain INS Form I-9



Establishing and Participating In 
Independent Contractor Relationships



The Parties' Understanding 
of the Relationship
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The Parties' Understanding

� Insist on a written contract with each and every 
independent contractor

� Contract must clearly explain the I/C nature of the parties'
relationship:

� Encourage each independent contractor to confer with counsel 
before signing any contract

� Insist on contract terms which accurately emphasize (1) the 
company's lack of authority to direct and control; (2) the 
independent contractor's actual business independence; (3) the 
independent contractor's obligation to conduct itself as a business 
in compliance with applicable law (e.g., licenses, insurance, 
compliance with employment laws, etc.) 
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The Parties' Understanding

� Consistently and diligently enforce each provision of the contract, including 
those applicable to independent contractors and those that limit the 
company's rights:

� Business licenses, insurance

� Direction and control

� Avoid practices that look like administration of an employment relationship:

� Avoid pay practices or administrative requirements that look like a bi-weekly 
payroll

� Rely on each independent contractor to develop its own forms, administrative 
procedures, invoicing system, etc.

� Communicate and direct payment (as appropriate) to the business, not a 
particular employee

� Create and use a vocabulary which reflects an understanding and 
appreciation of the I/C nature of the company's relationship with each I/C



Direction and Control
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Direction and Control

� Establish relationships in which the company does not 
have any right to direct and control the manner and 
means of the service provider's work

� Document the nature of the relationship through contracts 
and communications with all relevant parties:  service 
providers, managers and other employees, customers, 
third parties

� Respect and preserve the service provider's right to 
determine the manner in which it provides the service 
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Direction and Control

� Avoid conduct and documents that could mistakenly create 
the impression of a right to direct or control the service 
provider:

� Do not direct, supervise, manage or control any service provider

� Minimize the company's involvement in making/modifying day to day 
schedules or activities. 

� Do not create internal communications which give the appearance of 
supervision, management or control over any service provider, or
which reflect any intention or any pressure to engage in such 
supervision or control

� Do not create ad copy or customer communications which tend to 
suggest the company can direct or control any service provider 

� Avoid communications which suggest to third-parties that the 
independent contractor is acting on behalf of the company



Training
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Training

� Don't train any I/C service provider

� Don't do anything that looks like training

� Don't do anything that looks like giving advice or guidance

� Don't do or say anything which suggests the company has 
special expertise in the I/C's area of expertise; instead, 
emphasize the fact that the company turns to service 
providers because of their skills, experience and proven 
record of service



Distinct Operation
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Distinct Occupation

� Look for ways to distinguish the company from the service 
providers that serve its customers:

� What are the company's area's of expertise?

� What are the I/C's area of expertise/

� These principles should be integral to the company's internal 
thinking and internal/external communications and practices 
regarding independent contractors

� If you are hiring someone to help you engage in your own 
business, understand that heightened scrutiny will be 
directed to this relationship



Permanence
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Permanence

� Do not create permanent relationships with independent contractors:

� Enter into contracts with independent contractors to provide specified 
services; the contract should end as of a date or upon completion of a task 
or project

� Take care in defining the nature of the services to be provided/received

� Consider how all parties can modify, grow, reduce the scope of services to 
be provided from time to time

� Consider specific term agreements which are renegotiated from time to 
time

� Make this real in substance as well as appearance

� Any change in services etc., should be accompanied by a new or modified 
contract



Furnishing of Tools and Equipment
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Furnishing of Tools and Equipment

� Don't do it, except as absolutely required by customer

� Document and communicate the customer origin of 
any requirement for uniforms, IDs, tracking equipment, 
communications equipment, etc.

� This should be on a customer-by-customer basis, and/or

� An I/C by I/C basis

� Don't unilaterally dictate anything; make the record of 
the parties' negotiations over such matters



Oral and Written Reports
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Oral or Written Reports

� Do not establish requirements or engage in any 
practice under which Independent Contractors report or 
are expected to report to the company, either verbally 
or in writing, about any aspect of the services they 
provide to the company.

� The only exception to this rule is that independent 
contractors can properly be required to report when 
they have completed their work.



Services Available 
to the General Public
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Service Available To General Public

� Avoid relationships with independent contractors that 
exclusively serve the company and its customers
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Avoid Multiple Classification of Individuals Performing The 
Same Work

� If twenty people do the same work under similar 
circumstances, it doesn’t look good if some of 
them are called employees and some are not.



Additional Considerations Regarding 
Independent Contractors
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Liability For Injuries to Employees of Independent 
Contractors

� Default rule is employers are not liable for the 
injuries of independent contractors

� Exception when employer retains right to control 
and direct manner in which independent 
contractor©s employees perform their work. 

� Kinney v. Space Needle Corp. (Wash Ct. App. 
2004) employee of independent contractor injured 
on Space Needle.  Summary judgment reversed 
and remanded.  Plaintiff produced evidence that 
SNC retained control over the manner in which 
I/Cs completed work, especially in the area of 
safety.  Evidence suggests that the SNC supplied 
the safety equipment and may have assumed 
responsibility for the safety of I/C employees. 



Leased Employees
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ERISA: Leased Employees

� Employer must take into account its leased 
employees for, among other benefit requirements:

� antidiscrimination requirements 

� compensation limits 

� minimum participation requirements 

� minimum participation standards 

� minimum vesting standards 

� limitations on contributions and benefits.
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ERISA: Definition of Leased Employee

� Leasing organization provides services to a 
recipient organization through a leased employee

� Leased employee substantially fulltime for at least 
one year

� Leased employee’s services are performed under 
primary direction or control by the recipient 
organization
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ERISA: Leased employees

� Leased employees may be excluded from 
participation in qualified retirement plans, but must 
be “counted” as employees for the various tests

� Consequently, an employer’s use of a substantial 
number of leased employees could jeopardize the 
tax qualification of its retirement plan(s)

� Safe harbor: leased employees 20% or less of 
non-highly compensated workforce (b) qualifying 
plan



Questions?

Please contact us any time with additional questions.

Laurence A. Shapero
206.389.1661
lshapero@riddellwilliams.com

Rebecca L. Andrews
206.389.1635
randrews@riddellwilliams.com


