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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser.
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Ernest Howard, CPA

In practice since 1978, offering a full range of accounting, tax, business 
consulting and bookkeeping services, as well as aggressive tax planning and 
tax-audit defense. Client services provided includes assisting in organization of 
many new businesses and representation in tax audit and collection matters. 
Past part time Accounting Instructor at CSU, Dominquez Hills and past part time 
instructor at Golden Gate University MBT program (Los Angeles Campus) since 
1999, courses taught include "S -Corp and LLC's", "Corporations II", "Taxation of 
Corporate Reorganizations and Tax Attribute Carry-Overs". Prior experience 
includes: five years experience working with Big Four (including KPMG – then 
called Peat, Marwick, Mitchell & Co. and Touche Ross & Co – now part of 
Deloitte). Chair of CalCPA’s Hollywood/Beverly Hills Discussion Group (creating, 
scheduling and sometimes teaching 40 two hour weekly presentations each year 
– May Through January) since October 1986 (my 32nd anniversary as of last 
month). Past Chair of CalCPA Los Angeles Chapter Tax Committee. Past 
CalCPA Los Angeles Area Media Coordinator – frequent television, radio and 
newspaper speaker on tax and business matters past and present.



Kurt Kampe, III, Esq. 

Kurt has been practicing labor and employment law in California since 
1980.  He counsels and defends organizations in a wide range of labor 
and employment law matters, including harassment, discrimination, and 
retaliation claims under Title VII of the Civil Rights Act of 1964, the 
California Fair Employment and Housing Act, the Americans with 
Disabilities Act, and the Family Medical Leave Act.  He has extensive 
experience representing employers in single and multi-plaintiff 
employment litigation, wage and hour class action litigation, and Private 
Attorneys General Act claims. In addition to his litigation practice, Kurt 
provides guidance to employers on federal and state compliance matters, 
including best practices for hiring and termination, counseling and 
recommendations for performance improvement, wage and hour issues, 
employee handbooks, workplace trainings, and separation agreements.



Notice

This presentation is intended to provide general information, introduce issues of 
relevance to your practice and to serve as a potential starting point for your own 
research.  No part of this presentation should be construed as accounting, legal 
or professional advice to be applied to any specific factual situation.

For advice on any accounting or legal issues or matters, you should seek the 
appropriate professional accounting or legal advice.



Topics to be Covered
Federal worker classification

• Employee or Independent Contractor
• 1099-NEC
• Federal safe-harbor relief
• Voluntary classification program
• Impending national developments

Handling audits
Adviser penalties
State worker classification

• The ABC (three-prong) test
• California AB5 (amended by AB 2257)
• Dynamex Op'ns West v. Superior Ct.
• State Labor Laws effecting audits
• Case Study

Best practices



Today’s Objectives

By the end of this session, you should be able to:

• Understand the basics of how to classify workers as independent contractors 
or employees*

• Be alerted to potential changes on the federal level

• Identify and counsel employer clients on classification workers

• Identify and counsel employer clients on tax treatment issues for clients facing 
an audit 

• Identify agencies different from the traditional (IRS, State tax, Unemployment) 
where substantial liabilities and penalties await employer who misclassify 

*Check with your state as standards vary state-to-state 



Introduction

• How an individual worker is classified, as an employee or independent 
contractor, effects everything associated with pay, hours and working 
conditions of that worker.

• This presentation does not focus on the advantages or disadvantages to the 
workers and employers of such classification, but rather on determining those 
classifications, the differences in such determinations by federal agencies and 
states, factors influencing such determinations, pending laws and regulations 
under the new administration, audits, penalties and best practices.

• A state or federal audit can raise significant issues where there is the 
misclassification of workers, failure to correctly pay overtime, failure to pay 
minimum wage, and the failure to provide required meal and rest periods.



Introduction

• This presentation will also provide insight into the California experience with 
the newly enacted amendments to AB 5, Prop 22, a DLSE self-audit, 
citations, penalties and fines for the failure to correctly pay workers, potential 
liability of accountants providing advice in these matters and a case study.

• This presentation will provide practical advice on how to navigate these tricky 
waters and assist your employer-clients when, not if, that government agency 
comes knocking at the door.



Federal Worker Classification



Federal Worker Classification

• There is no uniform test among the federal government agencies to determine 
whether a worker is an employee or independent contractor.

• Similarly, the state where the employer/business is located often has different 
tests to determine worker classification among its own state agencies; that 
may likewise differ with the federal agencies.

• There are commonalities among the test/factors, however the differences 
may result in contradictory determinations.  For example, a worker may be 
considered an employee for worker’s compensation, but an independent 
contractor for tax purposes.   

• The IRS looks to its own set of factors.



Federal Worker Classification - IRS

• Rev. Rul. 87-41 (20 factor test, included as a hand-out)

• Main focus: right to direct and control – worker or employer/business

• IRS Publication 15-A (2020), Employer's Supplemental Tax Guide, provides 
more recent IRS guidance (included as a hand-out) for more relevant factors 
in determining correct classification, examples, Reminders and Tips. 



Federal Worker Classification - IRS

IRS Publication 15-A (2020), at page 5:

Independent Contractors

People such as doctors, veterinarians, and auctioneers who work in an 
independent trade, business, or profession in which they offer their services to 
the public, are generally not employees. However, whether such people are 
employees or independent contractors depends on the facts in each case. The 
general rule is that an individual is an independent contractor if you, the person 
for whom the services are performed, have the right to control or direct only the 
result of the work and not the means and methods of accomplishing the result.



Federal Worker Classification - IRS

IRS Publication 15-A (2020), at page 7-8:

Facts that provide evidence of the degree of control and independence fall into 
three categories: behavioral control, financial control, and the type of 
relationship of the parties. . .

Behavioral control. Facts that show whether the business has a right to direct 
and control how the worker does the task for which the worker is hired include 
the type and degree of:

Instructions that the business gives to the worker;

Training that the business gives to the worker.



Federal Worker Classification - IRS

IRS Publication 15-A (2020), at page 7-8:

Financial control. Facts that show whether the business has a right to control 
the business aspects of the worker's job include:

The extent to which the worker has unreimbursed business expenses.

The extent of the worker's investment.

The extent to which the worker makes his or her services available to the 
relevant market.

How the business pays the worker.

The extent to which the worker can realize a profit or loss.



Federal Worker Classification - IRS

IRS Publication 15-A (2020), at page 7-8:

Type of relationship. Facts that show the parties' type of relationship include:

• Written contracts describing the relationship the parties intended to create.

• Whether or not the business provides the worker with employee-type benefits, 
such as insurance, a pension plan, vacation pay, or sick pay.

• The permanency of the relationship.

• The extent to which services performed by the worker are a key aspect of the 
regular business of the company.



Federal Worker Classification - IRS

IRS Publication 15-A (2020), at page 8-10:

Industry examples

• Building and Construction

• Trucking

• Computer

• Automobile

• Taxicab Driver

• Salesperson

• And of course . . . 



Federal Worker Classification - IRS

IRS Publication 15-A (2020), at page 8-10:

Industry examples Attorney Example. Donna Yuma is a sole practitioner who rents 
office space and pays for the following items: telephone, computer, on-line legal 
research linkup, fax machine, and photocopier. Donna buys office supplies and pays 
bar dues and membership dues for three other professional organizations. Donna has 
a part-time receptionist who also does the bookkeeping. She pays the receptionist, 
withholds and pays federal and state employment taxes, and files a Form W-2 each 
year. For the past 2 years, Donna has had only three clients, corporations with which 
there have been long-standing relationships. Donna charges the corporations an 
hourly rate for her services, sending monthly bills detailing the work performed for the 
prior month. The bills include charges for long distance calls, on-line research time, 
fax charges, photocopies, postage, and travel, costs for which the corporations have 
agreed to reimburse her. Donna is an independent contractor. 



Federal Worker Classification - IRS

Bonus Info:

• For 2020, independent contractor compensation should be reported on new
Form 1099-NEC, Nonemployee Income and not on old Form 1099-MISC, 
Miscellaneous Income.



Federal - PRO Act and FLSA Regulations

On February 6, 2020, the House of Representatives passed the Protecting the Right 
to Organize Act of 2019 (“PRO Act”) mostly along party lines (224 to 194).  

The GOP-controlled Senate has not yet taken up the legislation in 2020.

With the recent election results it is widely anticipated the PRO Act will be introduced 
in the Senate.

The PRO Act amends the National Labor Relations Act and related labor laws to 
extend protections to union workers. Specifically, it

• revises the definition of "employee" and "supervisor" to prevent employers from 
classifying employees as exempt from labor law protections,

• expands unfair labor practices to include prohibitions against replacement of or 
discrimination against workers who participate in strikes,



Federal - PRO Act and FLSA Regulations

Continued:

• makes it an unfair labor practice to require or coerce employees to attend 
employer meetings designed to discourage union membership,

• permits workers to participate in collective or class action litigation,

• allows injunctions against employers engaging in unfair labor practices 
involving discharge or serious economic harm to an employee,

• expands penalties for labor law violations, including interference with the 
National Labor Relations Board or causing serious economic harm to an 
employee, and

• allows any person to bring a civil action for harm caused by labor law 
violations or unfair labor practices.



Federal - PRO Act and FLSA Regulations

The National Labor Relations Board (“NLRB”), which is charged with upholding 
workers’ rights to unionize or work together to improve their workplaces, has no 
ability to levy fines when it finds companies have broken the law, like firing a 
worker for starting a union campaign, for example.

The PRO Act would give the NLRB, which enforces federal labor law, the power 
to fine companies up to $50,000 per violation.

It would also award workers’ compensation for the damages they experience 
when they are retaliated against; not just back pay and reinstatement as they 
are currently entitled.

The PRO Act would also weaken state (27) right-to-work laws which allow 
employees to be exempt from paying fees to unions that represent them. 



Federal - PRO Act and FLSA Regulations

Federal Rule-making by the Department of Labor (“DOL”)

On September 22, 2020, the federal Department of Labor (DOL) released a 
Notice of Proposed Rulemaking regarding rules for employers to follow when 
classifying a worker as an independent contractor or an employee under the 
Fair Labor Standards Act (FLSA).

On January 6, 2021 the DOL announced a final rule clarifying the standard for 
employee vs. independent contractor under the FLSA.  The effective date of the 
final rule is March 8, 2021. (29 CFR Parts 780, 788, and 795).

This analysis is especially important to employers as the gig economy grows 
throughout the United States and companies such as Uber, Lyft, and DoorDash
rely heavily on gig workers.



Federal - PRO Act and FLSA Regulations
The final rule is being interpreted as a loosening of the standards, so employers will 
more easily be able to classify workers as independent contractors.

The final rule establishes:

• An “economic reality” test to analyze whether a given worker should be classified as 
an independent contractor or an employee.  That is, “The test considers whether a 
worker is in business for themselves (independent contractor) or is economically 
dependent on a putative employer for work (employee).”

• Identifies and explains two “core factors” that are most probative in determining 
whether a worker is economically dependent on someone else’s business or is in 
business for him/herself
• “the nature and degree of the worker’s control over the work.”

• The second factor would be “the worker’s opportunity for profit or loss based on initiative and/or 
investment.”



Federal - PRO Act and FLSA Regulations

• In addition to the two main factors listed above, three other factors serve as 
additional guideposts in the classification analysis; particularly where the 2 
core factors do not point to the same classification: 

• “the amount of skill required for the work;

• the degree of permanence of the working relationship between the worker 
and the potential employer; and

• whether the work is part of an integrated unit of production….”

• The rule makes it clear that the “actual practice” of eth worker and potential 
employer are more relevant than “what may be contractually or theoretically 
possible” when conducting a classification analysis on a worker. 



Federal - PRO Act and FLSA Regulations

• Provides six fact-specific examples applying the factors:

• Owner of tractor-trailer and performs transportation services

• Worker accepts assignments from a company that provides app-based 
services linking those who perform home repair to those needing home 
repair. 

• An individual worker works full-time performing home renovations for a 
residential construction company and operates a food truck on the 
weekends.

• A housekeeper who works for a ski resort seasonally. 

• An editor working part-time for a newspaper, from home.

• A journalist who writes articles for a newspaper on a freelance basis. 



Federal - PRO Act and FLSA Regulations

Potential changes under a Biden administration:

• Stated will be the most union-friendly, employee friendly President

• It is anticipated that a Biden Department of Labor (DOL) will likely rescind, 
withdraw or otherwise curtail this final rule re-defining independent contractor 
and employee classification

• It is also anticipated that a Biden DOL may take steps to further expand the 
definition of who qualifies as an “employee” under federal law, making it 
harder for businesses to contract with independent contractors without fear of 
misclassification.





Handling Audits - Classification



Handling Audits - IRS

Safe Harbor Relief (for federal employment taxes in limited circumstances)

• Because it is a factual question of whether a worker is an independent 
contractor or an employee, the IRS does provide some potential limited relief 
from possible payroll exposure under §530.

• Publication 1976, Do You Qualify for Relief Under Section 530? (hand-out), to 
qualify for relief;

• Reporting Consistency

• Substantive Consistency

• Reasonable Basis



Handling Audits - IRS

Voluntary Classification Settlement Program (VCSP)
https://www.irs.gov/businesses/small-businesses-self-employed/voluntary-
classification-settlement-program

• The VCSP is a voluntary program that provides an opportunity for taxpayers 
to reclassify their workers as employees for employment tax purposes for 
future tax periods with partial relief from federal employment taxes.

• To participate in this voluntary program, the taxpayer must meet certain 
eligibility requirements and apply to participate in the VCSP by filing Form 
8952, Application for Voluntary Classification Settlement Program, and enter 
into a closing agreement with the IRS.



Handling Audits - IRS

Voluntary Classification Settlement Program (VCSP)

• Permit a taxpayer under IRS audit, other than an employment tax audit, to be 
eligible to participate in the VCSP

• Clarify the current eligibility requirement that a taxpayer who is a member of an 
affiliated group within the meaning of section 1504(a) is not eligible to participate in 
the VCSP if any member of the affiliated group is under employment tax audit

• Clarify that a taxpayer is not eligible to participate if the taxpayer is contesting in 
court the classification of the class or classes of workers from a previous audit by 
the IRS or Department of Labor; and

• Eliminate the requirement that a taxpayer agree to extend the period of limitations 
on assessment of employment taxes as part of the VCSP closing agreement with 
the IRS.



Handling Audits - IRS
Classification Settlement Program (CSP)

https://www.irs.gov/irm/part4/irm_04-023-006

• The Classification Settlement Program, "CSP" , allows taxpayers and tax examiners to 
resolve worker classification cases as early in the administrative process as possible, 
reducing taxpayer burden. The procedures also ensure that the taxpayer relief provisions 
under section 530 of the Revenue Act of 1978 are properly applied. Under the CSP, 
Internal Revenue Service (IRS) examiners are able to offer taxpayers under examination a 
worker classification settlement using a standard closing agreement.

• CSP agreements are closing agreements that bind the Service and the taxpayer to 
prospective tax treatment for future tax periods. Therefore, it is important that CSP 
agreements be reviewed and approved by employment tax specialists who have the 
necessary expertise in dealing with worker classification issues.

• Except as otherwise provided in situations listed in IRM 4.23.6.6, Eligible CSP Employment 
Tax Cases, and IRM 4.23.6.8., Cases Excluded from CSP, it is mandatory that the 
examiner present a CSP offer to a taxpayer. The taxpayer has the option of either 
accepting or rejecting the offer.



Handling Audits – State 

Different state agencies/departments have auditing processes for determining if 
workers are correctly classified.  For example:

• Employment Development

• Unemployment Insurance

• Workers Compensation

• State Department of Labor

• Wage and Hour

• Fair Employment/Civil Rights

• State tax



Handling Audits – State 

You have a client who receives a letter from the state’s department of 
labor enforcement advising a complaint has been received regarding the 
classification and payment of the client’s workers.  The letter provides the client 
two (2) weeks to provide copies of an extensive list of records for the past three 
(3) years, including, but not limited to: list of all workers with addresses, phone 
numbers, SSN; payroll records; 1099’s; copies of paychecks; copies of 
paystubs; copies of 1099 payments; copies of bank statements; copies of 
business tax returns; copies of personnel files; copies of profit and loss 
statements.  The letter requests a confirming call to be made within 24 hours.

Your client calls you.  What do you do.  



Handling Audits – State 

Notice: Specific states may have different requirements and time limitations.

Some initial steps for consideration:

• Question the client on what it knows may have occasioned the letter;

• Educate the client on the specific requirements for responding to such 
inquiries from the state agency, time limitations, communication 
considerations (who, privacy/privilege, what, etc.);

• Set a plan for gathering the information, communicating with the agency and 
employees, objecting to requests, etc.;

• More than likely seek an extension to respond;

• Determine who, how and what will be communicated to employees



Advisor Penalties



Advisor Penalties  

• Federal penalties for filing false payroll and tax returns

• Criminal penalties

• Escalating 

• Negotiating tool

• Penalties vary from state to state
• California example 



State Worker Classification 



State Worker Classification

According to the Economic Policy Institute as many as 15% of American 
business/employers misclassify workers as independent contractors.  Some of 
the misclassification can be attributed to the inherent difficulty associated with 
the facts-based tests employed by states and in some instances, the lack of 
consistency between state agencies in applying differing tests to determine 
independent contractor status.

The tests used by states to determine worker classification can be 
generally broken down into two categories: Common Law test and the ABC test.  
The Common Law tests are similar to what was discussed in IRS Publication 
15-A, Employer's Supplemental Tax Guide.  In addition to the IRS, 
approximately 17 states use a version of the Common Law tests.      



State Worker Classification

Broadly speaking, what is commonly referred to as the ABC test, used three 
factors that are in some ways similar to the Common Law tests.  Depending on how 
the determination is made approximately (13, 28, 33) states use some version of the 
ABC test.

The ABC test presumes workers are employees and will be classified as such 
unless all three of the following are met:

A. They are free from the control of the hiring entity; and
B. They perform work that is outside the usual course of the hiring entity's 

business; and
C. They are customarily engaged in an independent trade, occupation, 

or business.



State Worker Classification

In most jurisdictions, the B test is the most difficult to meet.  Determining what 
is outside the usual course of the hiring entity's business can be difficult.  For 
example:

• A CPA working for a restaurant to annually perform the tax returns should 
meet the test.

• Painters hired to paint the a house should meet the test.  However, the 
workers hired by the painting company to paint the house, most likely would 
be employees (some states have exemptions for specific sub-contractors 
meeting certain criteria).         



State Worker Classification 

The California Experience



State Worker Classification – California Experience

Using developments in California provides: 

• How the ABC test effects business/employers on a variety of state agency 
fronts

• How the exemptions still use the Common Law tests

• The politics and the citizens’ differences

• A possible window into the future

• A case study

But first there is some background, build up and integration of other 
California Labor laws that drive issues and consulting you will provide to your 
clients.  



AB 5 Amended by AB 2257

• In Dynamex Operations West, Inc. v. Superior Court, 4 Cal 5th 
903 (2018), the California Supreme Court issued a new test to 
determine whether an individual is an employee or independent 
contractor for purposes of the California Wage Orders 

• The Court rejected the long-standing multi-factor test in 
California – flexible “right to control” test that had been in place 
since 1989

• The Court held that there is a presumption that all workers 
are employees



AB 5 Amended by AB 2257

• Dynamex – limited to Wage Orders
• Possible to be an employee under the Wage Orders, but a contractor 

for unemployment insurance, workers’ compensation, and other 
provisions of the Labor Code

• Be careful what you wish for – Legislature passes AB 5
• AB 5 was suppose to be a legislative “fix” to Dynamex. The law adopts 

the ABC test for determining whether a worker was a contractor or an 
employee for purposes not only of the wage orders, but also for 
unemployment insurance, workers’ compensation, and other provisions 
of the California Labor Code

• The ABC test – adopted for determining employment status



AB 5 Amended by AB 2257

Under this ABC test, workers are presumed to be employees unless all three of 
the following conditions are met:

• The individual is free from control and direction in connection with the 
performance of the service, both under the contract for the performance of 
service and in fact; and

• The service is performed outside the usual course of the business of the 
employer; and

• The individual is customarily engaged in an independently established trade, 
occupation, profession or business of the same nature as that involved in the 
service performed



AB 5 Amended by AB 2257

• Exceptions 
• AB 5 uses approximately 130 words to describe the ABC test, and approximately 

3,478 words to describe the exceptions

• Most of the debate around AB 5 in 2018-2020 centered on whether or not a particular 
business or occupation qualified for an exception

• The “exceptions” rely on the former test, known as the Borello test, would be used to 
determine employee/contractor status. Borello focuses largely on the “A” prong – the 
right to control, but then also includes an evaluation of secondary factors, including 
whether the worker was engaged in a distinct occupation or business, or is integral to 
the business, the level of economic dependence the worker has upon the principal, the 
skill required in the particular occupation, and whether the worker or the hiring entity 
supplied the tools used to perform the work and the place where the work was 
performed.



AB 5 Amended by AB 2257

• Responses to AB 5
AB 5 was originally offered as having primary application to the “gig” 
economy, but in reality, AB 5 applies to virtually ever business in 
California

• Reclassifying contractors to employees, potential for unintended 
consequences;

• By initiating lawsuits challenging the constitutionality of the law;

• By engaging in further lobbying to seek their own exception to the ABC 
test;

• By filing a ballot initiative to overturn parts of the law;

• By moving business out of California



AB 5 Amended by AB 2257

On September 4, 2020, Governor Newsom signed into law AB 2257, 
which became law on that date.

• AB 2257 makes a number of significant changes to AB 5

• AB 2257 modifies some of the current exceptions to AB 5, and 
introduces a number of new exceptions

• AB 2257 does not change the existing framework of AB 5
• the ABC test remains in place, with exceptions for particular types of work, for 

which the prior test, Borello, is applied

• AB 2257 provides some clarification on some issues relating to AB 5 
and creates some flexibility with respect to referral agencies, it also 
creates some new questions and still leaves unresolved several 
critical challenges emanating from AB 5.



AB 5 Amended by AB 2257

AB 2257 is a product of many political wins and losses 
• In just a few days after AB 5 became effective, legislators began 

introducing bills seeking to amend key provisions of the new law

• There were at least 31 different bills seeking to modify, or repeal, 
AB 5

• Over time, those bills were distilled into a single vehicle – AB 
2257

• The transportation industry is specifically excluded from AB 2257 
so that AB 5 continues to apply (but see Prop 22)  



AB 5 Amended by AB 2257

Examples of AB 2257 changes: Business to Business Exception
• AB 5 includes the following requirement to qualify for the business-to-

business exception:
• The business service provider actually contracts with other businesses to provide the same or 

similar services and maintains a clientele without restrictions from the hiring entity

• AB 2257 amends this as follows:
• The business service provider can contract with other businesses to provide the same or similar 

services and maintain a clientele without restrictions from the hiring entity

• This change will allow for more flexibility in the application of the 
exception – a contractor need not actually have a contract with other 
businesses, it need only have the opportunity for such contracts.



AB 5 Amended by AB 2257

Continuing:

One of the most problematic sentences in AB 5’s business-to-business 
exception was the requirement that, in order to qualify for the exception and be 
able to use the Borello test, a business needed to show the business service 
provider is providing services directly to the contracting business rather than to 
customers of the contracting business.

AB 2257 attempts to clarify this provision by stating: the business service 
provider is providing services directly to the contracting business rather than to 
customers of the contracting business. This subparagraph does not apply if the 
business service provider’s employees are solely performing the services under 
the contract under the name of the business service provider and the business 
service provider regularly contracts with other businesses



AB 5 Amended by AB 2257

AB 2257 also addresses another potentially troubling sentence 
from AB 5:

• This subdivision does not apply to an individual worker, as opposed to a business 
entity, who performs labor or services for a contracting business

• AB 2257 deletes this sentence

Other amendments in AB 2257 provide clarification to strengthen 
the argument that a business service provider itself may be a 
contractor, but that the persons working for that business service 
provider would be subject to the ABC test to determine their 
status.  



AB 5 Amended by AB 2257
AB 2257 adds a number of new exceptions to AB 5, generally allowing the Borello test to be used to determine worker status for:

• Recording artists, songwriters, lyricists, composers, proofers, managers of recording artists, record producers and directors, musical engineers, 
musicians engaged in creating sound recordings, vocalists, photographers working on album covers, and other press and publicity photos relating 
to recordings, and independent radio promoters;

• Musicians or musical groups for the purpose of a single-engagement live performance event;

• An individual performance artist;

• Licensed landscape architects;

• Freelance translators;

• Registered professional foresters;

• Home inspectors;

• Persons who provide underwriting inspections, premium audits, risk management or loss-control work for the insurance industry;

• Manufactured housing salespersons;

• Persons engaged in conducting international and cultural exchange visitor programs;

• Competition judges with specialized skill sets;

• Digital content aggregators who serve as licensing intermediaries for digital content;

• Specialized performer hired to teach a master class for no more than one week; and

• Feedback aggregators



AB 5 Amended by AB 2257

A number of issues are not addressed by AB 2257; for example: 

• AB 2257 also fails to mention whether the ABC test applies, or does not apply, 
to the relationship between a franchisor and its franchisees. This question has 
been the subject of much debate and litigation.

• AB 2257 also does not address the serious concerns raised by the trucking 
industry with regard to the independent owner-operator model. The referral 
agency-service provider exception expressly states that it does not apply to 
the transportation industry.

• AB 2257 fails to mention the gig economy at all.



AB 5 Amended by AB 2257

Enforcement Actions

• The state of California has begun to aggressively enforce AB 5, and Governor Newsom’s 
2020 budget expressly included more than $20 million for enforcement of the new law

• In May 2020, California’s attorney general sued Uber and Lyft, alleging that the companies 
misclassified their drivers as independent contractors

Forces Opposing Aggressive enforcement 
• Uncertainty of ongoing pandemic; 

• Double-digit unemployment;

• Specter of pro-longed recession;

• Workers need to work – gig economy can provide work to those in need 





PROP 22



PROP 22

Proposition 22 provides:

• Declares app-based drivers are independent contractors and not employees 
of their network company if work under certain conditions
• Where the network company does not unilaterally prescribe their schedule or a 

minimum number of hours; does not require drivers to accept any specific ride or 
delivery request to maintain access to the network; and allows drivers to work for other 
network-based companies or hold other jobs

• Guarantee that drivers be paid no less than 120% of minimum wage for the 
time that they are engaged, as well as payment per mile

• Provides health care subsidies and insurance coverage to drivers, develop 
anti-harassment policies, provide drivers with mandatory safety training, and 
conduct criminal background checks on network drivers



PROP 22

In effect, Prop 22 would create a new class of workers.

UPDATE:
California voters have approved Prop 22 by a margin of 58.47% to 41.53% as of 15.5 
million votes counted. 

Prop 22 will become effective on the fifth day after the secretary of state certifies the 
election results.

Prop 22 does not address all the issues in the California’s attorney general lawsuit 
against Uber and Lyft

Prop 22 is limited to app-based rideshare and delivery companies

Prop 22 can only be amended if changes are consistent with it purposes and 7/8 of 
lawmakers favor the amendment



DLSE/Labor Com. Considerations



DLSE/Labor Commissioner Considerations

On its webpage, the California Division of Labor Standards Enforcement 
(DLSE), Office of the Labor Commissioner, states: “The mission of the 
California Labor Commissioner's Office is to ensure a just day's pay in every 
workplace in the State and to promote economic justice through robust 
enforcement of labor laws.”  To “to ensure a just day's pay in every workplace” 
the DLSE receives complaints and conducts audits.

A DLSE audit can raise significant issues where there is the 
misclassification of workers, failure to correctly pay overtime, failure to pay 
minimum wage, and the failure to provide required meal and rest periods.



DLSE/Labor Commissioner Considerations

Potential Legal Liabilities:

Misclassification of a worker as an independent contractor who is 
determined to be a non-exempt employee may result in the 
following legal violations, each with damages (wages), penalties, 
civil fines and citations applicable: 

Failure to pay minimum wage;

Failure to pay overtime (1½ and 2x);

Failure to provide rest periods; 

Failure to provide meal periods;

Failure to withhold and remit appropriate employment taxes;



DLSE/Labor Commissioner Considerations

Continued:

Failure to file appropriate returns and reports; 
Failure to provide required benefits;
Failure to provide accurate wage statements;
Failure to pay waiting time penalties;
Failure to correctly calculate overtime rates;
Class Actions/PAGA lawsuits; . . . 



DLSE/Labor Commissioner Considerations

Those that advise on the classification of a worker also have potential liability:

• California Labor Code § 226.8
• (a) It is unlawful for any person or employer to engage in any of the following 

activities:

• (1) Willful misclassification of an individual as an independent contractor. . . 

• penalizing employers who commit a "pattern and practice" of "willfully 
misclassifying" such service providers of not less than $5000 and up to $25,000 
per violation;

• unlawful to charge "misclassified" independent contractors any fee or take 
deductions from the compensation paid such contractors;

• provides that the penalties are in addition to existing penalties, interest and 
taxes that may be imposed at the state level for misclassifying contractors;



DLSE/Labor Commissioner Considerations

Continued:

• California Labor Code §2753 [Applies to YOU-a consultant]
• (a) A person who, for money or other valuable consideration, 

knowingly advises an employer to treat an individual as an 
independent contractor to avoid employee status for that 
individual shall be jointly and severally liable with the employer 
if the individual is found not to be an independent contractor.
• (b) This section does not apply to the following persons:
• (1) A person who provides advice to his or her employer.
• (2) An attorney authorized to practice law in California or 

another United States jurisdiction who provides legal advice 
in the course of the practice of law



DLSE/Labor Commissioner Considerations

Continued:

• California Labor Code §2753 [Applies to YOU- a consultant]
• Means:  Any consultant, non-practicing lawyer or other person 

who receives valuable consideration for knowingly advising an 
employer to treat an individual as an independent contractor to 
avoid employee status will be jointly and severally liable with the 
employer if that individual is determined by the court or an agency 
not to be an independent contractor. If the employer cannot pay 
the fine, the agency or prosecuting employee can look to this 
advisor to pay it.

• Business consultants offering business structuring consulting 
should consider limiting such services to issues other than the 
proper engagement of independent contractors.



DLSE/Labor Commissioner Considerations

Continued

California Labor Code §558.1 provides for:
• personal liability to other persons acting on behalf of an employer;

• “other persons acting on behalf of an employer” are limited to natural 
persons by definition;

• “other persons acting on behalf of an employer” = owner, director, 
officer, or managing agent of the employer;

• such natural persons are NOT EXEMPTED by the limited liability 
provisions for corporations and other business entities;

• The persona liability extends to the unpaid wages, civil penalties, fines, 
etc. assessed 



DLSE/Labor Commissioner Considerations

Continued

Personal liability also for: 

• California Labor Code §558 (civil penalties)

• §1197.1 (civil penalties)

• Atempa v. Pedrazzani, 27 Cal.App. 5th 809 (2018)

These statutes and the holding of Atempa place business entities 
that have single or a limited number of individuals running them 
and making decisions in violation of the Labor Code on notice of 
personal liability; apparently even piercing the corporate veil.  



DLSE/Labor Commissioner Considerations

Continued

California Labor Code §§2698-2699.6 California Private Attorneys 
General Act (“PAGA”)

(a) Notwithstanding any other provision of law, any provision of this 
code that provides for a civil penalty to be assessed and collected by 
the Labor and Workforce Development Agency or any of its 
departments, divisions, commissions, boards, agencies, or 
employees, for a violation of this code, may, as an alternative, be 
recovered through a civil action brought by an aggrieved employee 
on behalf of himself or herself and other current or former employees
pursuant to the procedures specified in Section 2699.3 .



Case Study



Case Study

Background
• Small LA City restaurant
• 2 person corporation; one actively involved in management, other 

peripheral involvement 
• Open for less than 2 years
• Operates 6 days/week
• Regularly employs 9-11 workers during any pay period
• Chef, cook, servers, dishwashers and porters all hired as 

independent contractors on the advice of the individual 
bookkeeper

• Pay rates comported to LA City minimum wage requirements
• Overtime not paid



Case Study

Complaint
• Ex-worker filed complaint with California Labor 

Commissioner
• Labor Commissioner noticed hearing
• Restaurant received inquiry from IRS for same ex-worker
• Restaurant receives Order to Appear Before the Labor 

Commissioner 
• Books, records, bank statements, checks, check stubs, 

etc. ordered to be produced
• Issue to determine classification of all workers at 

restaurant since opening (no statute of limitations issue 
due to operating < 3 years).    



Case Study

Analysis and Options
• Gather information re classifications – all misclassified as non-employees
• Gather records and determine pay issues: minimum wage, overtime, 

paystubs, rest periods, meal periods
• Possible to argue 2 exemptions; rest of workers non-exempt

• Accountant perform a quick assessment/calculation of potential wage 
damages

• Perform quick assessment/calculation of civil penalties, fines, interest, 
liabilities

• Determine ability to pay
• Assess risk, defenses, cost, delayed proceedings, intervention of EDD, IRS, 

FTB, publication of information, individual claims, PAGA exposure (civil 
penalties, attorney fees, representative action, multipliers, etc.), personal 
liability, citations, judgments



Case Study

Analysis and Options
• Assess potential use of Self-Audit Program 

• Tolling of Statute of Limitations

• Penalty discount – applied at conclusion

• Payment schedule (ability to pay)

• Citations will be issued

• Personal liability under certain Citations 

• Applying de minimus (Troester v. Starbucks Corporation)

• Control the information (is reviewed by DLSE)

• Waiver of certain appeal rights if acceptance of audit

• Appeal of selected Citations



Case Study

Process of Self-Audit
• Time sensitive – longer take to complete percentage deduction of 

penalties declines
• Complete in 15 days – 75% discount in penalties
• Have 300 days 
• Pay in full or negotiate a monthly pay-out 

• If this route is selected, cooperation with DLSE is absolutely necessary

• [Handout – DLSE Audit]
• DLSE acceptance of Self-Audit

• 15 days from notice of DLSE acceptance to accept by Employer or 
appeal citations

• Same 15 days to set up payment plan



Case Study

Determinations by Employer and DLSE
• Performed self-audit

• Total restitution due of approximately $45,000 

• Labor Code 558 penalties of approximately $8,000

• Labor Code 1197.1 penalties of approximately $23,000

• Assuming the total restitution is paid, the Employer will receive a 65% 
discount on the penalties

• Unfortunately, but pursuant to the requirements of the Labor Code, the 
multiplier effect of the violations of the wage statements (§226 and 
§226.8) resulted in an additional civil penalty of $500,000.  



Best Practices



Best Practices

• Take-Aways
• Unless you are a licensed, practicing attorney in California – DO NOT

provide any counsel on who should be classified as an independent 
contractor. 
• Strongly recommend to all your business clients to have a self-audit audit 

performed before a state agency does
• Identify through a business initiated audit technical errors – and they 

abound – so a $45k problem does not turn into a half a million dollar sink 
hole; 
• Personal liability for decision-makers irrespective of the business entity
• Even if your state has a self-audit procedure it is not for everyone; clients 

have difficult decisions and a short time period to decide when faced with 
certain liability



Best Practices

• Take-Aways

• The classification of a worker as an independent contractor is fact-
intensive and must be based in the reality of the actual working 
relationship

• The B test, for those states that use the ABC test, eliminates most 
independent contractor classifications where the worker is performing the 
usual work of the business entity; exclusive of any exemptions

• The presumption of employment generally means facts are looked at from 
the perspective that the worker is an employee

• The costs of misclassification are significant       



Summary

During this session, you have learned:

• The basics of how to proceed for classifying workers as independent 
contractors or employees*

• New laws and the potential changes to laws classifying workers on the federal 
level

• Identification of legal and auditing issues for when you counsel employer 
clients on classification and payment of workers

• Identification of legal and auditing issues for when you counsel employer 
clients on tax treatment issues for clients facing an audit from the state 
DOL/Labor Commissioner/Wage and Hour Division.

*Check with your state as standards vary state-to-state 





Thank you!
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