








employee benefit plans. The program-
mers were hired with the understanding
they would not be eligible for benefits
given to Microsoft’s regular employees.
They were paid through Microsofts
accounts receivable department, not the
payroll department. They were also paid
at a higher hourly rate than comparable
regular employees.

Microsoft may have assumed there
was no risk of reclassification. Yet, the
IRS examined Microsofts employment
records and determined the program-
mers were employees for withholding
and employment tax purposes. The IRS
concluded that Microsoft retained the
right to exercise direction over the ser-
vices they performed.

Learning of the IRS rulings, the pro-
grammers sued Microsoft for employee
benefits. Microsoft argued they were
independent contractors who were inel-
igible for employee benefits. After all,
they had contractually waived all right
to benefits, and they were not regular,
full-time employees.

The district court agreed with
Microsoft. The Ninth Circuit reversed
and remanded, holding the program-
mers eligible to receive benefits.

Vizcaino demonstrates that employ-
ers cannot rely entirely on contractual
language. An independent contractor
label is not sufficient to establish an
independent contractor relationship.
The fundamental truth of the relation-
ship will control.

Domino Effect

Perhaps more importantly, from a
purely practical perspective, Vizcaino
illustrates the nearly inevitable interac-
tion between tax controversies and oth-
er worker status inquiries. Vizcaino was
a civil suit brought by workers. Yet, the
IRS really started Vizcaino. The pro-
grammers made their claims on the
heels of an IRS reclassification.

Such chain reactions are common.
In fact, a reclassilication controversy fre-
quently emanates from a simple work-
er's compensation claim. State taxing
authorities may follow federal, or vice
versa. A state employment development
audit may be followed by an IRS or
state tax audit, or by a direct suit by
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workers seeking recognition as employ-
ees. One dispute over worker status
often snowballs.

Even public agencies are not
immune from private litigation over
worker classification. In Metropolitan
Water District of Southern California v.
Superior Court of Los Angeles County, 32
Cal. 4th 491 (Cal. 2004), the plaintiffs
were workers hired through private
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labor suppliers to work on long-term
projects for the water district. They
sought to compel the water district to
enroll the workers into the California
Public Employees Retirement System
(CalPERS).

The workers were labeled as “con-
sultants” or “agency temporary employ-
ees,” and were ineligible for benefits.
The California Supreme Court held the
Public Employee’s Retirement Law
(PERL) required the water district to
enroll all common-law employees into
CalPERS, with only a few statutorily
defined exceptions.

Blackwater, the huge defense contrac-
tor, currently faces scrutiny over its clas-
sification of security guards. The guards
sign independent contractor agreements,
but apparently are ordered around like
soldiers. One former guard complained
to the IRS, and soon there was a media
firestorm, and even congressional scruti-
ny, over Blackwaters multimillion-dollar
employment tax savings.

Class Actions

Many companies justifiably fear class
actions, and with good reason. Class
actions on worker status are becoming
more common. In Estrada v. FedEx
Ground, Superior Court of Los Angeles
County, No. BC210130, the plaintiffs
were parcel delivery drivers denominat-
ed as independent contractors in con-
tracts they signed with FedEx. The
plaintiffs sought to be classified as
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employees, and the court agreed, find-

ing that FedEx had the right to control

the drivers. The court admonished that
“the label placed by the parties on their
relationship is not dispositive, and sub-
terfuges are not countenanced.”

The truth of the relationship
between worker and company is often
more defined by actions than by words
in a contract. Indeed, courts will not
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allow employers to call a worker an
“independent contractor” while subject-
ing him or her to the control it exercis-
es upon a normal employee.

The Road Less Traveled?

There is no question that worker
status litigation will continue to evolve.
If anything, the stakes seem likely to
increase. Companies facing worker sta-
tus issues should consider the larger
ramifications, since one dispute is often
the catalyst for another.

That, in turn, raises a fundamental
precept. Undeniably, the independent
contractor versus employee line is not
often crystal clear. On the other hand, it
is also not always unintelligibly murky.
One can, and should, evaluate what
workers are, and what they can reason-
ably be expected to be.

Some companies label workers as
independent contractors who could
have no reasonable chance of with-
standing scrutiny. This can seem expe-
dient in the short run, even savvy. Yet,
it rarely saves money in the long run.
Even companies that are in the infancy
of drafting and implementing inde-
pendent contractor relationships
should have realistic expectations.
They should make contract language
and actual practice consistent wherev-
er possible.

Moreover, they should bear in mind
the adage that only very rarely can one
have one’ cake and eat it too.
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