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Judging by the number of calls the Employer Commissioner’s
office receives on its employer hotline, “Contract Labor” is one
of the most widely misunderstood concepts in employment law
and the business world. The issue is really whether a given worker
1s an employee or an independent contractor. In basic terms, an
employee is someone over whose work an employer exercises direc-
tion or control and for whom there is extensive wage reporting and
tax responsibility. On the other hand, an independent contractor
1s self-employed, bears responsibility for his or her own taxes and
expenses, and is not subject to an employer’s direction and control.
The distinction depends upon much more than what the parties
call themselves.

A simple rule of thumb: if you hold the right to direct or control
the day to day work performed, you are the employer. No contract
or theoretical description on paper supercedes the actual, day to
day working relationship between the parties.

The Texas Unemployment Compensation Act does not directly
define “independent contractor.” Instead, it sets forth a broadly
inclusive test, known as the “direction or control” or “common
law” test, for who is an employee. “Employment” means a service
performed by an individual for wages or under an express or im-
plied contract of hire, unless it is shown to the satisfaction of the
Commission that the individual’s performance of the service has
been and will continue to be free from control or direction under the
contract and in fact. By implication, an “independent contractor”
would be a person whose services do not meet the above test.

It is important to note that it does not matter that one or both
parties may call their arrangement “contract labor”. The above
definition makes clear that the important consideration is the
underlying nature of the work relationship. The law creates a
presumption of employment and places the burden for proving
otherwise on the employer. It sets forth the primary factor in an
independent contractor relationship, namely, the absence of direc-
tion and control over the work.

A simple agreement to be called an “independent contractor”
in no way frees an employer from the technical and financial
responsibilities associated with employment status unless the day
to day working relationship likewise meets the definition of an
independent contractor.
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As a further distinction, the less able employers are to offer their

primary services without the help of the workers whose status is
at issue, the more likely it is that those workers will be considered
to be employees. If certain services are so essential to a business
that it will succeed or fail based upon how well those services are
performed, the business will naturally want to exercise enough
direction and control over the services to ensure the quality of the
work. That amount of control creates an employee relationship
with those workers.

Independent Contractor Tests

In United States v. Silk, 331 U.S. 704 (1947), the United States
Supreme Court established a widely-accepted five-part test, known
as the “economic reality” test, that helps establish whether a person
is an employee or an independent contractor. That case, which dealt
with whether an employer owed Social Security taxes on certain
workers, found the following factors to be important:

1. the degree of control exercised by the alleged
employer;

2. the extent of the relative investments of the [alleged]
employee and employer;

3. the degree to which the “employee’s” opportunity
for profit and loss is determined by the “employer”;

4. the skill and initiative required in performing the job;
and

5. the permanency of the relationship.

(quoted from Brock v. Mr. W Fireworks, Inc., 814 I.2d
1042 (5th Cir. 1987))
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“Gontract Labor” and the Law ... cont.

Brock, one of the leading cases from the Fifth Circuit explaining
independent contractor/employee issues, goes on to state that the
“focus is whether the employees as a matter of economic reality
are dependent upon the business to which they render service”.
The same case further notes that “it is dependence that indicates
employee status...the final and determinative question must be
whether the total of the testing establishes the personnel are so
dependent upon the business with which they are connected” that
they are employees.

This emphasis on dependence and economic reality demands
nothing more than a common sense approach. An individual who
has nothing to invest in an enterprise beyond the time he puts in
and who sells his services to only one “customer” — the employer
— 1s economically dependent upon that work. An independent
contractor, on the other hand, is not dependent upon only one
customer. Rather, because they are in business for themselves and
have an investment in their own equipment and supplies, they have
an entire customer base upon which to fall back.

A third way of approaching this problem is called the “ABC” test,
which is used by almost two thirds of the states (not including
Texas) in determining whether workers are employees or indepen-
dent contractors for state unemployment tax purposes. In order
to be considered an independent contractor, a worker must meet
three separate criteria (some states require only that two criteria
be met):

A. The worker is free from control or direction in the per-
formance of the work.

B. The workis done outside the usual course of the company’s
business and is done off the premises of the business.

C. The worker is customarily engaged in an independent
trade, occupation profession or business.

Finally, the Internal Revenue Service uses a so-called “Eleven Fac-
tor” test for determining the coverage of various federal employ-
ment tax laws. The eleven factors are all based upon the common
law, economic reality and ABC tests and represent their various
criteria broken down into more detail.

What will the Tax Department of the
Texas Workforce Commission Be Looking For if

You’re Audited?

The Texas Workforce Commission (TWC) is charged with audit-
ing businesses to ensure that employee wages are being reported
and that proper taxes are being paid on those wages. Employees
are paid for their time and are not expected to provide their own
workplace, materials, tools or supplies, or to otherwise invest their

own money in the business. An employee who makes a costly
mistake or commits work-related misconduct can be fired, but
cannot legally be forced to work without pay. On the other hand,
independent contractors have expenses of their own, and are ex-
pected to provide or purchase everything needed to do the job. If
they fail to satisfy the customer, they can be required to redo the
work for no additional compensation, lest they risk non-payment
by the customer under the contractual arrangement.

Clearly, workers who are told to work certain hours do not have
control over their own schedules, which is an essential component
of the profit or loss issue. If independent contractors want to take
time off, that should be up to them to decide. If they can do so
and still meet their contractual obligations, then it should not
matter to the recipient of those services. That is not to say that a
contract cannot specify that contractors will be available within
certain guidelines for purposes of consultation or progress checks.
However, the more control the employer exercises over the hours
of the worker, the greater the likelihood that the relationship will
be considered employment.

The right to hire or fire a worker is generally considered the privi-
lege of an employer over an employee. Independent contractors
will usually have some kind of contractual recourse if fired before
completion of the work, and the contract will generally specify
conditions that must be met if the contract is to be cancelled.

The only way an individual is covered by unemployment insurance
— meaning they would be eligible to draw unemployment benefits
should they be out of work through no fault of their own - is for
the employer to be in compliance with the Texas Unemployment
Compensation Act. Individuals whose wages are exempted by law
or who do not qualify for employee status are not covered by the
insurance program in the event that they lose their jobs. Therefore,
the determination of whether an individual is an employee or an
independent contractor is an integral part of the TWC’s enforce-
ment responsibility.

Heads Up, Texas Employers

A word to the wise: should the agency determine that individuals
who have been classified as independent contractors are really your
employees, then back taxes, penalties and interest are assessed.
Eventually, the Internal Revenue Service is notified of TWC’s
findings via a federal report matching program, and they in turn
will investigate those same employers for compliance with federal
laws. Employers must understand that TWG has the legal obliga-
tion to collect taxes on the wages of all individuals who qualify as
employees under the Texas Unemployment Compensation Act.
Take the time now, before there’s a Tax auditor standing on your
doorstep, to make sure that you have properly classified your work-
ers as employees or independent contractors.
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“Gontract Labor” and the Law ... cont.

What About Other Employers That Don’t Comply
With the Law?

Employers frequently complain that while they are in compliance
with the law, their competitors are not. The TWC will investigate
charges of non-compliance, but must have the names of specific
businesses in order to do so. A blanket charge that an entire industry
is out of compliance is not sufficient to begin an investigation. The
TWC can protect the identity of anyone who reports a possible
violation of the Texas Unemployment Compensation Act from
disclosure.

In Summary

There are many factors the TWC will consider when determining
whether your workers are employees or independent contractors.
No single factor will determine the entire case, and not every case
will involve every factor. Each case is decided on an individual
basis after weighing all of the factors present.

The bottom line in any case: whether the facts show that the
workers in question are in effect independent business entities in
a position to make a profit or loss based upon how they manage
their own enterprises. Employers in doubt over any of their workers
are encouraged to contact their local TWC Tax office for further
information. Additional information is also available on the TWC
agency website at www.texasworkforce.org.

From the Dais - Fall 2004

Dear Texas Employer,

As all of you know, Governor Rick Perry has a vision to bring Texas
to the forefront of economic development in the United States. We
at the Texas Workforce Commission (TWC) and the 28 local work-
force development boards and their training and support partners
are proud to be a part of this vision to support employers as they
create jobs and bring prosperity to this great state.

The Texas workforce system has already played an important role
in helping to support this growth and economic prosperity. Texas is
anational leader in providing real workforce solutions to employer
needs, and we’ve won $77 million dollars in performance bonuses
from the Federal Government, which we reinvest in workforce
training and support.

Last year, the workforce network of more than 280 workforce career
centers across Texas:
e Listed over 450,000 job openings for Texas employers and
helped over half a million workers find jobs.
e Helped employers qualify for over $118 million dollars’
worth of tax credits.
e Supplied tens of millions of dollars for customized training
for employer needs.

One program, the Skills Development Fund has been so effective
that, to date, it has provided customized training for over 130,000
workers at more than 2,400 companies. We are secking increased
funding for this program from the next legislative session.

In June 2003, in our role to help employers find qualified workers
more quickly, save unemployment insurance tax dollars, and help
get Texans back to work more quickly, the Commission adopted
new performance measures. I call them “Measures that Matter to

Employers.” I applaud the Local Workforce Development Boards
and their partners for the progress they’ve made as they stepped
up to the challenge of these measures.

Their efforts to date have resulted in many thousands of jobs filled
more quickly, potential increased wages of more than $150 mil-
lion earned by workers, and savings to the UI Trust Fund (and to
employers) of several million dollars.

Based on this success and on input from many employers and busi-
ness organizations such as the Texas Association of Business and
the National Federation of Independent Business, the Commission
recently increased these targets further. I appreciate the support
of fellow commissioners, and especially the support of business
leaders on local workforce boards. These measures will further
enhance Texas’ workforce system as pro-employer, pro-worker, and
pro-economy. I've had numerous inquiries from business leaders
in other states about adopting these measures in their states, and
Federal Labor Department officials are considering implementing
similar measures nationwide.

I remain committed to helping employers find the most qualified
workers, and to the continued improvement of the workforce sys-
tem to speed the re-employment of unemployed Texans back to
work, and I believe that we are taking concrete steps in the right
direction.

TWC’s Program Integrity Policies Save Millions
of Dollars

In previous issues, I highlighted some of our aggressive efforts to
help keep Unemployment Insurance (Ul) taxes on employers as
low as possible and to ensure that only qualified applicants receive
UI benefits. TWC continues to further strengthen its policies and
procedures, and to invest in new technologies for increased ac-
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curacy. These new policies and procedures have already achieved
measurable results by preventing an estimated $83 million in
overpayments during the past year.

Preventing overpayments is a challenging process--and there’s
more work to be done. To that end, TWC continuously strives to
increase understanding of the unemployment insurance process
and eligibility requirements. We’ve instituted increased work search
requirements for claimants, and we’ve increased the number of UL
claims that will be verified for compliance with these work search
requirements. Currently, at least 1,000 work search verifications
are conducted each week, and plans are in place to increase that
number significantly in 2005. Increasing the work search require-
ments increases the likelihood that employers will become aware
of more qualified applicants more quickly, and that claimants will
be more likely to be considered for jobs more quickly. Further,
if the UI program is being abused, early verification helps with
discovery, prevention, or recovery of overpayments.

UI benefits distributed to ineligible claimants are the sole cause for
overpayments. In some cases, overpayments result from error or
fraud. The fraud detection unit investigates questionable claims,
represents TWC in appeals hearings and prepares materials for
use in prosecutions at the local level. Workforce boards have in-
creased their follow-up activities after referring claimants to job
openings, thus identifying claimants who should no longer be
receiving benefits.

Employers---Report Your New Hires-It’s in the

best interest of your business.

The New Hire Crossmatch is another initiative used to detect fraud.
TWC compares the names of the new hires that Texas employers
report to the Office of the Attorney General with the current UI
claimants or former claimants with outstanding overpayment bal-
ances. New Hire Crossmatch helped the agency avoid or recover
nearly $9 million in benefit overpayments in 2003. TWC also
cross matches its database of Ul claimants with Texas county jail
populations to determine if any claimants are unavailable to seck
work due to their incarceration.

While it is a law that employers report their new hires to the OAG,
not all employers do. For each 1% increase in the number of em-
ployers reporting new hires, the savings in Ul taxes amounts to
several million dollars per year.

Employers---Respond to Ul Claims

In some cases, when employers do not respond during the initial
determination process, overpayments can result. Claimants begin
receiving benefits after an initial determination; however, additional
information discovered in an appeal may determine that the claim-
ant does not meet the criteria to receive benefits.

I strongly encourage you to vigorously protest all claims as early in
the process as possible. Both claims examiners and hearing officers
rely heavily on the statements of witnesses, and a witness statement
1s always stronger and more credible the closer in time it is made
to the relevant incidents. Memories fade, witnesses may leave the
company, and appeal hearings are often held six to 10 weeks after
the unemployment claim is filed. Making your witnesses available
to claims examiners during the initial investigation helps you by
creating a record of the events while memories are fresh. You also
increase your chances of winning a disputed claim by providing
as much information as possible to the TWC claims examiner as
soon as possible during the claims process.

All employers benefit from controlling overpayments by having
appropriate disqualifications imposed as early as possible in the
claims process. Although it is true that overpayments cannot be
charged directly to any one of your individual state unemployment
tax accounts, all of the state’s employers ultimately bear the cost
of all unrecoverable overpayments.

In short, participating fully in the claims investigation, responding
to every unemployment claim notice, reporting your New Hires to
the Office of the Attorney General, and answering TWC calls to
verify claimant work searches are some of the best ways to lower
these costs for all employers. By working together, I am confident
that we will continue to build an employer-driven workforce system
here in Texas that is second to none.

Sincerely,

Ron Lehman
Commissioner Representing Employers
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LET’S GO BACKTO THE BASICS OF UI CLAIMS
AND APPEALS

Every once in a while, it pays to review the most important basics
of how to deal with unemployment claims that might be filed by
your ex-employees. Even before a claim is filed, certain things are
important to do. Following is an outline of essential things to keep
in mind, both before and after a claim is filed.

Before a claim arises:

e Treat all employees as consistently as possible according
to known rules and standards.

e Ifan employee wants to go to part-time status, or transfer
to a different job, do not simply put the change into ef-
fect. Have the employee apply for part-time status or a
different job on a form designed for purposes of recording
job changes. You want it to be clear that the employee
mnitiated the change and understood what he or she was
applying for.

e Ifanemployee is about to be fired, go through a termina-
tion checklist; at the very least, ensure that the employee
has been given the benefit of whatever termination pro-
cedures are outlined in the company policies and in
whatever warnings they may have received.

e If an employee is quitting, do not have the person sign
a boilerplate resignation form; have the person do their
own letter, in their own handwriting if possible.

e Ifan employee is quitting, do not let the person quit until
and unless you are satisfied that the company has done
everything appropriate to address any legitimate griev-
ances they may have.

After a claim arises:

* Respond on time to any claim notice, ruling, or
appeal decision.

*  Be as specific as possible.

e Be truthful and consistent in your responses, appeals, and
testimony.

*  Avoid name-calling or gratuitous derogatory comments
toward the claimant. Claim examiners and hearing of-
ficers hear that and think “oh, it was just a personality
dispute — no misconduct!”

* In discharge cases, avoid certain terminology such as

“Inability”, “incompetence”, “disloyal”, “accumulation

of things”, “bad attitude”, and “mutual agreement”.

e In discharge cases, try to show four main things:

* aspecific incident of misconduct close in time to the
discharge;

e that the claimant either knew or should have
known that discharge could occur for the
reason given;

* that the employer followed whatever policies it has
and whatever warnings were given; and

e that the claimant was not singled out for discharge,
but rather was treated the same as anyone else would
have been under those circumstances.

* In voluntary leaving cases, avoid references to how bad
the ex-employee might have been, and concentrate on
the fact that the claimant left while continued work was
still available.

e Involuntary leaving cases, avoid comments on how glad
the company is that the claimant resigned. Instead, focus
on how a reasonable employee otherwise interested in
remaining employed would not have left for the reason
given.

e Inall cases, have all your evidence and firsthand witnesses
ready for the hearing. Unless the claimant unexpectedly
does your job for you by admitting misconduct at the hear-
ing, you will lose if you do not offer firsthand witnesses.

*  Make your testimony brief, factual, and concise. Hearing
officers like that!

REAUTHORIZATION OF WORK OPPORTU-

NITY TAX CREDIT

The Work Opportunity Tax Credit (WOTC) 1s a federal tax credit
used to reduce the federal tax liability of private-for-profit employers
that hire from eight different targeted groups that have historically
had the most difficulty securing employment. Those groups are:
qualified recipients of temporary aid to needy families, veterans,
ex-felons, high risk youth, summer youth, food stamp recipients,
social security income recipients and referrals from vocational
rehabilitation.

President Bush recently signed the “Working Families Tax Relief
Act of 2004” (HR 1308). Along with various tax breaks, this legisla-
tion also contains a two-year extension of the Work Opportunity
Tax Credit (WOTC) retroactive to January 1, 2004, and effective
until December 31, 2005. There were no changes to the criteria
of the targeted groups.

To qualify for the WOTC tax credit, new hires must begin work
before January 1, 2006. The maximum credit available is $2,400
per eligible worker for the adult target groups. For Summer Youth,
qualified wages remain capped at $3,000 for a maximum credit for
$750 for those individuals employed between 120 hours and 400
hours, and a maximum credit of $1,200 if they are employed 400 or
more hours. For additional information, visit the Texas Workforce
Commission’s website at www.texasworkforce.org.

William T. Simmons
Legal Counsel to Commissioner Ron Lehman
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MONITORINGEMPLOYEES’USEOF COMPANY
COMPUTERS AND THE INTERNET - Part 2

In the Summer 2004 Texas Business Today (available online at
www.texasworkforce.org), we looked at the issue of controlling
and monitoring employees’ use of laptops, PDAs, cell phones, and
other small personal electronic devices. In Part 2 of this series,
we take up the issue of monitoring the use of company computer
systems. Business-related use of the Internet has grown by leaps
and bounds in the last few years. At the same time, more and
more employees must use computers in their work at least part, if
not all, of the time. All in all, this increasing use of technology has
helped fuel an unprecedented expansion of the state and national
economies. However, along with the benefits, there are several
risks for employers. This article will examine some of the basic
issues and offer some solutions to business owners who are mind-
ful of the risks involved. First, let’s look at some of the risks of the
electronic revolution.

Electronic Mail
Electronic mail, or e-mail, has become the communication medium
of choice for many employees and businesses. No one doubts its
time-saving qualities, but employers must consider the dangers
as well:
e Employers can be liable for employees’ misuse of company
e-mail
e Sexual, racial, and other forms of harassment can be done
by e-mail
e Threats of violence via e-mail
e Theft or unauthorized disclosure of company information
via e-mail
e E-mail spreads viruses very well

Internet
The Internet is like a super-network connecting countless other
computer networks around the world. Literally millions of comput-
ers are connected to this vast resource. Every imaginable type of
information is available on the Internet if one knows where and
how to search for it. As with any kind of resource, it has its good
and bad sides. Not surprisingly, employers have had some problems
with employees’ use of the Internet:
e Unauthorized access into for-pay sites
*  Sexual harassment charges from display of pornographic
or obscene materials found on some sites
e Trademark and copyright infringement problems from
improper use or dissemination of materials owned by an
outside party
e Too much time wasted surfing the World Wide Web
e Viruses in downloads of software and other materials from

Web sites

Company Computers
Even with company computers that are not connected to the

Internet, employers are finding problems with employees abusing
the privilege of having computers to use at work:
*  Software piracy - employees making unauthorized copies
of company-provided software
e  Unauthorized access into company databases
e Use of unauthorized software from home on company
computers
e Sabotage of company files and records
e Excessive time spent on computer games
*  Employees using company computers to produce
materials for their own personal businesses or
private use

Many employers wonder what they can do to protect themselves
against these kinds of risks and to ensure that company computers
and networks are used for their intended purposes. Fortunately,
Texas and federal law are both very flexible for companies in that
regard. With the right kind of policy, employers have the right to
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monitor employees’ use of e-mail, the Internet, and company com-
puters at work. Doing so successfully requires both a good policy
and knowledge of how computers and the Internet work.

Policy Issues

Monitoring employees’ use of company computers, e-mail, and
the Internet involve the same basic issues as general searches at
work, telephone monitoring, and video surveillance. Those is-
sues revolve around letting employees know that as far as work
1s concerned, they have no expectation of privacy in their use of
company premises, facilities, or resources, and they are subject to
monitoring at all times. Naturally, reason and common sense sup-
ply some understandable limitations, such as no video cameras in
employee restrooms, and no forced searches of someone’s clothing
or body, but beyond that, almost anything is possible in the areas
of searches and monitoring. Let’s turn to some specifics.

Every employer needs to have a detailed policy regarding use of
company computers and resources accessed with computers, such
as e-mail, Internet, and the company intranet, if one exists. Each
employee must sign the policy — it can be made a condition of
continued employment. The policy should cover certain things:

*  Define computers, e-mail, Internet, and so on as broadly
as possible, with specifics given, but not limited to
such specifics

*  Define the prohibited actions as broadly as possible, with
specifics given, but not limited to such actions

* Remind employees that not only job loss, but also
civil liability and criminal prosecution may result from
certain actions

e Company needs to reserve the right to monitor all
computer usage at all times for compliance with
the policy

* Right to inspect an employee’s computer, HD, floppy
disks, and other media at any time

* Right to withdraw access to computers, Internet, e-mail
if needed

*  Consider prohibiting camera phones (also called cell
phone cameras); such phones have been implicated in
gross invasions of other employees’ privacy and in theft
of company secrets

*  Make sure employees know they have no reasonable
expectation of privacy in their use of the company’s
electronic resources, since it is all company property and
to be used only for job-related purposes

There are some warning signs for computer abuse:

e the employee spends a lot of time online, more than
is reasonably needed for the job, yet is strangely non-
productive

* vyou hear a lot of hurried clicking as you
approach, and the employee greets you with a
red face

* the Temporary Internet Files folder is filled
to capacity

e the employee’s computer crashes more than anyone
else’s — viruses and excessive demands on RAM

* anincrease in spam e-mail from employees leaving
their addresses all over the Internet (“spam” is unso-
licited commercial e-mail).

How to Monitor Compliance

Here is where you as an employer must know at least a few things
about computers and the Internet. Naturally, you will leave many
of the technical details to certain trusted computer experts on your
staff, or in serious cases in which you need to preserve evidence,
you can contract with one of any number of private computer
forensic services companies out there. However, you should be
armed with some technical knowledge so that you can make bet-
ter use of the experts’ time and be able to tell whether your efforts
are successful.

Have your information technology department or computer person
set up software monitoring capabilities. Some software can only
detect which computer was used on a network, not who used it.
An alternative would be to set up a “proxy server” — users have
to log in with their own user names and passwords. With regard
to the Internet, specific sites can be blocked by Web site addresses
and keywords. Some software can analyze the hard drive of each
computer on a network, thus establishing who might have unau-
thorized software or files on their computer.

Where to look for unauthorized computer and Internet activity?
On PCs, look in C:\Windows\ for the following folders:

*  Cookies - contains “cookies” left on the employee’s com-
puter during visits to Web sites - cookies are little files
that let Web sites know whether someone has visited the
site before

e History - this records the name and Web address of every
site visited by the employee

e Temporary Internet Files - this folder contains a copy of
every Web page, graphic image, button, and script file
found in or on each Web page visited by the employee

e Start Menu: “Documents” — this shows what is in
the user’s “Recent” folder (recently-opened or recently-
used files)

On Macintosh computers, look in the folder for the ISP (Internet
Service Provider), then in the folder for the Web browser, then
in either “Cache f” or the above names, depending upon what
browser the employee uses. The “Apple” menu on Macs also has
a “Recent” folder that shows what files the employee has worked
on most recently.

With the files found in the above folders, it is possible to reconstruct
an employee’s entire Web surfing session.
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Other places on the computer may yield clues. On PCs, look in the
“Recycle Bin” — some people forget to empty that folder when they
delete files. Using whatever graphics application you find on the
computer, click “File” and look at the recent files in use - you may
be surprised at what images the employee has viewed. On Macs,
look under “Recent Documents” or double-click the “Irash” icon
to see deleted files.

A strong word of caution: if any files are found that seem to be
flatly illegal, such as child pornography, do not make copies of such

images, transmit them in any manner, or move the computer to an-

other location, and do not shut the computer down. Instead, leave a
witness in place and immediately contact law enforcement officials,
who have special procedures for dealing with such matters.

In Part 3 of this series, we will look at how courts are handling these
issues and at how employers can design policies and discip