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Introduction and Background
Employers increasingly misclassify their employees as independent contractors, denying them the
protection of workplace laws, robbing unemployment insurance and workers compensation funds of
billions of much-needed dollars, and reducing federal, state and local tax withholding and revenues.
State-level task forces, commissions, and research teams are using agency audits along with
unemployment insurance and workers compensation data to document the scope of independent
contractor misclassification. Confirming the findings of earlier national studies, these state reports
show that 10 to 30% of employers, or even more, misclassify workers, and several million workers
may be misclassified. State and federal governments lose billions in revenues annually.

1. National studies and reports
Several government studies document the extent to which misclassification drains federal revenues.
The data is limited, however, and should be updated to give a more accurate assessment of the
economic impact.
A 1994 study by Coopers and Lybrand estimated the federal government would lose $3.3 billion in
revenues in 1996 due to independent contractor misclassification, and $34.7 billion in the period
from 1996 to 2004. 1
A 2000 study commissioned by the U.S. Department of Labor (DOL) – the “Planmatics” study –
found that between 10% and 30% of audited employers misclassified workers. 2 Misclassification of
this magnitude exacts an enormous toll: researchers found that misclassifying just one percent of
workers as independent contractors would cost unemployment insurance (UI) trust funds $198
million annually. This report also shows that workers would benefit tremendously from increased
scrutiny; up to 95% of workers who claimed they were misclassified as independent contractors were
reclassified as employees following review.
A 2009 report by the Government Accountability Office (GAO) estimated independent contractor
misclassification cost federal revenues $2.72 billion in 2006. 3 The GAO’s estimate was derived
from data reported by the IRS in 1984, finding that 15% of employers misclassified 3.4 million
workers at a cost of $1.6 billion (in 1984 dollars). From 2000 to 2007, the number of misclassified
workers identified by state audits increased from approximately 106,000 workers to over 150,000
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workers. These counts likely undercount the overall number of misclassified employees because
states generally audit less than 2% of employers each year.
According to a 2009 report by the Treasury Inspector General for Tax Administration, 4 the IRS’s
most recent estimates of the cost of misclassification are a $54 billion underreporting of employment
tax, and losses of $15 billion in unpaid FICA taxes and UI taxes. The $15 billion estimate is based
on 1984 data that has not been updated. The report explained, “Preliminary analysis of Fiscal Year
2006 operational and program data found that underreporting attributable to misclassified workers is
likely to be markedly higher than the $1.6 billion estimate from 1984.”
2. Findings from State Studies and Reports
A growing number of states have been calling attention to independent contractor abuses by creating
inter-agency task forces and committees to study the magnitude of the problem. Along with
academic studies and other policy research, the reports document the prevalence of the problem and
the attendant losses of millions of dollars to state workers’ compensation, unemployment insurance,
and income tax revenues.
The following chart summarizes the findings from 20 state-level studies. The studies rely on a range
of data: most use UI and/or Workers Compensation audits; some draw on the records of multi-level
government agencies, and a few used interviews with workers. Some studies examine the workforce
as a whole, while others focus on industries where misclassification is rampant – namely,
construction.
Independent Contractor Misclassification Costs: Summary of Leading State Studies
* Indicates figures for the construction industry.
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3. Trends in the Findings From State Studies
The findings from these state studies demonstrate the staggering scope of misclassification, the
difficulties in reaching precise counts of workers affected and funds lost, and the potential for
enforcement initiatives to return much-needed funds to state coffers.


Millions of workers are misclassified. Audits generally uncover numerous cases of
misclassification at an individual workplace or employer, resulting in large numbers of
workers who are reclassified as employees following review. For example, targeted audits
conducted by the Ohio 1099 Task Force resulted in the reclassification of almost 47% of the
workers interviewed. 22 In 2007, California’s Employment Development Department
identified 36,536 workers who had been misclassified. According to their latest Taskforce
reports, the Connecticut DOL identified close to 8,000 misclassified workers and the NY
DOL identified 12,300. Studies that extrapolate from audit data put the actual numbers of
misclassified workers at much higher levels: an estimated 368,685 workers in Illinois; 4,792
in Maine; between 125,725 and 248,206 in Massachusetts; 704,785 in New York; between
54,000 and 459,000 in Ohio; and 580,000 in Pennsylvania.



Studies most likely underestimate the true scope of misclassification. Many of the studies
are based on unemployment insurance tax audits of employers registered with the state’s UI
program. The audits seek to identify employers who misclassify workers, workers who are
misclassified, and the resulting shortfall to the UI program. Researchers extrapolate from UI
audit data to estimate the incidence of misclassification in the workforce and its impact on
other social insurance programs and taxes. UI audits rarely identify employers who fail to
report any worker payments to state authorities and workers paid completely off-the-books –
the “underground economy” – where misclassification is generally understood to be even
more prevalent.



Billions of dollars of payroll are never reported to state governments. As explained
above, many employers underreport their payroll, or pay workers off-the-books and do not
report any wages. In California 23 and New York alone, employers fail to report billions of
dollars to state agencies each year. Reliance on random audits as the sole investigatory tool
may result in an undercount of violations and unpaid taxes.



Misclassification also results in lost income tax revenue to local governments.
Municipal governments supported by payroll taxes are also hit hard by misclassification.
This includes some of the nation’s largest and most important economic centers, like New
York City.



Independent contractor misclassification rates are rising. In California, for example, the
number of unreported employees increased by a staggering 54% from 2005 to 2007. In
Illinois, the rate of misclassification by violating employers increased by 21% from 2001 to
2005. A recent report by the Ohio Attorney General reported a 53.5% increase in the number
of workers reclassified from 2008 to 2009. 24 And a study of misclassification in
Massachusetts’s construction industry from 2001 to 2003 noted that both the prevalence of
misclassification and the severity of the impact have worsened over the years.



Misclassification rates are disproportionately high in certain industries, such as
construction, real estate, home care, trucking, janitorial and hi-tech jobs. Some of the
studies focused on construction because the industry has been so plagued by independent
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contractor misclassification. The Maine, Massachusetts, Minnesota and New York studies
found rates of misclassification up to several points higher in construction as compared with
the workforce as a whole. Delivery drivers and truckers have also experienced widespread
abuse. Sixteen states are currently involved in negotiations with FedEx to end the delivery
company’s practice of misclassifying its drivers as independent contractors. Reports indicate
that employers in several other key sectors routinely misclassify workers.


Targeted audits have the potential of returning hundreds of millions of dollars to state
coffers. Audits conducted by California’s Employment Development Department between
2005 and 2007 recovered a total of $111,956,556 in payroll tax assessments, $18,537,894 in
labor code citations, and $ 40,348,667 in assessments on employment tax fraud cases.

Misclassification of employees as independent contractors exacts an enormous toll on workers and
our economy. Accurate information on the prevalence of the problem, and on patterns of violations,
can help state officials to direct their efforts at the worst violators and most problematic industries.
The growing body of research summarized here has been vital to recent efforts in the states to combat
misclassification; new research will further facilitate enforcement.
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