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Employee Misclassification: An Expensive Mistake
What do FedEx Ground, a domestic delivery company, and Blackwater, the well-known supplier 
of civilian security guards to the military, have in common? They are both under investigation 
by the IRS for alleged misclassification of employees as independent contractors. This long-
neglected source of tax revenues is now front and center at both the state and federal level.

With increased enforcement by state and federal authorities, employers should take even more 
care when classifying workers as ‘employees’ or ‘independent contractors.’

WHY ARE WORKERS MISCLASSIFIED?
There is no clear, absolute test to decide whether a worker is an independent contractor or an 
employee. Courts have found that no single factor or group of factors conclusively define an 
employer-employee relationship. Rather, many factors must be examined to determine whether 
a worker is an employee or an independent contractor. These factors include control over the 
manner and methods of work, the degree of supervision exercised by the alleged employer, 
how the worker is compensated, and whether the worker is trained or given instructions by the 
alleged employer.

Misclassification may be founded on a good-faith but mistaken belief that the worker actually is 
an independent contractor, but some businesses take aggressive classification positions, or 
even purposely misclassify their employees, in an attempt to avoid employment taxes and 
assessments, such as workers’ compensation and disability premiums, unemployment insur-
ance, and payroll taxes. Some businesses also use the independent contractor classification to 
avoid minimum wage and overtime laws, or to avoid providing workers with employee benefits. 
Whether purposeful or mistaken, however, misclassification of workers can lead to significant 
economic consequences for businesses.

WHAT ARE THE COSTS?
Although businesses may believe they are saving money with the independent contractor 
designation, such attempts at “savings” can be costly in the end. Businesses may be liable not 
only for unpaid employment-related taxes and penalties, but also for employee benefits to 
which workers would have been entitled but for their misclassification. For example, the IRS 
recently found that FedEx Ground owed roughly $319 million in taxes and penalties in connec-
tion with misclassification of workers in 2002, and its investigation of the company is ongoing. 
FedEx Ground is now embroiled in a nationwide class action lawsuit filed by its allegedly 
misclassified workers, who are seeking retroactive employee benefits and other relief. FedEx 
Ground maintains that its classifications are lawful and is vigorously defending its business 
model in court.
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For smaller businesses who misclassify workers, the penalties can be devastating.  For 
example, in New York, if an employer fails to carry Workers’ Compensation insurance for a 
worker who is misclassified as an independent contractor, the penalty is $1,000 for every ten 
days of non-compliance. Penalties for failure to carry unemployment insurance can also be 
severe. In the end, the costs associated with misclassification, in the form of penalties, 
assessments, and – yes, attorneys’ fees – can far outweigh any initial savings.

WHY SHOULD I WORRY ABOUT THIS NOW?

The state and federal governments, in their search for tax revenues, are pursuing alleged 
misclassification violations with remarkable vigor. In September 2007, the Governor of New 
York created the Joint Enforcement Task Force on Employee Misclassification. Comprised of 
officials from various state agencies, the task force’s purpose is to enforce employee classifi-
cation laws through interagency cooperation, information sharing, and joint prosecution of 
serious violators. New York’s effort dovetails with similar enforcement efforts by the IRS and 
the governments of other states. As FedEx Ground discovered, employers who misclassify 
employees may be subject to severe penalties including back taxes, higher tax assessments 
and tax rates, failure-to-file penalties, fraud penalties, and audits. They may also face class 
action lawsuits by their current and former allegedly misclassified workers. Finally, if the 
misclassification is found to be willful, personal liability for officers may even result.

Because of the current focus on interagency cooperation, New York businesses who misclas-
sify are more likely to face prosecution and penalties from all of the relevant state agencies, 
including the Attorney General’s Office, the Department of Taxation and Finance, the Workers’ 
Compensation Board, and the Department of Labor. In its first four months of existence, the 
Task Force established an employment fraud hotline and conducted several interagency 
enforcement sweeps and investigations. In all, their efforts revealed several thousand alleg-
edly misclassified workers and over $19 million in unreported remuneration paid to employees.

HOW DOES THIS AFFECT OUR COMPANY’S EMPLOYEE BENEFIT PLANS?

A worker found to be an “employee” for tax purposes may also be entitled to benefits under 
the employer’s employee benefit plans. Well-drafted plan documents and careful communica-
tion with workers can help protect employers against unexpected liabilities of this type, but 
imprecise or unclear documents can result in a court decision in favor of the employee. Even 
if the misclassified worker is not entitled to retroactive benefits, the misclassification may 
cause problems for the employer’s plan. For example, in order to obtain favorable tax treat-
ment, many benefit plans are required to pass annual tests demonstrating that the plan does 
not discriminate in favor of highly compensated employees. If an employee was ignored for 
purposes of these tests because he/she was classified as an independent contractor, the 
testing results may not be valid. Correcting a failed test in the manner required to protect the 
plan’s tax-exempt status can be expensive, particularly when more than a year has gone by, 
and may require the employer to apply to the IRS for approval of its correction.

If an employer wants to exclude a class of workers from its benefit plans, well-drafted 
documents can often legitimately achieve this goal without running the risk of misclassifica-
tion liability. 
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This publication is provided as a service to clients and friends of Harter Secrest & Emery LLP. It is intended for general 
information purposes only and should not be considered as legal advice. The contents are neither an exhaustive 
discussion nor do they purport to cover all developments in the area. The reader should consult with legal counsel to 
determine how applicable laws relate to specific situations.  © 2008 Harter Secrest & Emery LLP

WHAT ABOUT WORKERS WHO ARE PAID BY SOMEONE ELSE, BUT WORK AT MY FACILITY?

Contingent workers are becoming more and more common, and each type of contingent 
worker presents its own set of classification challenges. These workers, although employed 
and paid by someone else, may also be your employees for purposes of labor laws, employ-
ment discrimination statutes, and benefit plans. Each area has unique standards and rules that 
apply depending on the specific facts of each situation.  

Businesses should be aware of, and take steps to avoid, the potential liabilities arising from 
utilizing a contingent workforce to avoid expensive surprises down the road. 

WHAT SHOULD I DO NOW?

In light of the current emphasis on misclassification issues, businesses should review IRS and 
New York State Department of Labor guidelines concerning proper employee classification and 
make any necessary changes to their current worker classifications. It may be advisable to 
review the policies and practices of any agency providing your workplace with contingent 
workers. When making any classification changes, be sure to review your benefit plan docu-
ments and worksite policies for any necessary revisions as well. 

Members of the Harter Secrest & Emery LLP Labor & Employment and Employee Benefits 
Groups are available to assist you and answer any questions you may have in this area. 
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