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DECLARATION OF MICHAEL J. WRIGHT

1. Iam an attorney duly admitted to practice law before the
Courts of this state, and am an attorney at Callahan and Blaine, attorneys of
record for Plaintiffs and Appellants. Ihave personal knowledge of the facts
set forth in this declaration and, if called as a witness, would competently
testify to their truth.

2. Attacixed hereto as Exhibit 1 is a true and correct copy of
Notice of Motion and Motion to Decertify the Class; Memorandum of
Points and Authorities in Suﬁport filed in San Diego Superior Court case
Espejo et al., v. The Copley Press, et al SDSC case number 37-2009-
00082322-CU-OEOCTL on December 6, 2012.

3. Attached hereto as Exhibit 2 is a certified copy of
Memorandum of Points and Authorities in Support of Defendants The
McClatchy Company and McClatchy Newspapers, Inc.’s Motion for
Decertification filed in Sacramento Superior Court case Sawin, et al., v. The
McClatchy Company, et al., SCSC case number 34-2009-00033950-CU-
OE-GDS on January 7, 2013.

4. Attached hereto as Exhibit 3 is a true and correct copy of
Independent Contractors: Prevalence and Implications for Unemployment

Insurance Programs, (February 2000) Planmatics, Inc.’s report for the US



Départment of Labor, which I personally downloaded and printed from the
Department of Labor, Employment and Training Administration website:

www.doleta.gov.

5. Attached hereto as Exhibit 4 is a true and correct copy of U.S.
Government Accountability Office Report to the Ranking Minority
Member,v Committee on Health, Education, Labor, and Pensions, U.S.
Senate (July 2006) Employee Misclassification: Improved Outreach Could
Help Ensure Proper Worker Classification, GAO-09-717, which I
personally downloaded and printed from U.S. Government Accountability

Office website: www.2a0.20V.

6. Attached hereto as Exhibit 5 is a true and correct copy of U.S.
Government Accountability Office Report to Congressional Requesters
(August 2009) Employee Misclassification: Improved Coordination,
Outreach, and Targeting Could Better Ensure Detection and Prevention,
GAO-09-717, which I personally downloaded and printed from the U.S.

Government Accountability Office website: www.gao.gov.

7. Attached hereto as Exhibit 6 is a true and correct copy of
Annual Report of the White House Task Force on the Middle Class
(February 2010), which I personally downloaded and printed from The

White House website; www.whitehouse.gov.




8. Attached hereto as Exhibit 7 is a true and correct copy of
California Employment Development Department Annual Report Fraud
Deterrence and Detection Activities (June 2007), which I personally
downloaded and printed from the California Employment Development

Department website: www.edd.ca.gov.

9. Attached hereto as Exhibit 8 is a true and correct copy of
California EmploymentDeyelopment Department Annual Report Fraud
Deterrence and Detection Activities (June 2011), which I personally
downloaded and printed from the California Employment Development

Department website: www.edd.ca.gov.

10.  Attached hereto as Exhibit 9 is a true and correct copy of the
transcript of radio broadcast Texas Contractors Say Playing By The Rules
Doesn 't Pay by Wade Goodwyn, first broadcast on NPR on April 11, 2013,
which I personally downloaded and printed from the National Public Radio

website: www.npr.org.

11.  Attached hereto as Exhibit 10 is a true and correct copy of the
California Employment Development Department (“EDD”) website
regarding Underground Economy Operations (2010) which I personally

downloaded and printed from the EDD’s website: www.edd.ca.gov.




12.  Attached hereto as Exhibit 11 is a true and correct copy of the
EDD’s Information Sheet regarding Employment Enforcement Task Force
(November 2009) which I personally downloaded and printed from the

EDD’s website: www.edd.ca.gov.

13.  Attached hereto as Exhibit 12 is a true and correct copy of a
February 9, 2012 News Release Number 12-0257-SAN from the U.S.
Department of Labor’s Wage and Hour Division and a true and correct copy
of the Memorandum of Understanding to which it refers, both of which I

personally downloaded and printed from the website: www.dol.gov/whd.

14.  Attached hereto as Exhibit 13 is a true and correct copy of
Defendants’ Memorandum of Point‘s and Authorities in Support of Motion
to Strike Class Allegations filed in Sacramento Superior Court case Sawin,
et al., v. The McClatchy Company, et al., SCSC case number 34-2009-
00033950-CU-OE-GDS on February 15, 2011.

I declare under penalty of perjury under the laWs of the State of

California that the foregoing is true and correct.

Executed this 29" day of April, 2013, at Santa Anj,C&al'fmia.

MICHAEL J. WRIGHT [
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EMPLOYEE MISCLASSIFICATION

Irhproved Coordination, Outreach, and Targeting
Could Better Ensure Detection and Prevention

- What GAO Found

The national extent of employee misclassification is unknown; however,
earlier and more recent, though not as comprehensive, studies suggest that it
could be a significant problem with adverse consequences. For example, for
tax year 1984, IRS estimated that U.S. employers misclassified a total of

3.4 million employees, resulting in an estimated revenue loss of $1.6 billion (in
1984 dollars). DOL commissioned a study in 2000 that found that 10 percent to
30 percent of firms audited in 9 states misclassified at least some employees.

Although employee misclassification itself is not a violation of law, it is often
associated with labor and tax law violations. DOL'’s detection of
misclassification generally results from its investigations of alleged violations
of federal labor law, particularly complaints involving nonpayment of
overtime or minimum wages. Although outreach to workers could help reduce
the incidence of misclassification, DOL's work in this area is limited, and the
agency rarely uses penalties in cases of misclassification.

IRS enforces worker classification compliance primarily through
examinations of employers but also offers settlements through which eligible
employers under examination can reduce taxes they might owe if they
maintain proper classification of their workers in the future. RS provides
general information on classification through its publications and fact sheets
available on its Web site and targets outreach efforts to tax and payroll — '
["professionals, but generally not to workers. IRS faces challenges with these )
compliance efforts because of resource constraints and limits that the tax law
places on IRS’s classification enforcement and education activities. J
DOL and IRS typically do not exchange the information they collect on
misclassification, in part because of certain restrictions in the tax code on
IRS’s ability to share tax information with federal agencies. Also, DOL
agencies do not share information internally on misclassification. Few states
collaborate with DOL to address misclassification, however, IRS and 34 states
share information on misclassification-related audits, as permitted under the
tax code. Generally, IRS and states have found collaboration to be helpful,
although some states believe information sharing practices could be
improved. Some states have reported successful collaboration among their
own agencies, including through task forces or joint interagency initiatives to
detect misclassification. Although these initiatives are relatively recent, state
‘officials told us that they have been effective in uncovering misclassification.

GAO identified various options that could help address the misclassification
of employees as independent contractors. Stakeholders GAO surveyed,
including labor and employer groups, did not unanimously support or oppose
any of these options. However, some options received more support,
including enhancing coordination between federal and state agencies,
expanding outreach to workers on classification, and allowing employers to
voluntarily enter IRS's settlement program.

United States Government Accountabllify Office
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United States Government Accountability Office

Washington, DC 20548

August 10, 2009

The Honorable Edward M. Kennedy

Chairman

Committee on Health, Educanon,
Labor, and Pensions

United States Senate

'The Honorable Richard J. Durbin

Chairman

Subcommittee on Financial Services
and General Government

Committee on Appropriations

United States Senate

The Honorable Rob Andrews

Chairman -

Subcommittee on Health, Employment,
Labor, and Pensions - '

Committee on Education and Labor

House of Representatives

The Honorable Lynn Woolsey
Chairwoman

Subcommittee on Workforce Protections -
Committee on Education and Labor
House of Representatives

In fiscal year 2007, states uncovered at least 160,000 workers who may not
have received protections and benefits to which they were entitled

_because their employers misclassified them as independent contractors

when they should have been classified as employees. According to the
Bureau of Labor Statistics, approximately 10.3 million workers, or

7.4 percent of the employed workforce, were classified as independent
contractors in the United States in 2005, although it is not clear how many
of these workers were misclassified. Misclassification can precipitate .
violations of labor and tax laws. Independent contractors are not covered
by many of the labor laws that protect employees and are not eligible for
many benefits to which employees are entitled. Misclassified employees
may not know that they are improperly classified and may not be aware

- that they are being denied the protections and benefits to which they are

entitled under federal and state laws. In addition, when employers
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misclassify workers as independent contractors, they may fail to pay and
withhold payroll taxes they would otherwise be required to pay and
withhold, and the workers may not be aware of their tax obligations.

No single agency is directly responsible for ensuring proper worker
classification. Several federal agencies have responsibility, however, for
ensuring that workers receive the benefits and protections to which they
are entitled as employees. The Department of Labor (DOL) is responsible .
for ensuring employer compliance with several labor laws, including the
Fair Labor Standards Act of 1938 (FLSA). Other federal agencies
responsible for enforcing laws that provide employees—but not
independent contractors—with benefits and protections include the Equal
Employment Opportunity Commission and the National Labor Relations
Board. The Internal Revenue Service (IRS) is not responsible for ensuring
that employee protections are provided, but is responsible for ensuring
that employers and employees pay proper payroll tax amounts and that
employers properly withhold taxes from workers’ pay. IRS also seeks to
provide general information to employers about worker classification.

In i‘esponse to your request, this report provides information on the
misclassification of employees as independent contractors, including

(1) what is known about the extent of the misclassification of employees
as independent contractors and its associated tax and labor implications;
(2) what actions DOL has taken to address misclassification, if any;

(3) what actions IRS has taken to address misclassification, if any; (4) the
extent to which DOL and IRS collaborate with each other, states, and
other relevant agencies to prevent and address cases of employee
misclassification; and (5) options that could help address challenges in
preventing and responding to misclassification.

To determine what is known about the extent of misclassification, we
reviewed IRS's past estimates and its plans to update its estimates of the
revenue losses associated with misclassification; analyzed the information
from audits that states report to DOL on the number of employers they
determined to have misclassified employees; and reviewed
misclassification studies conducted by states, universities, and research
institutes. To describe actions DOL has taken to address employee
misclassification, we examined laws, regulations, and agency policies and
documentation; examined summary data from DOL’s Wage and Hour
Division (WHD) on cases involving misclassification concluded during
fiscal year 2008; reviewed select WHD misclassification case files;
interviewed agency officials and investigators. as well as employer and
labor advocates; and surveyed states to obtain their perspectivés on DOL's

Page 2 GA0-09-717 Employee Misclasgsification
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education and outreach efforts. To describe actions IRS has taken to
address employee misclassification, we reviewed IRS’s strategy for
enforcing rules and regulations related to employee misclassification,
analyzed data from IRS’s enforcement programs related to employee
misclassification, reviewed IRS's education and outreach activities, and
interviewed independent contractor and labor advocates. To understand
how DOL and IRS cooperate with each other and with states and other
relevant agencies, we examined agency policies and procedures for
referring cases involving misclassification, interviewed agency and state
officials, conducted a Web-based survey of states to determine how they
coordinate with DOL and IRS, and reviewed information from IRS’s
Questionable Employment Tax Practices (QETP) initiative, a collaboration
between IRS and states aimed at increasing tax compliance by employers.
To describe options to help address misclassification, we reviewed GAO
and other federal agency reports and recommendations and other _
organizations’ studies on misclassification of employees. We also surveyed
relevant stakeholders to help identify such options and summarize any
related trade-offs.

We conducted this performance audit from August 2008 through August
2009 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives. For more information on
our scope and methodology, see appendix I.

Background

In general, employee misclassification occurs when an employer
improperly classifies a worker as an independent contractor instead of an
employee.' As we reported in 2006, the tests used to determine whether a
worker is an independent contractor or an employee are complex and’
differ from law to law.? While laws vary in their definitions of the

Yn this report, we define the term employer as an entity that compensates employees,

independent contractors, or both for services received in the course of a trade or business.
Thus, the term does not include consumers or individuals who contract for services. While
independent contractors may also be classified improperly as employees, this report
focuses on the misclassification of employees as independent contractors.

*GAQ, Employment Arrangements: Improved OQutreach Could Help Ensure Proper Worker
Classification, GAO-06-656 (Washington, D.C.: July 11, 2006).
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conditions that make a worker an employee, in general, a person is
considered an employee if he or she is subject to another’s right to control
the manner and means of performing the work. In contrast, independent
contractors are individuals who obtain customers on their own to provide
services (and who may have other employees working for them) and who
are not subject to control over the manner by which they perform their
services.

Many independent contractors are classified properly, and the
independent contractor relationship can offer advantages to both
businesses and workers. Businesses may choose to hire independent
contractors for reasons such as being able to easily expand or contract
their workforces to accommodate workload fluctuations or fill temporary
absences. Workers may choose to become independent contractors to
have greater control over their work schedules or when they pay taxes,
rather than have employers withhold taxes from their paychecks.

However, employers have financial incentives to misclassify eniployees as
independent contractors. While employers are generally responsible for
matching the Social Security and Medicare tax payments their employees

~ make and paying all federal unemployment taxes and a portion of or all

state unemployment taxes, independent contractors are generally
responsible for paying their own Social Security and Medicare tax
liabilities and do not pay unemployment taxes because they are not
eligible to receive unemployment insurance benefits.? In addition,
businesses generally are not required to withhold the income, Social
Security, or Medicare taxes from payments made to independent-
contractors that they are required to withhold for their employees.
Independent contractors may also be responsible for making their own
workers' compensation payments, depending on their state program. The
differences, in general terms, between the tax responsibilities of
employees and independent contractors are summarized in table 1.

*The Federal Unemployment Tax Act (26 U.8.C. §§ 3301-3311), in combination with 53
state-administered programs, provides for payments of unemployment compensation to
workers who have lost their jobs. State-administered programs are subject to broad federal
guidelines and oversight. States determine key elements of their programs, including who
is eligible to receive state unemployment benefits and how much they receive. State
unemployment tax revenues are held in trust by the U.S. Treasury and are used by the
states to pay for regular, weekly unernployment benefits. Federal unemployment tax is
used to administer the state and federal unemployment insurance programs, to administer
the loan fund for state advances, to fund extended benefits when authorized by Congress,

_ and to provide labor exchange services under the Wagner-Peyser Act.
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Table 1: Differences between General Tax Responsibilities of Employees and Independent Contractors

Individuals classified as

Individuals class.iﬁed as employees independent contractors
i . Businesses’ general Workers’ general Businesses’ general  Workers’ general
: Type of tax responsibilities responsibilities responsibilities responsibilities
Federal income tax® : Withhold tax from _ Pay full amounts owed,  Generally, none® Pay full amounts
employees’ pay generally through owed, generally
withholding through estimated
_ tax payments*
R Sacial Security and Medicare Withhold one haif of Pay half of total - None Pay full amounts
P taxes’ taxes from employees’  amounts owed, owed, generally
& pay and pay other half  generally through through estimated
withholding : tax payments®
E Federal unemployment tax® Pay full amount None None None
{ State unemployment tax - Pay full amount, None, except pay partial  None None
‘ ' except in certain amount in certain
states' states’

Source: GAQ analysis. .
Note: There are various exceptions to the general responsibilities included in this table.

*Most states also require payment of state income taxes.

*Employers are generally required to withhold taxes at a rate of 28 percerit from independent
contractors who do not provide, or provide incorrect, taxpayer identification numbers (this practice is
known as backup withholding). )

: “For estimated tax purposes, the year is.divided into four payment periods.
~ “The overall tax rates for Sacial Security and Medicare for 2009 are 12.4 percent and 2.9 percent of

income, respectively. Social Security taxes are to be paid for earnings up to the established wage
base limit ($106,800 for 2009).

*Employers.generally are required to pay federal unemployment insurance on the first $7,000 of
employee pay at a rate of 6.2 percent, which can be offset by a credit of up to 5.4 percent for timely
2 payment of state unemployment insurance taxes, resulting in an effective rate as low as 0.8 percent.
The rate is set to decrease to 6.0 percent in 2010. 26 U.S.C. §§ 3301, 3302.

'According to DOL, these states are Alaska, New Jersey, and Pennsylvania.

__ While businesses may be confused about how to properly classify
[ workers, some employers may misclassify employees to circumvent laws
that restrict employers’ hiring, retention, and other labor practices, and to
avoid providing numerous rights and privileges provided to employees by
federal workforce protection laws. These laws include '

e e

« FLSA, which establishes minimum wage, overtime, and child labor
standards for employees; o

« the Americans with Disabilities Act of 1990 and the Age Discrimination in
Employment Act of 1967, which protect employees from discrimination
based on disability or age;
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the Family and Medical Leave Act of 1993, which provides various 1
protections for employees who need time off from their jobs because of
medical problems or the birth or adoption of a child; and ’

l. » the National Labor Relations Act, which guarantees the right of employees

_to organize and bargain collectively.
—
Employers may also choose to misclassify their employees in order to
avoid having to obtain proof that workers are U.S. citizens or obtain work
visas for them. In addition, independent contractors generally do not
qualify to participate in health and pension plans that employers may offer
to employees. Finally, when employers misclassify employees, they may
be able to undercut competitors because their costs are reduced.

While some workers may agree to be misclassified as independent
contractors in order to be paid in cash, avoid withholding of taxes, or
prevent having to provide proof of their immigration status, other workers
may not realize that they have been misclassified. In addition, they may
not realize that as independent contractors, they are not protected under
many laws designed to protect employees, and that they have obligations
for which employees are not responsible, such as payment of their own
taxes over the course of the year. -

Responsibility for enforcing laws that afford employee protections and
administering programs that can be affected by employee misclassification

issues is dispersed among a number of federal and state agencies, as -
shown in table 2. '
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Table 2: Key Federal and State Agencies Affected by Employee Misclassification

Areas potentially affected by employee

Agency misclassification
DOL - Minimum wage, overtime, and child labor
provisions

«  Job-protection and unpaid leave
-  Safety and health protections

iRS . Federal income and employment (payroll) taxes
Department of Healthand .~ « - Medicare benefit payments

Human Services o

DOL, IRS, and the Pension «  Pension, health, and other employee benefit
Benefit Guaranty Corporation plans o

Equal Employment Opportunity  * Prohibitions of employment discrimination based
Commission on factors such as race, gender, disability, or age -

National Labor Relations Board +  The right to organize and bargain collectively
Social Security Administration - Retirement and disability coverage and payments
State agencies «  Unemployment insurance benefit payments

«  State income and employment taxes

- Workers' compensation benefit payments

Source: GAC analysis.

Misclassification itself isnot a violation of any federal labor law, but it can
result in violations of federal and state laws. For example, DOL's Wage and
Hour Division (WHD) may cite employers that have misclassified their
employees as independent contractors for violations of FLSA relating to
recordkeeping (not keeping required records for these employees),
nonpayment of the federal minimum wage, and nonpayment of overtime. It
also assesses back wages owed to workers in cases where
misclassification leads to nonpayment of overtime or minimum wage. IRS
can also assess taxes and penalties on employers that it finds have
misclassified employees. '

However, some workers who would otherwise be considered employees
are deemed not to be employees for tax purposes. With increased IRS
enforcement of the employment tax laws beginning in the late 1960s,
controversies developed over whether employers had correctly classified
certain workers as independent contractors rather than as employees. In
some instances when IRS prevailed in reclassifying workers as employees,
the employers became liable for portions of employees’ Social Security
and income tax liabilities (that the employers had failed to withhold and
remit), although the employees might have fully paid their liabilities for
self-employment and income taxes.
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In response to this problem, Congress enacted section 530 of the Revenue
Act of 1978.* That provision generally allows employers to treat workers as
not being employees for employment tax purposes regardless of the
workers’ actual status if the employers meet three tests.” The employers
must have filed all federal tax returns in a manner consistent with not
treating the workers as employees, consistently treated similarly situated
workers as independent contractors, and had a reasonable basis for
treating the workers as independent contractors. Under section 530, a
reasonable basis exists if the employer reasonably relied on (1) past IRS
examination practice with respect to the employer,’ (2) published rulings

" or judicial precedent, (3) long-standing recognized practices in the

industry of which the employer is a member, or (4) any other reasonable
basis for treating a worker as an independent contractor. Section 530 also
prohibits IRS from issuing regulations or Revenue Rulings with respect to
the classification of any individual for the purposes of employment taxes.
Congress intended that this moratorium to be temporary until more
workable rules were established, but the moratorium continues to this
day. The provision was extended indefinitely by the Tax Equity and Fiscal
Responsibility Act of 1982.

Federal agencies use different tests to determine whether a worker is an
independent contractor or an employee. IRS uses the concepts of
behavioral control and financial control and the relationship between the
employer and the worker to determine whether a worker is an employee,’

*Pub. L. No. 95-600, 92 Stat. 2763 (Nov. 6, 1978).

SSection 530 does not apply in the case of certain technical workers (engineers, designers,
drafters, computer programmers, systems analysts, or other similar skilled workers
engaged in a similar line of work) who provide services for third parties pursuantto
arrangements between the business for whom the technical worker works and the third
party. Tax Reform Act of 1986, Pub. L. No. 99-514, § 1706 (Oct. 22, 1986).

®n 1989, we stated that Congress may want to consider repealing the limitation on IRS
prospectively reclassifying employees who may have been misclassified. See GAO, Tax
Administration: Information Returns Can Be Used to Identify Employers Who
Misclassify Workers, GAO/GGD-89-107 (Washington, D.C.: Sept. 26, 1989). Based in part on
this report, Congress modified section 530 through the Small Business Job Protection Act
of 1996 (Pub. L. No. 104-188, August 20, 1996) to limit the past examination practice
reasonable basis to examinations for employment tax purposes of whether a worker
should be treated as an employee.

"Pub. L. No. 97-248, 96 § 269(c)(1)(C)(2), 96 Stat. 324 (Sept. 3, 1982).

8gee IRS Publication 1779, Independent Contractor or Employee, and Publication 15-A,
Employer’s Supple_mental Tax Guide.
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while WHD uses six factors identified by the United States Supreme Court
to determine employee status during investigations of FLSA violations.
The complexity and variety of worker classification tests may also
complicate agencies’ enforcement efforts. In addition, states use varying
definitions of employee. For example, according to a report commissioned
by DOL, at least 4 states follow IRS's test, and at least 10 states use their
own definitions. The remaining states use various definitions that rely at
least in part on whether the employer has the right to control the worker.

Decisions regarding employee status are sometimes determined through
the courts. For example, in a recent decision, the United States Court of
Appeals for the District of Columbia Circuit ruled that drivers for FedEx’s
small package delivery unit are independent contractors, and not
employees, and therefore do not have the right to bargain collectively.
FedEx had sought review of the determination by the National Labor
Relations Board that the FedEx drivers were employees and that FedEx
had committed an unfair labor practice by refusing to bargain with the
union certified as the collective bargaining representative of its
Wilmington, Massachusetts drivers. In ruling that the drivers are
independent contractors, the court noted that because FedEx Ground
drivers can operate multiple routes, hire extra drivers, and sell their routes
without company permission, they were not like employees of traditional
trucking companies.®

Legislation aimed at preventing employee misclassification has been
introduced in previous sessions of Congress. At least four bills relating to
employee misclassification were introduced in the 110th Congress. Two of
the bills, both titled the Employee Misclassification Prevention Act (HL.R.
6111 and S. 3648), were introduced in the House of Representatives and
the Senate, respectively, to amend FLSA to require employers to keep

records of independent contractors and to provide a special penalty for

misclassification. Two other bills were aimed, in part, at amending the
Internal Revenue Code to aid in proper classification. The Independent
Contractor Proper Classification Act of 2007 (8. 2044) was introduced in
the Senate to provide procedures for the proper classification of
employees and independent contractors, including amending the tax code
and requiring DOL and IRS to exchange information regarding cases
involving employee misclassification. In the House of Representatives, the
Taxpayer Responsibility, Accountability, and Consistency Act of 2008

*Fed Ex Home Delivery v. National Labor Relations Board, 563 F.3d 492 (D.C. Cir. 2009j.
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The Current Extent of
Misclassification Is
Unknown, but
Misclassification Can
Be a Significant
Problem with Adverse
Consequences

(H.R. 5804) sought to amend the Internal Revenue Code to modify the

Tules relating to the treatment of individuals as independent contractors or

employees, including requiring IRS to inform DOL of cases involving

-employee misclassification. However, these bills were not enacted into

law.

Although the national extent of employee misclassification is unknown,
earlier national studies and more recent, though not comprehensive,
studies suggest that employee misclassification could be a significant
problem with adverse consequences.

" In its last comprehensive estimate of misclassification, for tax year 1984,

IRS estimated that nationally about 15 percent of employers misclassified
a total of 3.4 million employees as independent contractors, resulting in an
estimated revenue loss of $1.6 billion (in 1984 dollars)." Nearly 60 percent
of the revenue loss was attributable to the misclassified individuals failing
to report and pay income taxes on compensation they received as
misclassified independent contractors. The remaining revenue loss
stemmed from the failure of (1) employers and misclassified independent
contractors to pay taxes for Social Security and Medicare and

(2) employers to pay federal unemployment taxes.

For 84 percent of the workers misclassified as independent contractors in
tax year 1984, employers reported the workers” compensation to IRS and
the workers, as required, on the IRS Form 1099-MISC information return.*
These workers subsequently reported most of their compensation (77
percent) on their tax returns. In contrast, workers misclassified as
independent contractors for whom employers did not report

"The study did not include an estimate of the percentage of all independent contractors
who were misclassified by their employers (that is, of all independent contractors, the
percentage that should have been classified as employees).

UEmployers are generally required to report payments of $600 or more in any given year
made to independent contractors on Forra 1099-MISC, unless the independent contractors
are incorporated.
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compensation on Form 1099-MISC reported only 29 percent of their
compensation on their tax returns. 1z

Although IRS has not updated the information from its 1984 report, it plans
to review the national extent of employee misclassification as part ofa
broader study of employment tax compliance.” However, IRS officials
anticipate that the results of this study will not be available until 2013, at
the earliest. As part of its National Research Program, IRS plans to
examine a randomly selected sample of employers’ tax returns for tax
years 2008 to 2010. IRS employment tax officials told us they may need to
extend the study if they have not collected sufficient data to provide
reliable estimates. For the misclassification part of the employment tax
compliance study, they said they hope to estimate the number of
employers that misclassify employees, the number of employees who are
misclassified, and the resulting loss of tax revenue. The officials also said
they are uncertain whether IRS will be able to collect sufficient data to
estimate the extent of misclassification within particular industries or
geographic regions.

A study commissioned by DOL in 2000 found that from 10 percent to
30 percent of firms audited in nine selected states had misclassified
employees as independent contractors.* The study also estimated that if

In past reports, we identified various options to improve tax compliance among
independent contractors and sole proprietors, who are included in a category of self-
employed taxpayers along with independent contractors. In 1996, we identified two
approaches to increase tax compliance of independent contractors: (1) require businesses
to withhold taxes from payments to independent contractors and (2) improve information
reporting on payments made to independent contractors. See GAO, Tax Administration:
Issues in Classifying Workers as Employees or Independent Contractors, :
GAO/T-GGD-96-130 (Washington, D.C.: June 20, 1896). In 2007, we analyzed various options
to address tax noncompliance among sole proprietors. See GAO, Tax Gap: A Strategy for
Reducing the Gap Should Include Options for Addressing Sole Proprietor
Noncompliance, GAO-07-1014 (Washington, D.C.: July 13, 2007). In 2009, we made various
recommendations to improve compliance with filing Forms 1099-MISC. See GAO, Tax Gap:
IRS Could Do More to Promote Compliance by Third Parties with Miscellaneous Income
Reporting Requirements, GA0-09-238 (Washington, D.C.: Jan. 28, 2009).

3We previously attempted to estimate the extent of misclassification and the extent of
income tax losses using compliance data that existed in 1994, but these data were not
sufficient to produce reliable estimates. See GAO, Tax Administration: Estimates of the
Tax Gap for Service Providers, GAO/GGD-95-59 (Washington, D.C.: Dec. 28, 1994).

Yplanmatics, Inc., Indépemient Contractors: Prevalence and Implications for
Unemployment Insurance Program (Rockville, Md: U.S. Department of Labor, February
2000). . .
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. misclassification. Summary data states reported to DOL’s Employment

only 1 percent of all employees were misclassified nationally, the loss in
overall unemployment insurance revenue because of employers’
underreporting of unemployment taxes across all states would be nearly
$200 million annually. In addition, the Bureau of Labor Statistics
periodically conducts a survey of contingent workers (defined as workers
holding jobs that are expected to last only a limited period of time),
including independent contractors.® The most recent survey, conducted in
2005, revealed that 10.3 million U.S. workers were classified as
independent contractors—approximately 7.4 percent of all workers.
However, the survey did not indicate how many of these workers were
misclassified.

State officials we interviewed told us that in their opinion, j
misclassification has generally increased over recent years. State activity j
in this area may support this view. For example, officials from New
Hampshire's Department of Labor said the agency recently hired four new
investigators to focus exclusively on investigations of employee

and Training Administration, which oversees state administration of the
unemployment insurance program, showed that from 2000 to 2007 the -
number of misclassified workers uncovered by state audits had increased
from approximately 106,000 workers to over 150,000 workers, as shown in
figure 1.” While these counts reveal an upward trend, they likely
undercount the overall number of misclassified employees, since states
generally audit less than 2 percent of employers each year.

This survey, a supplement to the Current Population Survey, is 2 household survey in ‘
which workers are asked to self-report information about their jobs. It was conducted in
February 1995, 1997, 1999, 2001, and 2005.

States may uncover misclassification during their audits of employers’ unemployment
insurance tax payments. DOL requires states to report summary information related to
misclassification from these audits on a quarterly basis, including the overall number of i
misclassified employees identified. We did not evaluate whether states changed their audit i
criteria over this period of time, which may explain the increase in some or all of the 3
numbers of misclassified workers identified by the states. In addition, we note that during

this period, the total number of employers audited by states increased from approximately

114,000 to about 117,000. .
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Figure 1: Number of Misclassified Employees identified by State Audits of
Employers, 2000 to 2007 : :
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Source: GAQ analysls of DOL data.’

State officials, however, told us that surmmary data they reported to DOL’s
Employment and Training Administration (ETA) did not include all
misclassification identified by their investigations. For example, officials
from one state said they did not report cases to DOL that did not meet
ETA’s prescriptive audit criteria that mandate, among other things,
extensive testing of an employer’s payroll records. Furthermore, the
official pointed out that the data ETA collects do not include cases
involving workers in the underground economy, where workers are paid in
cash and income is not reported to states or IRS.

Studies conducted by states, universities, and research institutes have
been generally limited in scope—for example, confined to one state or a
specific industry within a state. However, some of these studies have
noted that misclassification is especially prevalent in certain industries,
such as construction. For example, a study conducted by Harvard
University on the extent of misclassification in the construction industry in
Maine estimated that approximately 14 percent of construction firms
misclassified at least some of their employees each year from 1999 to
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2002. Maine state officials told us that following the study, they began
targeting construction firms for their unemployment insurance audits and
found higher levels of misclassification—up to 45 percent of the firms
audited misclassified at least some of their employees.

Misclassification may undermine workers’ access to protections, such as

-unemployment insurance and workers' compensation. For example, one

group that advocates for workers cited an instance of a construction
worker who fell three stories, was severely injured, and incurred hospital
expenses of over $10,000 related to the injury. Because the worker was
misclassified as an independent contractor, his employer did not provide
workers' compensation coverage for the employee. Several union officials
told us that misclassification of workers is especially prevalent in the
construction industry where workers are often paid entirely in cash and,
as a result, are not noted on the employers’ records at all, either as
employees or independent contractors. These officials told us they believe
that some employers have been emboldened to begin operating on a cash
basis by the ease with which they are able to misclassify their workers.

The WHD investigation case files we reviewed provided detail on several
instances where misclassified employees did not receive minimum wages
or overtime pay. For example, one case involved a medical transcription
service that hired workers—whom WHD determined had been
misclassified as independent contractors under FLSA—to work out of
their homes transcribing medical files they downloaded from the
company’s computer system. When the system was not accessible,
workers were not paid—although they were required to remain available
until the system became operational-—and, as a result, they were not paid
the minimum wage required by FLSA.

"Gonstruction Policy Research Center, Harvard University, The Social and Economic -
Costs of Employee Misclassification in the Maine Construction Industry (Cambridge,
Mass.: Apr. 25, 2005). This study was based on unemployment insurance audits conducted
by the state of Maine. We did not assess the study to determine whether the methodology
used was reliable. '
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DOL Has Taken
Limited Steps to
Detect and Address
Misclassification

DOL's detection of employee misclassification is generally the indirect
result of its investigations of alleged FLSA violations, particularly
complaints involving nonpayment of overtime or minimum wages. WHD
officials have stated to Congress that the misclassification of an employee
as an independent contractor is not itself a violation of FLSA or other laws
WHD enforces. Misclassification, however, is often associated with FLSA
violations—in particular, recordkeeping violations and the failure to pay
overtime or minimum wages. When WHD finds FLSA violations resulting
from misclassification, it assesses back wages owed to workers as
appropriate, In addition, although there is no penalty for recordkeeping
violations, WHD requires businesses to place any workers the employer
reclassifies as employees on the company payroll records, as per FLSA
rules.

Our review of the case files also showed that WHD investigators, in the
course of their investigations, did not consistently review documents that
could indicate that employees had been misclassified. Specifically, .
investigators may ask employers about independent contractors or
uncover misclassification through worker interviews, according to the
information contained in the case files. However, they did not, as a matter
of course, review employer records such as IRS Forms 1099-MISC that
show payments made to independent contractors. Reviewing these
records could aid WHD investigators in identifying workers who have
been misclassified. Although one district director told us it is standard
practice for investigators in his office to ask for this type of information
during an investigation, it is not WHD policy to do so.

Many of the experts we interviewed said that targeted investigations of
employers or industries could increase the detection of misclassification.
Approximately 80 percent of the investigations WHD concluded in 2008
involving misclassification were initiated because of complaints from
workers about possible labor violations. However, several experts we
spoke with pointed out that some workers, such as immigrants or those in
low-wage industries, are often less likely to file complaints with WHD. 1
Thus, a lack of targeted investigations coupled with the reluctance of
misclassified workers to complain may result in less effective enforcement
of proper classification. WHD officials told us that their ability to conduct

BEyperts we spoke with explained that this reluctance sometimes stems from the fear of
losing one’s job, employer coercion, or, in the case of immigrant workers, apprehension
about interacting with the federal government. .
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targeted investigations in recent years has been limited by reductions in
agency resources combined with consistently high levels of worker
complaints about possible labor law violations.” According to WHD
“policy, the first priority of the agency's enforcement is to respond to these
complaints.” :

WHD conducts few investigations targeted at misclassification, though it
has begun to place a greater focus on misclassification within existing '
agency initiatives. WHD concluded over 24,600 FLSA cases in fiscal year
2008, and misclassification was the primary reason for the violation
identified in 131 investigations. Most of these investigations (80 percent)
were initiated by complaints from workers rather than being targeted by
WHD. In the 26 investigations that were targeted by WHD,* the agency
identified 341 misclassified employees who were owed back wages of over
$88,000. In the 1990s, WHD implemented initiatives to conduct targeted
investigations within low-wage industries with a history of FLSA
violations, such as restaurants, hotels, and nursing homes. These
initiatives enabled WHD to detect employee misclassification to the extent
it was prevalent in those industries. WHD officials told us that in fiscal

' year 2007, in part because of heightened congressional interest in
misclassification, they instructed their district directors to place a special
emphasis on those low-wage industries within their districts with a history
of misclassifying employees. During fiscal year 2009, for example, the New
Orleans district office planned to conduct targeted investigations of the

®0On March 25, 2009, the Secretary of Labor a.nnbunced plans to hire 150 new investigators.
WHD officials said they did not know whether this would enable them to target more
employers for investigation. '

2®GAO has recently conducted evaluations of WHD’s enforcement efforts and made
recommendations for improvement. See GAO, Fair Labor Standards Act: Better Use of
Available Resources and Consistent Reporting Could Improve Compliance, GAO-08-962T
(Washington, D.C.: July 15, 2008); Department of Labor: Wage and Hour Division's
Complaint Intake and Investigative Processes Leave Low Wage Workers Vulnerable to
Wage Theft, GAO-09-468T (Washington, D.C.: Mar. 25, 2009); and Department of Labor:
Wage and Hour Division Needs Tmproved Investigative Processes and Ability to Suspend
Statute of Limitations to Better Protect Workers Against Wage Theft, GAO-09-629
(Washington, D.C.: July 23, 2009).

2 Although WHD categorized nine of these cases as targeted investigations, they actually .
stemmed from investigations based on complaints from workers. In addition, targeted
investigations that do not result in violations are not flagged as involving employee
misclassification in WHD's database. Therefore, we were unable to determine the
effectiveness of the agency’s targeting strategy.
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staffing and janitorial industries in its region, although it limited this effort
to three investigations.

Examples of state efforts support the potential effect of targeted
investigations aimed at detecting misclassification. New York’s
Department of Labor has created a task force that conducts investigations
and audits aimed specifically at detecting misclassification. Among other
activities, the task force conducts sweeps, or targeted investigations of
businesses located within a certain area or within industries where
misclassification is prevalent. In conducting investigations during 2007 and

2008 that targeted approximately 300 businesses in the retail and

commercial industries, the task force found that 67 percent of the

" businesses were in violation of unemployment laws, labor standards, or

workers’ compensation laws. In addition, at the request of investigators,

the task force scheduled follow-up audits of about half of these employers.

As of December 2008, it had completed 54 of these audits and found in
approximately 70 percent of them that employers had continued to
misclassify at least some employees as independent contractors.

In addition, the task force conducted targeted investigations of over

600 businesses, primarily in the construction industry. It found labor
violations in nearly half of these businesses and ordered follow-up
investigations. Just over half of these investigations have been completed,
resulting in nearly 7,800 employees being identified as misclassified. The
state determined that the misclassification led to $2.2 million in unpaid
wages, over $3.5 million in unpaid unemployment taxes and associated
penalties, and over $1 million in penalties related to workers’
compensation. As a result of all investigations conducted during a 16-
month period ending December 31, 2008, the task force detected 12,300
instances of misclassification, with approximately $12 million in
associated unpaid wages. In contrast, in fiscal year 2008, WHD identified
1,619 instances of misclassification nationwide during its investigations
and assessed about $1 million in unpaid wages.

DOL has begun to track cases of misclassification in its WHD
investigations database. However, although DOL’s Occupational Safety
and Health Administration (OSHA) may identify misclassification during
its safety and health inspections, it does not record this information in its
inspections database. In addition, in their responses to our survey, a
majority of state workforce agencies noted that their states collect data on
the occurrences of misclassification, but most of those states do not send
this information to DOL. For example, an official in one state agency told
us that in 2008 his state conducted investigations that led to the detection
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of approximately 46,000 instances of misclassification, but that DOL
collected no information associated with those cases. Since this
information would likely include the names of employers that
misclassified their employees, and the industries involved, collecting it
could enable DOL to focus its investigations more effectively on certain
employers or industries with a known history of misclassification.

DOL Makes Only Limited

- Use of Education or-

Penalties to Deter
Misclassification

Although education and outreach to workers could help reduce the
incidence of misclassification, DOL’s work in this area is limited. The DOL
Web site contains publications on the employment relationship under
FLSA, some of which mention the use of independent contractors.”
However, the Web site does not provide material that focuses specifically
on the subject of employee misclassification. In addition to publications,
the DOL Web site provides printable workplace posters, some of which
employers are required to display in their workplaces. However, none of
WHD's posters contain information on employment relationships or
misclassification.

DOL employees sometimes hand out to workers pamphlets that contain
general information on workers’ rights. Also, DOL staff provides
information materials at seminars and training sessions for employers. -
While these materials address what constitutes an employment
relationship, they do not specifically mention misclassification. Similarly,
WHD district directors we interviewed told us that their staffs do not
conduct employer and worker outreach activities specifically on
misclassification. However, some said their staffs may provide information
about misclassification when answering questions from employers or
workers. Finally, an OSHA official told us that the agency does not
conduct any outreach or education directly related to misclassification,
although officials in one region told us that workers were misclassified as
independent contractors at over 80 percent of the construction sites they
inspected. ‘

2D epartment of Labor, Wage and Hour Division, Employment Relationship Under the
Fair Labor Standards Act, WH Publication 1297 (Washington, D.C., August 1985); “Fact
Sheet #13: Employment Relationship Under the Fair Labor Standards Act,” _
hitp://www, dol.gov/esa/whd/fact-sheets-index.htm (accessed June 1, 2009); and “Fact Sheet
#36: Joint Employment and Independent Contractors Under the Migrant and Seasonal
Agricultural Worker Protection Act,” http://www.dol.gov/esa/whd/fact-sheets-index.htm
(accessed June 1, 2009).
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According to our survey, few states regard DOL’s efforts to educate
workers and employers on employee misclassification to be effective. In
fact, 16 states had no awareness of DOL education or outreach on the
subject. Of the states that were aware of DOL’s outreach activities, only

5 reported that they thought outreach for workers was effective, and only

"6 stated that it-was effective for employers. Further, some experts we

interviewed also expressed the view that DOL’s education and outreach
efforts on misclassification are inadequate and that improvement is
needed, especially for vulnerable populations. For example, some noted
that immigrants are less likely to know their rights and are more likely to
be misclassified than other types of workers.

WHD district directors we interviewed noted that there are challenges
associated with reaching vulnerable populations, such as immigrant
workers. Some noted that many noncitizens, whether documented or not,
are wary of government and therefore reluctant to approach DOL officials
or attend DOL-sponsored events. Despite this challenge, the directors told
us that their offices coordinate with immigrant population communities in
order to educate workers on labor issues. For instance, staff from the
Boston and New Orleans district offices told us they participate in
presentations, information sessions, and forums with the Hispanic
communities in their districts in coordination with the Mexican
consulates. These activities are generally broad in scope but may include
specific information on misclassification.

When WHD identifies misclassification, the division does not use all
available remedies—such as assessing financial penalties, pursuing back
wages owed to workers who have been misclassified, and conducting
follow-up investigations of employers that have misclassified workers—to
penalize employers who have violated FLSA and help ensure future
compliance. WHD levied penalties in less than 2 percent of the cases
involving misclassification it completed in fiscal year 2008—2 of 131
investigations. In contrast, the division levied penalties in 6 percent of the .
cases involving FLSA violations from 2000 to 2007. WHD can only levy
penalties for violations of the minimum wage or overtime pay provisions
of FLSA when the violations are willful or repeated, though a WHD district
director noted that it can be difficult to prove that employers are willfully
misclassifying employees. In addition, although WHD determined that
there were back wages to be paid in most of these cases, we found that
investigators did not always follow up to ensure that employees were paid
the back wages assessed. For example, in one case we reviewed, the
employer did not provide documented proof that she paid back wages of .
over $5,000 owed to her employees, but WHD closed the case and
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IRS Has Several
Enforcement and
Education Efforts
That Focus on
Misclassification but
Faces Challenges in
Undertaking These
Efforts

recorded the back wages as paid. Further, WHD officials told us that if the
division uncovers violations caused by misclassification, it does not
generally conduct follow-up investigations to ensure that the employees
are properly classified. -

IRS’s misclassification enforcement strategy relies on identifying and

examining employers that have potentially misclassified employees. IRS

primarily identifies employers to examine for potential misclassification
~ through four sources:

The Determination of Worker Status (Form SS-8) Program, in which
workers or employers request that IRS determine whether a specific
worker is an employee or an independent contractor for purposes of
federal employment tax and income tax withholding through the
submission of Form SS-8.% IRS examines some of the employers it
determines to have misclassified workers through the SS-8 program.

The Employment Tax Examination Program (ETEP), in which IRS uses
specific criteria to identify for examination employers that have a high
likelihood of having misclassified employees.

General employment tax examinations, meaning examinations of tax
returns that are started because of separate employment tax issue that
lead to examinations of classification issues. :

The Questionable Employment Tax Practices (QETP) program, through
which IRS and states share information on worker classification-related
examinations and other questionable employment tax issues. IRS
examines some employers that states have determined to have
misclassified employees.

IRS’s Small Business/Self Employed Division (SB/SE) conducts the
majority of IRS’s misclassification-related examinations. It made
_applicable assessments (taxes and penalties) in 71 percent of such
examinations that it closed during fiscal year 2008, resulting in a total of
almost $64 million in assessments, as shown in table 3. A description of
the four programs though which IRS primarily generates misclassification-
related examinations follows table 3. Also following table 3is a
description of IRS’s Classification Settlement Program (CSP), which

#1pg Form SS-8, Determination of Worker Status for Purposes of Federal Employment
Taxes and Income Tax Withholding.
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enables qualifying employers under examination for misclassification-
related issues to lower their misclassification-related tax liabilities if they
agree to properly classify their workers in the future.

Tabie 3: SB/SE Misclassification Examination Results by Examination Source, Fiscal Year 2008

Examination source

General All

- _ S$S-8 ETEP examinations QETP programs
Number of closed examinations® 38 221 690 ' 232 1,181
Percentage of all closed examinations by referral source 3 19 58 20 100
Number of closed examinations with assessments- 30 o127 522 165 844
Percentage of closed examinations with assessments’ 79 57 76 . 71 - 71
Total assessments (dollars in millions)* $1.1 $11.8 $40.9 $9.8 $63.5
Average assessment per examination $28,191 $53,378 $59,225 $42,314 $53,810

Source: GAO analysis of IRS data.

Notes: We could not isolate the assessments made for taxpayers with CSP agreeménts because
before fiscal year 2008, IRS did not separately track the outcomes of such examinations. For a
qualifying taxpayer who enters into a CSP agreement, IRS records the dollar amount of the
settlement as the assessment amount, not the dollar amount that would otherwise have been
assessed for the taxpayer. IRS conducts examinations of taxpayers who do not comply with the terms
of their CSP ‘agreements, and assessments from such cases are inciuded in table 3.

*In fiscal year 2008, SB/SE conducted all of IRS’s examinations based on ETEP and QETP, all but
one of IRS's examinations based on SS-8 referrals, and the majority of IRS’s misclassification-related
examinations based on general examinations. Examinations completed in fiscal year 2008 cover tax
returns from previous tax years, :

*A portion of the examinations that resulted in no assessments were closed because the taxpayers in
question qualified for protection under section 530 of the Revenue Act of 1978, but IRS does not track
the number of cases that are closed for this reason.

“Total assessments for each examination source do not sum to the total assessments for all programs
because of rounding. Assessment amounts may include tax liabllities related to other employment tax
issues that were assessed to the same taxpayer concurrently, as well as any penalties. Total
assessments reflect the amounts that examiners recommended rather than the amounts collected by
IRS. Taxpayers may chalienge IRS's recommended assessments.

Through its SS-8 program, IRS provides workers or employers that file
Forms SS-8 with its determination on the correct classification of the
workers in question. IRS also uses the program to identify employers that
may have misclassified employees and therefore would be fruitful to
examine. In fiscal year 2008, 72 percent of all Form SS-8 requests filed
resulted in IRS determinations that the workers in question were
employees, 25 percent were closed without any advice given, and

3 percent resulted in determinations that the workers in question were
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independent contractors or had other results.* IRS's SS-8 unit makes these
determinations, in part, using information workers or employers provide
on Forms SS-8. 25 After making classification determinations, IRS sends
letters to employers to provide them with guidance on how to voluntanly
amend their tax returns to comply with the determinations. IRS's SS-8 unit
then uses specific criteria to determine which cases it should refer for
examination, including the amount of compensation the worker in
question earned, the number of sitnilar workers hired by the employer, and
whether the case likely involves fraud. The majority of employers the SS-8
unit determined to have misclassified employees are very small
businesses, which generally are not referred because examining such
businesses is generally not cost effective. As a result, IRS officials
estimated that for recent tax years, only an average of 2 percent to
3 percent of employers it identified to have misclassified employees
through SS-8 determinations were referred for examination, and an even

. smaller percentage resulted in examinations.”

For ETEP, IRS uses a computer matching program to identify annually
employers that potentially misclassified employees. The match criteria
include employers that reported paying compensation to workers (on
Form 1099-MISC), the amount of compensation the workers reported on
their tax returns, and the portion of the workers' total income that was

#According to IRS employment tax officials, the SS-8 unit closes about 20 percent of cases
it receives each year without a determination for various reasons. For example, IRS may
need to contact employers in order to make a determination for Form SS-8 requests filed by
workers, and some workers withdraw their SS-8 requests because of fear of retaliation
from their employers. To avoid duplication, the SS-8 unit does not make a determination in
cases where IRS is examining the employer. In addition, a case is closed if the associated
Form SS-8 is incomplete and IRS is unable to contact the applicant.

% About 90 percent of Form SS-8 requests are filed by workers.

®IRS examines an even smaller percentage of all Forms SS-8 filed. For exarple, IRS closed
39 examinations of employers that it identified through SS-8 determinations in fiscal year

" 2008 out of the almost 12,000 such requests filed. This amount was an increase from the
average of 6,000 Form S5-8 requests that were filed annually for fiscal years 2005 through
2007. This increase was prompted, in part, by a new IRS form (Form 8919) that informs
workers who think they may have been misclassified that they can file a Form SS-8 to
obtain a determination from IRS.
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paid by the employers.” IRS uses these criteria to identify employers to
examine with the greatest potential for tax assessments. IRS officials told
us that generally IRS examines about 1 percent to 3 percent of the
employers it identifies annually through ETEP to have potentially
misclassified employees. IRS does not examine some employers that it
determines based on the ETEP match to have potentially misclassified
employees, such as those that no longer appear to be in business; appear
to have legitimate reasons for meeting the ETEP selection criteria, such as
eraployers who compensate real estate agents, who are statutorily defined
as independent contractors; or are protected by section 530. For tax year
2006, IRS identified over 33,000 employers through ETEP.* In fiscal year
2008, IRS examined 221 employers it identified through ETEP, as reflected
intable3. . ' '

Over half (58 percent) of the misclassification-related examinations of
employers that SB/SE conducted in fiscal year 2008 arose through the
course of IRS examining employers for other types of employment tax
noncompliance. IRS examiners in all divisions are trained about
misclassification issues, but the depth of training depends upon the
division and group in which the examiners work. :

According to IRS employment tax officials, QETP, initiated in December
2007, has proven to be a useful source of timely leads on potential
misclassification cases. QETP is a collaborative initiative between IRS
and, currently, 34 participating states through which IRS and state
workforce agencies share information on misclassification examinations.
IRS employment tax officials told us that the examination information that
states provide through QETP is especially useful to the agency because it

#yn a 1989 report, we recommended that IRS match independent contractors’ information
returns with their tax returns to more systematically identify employers that are
misclassifying employees as independent contractors. One scenario we discussed in the
report involved identifying independent contractors with incomes of more than $10,000 to '
identify contractors who received all of their income from one employer. See
GAO/GGD-89-107. IRS's use of this matching process during the review led it to assess

$0.9 million in additional taxes and penalties against 67 employers found to have
misclassified workers. :

BRTEP match data for tax year 2006 were the most recent data available at the time that
we did our work.
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is tlmely, making it easier for IRS to contact and collect money from
noncomphant employers.”

In addition to its programs that generate misclassification examinations,
IRS uses CSP to offer settlements to employers that it is examining for
misclassification. Through CSP, which IRS initiated in 1996, employers

- under examination that meet certain criteria can lower their

misclassification-related assessments if they agree to correctly classify
their workers in the future and pay proper employment taxes.” As of
November 2008, IRS had entered into about 2,800 settlement agreements,
of which about 2,500 involved SB/SE. Employment tax officials in this IRS
division estimated that their CSP agreements signed through the end of
9006 have resulied in at least approximately $76 million in taxes
voluntarily reported by participating employers without further IRS
intervention.® Of employers that entered into agreements through the end
of 2006, IRS determined that 64 percent appear to be in compliance with
their agreements. IRS has not been able to deterinine, through a review of
filing histories, whether the remaining 36 percent of employers have
complied with their CSP agreements. IRS would need to examine these
employers to determine if they are in compliance with their agreements.

IRS Uses Various Methods

to Educate Taxpayers
about Proper
Classification

IRS provides extensive general information on its Web site on worker
classification issues for employers and workers, including flyers, IRS
forms, fact sheets, a Web cast, and a training manual providing in-depth
information on how IRS examiners determine a worker's correct
classification. IRS also held a national phone forum on worker
classification determinations in May 2009 targeted at tax professionals and
small business employers and organizations. IRS officials noted that a key
IRS worker classification Web page was recently linked to IRS’s main page
and was viewed nearly 800,000 times in fiscal year 2008.

BIRS officials reported that sorme QETP audit referrals it receives contain extraneous
information or are provided in a format that is difficult to use. However, IRS officials have
worked with at least one state workforce agency to help the state tailor the information it
forwards to IRS.

*for example, employers must have filed all required information returns for their workers
to be eligible to participate in CSP.

YIRS calculated this figure by first noting the dollar amount of each CSP agreement,
multiplying the dollar amount for each agreement by the number of tax years since the
taxpayer 51gned the agreement, and summing the values of all CSP agreements that had
been signed since CSP was initiated.
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IRS's outreach strategies include the use of handouts, e-mail lists, and
industry newsletters. In 2008, IRS began conducting worker classification
workshops. IRS employment tax officials said that IRS targets these
workshops toward persons working as payroll professionals, who are
most likely to handle workers’ pay paperwork, and paid tax return
preparers. IRS does not generally conduct outreach on classification
issues for workers.

IRS Faces Challenges in’
Enforcing Compliance
with and Educating
Taxpayers about
Classification Regulations

IRS’s programs aimed at enforcing proper worker classification and
educating taxpayers about this issue face three main challenges. First,
because misclassification is a complex issue, addressing proper
classification can be labor intensive for the IRS officials involved. For
example, in determining whether workers are employees or independent
contractors, IRS examiners must look to the common law, which canbe a
complex process.” The examiners must collect and weigh evidence on the
related common law factors to determine what is relevant for classifying
each relationship between the respective businesses and the workers in
question. :

Second, given competing agency priorities, IRS has limited resources to
allocate to these programs. With regard to enforcement, it has resources to
examine only a small percentage of the potential misclassification cases it
detects. As shown in table 3, SB/SE completed examinations of less than
1,200 employers in 2008, a very small number when compared to the
millions of small business and self-employed taxpayers in the United

‘States. IRS focuses its examinations on employers with potential for large

assessments or cases that likely affect a number of workers. To encourage
voluntary compliance, IRS sends SS-8 determination letters to employers,
and has also sent “soft notices” to employers it determined had not
reclassified their workers after receiving these letters. However, IRS
officials told us that SS-8 determination letters and soft notices can be

#1or employment tax purposes, the Internal Revenue Code incorporates the common law
definition of an employee. 26 U.S.C. § 3121(d)(2). The Department of the Treasury’s
regulations state that an ernployee-employer relationship generally exists when the
business has a right to control and direct the worker not only as to the result to be
accomplished but also as to the details and means by which that result is accomplished.

926 C.F.R. §§ 81.3121(d)-1(c); 31.3306(i)-1; 31.3401(c)-1. IRS's Revenue Ruling 87-41 contains
a list of 20 factors or elements that IRS examiners can use to determine whether a worker -
is an employee under the common law. IRS examination training materials characterize
these 20 factors as being based on three concepts: behavioral control, financial control, and
the relationship between the employer and the ‘worker.
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ineffective if the letter or the notice signals that IRS will not further pursue
the noncompliant employers. For example, according to these officials,
only about 20 percent of employers that are sent SS-8 determination letters
but that are not selected for examination voluntarily comply with IRS’s
classification determination. With regard to education, IRS uses indirect
methods to reach the millions of businesses across the United States, such
as sending correspondence to a large list of contacts in various industries
and posting information in industry newsletters. According to IRS
employment tax officials, information.on misclassification is generally
passed down two or three levels in order to reach employers.

Third, according to IRS officials we interviewed, section 530 is both a
major reason that it cannot examine many of the suspected cases of
misclassification it identifies and an impediment to its ability to educate
taxpayers on misclassification issues, as discussed below.

Before examining each potential misclassification case, IRS examiners
rust verify whether the employer in question qualifies for section 530
protection.® This verification process can be time and labor intensive,
because examiners must determine whether the employers in question
meet the three tests for section 530 protection.™

Section 530 also restricts IRS’s ability to issue regulations and Revenue
Rulings with respect to the classification of any individual for purposes of
employment taxes. Because of this limitation, IRS restricts the educational
information it issues to informal general guidance and SS-8 determinations
and rulings, which provide recommendations on how to classify specific
workers. However, as noted previously, applying the classification rules
can be complex. IRS employment tax officials told us that businesses
regularly request IRS’s guidance on how to classify workers. In
accordance with section 530, IRS officials do not answer such inquiries
but instead recommend that the businesses file Form SS-8 requests, which
take time for the businesses to file and for IRS to process. Representatives

*RS has interpreted the Small Business Job Protection Act of 1996, which added
subsection (e) to section 530, as requiring the first step in examining any case involving
employment tax obligations of an employer with respect to workers to be determining
whether the business meets the requirements of section 530. Pub. L. No. 104-188, § 1122,
110 Stat. 1755, 1766 (Aug. 20, 1996), codified at 26 U.S.C. § 3401 note.

¥ As previously mentioned, in order to receive section 530 protection, employers must have
filed all federal tax returns in a manner consistent with not treating the workers in question

as employees, consistently treated similarly situated workers as independent contractors,
and had a reasonable basis for treating the workers as independent contractors.
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of worker, business, and paid tax return preparer groups pointed to a great
deal of confusion about proper worker classification. In an interview,
representatives of IRS’s Taxpayer Advocate Service told us that IRS should
have the ability to issue guidance on the rules it enforces, in the interest of
effective tax administration. '

A

Collaboration among
Federal Agencies Is
Limited, but States
Report Successful
Collaboration to

“Address

Misclassification
among Their Agencies
and with IRS

DOL and IRS typically do not exchange the information they collect on
misclassification, and DOL does not share information internally..
However, when an employee is misclassified there is a potential for
violations of both tax and labor laws, and sharing information could .
enable multiple agencies to address the consequences of misclassification.
For example, WHD does not always send information on cases involving
misclassification to other federal and state agencies, although WHD'’s
policies and procedures direct it to share such information with other
federal and state agencies. WHD officials said they may not provide
referrals to states or other federal agencies because the definition of an
employee varies by statute and the division does not want ifs investigators
to interpret statutes outside its jurisdiction. WHD officials told us there
were no legal limitations on sharing information from an investigation,
although they said they were reluctant to share information on open cases
because they did not want to compromise their investigations.

Although WHD has a memorandum of understanding stating that it will
share information with IRS, WHD officials said they are concerned about
referring cases to IRS because they fear that employers would be reluctant
to cooperate with the division if they knew that it refers cases to IRS..
However, in these cases, WHD could obtain a subpoena to compel the
employer to provide WHD with records. Similarly, WHD depends on

- complaints from workers to drive much of its workload and locate

employers that are in violation of the laws under its purview. According to
these officials, if workers who were not paying taxes properly knew that
WHD shared information with IRS about its investigations, they might be
less likely to file complaints or cooperate during investigations.

In cases where WHD refers a case involving misclassification to states or
other federal agencies, or to other divisions within DOL, it does not track
these referrals centrally. Therefore, officials do not know how often or to
whom cases are referred. In addition, officials are not able to ensure that
cases are referred consistently across offices. Some district offices,
however, keep track of the forms used to make such referrals. The
referrals are usually made by the district offices, which maintain records
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of the referrals in their files and send the originals to the agencies to which
WHD has referred the cases.

- OSHA may uncover misclassification during its inspections of potential

health and safety violations but generally does not refer these cases to
WHD or IRS. OSHA officials told us that although they have a number of
memorandums of understanding with other agencies and divisions within
DOL, these pertain to issues such as child labor and migrant workers and
not to misclassification. However, we found that OSHA has a
memorandum of understanding with WHD dating from 1990 that states
that, in order to secure the highest level of compliance with labor laws, the
agencies will exchange information and referrals where appropriate. This
agreement also states that both agencies will report the resuits of any
referrals to the other agency and will establish a system to monitor the
progress of actions taken on referrals. However, while OSHA tracks
referrals and results in its database, WHD has not established such a
system.

ETA, which oversees unemployment insurance, collects only summary
data from states on the number of employees they have found to be
misclassified during unemployment insurance audits. While DOL funds the
administration of state unemployment insurance programs, states are
responsible for all tax collection, benefit payment, and investigations and
audits. Therefore, officials told us that detailed employer or employee-
specific information is available only at the state level, and ETA is unable
to refer potential misclassification cases to WHD. Moreover, since state
agencies are administrators of their own programs, officials told us that

'ETA does not investigate instances of misclassification that occur in state

unemployment insurance programs.

Other federal agencies with jurisdiction over laws affected by -
misclassification told us that they do not work with DOL or track cases
involving misclassification. Officials from the National Labor Relations
Board, which enforces the right of employees to bargain collectively, told
us that the agency does not work with DOL. Equal Employment
Opportunity Commission officials said that they have not worked with
DOL in any substantial way, although they do have a memorandum of
understanding with DOL. )

According to officials, IRS does not share misclassification-related
information with DOL and shares only limited information with other

federal agencies. In general, IRS is prohibited from sharing taxpayer
information with other agencies per section 6103 of the Internal Revenue
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Code.® IRS and the Social Security Administration have memorandums of
understanding in place to facilitate information sharing on employment
tax cases and issues, but they do not regularly share information on
misclassification, according to IRS employment tax officials. However, the
officials told us that the two agencies are creating a joint employment tax
task team, and noted that the Social Security Administration can use IRS
employment tax information to ensure that misclassified workers are
given Social Security credit for wages earned. Contracting officers from
several federal agencies we interviewed said that they saw relatively high
volumes of potential misclassification among workers on federal
construction contracts, and that the payroll information they collect could
be of value to IRS. However, many of these agencies did not have

information sharing relationships with IRS.

DOL Generally Does Not
Work with States, but IRS
Shares Information with
Them

Less than 25 percent of states collaborate with DOL to identify employee
misclassification. In responding to our survey, 12 states said that they have
some type of collaborative arrangement with DOL in this area. These
arrangements may include sending information to DOL, receiving
information from DOL, and conducting joint investigations with DOL of
cases involving potential misclassification. Approximately 56 percent of
states we surveyed said that they collect data on misclassification beyond
the summary unemployment insurance audit data they are required to
report to DOL's ETA on a quarterly basis. Although this information could
be useful to DOL in pursuing potential FLSA violations stemming from
misclassification, state officials we interviewed said that they are not
required to report it to DOL. For example, officials told us that they do not
report information on employees who were misclassified but paid in cash
and whose wages were not reported to IRS or state revenue agencies. DOL
could use information on these employees to target investigations of
possible FLSA violations, such as improper payment of overtime,

IRS and state workforce agencies share information on misclassification
as part of QETP. IRS, DOL, and state workforce agencies collaborated to
create QETP in September 2005. In its first year, 5 states participated and
additional states have been added over time. Currently, IRS and workforce

%96 U.S.C. § 6103. The protection of taxpayer information is commonly thought to be
critical to voluntary compliance with the tax code and necessary to protect taxpayer
privacy. There are statutory exceptions to the general prohibition, such as those permitting
the sharing of certain information with state tax officials and the Social Security
Administration. 26 U.S.C. § 6102(d),(H(1)-

Page 29 GAO0-09-717 Employee Misclassification

273




B S,

agencies from 34 states share information on audits involving
misclassification as part of QETP.* IRS employment tax officials
remarked that QETP sends an important message to employers and
workers that IRS and states are working together on compliance issues.
According to the IRS officials, the state agencies audit employers to
determine whether they have classified workers correctly and paid state

~ unemployment taxes as appropriate. We surveyed participating state

agencies, and most respondents reported that audit information IRS
provided was helpful. ' :

In addition to sharing audit reports for employers that were found to have
misclassified their employees, IRS also shares other types of
misclassification-related data with some states. Nineteen of the state
workforce agencies we surveyed reported that they receive Form 1099-
MISC data from IRS.” The state agencies may use these data to identify
potential cases of misclassification. According to IRS employment tax
officials, IRS also shares the worker classification determinations it makes
through its SS-8 program with some state agencies; IRS issues these
determinations following employers’ or workers’ requests for
determinations of employment status. Fourteen of the state workforce
agencies we surveyed reported receiving this information from IRS.®

Some state workforce agencies surveyed noted that IRS’s QETP
information sharing and cormmunication practices could be improved. For
example, two states commented that the information they receive from
IRS is somewhat dated. Some states that participated in our survey
reported frustration over not receiving requested information from IRS or
difficulty contacting IRS officials. IRS officials with whom we spoke were
aware that some states were not receiving QETP referrals, and stated that
IRS was in the process of centralizing its QETP administration in order to
rectify the problem. They also said that IRS is in the process of clearing '
out a backlog of referrals from states. According to IRS employment tax
officials, IRS has completed the centralization of QETP administration and
taken steps to clear the backlog of referrals from states. Finally, some

%Geven additional state agencies reported that they were working with IRS to become
QETP members. :

%7 According to IRS ofﬁcié]s, as of April 2009, 22 state workforce agencies were enrolled in
the process to receive Form 1089-MISC data extracts.

%A ceording to IRS officials, as of May 2009, 31 states were enrolled in a process to receive
information from classification determinations.
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states we surveyed also reported several key barriers to effectively using
information provided by IRS. These included resource limitations within
their own agencies, data system incompatibilities, and difficulties
complying with IRS’s legal requirements for safeguarding taxpayer data.

Some States Are
Identifying
Misclassification through
Collaborative Initiatives -
Involving Their Revenue,
Labor, and Enforcement
Agencies

Some states have made efforts to address misclassification and have
reported successful collaboration among their own agencies. States are
particularly concerned because of misclassification’s impact on workers’
compensation programs and unemployment tax revenue, among other
programs. In addition, states may incur additional costs, such as the cost
of providing health care to uninsured workers, as a result of
misclassification. Some states have passed legislation related to
misclassification. For example, Massachusetts passed legislation that
standardizes the definition of an employee and penalizes employers for
misclassification, regardless of whether it was intentional. The statute
authorizes the state Attorney General to impose substantial civil and
criminal penalties and, in certain circumstances, to ban violators from

- obtaining state public works contracts.

Several states have recently created interagency initiatives or joint task
forces aimed at detecting misclassification, often by executive order of the
states’ governors. These task forces share information across revenue,
labor, and enforcement agencies. For example, the New York State Joint '
Enforcement Task Force on Employee Misclassification, which was
formed in September 2007, is led by the New York Department of Labor
and includes revenue agencies, other enforcement agencies, and the
Attorney General's office. Since its inception, the task force has engaged in
joint enforcement sweeps, coordinated assignments, and systematic
referrals and data sharing between state agencies. New York state officials
told us that they now consider it customary to use a multiagency approach
and cross-agency coordination to deal with misclassification.

However, some of these state task forces have encountered challenges,
particularly in coordination among state agencies. The agencies must
overcome or ease restrictions on sharing information outside their
Jjurisdictions, which may require state legislative action. State officials we
interviewed cited other challenges, such as the fact that the lead agency
does not have oversight authority over task force members, which makes
it difficult to direct their efforts; the limited resources of many state
agencies; and dealing with the added layers of bureaucracy involved in
tracking cases and enforcing compliance together.
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While these task forces are relatively recent innovations, state officials
told us that they have already been effective in uncovering
misclassification. New York state officials told us that the state uncovers
many more misclassified employees through task force activities than
solely through the unemployment insurance audits required by DOL. The
state estimated that in just over a year's time, its misclassification task
force uncovered 12,300 instances of employee misclassification and, as
noted earlier, $157 million in unreported wages. The task force's
enforcement activities also resulted in over $12 million in workers’ back
wages being assessed against employers. '

: : : As far back as 1977, we have analyzed options for addressing tax
Various OpthIlS noncompliance arising from employee misclassification. In 1977, we
Could Help Address recommended a specific definition to clarify who should be considered an

-y . : ‘ .- independent contractor, and in 1979, we concluded that some form of tax
Misclassification withholding could be warranted to reduce tax noncompliance among self-
Challenges employed workers.” In 1992, we offered options to improve independent

contractor tax compliance, such as ensuring that their taxpayer
identification numbers (TIN) are valid, informing them of their
classification status and tax obligations, and closing gaps in the payments
that are required to be reported on Form 1099-MISC.* For this report, we
explored current options to address the challenges raised by employee
misclassification, some of which are similar to the options we analyzed in
these prior reports.

We identified 19 options to address the challenges raised by employee
misclassification by reviewing literature and speaking with various groups,
including those representing (1) labor and advocacy, (2) independent
contractors and small businesses, and (3) tax professionals.” These

%GAO, Tax Treatment of Employees and Self-Employed Persons by the Internal Revenue

Service: Problems and Solutions, GAO/GGD-77-88 (Washington, D.C.: Nov. 21, 1977) and

Compliance Problems of Independent Contractors, Testimony 109909 (Washington, D.C.:
~ July 17, 1979). ]

YGAO, Tax Administration: Approaches for Improving Independent Contractor
Compliance, GAO/GGD-92-108 (Washington, D.C.: July 23, 1992). Other options dealt with
improving information reporting on payments made for services to independent
contractors, including incentives to file Form 1099-MISC, and requiring more information
to be reported on tax returns about the payments made for services.

#1Bor a more detailed discussion of our methodology in selecting options to include in this
report, see app. L
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options would require either legislative or administrative actions. Table 4
lists the 19 options. The list is not ranked in any order, but rather is
grouped in seven broad categories.”

Table 4: Options for Addressing Employee Misclassification

A. Clarify the employeef/independent contractor definition and expand worker
rights .

1. Clarify the distinction between employees and independent contractors under
federal law :

Allow workers to challenge a classification determination in U.S. Tax Court

Ensure that workers have adequate legal protection against retaliation from filing a
Form SS-8

4. Define misclassification as a violation under FLSA
B. Revise section 530 of the Revenue Act of 1978

5. Narrow the definition of “a long-standing recognized practice of a significant
segment of the industry” so that fewer firms qualify for this reasonable basis for the
section 530 safe harbor provision

6. Lift the ban on IRS/Treasury issuing regulations or revenue rulings clarifying the
employment status of individuals for purposes of employment taxes

C. Provide additional education and outreach

7. Require service recipients to provide standardized documents to workers that
explain their classification rights and tax obligations :

8. Expand IRS outreach to service recipient, worker, and tax advisor groups to educate
them about classification rules and related tax obligations, targeting groups IRS
deems to be "at risk”

9. Create an online classification system, using factors similar to those used in the SS-
8 determination process, to guide service recipients and workers on classification
determinations

70. Increase the use of IRS notices to service recipients in industries with a potentially
. high incidence of misclassification to educate them about classification rules and
ask them to review their classification practices

#2The Jist also does not include options that we have recently analyzed or recommended in
prior reports that are indirectly related to worker misclassification, such as information
reporting on payments made to independent contractors. For example, in GAQ-09-238 we
made various recommendations to improve compliance with filing Forms 1099-MISC, and
in GAO-07-1014 we analyzed various options to address tax noncompliance among sole
proprietors, a group of taxpayers that includes independent contractors.
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D. Withhold taxes for independent contractors

11. Require service recipients to withhold taxes for independent contractors whose TINS
IRS cannot verify or who IRS has determined are not fully tax compliant

12. Require universal tax withholding for payments made to independent contractors,
using tax rates that are relatively low (e.g., 1 percent to 5 percent of payment
amounts)

13. Require service recipients to withhold taxes from payments made to independent
contractors who request withholding in writing

E. Collect data on misclassification and independent contractors

14, Measure the extent of misclassification and related impacts on tax revenues at the
national leve}

15. Require each independent contractor to apply for a separate business TIN

F. Enhance IRS compliance programs

16. Expand IRS's CSP to include service recipients that voluntarily contact IRS about
their misclassified workers

17. Require service recipierits to submit Forms SS-8 for all newly retained independent
contractors .

G. Enhance coordination and information sharing

18. Enhance coordination between IRS, DOL, and other federal agencies to share data
and address misclassification

19. Enhance coordination between IRS, states, and selected local governments to
share data and address misclassification

Source: GAO analysls of literature reviews and Interviews with affected stakeholders.

*By “service recipients,” we mean businesses and other entities that receive services from
independent contractors or employees in the course of a trade or business, not including consumers
or individuals who seek services for their homes or personal use,

We asked 11 external stakeholders to provide input on these 19 options,
including (1) the extent to which they supported or opposed each option
and (2) the benefits and drawbacks of each option (see app. II for a
summary of these benefits and drawbacks for each option).” These
stakeholders included 4 groups that represent the views of small
businesses, independent contractors, and those who hire them (i.e.,

~ independent contractor groups); 4 groups that represent the views of

organized labor (i.e., labor groups); 2 groups that represent the tax

“We identified these 11 stakeholder groups from the original 19 that we interviewed early
in our study. We selected the 11 based on those that provided specific ideas and comments
on the options in our first round of interviews and that expressed willingness to respond to
our written data collection instrument.
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preparation and advice community; and 1 federal agency that uses
contractors. We received responses from 9 of these groups.*

No Option Had Unanimous
Support or Opposition

Stakeholders did not unanimously support or oppose any of the 19

options. Although views were mixed, stakeholders generally expressed
support for the options more frequently than they expressed opposition.
For example, at least seven of the nine responding stakeholders supported
three options (see table 5).
|
Table 5: Options for Addressing Employee Misclassification with the Greatest Level
of Stakeholder Support

Ensure that workers have adequate legal protection against retaliation from filing a Form
SS-8 (option 3) v

Require service recipients to provide standardized documents to workers that explain
their classification rights and tax obligations (option 7}

Increase the use of IRS notices to service recipients in industries with a potentially high
incidence of misclassification to educate them about classification rules and ask them to
review their classification practices (option 10)

Source: GAO analyses of stakeholder responses to questions about 19 optons.

Note: Options included in this table were supported by seven or eight stakeholders out of the nine
from which we received input on the 19 options. ’ .

In contrast, five of nine stakeholders opposed one option—narrowing the

" definition of “a long-standing recognized practice of a significant segment of

the industry” under section 530 of the Revenue Act (option 5). While all
three independent contractor groups opposed this idea.on the grounds that
the protection was important, two labor groups that opposed the option did
so because it only narrowed rather than eliminated this protection.

Labor Groups and Others
Were Generally More
Supportive of Options
Than Independent
Contractor Groups

In general, 1abor groups, a group representing tax preparers, and a federal

agency that hires contractors tended to be more supportive of the

19 options than independent contractor groups. We analyzed whether the
majority of stakeholders in each group—that is, over half of them—stated that
they supported, opposed, or were neutral on the 19 options. Table 6 shows that
amajority of the labor group respondents (i.e., at least 3 of the 4) supported 9

. options and opposed none. Shnjlarly, the tax professional group and the federal

*“We did not receive responses from one of the paid tax return preparer groups and one of
the independent contractor groups.
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agency both supported 10 options and opposed none. In contrast, a majority of
the independent contractor respondents (i.e., at least 2 of the 3) supported 7
options and opposed 8. A blank cell in the table indicates that the stakeholders
for the group lacked a majority view on the option.

Table 6: Options to Address Misclassification by Expressed Support, Opposition, or Neutrality by a Majority of Stakeholder Group

Independent ’
Options Labor groups contractor groups Other groups'
1. Clarify the distinction between employees and independent Support -~ Support
contractors within federal law
2. Allow workers to challenge determinations in Tax Court Support - Oppose Support
3. Ensure that workers have protection for filing a Form SS-8 Support ~ Support Support
4, Define misclassification as a violation under FLSA Support Oppose
5. Narrow the definition of "a long-standing recognized practice of a ' Oppase Support
significant segment of the industry”
6. Lift the ban on IRS clarifying employment status Support Oppose
7. Require service recipients to give workers documents that explain ~ Support Support
classification ' .
Expand IRS outreach Support Support
. Create an online classification system Oppose : Support
10. increase the use of IRS notices Support Support . Support
11. Require service recipients to withhold taxes for certain independent  Neutral Oppose Support
contractors : : : :
12. Require universal tax withholding for payments made to . Oppose
independent contractors
13. Require service recipients to withhold taxes at independent Neutral ' Support
contractor request ' :
14. Measure the extent of misclassification at the national level Support Neutral
15. Require each independent contractor to apply for a separate : Support
business TIN
16. Expand IRS's CSP Support
17. Require service recipients to submit Forms SS-8 for newly retained Oppose Support
independent contractors o . ' _
18. Enhance coordination between IRS, DOL, and other federal agencies ~ Support Neutral
19. Enhance coordination between IRS, states, and selected local Support Neutral

governments

Source: GAO analyses of stakeholder responses to questions about 19 options.

Note: "Support” indicates that over half of the respondents in the group generally or strongly supported the

option. *Oppose” indicates

that over haif of the respondertts in the group generally or strongly opposed the

option. "Neutral” indicates that over half the group was neutral on the option or had no opinion. A blank celt
Indicates that the option lacked a consensus opinian by a majority of stakeholders.

*Other groups included a
contractors.
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4 Stakeholders Identified We asked stakeholders what they perceived to be the benefits and
i Various Benefits and - drawbacks of each option. We did not follow up on these responses to
Drawbacks to the Options clarify and understand the basis for the stakeholders’ perceptions on

benefits and drawbacks. As a result, absent other relevant data, these
responses did not allow us to uniformly assess whether the benefits

4 . outweighed the drawbacks for each option, or vice versa. Table 7 lists

examples of types of benefits and drawbacks identified across all the

_ ' options. :

Table 7: Types of Benefits and Drawbacks Stakeholders ldentified across the

19 Options
Examples of types of benefits Examples of types of drawbacks
identified identified
Improved tax compliance Higher financial costs/burdens for
businesses
Greater equityfjustice for workers Inequities among those using independent
contractors

More consistency/uniformity in classifying Economic disruption/upheaval

More education/understanding More litigation

More attention/visibility Political opposition

More worker protection Less freedom of choice .
Less misclassification Deter use of independent contractors

Less manipulation of classification rules  More manipulation of classification rules

Source: GAO analyses of stakeholder responses to questions about 19 options.

We found that some of the stakeholders had different perceptions of
whether an outcome for an option would be beneficial. For example, some
respondents said that creating an online classification system could help
reduce confusion over classification rules and unintentional
misclassification. However, other respondents stated that such a system
would produce inconsistent determinations and could be manipulated to
achieve desired classification determinations. Similarly, some
stakeholders said that requiring a separate TIN for independent
contractors could increase voluntary tax compliance or help facilitate IRS
compliance and enforcement efforts. However, others expressed the
opinion that a separate TIN could be conducive to tax fraud or
manipulation of the classification system. Finally, some perceived that
expanding CSP to include employers that volunteer to disclose their
misclassified employees would benefit such employers by reducing their
financial exposure while others viewed this same outcome as allowing
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them to escape financial sanctions for nﬁsélassifying. (See app. I for
summaries of the types of benefits and drawbacks for each option.)

We also asked IRS officials to share their insights on the benefits and
drawbacks of the options from a tax administration perspective. Some of
their insights included the following:

Expanding CSP to include employers that voluntarily ask to participate
could help reduce employee misclassification, although allowing voluntary
participation raises issues of equity and may create a safe harbor from
examination. For example, this expansion could bring into compliance
employers that voluntarily disclose that they have misclassified employees
but would reduce the financial sanctions they face for having done so. IRS
employment tax officials said that they recently created a team to explore
these and other issues related to such an expansion and that they hope to
start soliciting comments on a proposal from across IRS starting in
summer 2009.

“Soft” (i.e., non enforcement) notices to educate employers that appear to
be misclassifying employees and to encourage them to correct their
classifications might not be effective unless IRS is able to follow up with
employers that do not change their classification behavior. Notices also
are more effective if they are sent strategically rather than using a
“shotgun” approach. Furthermore, sending notices to employers in certain
industries without sufficient justification for targeting them likely would
create a backlash that IRS would have to manage.

Expanded information sharing with other federal agencies generally can
help IRS to be more effective at enforcing proper worker classification,
However, section 6103 protections against improper disclosure of tax data
generally hamper such sharing and one-way information sharing can
create resentment among other agencies.

Creating standardized documents on worker rights and tax obligations can
impose burdens on businesses, although such burdens could be reduced
by requiring employers to provide such documents only to newly hired or
retained workers rather than to all workers. Also, IRS may not currently
have the authority to require employers to provide such documents to
workers. .

Requiring a separate TIN for each independent contractor could help
compliance but would impose some costs on businesses and IRS to -
reprogram its computers.
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_+ Requiring Forms SS-8 for all newly retained independent contractors
would create tremendous costs for IRS, and it may not be able to review
the forms quickly enough to affect some mdependent contractors who
employers retain on a short-term basis,

« An online classification system that uses factors like those that IRS uses to
make Form SS-8 determinations could provide guidance to those unsure
about classifying workers. However, the system should not be used to
make classification determinations because those entering the data could
manipulate their entries to receive a desired outcome.

Some of the identified options relate to goals, objectives, and strategies in
IRS's Strategic Plan for 2009-2013. For example, IRS’s plan envisions
placing more emphasis on providing more targeted and timely guidance
and outreach on how to voluntarily comply and creating opportunities for
taxpayers to proactively resolve tax disputes as soon as possible as part of

'its goal to improve service to make voluntary compliance easier. To
enforce the law to ensure that everyone meets their tax obligations, IRS
plans to strengthen its partnerships with other government agencies to
leverage resources in a way that allows quick identification and pursuit of
emerging tax schemes through education as well as enforcement. IRS also
seeks to expand its enforcement approaches by allowing for alternative
treatment of potential noncompliance. These approaches include
expanding the use of soft notices to educate taxpayers and to encourage
them to self-correct to avoid traditional enforcement contacts, such as
examinations, as well as expanding incentives and opportunities for
taxpayers to voluntarily self-correct noncompliant behavior.

.

: Misclassification can have a significant impact on federal and state

Conclusions programs, businesses, and misclassified employees. It can reduce revenue
that supports such programs as Social Security, Medicare, unemployment
insurance, and workers’ compensation. Further, employers with
responsible business practices may be undercut by competitors who
misclassify employees to reduce their costs, for example, by not paying
payroll taxes or providing benefits to workers. Employers may also exploit

_ vulnerable workers, including low-wage workers and immigrants, who are

unfamiliar with laws pertaining to employment relationships, including
laws designed to protect workers. For example, misclassified workers may
not be paid properly for overtime or may not know that their employers
are not paying worker's compensation premiums.
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Although misclassification is a predictor of labor law violations, and
although state examples show that targeting misclassification is an
effective way to uncover violations, DOL is not taking advantage of this
opportunity by looking for misclassification in its targeted investigations.
As a result, employers may continue to misclassify employees without g
consequences and workers may remain unprotected by labor laws and not '
receive benefits to which they are entitled. Furthermore, because DOL
conducts limited education and outreach on misclassification, many
workers have insufficient information on employment relationships and
may not understand their employment status and rights. In addition,
vulnerable populations, including low-wage workers and immigrants, may
not know they are misclassified and, as result, may not receive the
protections and benefits to which they are entitled. By not regularly

. sharing information on cases involving misclassification, federal and state

agencies are also losing opportunities to protect workers and to make the -
most effective use of their resources. Also, because DOL is not working
with states active in this area to identify misclassification, it is not using its
resources most effectively by establishing a collaborative effort between
federal and state agencies to address misclassification.

Many of the IRS-related options we analyzed to address misclassification
were generally perceived to have merit as means to address
misclassification, but all have some drawbacks, according to those
stakeholders we surveyed. Although several options had support from
many of those who provided input, we had no reliable measure of the
extent of misclassification and did not have sufficient information to
weigh the benefits compared to the drawbacks of the options given the
scope of our work. Even so, qualitative information provided by the
stakeholders can help policymakers and tax administrators judge whether
any of the options merit pursuit. s

Likewise, some actions have potential to address misclassification in a
cost-effective manner while also adhering to IRS's strategic vision for the
next few years. For exarnple, IRS and DOL can do more to educate

- employers and workers. Given that most complaints come from workers,

further educating them about the consequences of misclassification may
be especially useful. Developing a standard document on classification
rights and related tax obligations that all new workers would either be
given by employers or referred to on agencies’ Web sites would be
particularly well targeted. Similarly, IRS could build on its existing state
contacts to resolve current concerns with the QETP initiative, which
mutually benefits both federal and state parties. Regularly collaborating

~ with participating states can help ensure that issues are addressed by both
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IRS and states in a timely manner. Finally, expanding CSP to allow for
voluntary self-correction of classification decisions could prompt

‘compliance among employers that IRS is unlikely to pursue through

enforcement because of limited resources. Soft notices targeted to

employers that appear to be misclassifying would give them a chance to
self correct before IRS decides whether to examine them and should be
tested to determine their effectiveness. '

We are making six recommendations to the Secretary of Labor and the
Comumissioner of Internal Revenue to assist in preventing and responding
to employee misclassification.

To increase its detection of FL.SA and other labor law violations, we
recommend that the Secretary of Labor direct the WHD Administrator to
increase the division’s focus on misclassification of employees as
independent contractors during targeted investigations.

To enhance efforts to protect workers and make the most effective use of

their resources, we recommend that the Secretary of Labor direct the
WHD Administrator and the Assistant Secretary for OSHA to ensure that
information on cases involving the misclassification of employees as
independent contractors is shared between the two entities and that cases
outside their jurisdiction are referred to states and other relevant agencies,
as required.

To identify promising practices in addressing misclassification and use
agency resources most effectively, we recommend that the Secretary of
Labor and the Commissioner of Internal Revenue establish a joint

‘interagency effort with other federal and state agencies to address the

misclassification of employees as independent contractors. Because tax
data may provide useful leads on noncompliance, the task force should
determine to what extent tax information would assist other agencies and,
if it would be sufficiently helpful, seek a legislative change through the
Department of the Treasury to allow for sharing of tax information with
appropriate privacy protections.

To enhance understanding of classification issues by workers—especially
those in low-wage industries—we recommend that the Secretary of Labor
collaborate with the Commissioner of Internal Revenue to offer education
and outreach to workers on classification rules and implications and
related tax obligations. Such collaboration should include developing a
standardized document on classification that DOL would require

employers to provide to new workers.
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« To maximize the effectiveness of the relatively new QETP initiative, we
recommend that the Commissioner of Internal Revenue create a forum for
regularly collaborating with participating states to identify and address
data sharing issues, such as ensuring clear points of contact within IRS for
states and expeditious sharing of data.

« To increase proper worker classification, we recommend that the
Commissioner of Internal Revenue extend the CSP to include employers
that volunteer to prospectively reclassify their misclassified employees,
and as part of this extension test whether sending notices describing the
program to potentially noncompliant employers would be cost effective.
Employers to which IRS would send notices could include those referred
for examinafion but who may not be examined because of higher
priorities, resource limitations, or other reasons.

-

: mm In their comments on a draft of this report, both DOL and IRS generally
Agency Co er}ts agreed with our recommendations, and either agreed to implement or to
and OUI‘ Evaluation take steps consistent with our recommendations, such as exploring their

implementation. WHD, OSHA, and IRS provided written comments on the
draft, which are reprinted in their entirety in appendixes ITI (DOL
comments from WHD and OSHA) and IV (JRS comments). In addition,
ETA provided technical comments, which we incorporated.

DOL agreed with our recommendation to increase WHD's focus on
misclassification of employees as independent contractors during targeted
investigations. WHD commented that it would reexamine its training

" documents and field guidance to ensure that employee classification was
addressed during all stages of an investigation. In addition, WHD agreed to
focus on increasing compliance for workers in industries where '
misclassification is prevalent.

DOL also agreed that there is value in sharing information on cases
involving the misclassification of employees as independent contractors
between WHD and OSHA and with state agencies. WHD and OSHA stated
that they are both committed to working closely together to exchange
information and improve protections afforded workers. In addition, WHD
said that it would assess its current referral processes to ensure that they
adequately provided for referrals to other agencies in cases related to
employee misclassification.

In their comments, the agencies expressed support for our
recommendation to establish a joint interagency effort to address
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misclassification. DOL stated that a joint effort between DOL and IRS may

. prove useful in WHD’s efforts to enforce wage and hour laws, and that

WHD would participate in any such interdepartmental effort. Similarly,
IRS stated that coordination between departments and agencies at the
federal and state levels is an effective way to encourage voluntary -
compliance and agreed to work with the Secretary of Labor to explore
developing a joint effort, subject to disclosure rules under section 6103 of
the Internal Revenue Code and other privacy rules.

In addition, DOL and IRS agreed to explore opportunities to collaborate to
offer education and outreach to workers on the topic of worker
classification, including developing a standardized document that DOL
would require employers to provide to new workers. WHD agreed to reach
out to IRS to explore opportunities for joint outreach to workers, and IRS
agreed to collaborate with the Secretary of Labor, make education and
outreach materials available to DOL, and work with the Secretary of Labor
to explore developing a standardized document on classification for DOL
to provide to new workers.

Finally, IRS agreed to work with state workforce agencies participating in
QETP to establish a forum to identify and address data sharing and IRS
points of contact issues using its Enterprise Wide Employment Tax
Program. IRS also said it would consider expanding the CSP to employers
not under examination and commented that if it decides to expand the
program, it will consider all options, including issuing notices and soft
letters and soliciting volunteers through outreach and education. We

-appreciate that IRS will consider these actions and continue to believe that

extending the CSP to include employers that volunteer to prospectively
reclassify their misclassified employees would be an effective way to
increase proper worker classification and that it would be useful to test
whether sending notices would be a cost-effective feature of an expanded

~ program.

"As we agreed with your offices, unless ybu publicly announce the contents

of this report earlier, we plan no further distribution of it until 30 days
from the date of this letter. At that time, we will send copies of this report
to the Secretary of Labor, the Commissioner of Internal Revenue, and
relevant congressional committees. The report is also available at no
charge on GAO’s Web site at http://www.gao.gov.
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Please contact Andrew Sherrill at (202) 512-7215 or sherrilla@gao.gov or

e Michael Brostek at (202) 512-9110 or brostekm@gao.gov if you or your

B staffs have any questions about this report. Contact points for our Offices

: of Congressional Relations and Public Affairs may be found on the last

4 ~ page of this report. Key contributors to this report are listed in appendix V.

Andrew Sherrill Michael Broétek

Director, Education, Workforce Director, Tax Issues
i and Income Security Strategic Issues Team
i
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Appendix I: Scope and Methodology

To determine what is known about the extent of the misclassification of
erployees as independent contractors and its associated tax and labor
implications, we reviewed studies on misclassification conducted by the
Internal Revenue Service (IRS), the Department of Labor (DOL), and
others. We reviewed IRS’s estimate on the extent of misclassification and
b the associated revenue loss for tax year 1984, We also interviewed IRS
officials responsible for planning an update to that estimate. From DOL,
we reviewed a study it commissioned in 2000 on the extent of
_misclassification. We also analyzed the information states report to it
regarding their findings of misclassification during their audits of
employers.! We analyzed summary data that the states reported for the
years 2000 to 2007. These data included the number of employers in each
state, the number of audits completed, and the number of misclassified
employees identified during these audits. We also reviewed
misclassification studies conducted by states, universities, and research
institutes. Finally, we interviewed officials from federal and state agencies
to obtain their views on misclassification and its consequences for
workers. .

To describe actions taken by DOL to address employee misclassification,
we examined DOL policies and documentation, including DOL’s Wage and
Hour Division’s (WHD) Field Operations Handbook and the Occupational
, Safety and Health Administration’s Field Operations Manual. We
I interviewed agency officials at the national and district levels, as well as
l several investigators from WHD, and spoke with employer and labor

' advocates to obtain their perspectives on DOL's efforts. In some cases, we
relied on interviews conducted for a previous closely related GAO
testimony, issued in July 2008.* We also obtained and analyzed WHD data
on cases involving misclassification concluded during fiscal year 2008. We
could not obtain data for other time periods because WHD did not flag
A cases to indicate whether they involved misclassification before fiscal year
' 2008. We assessed the reliability of the data and determined them to be
| sufficiently reliable for the purposes of this report. However, because DOL
S ' only flagged cases as involving misclassification when it was the primary
reason for Fair Labor Standards Act (FLSA) violations, and because WHD
officials told us that not all investigators understood how to properly flag
these cases, this information may be incomplete.

A1l states, the District of Columbia, and Puerto Rico are required to report information
regarding their unemployment insurance audits to DOL on a quarterly basis.

2GA0-08-962T.
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In total, we examined data for 131 cases involving 1,619 misclassified
employees who were denied payment for overtime or were paid less than
minimum wage. Using these data from the WHD database, we
Jjudgmentally selected 26 case files to review. We selected cases based on
factors such as the number of employees misclassified, the total amount of
back wages computed, whether a single employee was owed over $10,000
in back wages, whether civil money penalties were assessed, and whether
the case resulted from a complaint or was directed by the agency. We
conducted reviews of 13 case files in the WHD New Orleans and Boston
offices and requested copies of the remaining selected case files from
WHD. Because we judgmentally selected these files, our findings from the
reviews of case files are not projectable to all WHD cases.

To obtain information on state coordination with DOL and IRS, state
perspectives on DOL's education and outreach efforts, and whether states
collect data on cases involving misclassification, we conducted a Web-
based survey of unemployment insurance directors in all states, the _
District of Columbia, and Puerto Rico. We administered two versions of
this survey: one for states participating in the Questionable Employment
Tax Practices (QETP) program and one for states that do not participate in
the QETP program. After we drafted the questionnaire, we asked for
comments from a knowledgeable official at the National Association of
State Workforce Agencies as well as from an independent GAO survey
professional. . '

We conducted two pretests of the survey, one with a state participating in
the QETP program and one with a state that does not participate in the
QETP program, to check that (1) the questions were clear and
unambiguous, (2) terminology was used correctly, (3) the questionnaire
did not place an undue burden on agency officials, (4) the information
could feasibly be obtained, and (5) the survey was comprehensive and
unbiased. We received responses from all 32 states on the survey for QETP
participants, for a response rate of 100 percent. We did not receive a
response from 1 state on the survey for states that do not participate in
QETP, for a response rate of 95 percent. We were unable to contact the
official in Puerto Rico within the study’s time period.. Finally, we
interviewed officials in 4 states to obtain more information about their
efforts to address misclassification and, where applicable, reviewed
documentation on these efforts.

" To describe actions IRS takes to address employee misclassification, we

interviewed officials from the employment tax group within IRS’s Small
Business/Self Employed Division (SB/SE), which conducts the majority of
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IRS misclassification-related examinations. We also obtained data on
SB/SE examinations of worker misclassification for tax year 2008
generated from four sources: (1) the Determination of Worker Status
(Form SS-8) program, (2) the Employment Tax Examination Program
(ETEP), (3) QETP, and (4) general IRS employment tax examinations,
including cases referred from other divisions within IRS. SB/SE conducted
all IRS misclassification examinations generated by ETEP and QETP, over
97 percent of the examinations generated by the SS-8 program, and the
majority of general examinations IRS conducted during fiscal year 2008:
We also obtained data from IRS’s Classification Settlement Program. We
assessed the reliability of these IRS data sources and found them to be
sufficiently reliable for the purposes of this report. To obtain information
on IRS's education and outreach activities that address misclassification,
we interviewed officials from the employment tax group within SB/SE,
interviewed independent contractor and labor advocates, and reviewed
educational materials on classification IRS makes available on its Web
site. :

To understand how DOL and IRS cooperate with each other and with
states and other relevant agencies, we examined agency policies and
procedures for sharing information on misclassification and referring
cases involving misclassification, and interviewed agency and state
officials. We also reviewed information IRS provided on its arrangements
with states through the QETP program.-

To describe options that could help address challenges in preventing and
responding to misclassification, we reviewed GAO and other federal
agency reports and recommendations and other organizations’ studies on
misclassification of employees. We also interviewed 19 relevant
stakeholders representing various groups, including (1) labor and
advocacy groups, (2) groups that represent small businesses and
independent contractors, (3) groups that represent tax professionals,

(4) authors who have published on misclassification issues, and (5) federal
agencies, to help identify options and summarize any associated trade-offs.
Based on those discussions, we identified 19 options to include in this
report. We originally identified over 100 options but reduced the list to

19 options that directly addressed misclassification challenges and issues,
were not already being implemented, and were distinct from each other. In
addition, we did not include other options that we have recently analyzed
or recommended in prior reports on misclassification or that are indirectly
related to worker misclassification, such as for information reporting on
payments made to independent contractors.
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We surveyed 11 stakeholders for their views on the 19 options we -
identified, asking them to state their level of support or opposition to the’
options and what they perceived to be the strengths and drawbacks of
each option. These stakeholders included 4 groups that represent the
views of small businesses, independent contractors, and those who hire
them (i.e., independent contractor groups); 4 groups that represent the

~views of organized labor (i.e., labor groups); 2 groups that represented the

tax preparation and advice community; and 1 federal agency that uses
contractors. We received responses from 9 of these groups.® We analyzed
the responses we received in order to present summary information in the
report. :

We conducted this performance audit from August 2008 through July 2009
in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.

3We did not receive survey responses from one of the groups representing the tax
preparation and advice community and one of the independent contractor groups.
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Appendix II: Stakeholder Views on Options to |
Address Misclassification Challenges

We identified 19 options to address challenges involved with preventing
and responding to worker misclassification by reviewing related literature
and interviewing knowledgeable persons about misclassification. As we
identified these options, we asked these stakeholders for their views on
the options, including what they considered to be the benefits and
drawbacks of each. These stakeholders included IRS officials and
representatives of organizations representing workers, independent
contractors, tax professionals, and a federal agency that hires contractors.

The following is a summary of the options and their perceived associated
benefits and drawbacks. Neither the list of options nor the list of their
perceived associated benefits and drawbacks is exhaustive. Some of the
options are concepts rather than fully developed proposals with details of
how they would be implemented. Additional detail could bring more
benefits and drawbacks to light. The benefits and drawbacks are not |
weighted and are not listed in order of importance or by frequency of
mention. Options should not be judged by the number of benefits and
drawbacks. Some of the options overlap, covering more than one problem,
while other options only deal With specific aspects of a problem.

A. Clarify the employee/‘mdependent contractor definition and

expand worker rights

1. Clarify the distinction between employees and independent
contractors under federal law by unifying multiple definitions, limiting
the number of factors used to make determinations, and making the
factors more conclusive

Benefits:

+ Could reduce manipulation of classiﬁcationv rules
« Could improve equity and efficiency of classification rules
« Could improve worker protection if an expansive definition is adopted

s Could improve objéctivity of rules/reduce confusidn

Page 49 _ GAO-09-717 Employee Misclassification

293




Appendix II: Stakeholder Views on Options to
Address Misclassification Challenges

LT I

Drawbacks:

« Lobbying and political compromises could weaken the definition

+ Lobbying and political compromises could lead to a more restrictive
~ definition
e Could lead to increased litigation if a new definition has no history or
precedent ' _
« Could create transitional costs and upheavals in working relationships
» Could deter use of independent contractors

» A “one-size-fits-all” approach may cause imbalances and more
problems than it solves in certain industries

+ IRS and government agencies could incur costs to administer a new .
definition

¢ Could sidetrack key anti-abuse reforms _

» No need to harmonize definitions since courts work well in doing so

» Could encourage more employers to engage in fraud

2. Allow workers to challenge classification determinations in U.S. Tax
Court

Benefits:

« Could increase equity and protections for workers
« Could reduce incentives for misclassification
Drawbaéks:

« Could result in more or unnecessary litigation
« Would be unfair to businesses
¢ Could deter use of independent contractors

e Too narrow to limit challenges to just Tax Court and just workers

Page 50 GAO-09-717 Employee Misclassification

294



R AT o Rt

e e pe s e

Appendix II: Stakeholder Views on Options tov
Address Misclassification Challenges

3. Ensure that workers have adequate legal protection from retaliation
for filing a Form SS-8

Benefits:

o Could help reduce misclassification/improve misclassification
compliance '

« Could help improve worker protection and justice
Drawbacks:

» Could result in more litigation
« Limits ability of employers to end contractual relationships as needed

« Could reduce use of independent contactors

.« Not necessary because retaliation is rare and independent contractors

can protect themselves through a contract

« Does not include worker protection for other actions to challenge
misclassification

4. Define misclassification as a violation under FLSA
Benefits:

« Could help increase voluntary compliance

« Would allow federal agencies, including DOL, to take greater:
enforcement actions . :

Drawbacks:

« Could increase costly lawsuits for businesses
« Could deter use of independent contractors

« TUnfair to penalize businesses and contractors for confusing and
subjective regulations
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G A N

B. Revise section 530 of the Revenue Act of 1978 !

5. Narrow the definition of “a long-standing recognized practice of a
significant segment of the industry” so that fewer firms qualify under
this reasonable basis for the section 530 safe harbor

Benefits:

» Could reduce incentive to misclassify and increase voluntary
compliance .

s Could reduce confusion

« Could help reduce tax gap related to misclassification
Drawbacks:

» Opens the door to eroding the protection of section 530

» Could create inequities among those who use independent contactors
e Could lead to economic disruption or upheaval in some industries

» Ignores unique issues that some industries possess

» Unnecessary because current definition can be hard to meet

¢ Only narrows rather than eliminates “industry practice”

6. Lift the ban on IRS/Treasury regulations or revenue rulings clarifying
the employment status of individuals for purposes of employment
taxes '

Beneﬁts:

+ Could reduce requests for md1v1dua1 classification detemunauons and
associated costs

« More consistent application of the rules

¢ Could increase voluntary compliance .

¢ Could allow IRS to more effectively prevent nusclassﬁicamon and -
enforce classification

+ Could improve understanding and reduce confusion over classiﬁcaﬁdn
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Drawbacks:

« No need because existing case law is sufficient
« IRS favors employee status |

+ Could erode section 530 protection

+ Could increase litigation and lobbying costs

o+ IRS cannot fix the classification problem without congressional
guidance :

« A national standard would not affect state definitions
« Could disrupt working relationships '

«+ Political influences could slant the new guidance

C. Provide additional education and outreach

7. Require service recipients to provide standardized documents to
workers that explain their classification rights and tax obligations

Benefits:

+ Could increase voluntary compliance
« Could help reduce misclassification by reducing errors

« Could help educate workers about classification
Drawbacks:

» Could discriminate against some independent contractors
« Relies on employers instead of IRS to inform workers
« Could be ineffective if workers cannot _understand the documents

« Employers would incur costs and burdens
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8. Expand IRS outreach to service recipient, worker, and tax advisor
groups to educate them about classification rules and related tax
obligations, targeting groups IRS deems to be “at risk”

Benefits:

« Could increase voluntary compliance
« Could improve uniformity of classifications

« Could reduce misclassification by reducing errors
Drawbacks:

« Could deter use of independent contractors

« Could divert IRS resources from enforcement

« Does not target tax advisors who facilitate misclassification
+ Could lead to unfair targeting of business groups ‘

+ Could lead to independent contractors suing their clients

9. Create an online classification system, using factors similar to those
used in the SS-8 determination process, to guide service recipients and
workers on classification determinations -

Benefits:

« Uses electronic instead of paper-based processes

« Could minimize the need for SS-8 determinations

« Could provide more information to workers and service recipients
« Could streamline decision making on classifications

. Could reduce confusion and unintentional misclassification
Drawbacks:

» IRS would incur costs to develop system

o Still relies on sﬁbjective weighting of evidence and is ﬁkely to produce
inconsistent determinations

« Not all workers have access to computers

 Could be manipulated by employers to attain desired classification

Page 54 ‘ GAOQ-09-717 Employee Misclassification

298




Appendix II: Stakeholder Views on Options to
Address Misclassification Challenges

10. Increase the use of IRS notices to service recipients in industries with a
potentially high incidence of misclassification to educate them about the
classification rules and ask them to review their classification practices

Benefits:

» Could increase voluntary compliance

. Could improve understanding of correct classification
Drawbacks:

+ IRS would incur costs to develop and mail notices

+ Could be ineffective if not combined with IRS enforcement
» Could expose employers‘to more litigation

« Could create adversarial relationships between employers and workers .
» Could be unfair to targeted industries

D. Withhold taxes for independent contractors -

11. Require service recipients to withhold taxes, with rates at an adequate
level to induce compliance, for independent contractors whose
taxpayer identification numbers (TIN) cannot be verified or if notified
by IRS during the TIN verification process that the contractors are not
fully tax compliant ’

Benefits: -

« Could identify more misclassification
» Could help improve voluntary filing and tax compliance by having
taxes paid up front

Drawbacks:

« Would impose costs and burdens on employérs

* Does .not hold employers financially accountable for misclassification
+ TIN verification is not effective

‘e Could face political opposition

« Discriminates against independent contractors

+ Could result in withholding errors
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12. Require universal tax withholding for payments made to independent
contractors using tax rates that are relatively low (e.g., 1 percent to 5
percent of payment amounts)

Benefits:

+ Would make payments to workers more visible =

» Could increase voluntary filing and tax compliance by havmg taxes
paid up front

+ Could help identify misclassification '

* Such low rates would not be burdensome to independent contractors
Drawbacks:

» Would impose costs and burdens on employers and workers.

« Could expose employers to underwithholding penalties

e Does not hold employers financially accountable for misclassification
» Could deter use of independent contractors

. _Does not recognize that profit margins Véxy widely across businesses

e Could be used to intimidate undocumented workers

+ Withholding amounts could be too high or Wlthholdmg rate could be

too low

 Could lead to increased “off-the-books” payments for services

13. Require service recipients to withhold taxes from payments made to
independent contractors who request withholding in writing

Benefits:

« Could increase voluntary filing and tax compliance by having taxes
- paid up front

« Would be practical because withholding is Voluntaxy

¢ Could help independent contractors meet their tax obligations

« Could make misclassification easier to identify and less likely to occur
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Drawbacks:

+ Could increase employers’ costs and exposure to penalties for
withholding errors

+ Could deter use of independent contractors _

» Does not hold employers financially accountable for misclassification

+  Would need additional remedies for workers if employer did not remit
taxes to IRS

E. Collect data on misclassiﬁcation and independent contractors

14. Measure the extent of misclassification and related impacts on tax
revenues at the national level

Benefits:

¢ Could raise awareness of misclassification
« Would provide data to support any reform efforts
o Could help IRS more effectively address misclassification.

« Could imprové understanding of correct classification -
Drawbacks:

« Timely estimates could be costly

"« May not be successful’

« Could take a while and delay needed reforms

15. Require each independent contractor to apply for a separate business
TIN

Benefits:

« Could increase voluntary compliance

« Reinforces business status and obligations of independent contractors
» Could facilitate IRS cbmpliance and enforcement efforts

» Could prompt workers to think about their desired status
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Drawbacks:

« IRS would incur costs

» Would impose burdens on independent contractors to apply

» Could be harmful to some industries

» Employers could use it to force workers into independent contractor
status or to justify their independent contractor classifications

F. Enhance IRS compliance programs

- 16. Expand IRS’s Classification Settlement Program (CSP) to allow for

CSP treatment for service recipients that voluntarily contact IRS about
. their misclassified workers before any contact from IRS about
potential misclassification

Benefits:

" Would reduce the financial exposure of partlc1pat1ng employers
« Could increase voluntary comphance

» Would not unnecessarily burden employers
Drawbacks:

« IRS would incur costs to expand program

» Unfairly rewards intentional misclassification

'« Could create section 530 protection or allow other mampulatioh of

classification rules for some employers

'17. Require service recipients to submit Forms SS-8 for all newly retained

independent contractors
Benefits:

« Could increase voluntary compliance/reduce misclassification
« Shifts burden of proof to the independent contractor

« Provides IRS more information about mdependent contractors for-
compliance and enforcement
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Drawbacks:
« Current SS-8 process does not sufficiently protect workers or
investigate employers :

+ Would impose burdens and costs on employers and independent
contractors .

+ Could severely slow down the contracting process
» Could deter use of independent contractors

« Could allow for more manipulation of classification rules unless the
rules are clarified and IRS more vigorously investigates employers

« Does not address IRS’s bias for employee status
« IRS’s costs would be significant

G. Enhance coordination and information sharing

18. Enhance coordination between IRS, DOL, and other federal agenc1es
to share data and address misclassification

Benefits:

« Could increase vvoluntary compliance
« Could deter intentional misclassification
+ Could make federal enforcement more efficient

+ Could improve consistency across federal agencies
Drawbacks:

» IRS may not be able to use all the information that it receives

« Could deter some workers from reporting misclassification, especially
if it leads to questions about their immi'gration status

« Could result in loss of pnvacy for md1v1duals affected by the
information sharing

+ Could be hampered by differences in agency definitions of employee
status
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Address Misclassification Challenges

19. Enhance coordination between IRS, states, and selected local
governments to share data and address misclassification .

Benefits:

e Could help increase ‘voluntaxy compliance

e Could improve federal agéncy efficiency and effectiveness
Drawbacks:

+ IRS may not be able to use all the information it receives
+ Could deter some workers from reporting misclassification

» Could result in loss of privacy for individuals affected by the
information sharing

K Could be hampered by different definitions of employee status

« Having too many government a,gencies' involved could hamper action
and allow employers to manipulate rules
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Appendix III: Comments from the
Department of Labor

|
|

.S. Department of Labor Asslstant Secretary for
us P en . of : bo - Employment Standards

Washington, D.C, 20210

JUL 1 4 2008

Mr. Andrew Sherrill
Director
Education, Workforce, and
Income Security Issues
U. S. Government Accountability Office
Washington, D. C, 20548 :

Dear Mr. Sherrill:
Thank you for the opportunity to comment on the Government Accountability Office's
3 (GAO) draft report entitled “Employee Misclassification: Improved Coordination,
Outreach, and Targeting Could Better Ensure Detection and Prevention” (GAO-09-

nn. -

“The draft repoit provides four recommendations to the Secretary of Labo, two of which
directly cite the Employment Standards Administration’s Wage and Hour Division
(WHD). Our comments follow the restated recommendations.

i : Recommendation 1

To increase its detection of FLSA and other labor law violations, we recommend that the
Seoretary of Labor direct the Wage and Hour Division Administrator to increase the
division’s focus on misclassification of employees as independent contractors during
targeted investigations.

Response

. WHD egrees with this recommendation. WHD investigators must establish an
. employment relationship to pursue remedies on behalf of workers under most of the
statutes that the agency enforces, including the Fair Labor Standards Act and the Family -

B and Medical Leave Act. To reinforce this position, the agency will reexamine its training
j ' materials and field guidance documents to ensure that all investigative staff is aware of
"_-] : the potential for employer misclassification of workers as independent contractors, that

: proceduires are clearly articulated, and that investigators address employers’ classification
practices during all stages of an investigation. In addition, WHD’s future performance
planning priorities will focus on increasing compliance on behalf of workers employed in
industries thet are characterized by frequent incidences of independent contractor
misclassification. ’
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eco, datjc

To enhance efforts to protect workers and make the most effective use of their resources,
we recommend that the Secretary of Labor direct the Wage and Hour Division
Administrator and the Assistant Secretary for OSHA to ensure that information on cases
involving misclassification of employees as independent contractors is shared between
the two divisions and that cases outside their jurisdiction are referred to states and other
relevant agencies, as required.

esponse

: WHD agrees that there is value in sharing information about misclassification with the
N Occupational Safety end Heelth Administration (OSHA) and with state agencies, as

| ‘ apprapriate. To this end, WHD and OSHA ere committed to working together to

v : improve coordination between the two agencies and to institutionalize the exchange of
information on this issue. WHD will also assess its cutrent refemal processes to ensure
that they adequately provide for referrals of potential violations of other laws outside
WHD's jurisdiction that may be related to the misclassification of workers as
independent contractors. ’

Eecon_lgendat'ion 3

To identify promising practices in addressing misclassification and use agency resources

most effectively, we recommend that the Secretary of Labor and the Cammissioner of -

Internal Revenue establish a joint interagency effort with other federal and state agencies

. to address the misclassification of employees as independent contractors. Because tax

i . data may provide useful leads on noncompliance, the task force should determine to what
i . extent tax information would assist other agencies, and if it would be sufficiently helpful,

. seek alegislative change through the Department of Treasury to allow for sharing of tax

. ) information with appropriate privacy protections.

Response

WHD agrees that a joint effort between the Department of Labor and the Internal
Revenue Service may prove useful in its efforts to enforce wage and hour laws. WHD
will actively participate in any such interdepartmental effort.

Recommendation 4

i ) To enhance understanding of classification issues by workers—especially those in low-

: wages industries—we recommend that the Secretary of Labor collaborate with the
Commissionet of Intemal Revenue to offer education and outreach to workers on
classification rules and implicatians and related tax obligations. Such collaberation
should include developing a standardized document on classifications that DOL would
require smployers to provide to new workers.
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Response

‘WHD will reach out to the Internal Revenue Service to explore opportunities for joint
1 outreach to workers.

WHD appreciates the seriousness of the adverse consequences to workers who are
misclassified as independent contractors. Again, thank you for the opportunity to
comment on the draft report.

Sincerely,

Shelby/Hallmark
Acting Assistant Secretary
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of Labor
».‘.t
T Asgistant Secretary tor
U.S. Department of Labor R e el Healh
| Washington, D.C. 20210
N :

i K , JUL 4

Mr., Andrew Sherrill, Director
Education, Workforce
and Income Security

Mr. Michael Brostek, Director
Tax Issues
Strategic Issues Team

United States Government Accountability Office
441 G Street, N. W.
Washington, D.C. 20548

Dear Messrs. Sherzill and Brostek:

The Occupational Safety and Health Administration (OSHA) appreciates the opportunity
to review and comment on your draft report entitled Employee Misclassification:
Improved Coordination, Ouireach and Targeting Could Befter Ensure Detection and
Prevention,

B

The OSH Act requires all employers to maintain a safe and healthful workplace, 1t is the
employer's responsibility to ensure the health and safety of the workers as the employer
has direct control of the workplace and the actions of the employees who work there,

B Consequently, misclassification of employees as contingent workers generally will not

: result in an employer responsible for OSHA violations escaping citation.

: Nonetheless, OSHA understands the serious ramifications workers face in lost

B protections and benefits due to misclassification. OSHA is committed to working closely
with the Administrator of the Wage and Hour Division to enhance the exchange of
information on this issue and improve protections afforded workers.

Again, thank you for the opportunity to respond to GAO’s draft report.

incerely,

Acting Assistant Secretary
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

H . DEPLUTY COMMISSIONER

July 10, 2000

Mr. Michae! Brostek

Director, Strategic Issues

United States Government Accountability Office
Washington, DC 20548

Dear Mr. Brostek:

A Thank you for the opportunity to review the Government Accountability Office’s (GAO)
by draft report entitied, "Employee Misclassification: improved Coordination, Outreach, and
_ ‘ Targeting Could Betier Ensure Detection and Prevention (Job Code GAO-09-717)."

We recognize that when employers improperly classify workers as independent
contractors instead of employees, those workers do riot receive protections and benefits
to which they are entitied, and the employers may fail to pay taxes they would otherwise
be required to pay. We agree that coordination between the departments and agenciles
at the federal and state levels is an effective way to encourage voluntary compliance
and help address employee misclassification.

The IRS enforces worker classification compliance primarily through administration of
our SS-8 program and through employment tax examinations. IRS offers a
classification settiement program where employers may be eligible to reduce audit
assessments if they agree to prospectively treat their workers as employees In the
future. RS also provides general information on worker classification through
publications and fact sheets available on our Web site and through outreach targeted to
tax and payroll professionals and employers. However, IRS faces challenges with
these compliance efforts because of resource constraints and legal limits placed on IRS
in providing guidance under Section 530 of the Revenue Act of 1978.

! Your report identifies various options that could help address the misclassification of
employees as independent contractors. We appreciate the suggestions and will
carefully consider them as we work with the Secretary of Labor and others to explore
those options.
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i
i
%
]
i 2
The enclosed response addresses each recommendation separately.
) - .
' If you have questions or concemns, please contact Christopher Wagner, Commissioner,
Small Business/Self-Employed Division at (202) 622-0800. :
Sincerely,
y - S
Moelos ES
i Linda E. Stiff
' Enclosure
i
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Enclosure

Recommendation

To identify promising practices in addressing misclassification and use agency
resources most effectively, we recommend that the Secretary of Labor and the
Commissioner of Internal Revenue establish a joint interagency effort with other federal
and state agencies to address the misclassification of employees as independent
contractors. Because tax data may provide usefu! leads on noncompliance, the task
force should determine to what extent tax information would assist other agencies, and
if it would be sufficiently helpful, seek a legislative change through the Department of
the Treasury to allow for sharing of tax information with appropriate privacy protections.

Comment

We agree that coordination between departments and agencles at the federal and state
levels Is an effective way to encourage voluntary compliance. We agree to work with
the Secretary of Labor to explore developing a joint effort subject to disclosure rules
under IRC Section 6103, as welf as privacy rules under 5 U.S.C. 552a.

Récommendation

To enhance understanding of classification issues by workers — especially those In fow-
wage industries - we recommend that the Secretary of Labor collaborate with-the .
Commissioner of Internal Revenue to offer education and outreach to workers on
classification rules and implications and related tax obligations. Such collaboration
should include developing a standardized document on classification-that DOL would

-require employers to provide to new workers.

‘Comment

We agree to collaborate with the Secretary of Labor, and we will make education and
outreach materials available to the DOL. We agree to work with the Secretary of Labor
to explore developing a standardized document on classification for the DOL to provide

" to new workers.

Recommendation

To maximize the effectiveness of the relatively new QETP initiative, we recommend the
Commissioner of Internal Revenue create a forum for regularly collaborating with
participating states to identify and address data sharing issues, such as ensuring clear
points of contact within IRS for states and expeditious sharing of data.
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Commaent

We agree 1o work with participating State Workforce Agencies (SWAs) in the
Questionable Employment Tax Program (QETP) to establish a forum to identify and
address data sharing and IRS points of contact issues. We will utilize the Enterprise
Wide Employment Tax Program (EWETP) to achieve this. .

Recommendation

To Increase proper worker classification, we recommend that the Commissianer of
internal Revenue extend the Classification Settlement Program to include employers
wha volunteer to prospectively reclassify their misclassified employees, and as part of
this extension test whether sending notices describing the program to potentially
noncompliant employers would be cost effective. Employers to whom IRS would send
notices could include those referred for examination but who may not be examined due
to higher priorities, resource limitations, or other reasons.

Comment

We will review the existing Classification Settlement Program and conslider the
possibility of expanding to employers not under audit. If expansion of this program is
appropriate, we will consider all options, including issuing notices and soft letters and
soliciting volunteers through outreach and education.
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SRV

Mr. President, |
I'm proud to preserityou w‘iththe annual report of the White House Task Force onthe Middle Class,

Shortly after we took office, you gave me the honor of chalring thisTask Force, noting that“the -
strength of our economy can be measured by the strength of our middle class!” Since that
day, that simple yet powerful equation—a strong mlddle classequals astrong eco nomy-—has
guided ourwork. ' -

We report on those actlvltles in the following pages. As you will see, the Task Force has been
actively working on several of the issues that are mostimportant to the aspirations and everyday
lives of middleclass families, inclucling access to higher education, balancing work and caregiv-
ing obligations, retirement security, and high-quality jobs for middle-class workers. This report
will also discuss a number of important new initiatives in your Fiscal Year 2011 Budget thatare
designed to addressthese core middle-classissues, including the near-doubling of a tax credit
to help middle-class families offset the rising costs of child care and a proposal to significantly
lower student loan payments.

Our report examines the economic origins of the middle-class squeeze, mcludmg the growing
gap between productivity and middle-class incomes, the dramatic rise In economic inequal-

* Ity, and the challenge of balancing work and family responsibilities as womert's earnings have

become increasingly important to middle-class families.

Mr. President, you have consistently stressed that we will be, and should be, judged by the
extent to which our agenda lifts the living standards of hard-working middle-class Americans.
As you will see in these pages, our Task Force has worked diligently toward this goal overthe
past year, and we will continue to do so in the coming months.

Sincerely,
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Executive Summary

The White House Task Force on the Middle Class, chaired by Vice President Joe Biden, was created by
President Obarma a little more than one yearago, shortly after the Administration took office. The mission
of the Task Force, as stated in the Executive Order that created it, is to work with our member agencies
and councils to ensure that the economic challenges facing the American middle dass, challenges that
predate the recession that was deepening as the Task Force was formed, always remain front and center
in the workof the Administration. ‘ '

Overthe past year, this has been our singular focus, Of course, inthe context of the deepest recession
since the Great Depression, the Administration first priority for the middle class has been restoring joh
growth by stabilizing an economy that was infreefall. This economic contraction has dealt a serious blow
to middle-class families, with staggering losses to their jobs, their savings, and the value oftheir homnes,
The Vice President, in his role as the Administration's chief overseer of the Recovery Act, has played a
critical role in this central part of our economic agenda. And of course, the President’s health care reform
agenda targets one ofthe mostimportant—and too often most precarious—aspects of middle-class life.

Butatthe same time, the TaskForce has worked to address some @fthe longer termchallengesfacing the

middle class: balancing work and family responsibilities, college access and affordability, and retirement
security. And while restarting the engine of job creation is the Administration’s highest priority, thaTask

Force isworking to ensure thatthe jobsthat are created as the economy begins to recover are good jobs.

This raport detalls our activities in pursuing policy solutions tothesa challenges overthe past year,The
reportalso highlights some of the key Administration initiatives supported by the Task Force, many of
which are part of the President’s Fiscal Year 2011 Budget, including: ’

Helping Middle-Cl ass Families Balance Work and Caregiving Obligations. Forthe majority of
middie-class families, it is no Jonger the case that one parent is the breadwinner while the other is the
caregiiver, The economic stability of middle-class families depends at least in part on policies that help
families balance work and caregiving obligations. The Budget will

. Providea Bigger Child Care Tax Credit for Middle-Class Families. Parents are working harder
" but with less to show for it after paying for child care, which keeps getting more expensive.
The Budget nearly doubles the Child and Dependent Care Tax Credit for middle-class families
making under $85,000 a year, and nearly every family that makes under $115,000 will see jts
credit increase.. '

Increase Child-Care Assistance to Help Working Families Move into the Middle Class. Many
working parerits cannot Jift their families into the middle class without child-care assistance. The
Budget provides a $1.6 billion increase in funding for the Child Care and Development Fund, -
which will fund services for approximately 235,000 children and improve quality.

ProvideHelp for Families Caring for Seniors and Peoplewiih Disabilities. The Budget boosts
funding for programs that support caregivers and allow seniorsto live Inthe community for as
long as possible.
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Making College More A ordable and Accessible. For many middle-class parents, higher education
means the chance for their children to realize their full potential. Unfortunately, families across the
country are seeing rising costs and falfing family incomes threaten the dreamof sending their chifdren
to coliege. The Budget wilk:

Cap Student Loan Payments. The Budget strengthens the income-Based Repayment plan for
student loans by limiting a borrower’s payments te 10 percent of his or her income above a
basic living allowance and by forgiving all remaining debt after 10years of payments for those
in public service work and after 20 years for all others.

Reform Student Lending. The Budget supports pending legislation that would shift all Federal

loans to the Direct Loan prograrm, in which the Federal Government provides the capital for all

new student loatis, and chooses private and nonprofit companies to service the loans. This shift

will eliminate tens of billions of dollars in wasteful subsidiesto banksand the resultmg savings
will be used to expand Peli Grants and invest in community colleges. -

Increase Pell Grants and Put Them on a Firm Financial Footing. The Recovery Act and the
2009 appropriations bill boosted the maximum Pell Grant award by more than $600, for a
total award of $5,350, and the maximum award will increase to $5,550 in 2010, The Budget
proposes to make that increase permanent and guarantee that Pell Grants grow faster than
inflation in the future. The Budget would increase Pell Grants by a total of nearly $1,000 since
the Administration took office, expand eligibility, and nearly double the total amount of Pell

 Grants avaifable, It also proposesto make Pell Grant funding mandatory, ratherthan dependent
onannual appropriations from Congress.

Extend the American Opportumty Tax Credit. The Recovery Act created the American
Opportunity Tax Credit, which is worth up to $2,500 peryearand can be claimed against tution,
feas, and textbook expenses for4years of college. The Budget proposes to makethlstempc:rary
cradit permanent, crediting families up to 510,000 over 4 years. .

Make Historic Investments in Community Colleges. The Budget supports a new American
Graduation Initiative that will offer compeatitive grarits to help community colleges improve their
outcomes and help meet the President’s goal of graduating five million additional community
college students by 2020. '

Simplify Student Aid: The Administration is working to simplify the student aid application,
making life easier for 18 million students and families a year and increasing the programs'effec-
tiveness at boosting enrollment. We are tailoring the ohline form to skip unnecessary questions,
working with Congress to eliminate dozens of questions that are currently statutorily required,
and letting families fill out forms electronically with information transferred from tax retums
- they have already filed. :

Enhancing Retirement Sscurity. After a lifetime of employment, American workers deserve a secure
retirement. Yet for middle-class workers today, especially in the wake of the historiclossesto retireinent
savings and housing wealth in the financial crisks, retirement seems anything but secure. The Budget wilk
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Establish Autornatic Individual Retirement Accounts. The Administration will require most
employers who do not currently offer a retirement plan to enroll their employees in a payroli-
- deduction IRA unless the employee opts out.

Simplify and Expand the Saver’s Credit. The Administration will help working families save for
retirement by simplifying and expanding the Saver’s Credit to provide a 50 percent match on
the first $1,000 of retirement savings for families earning up to $65,000 and providing a partial
credit to families upto $85,000. We will also make this credit fuily refundable. '

Update 401{k) Regulations to Improve Transparency and Reliability, A majority of American
‘workers rely on 401(k)-style plans to finance their retirements. The Administration is proposing
new regulations to improve the transparency and adequacy of 401(k} retirement savings.

Frotecting Workersand Greating Middle-Class Jobs. Access to good quality jobs, with fair compen-
sation and stable benefits, is a key factor in building a strong middle class. The Admiinistration’s most
immediate imperative inthis regard is to do all we can to jumpstart job creation. Buiiding on some of
the successesof the Recovery Act, the President has outlined a programito quickly generate job growth”
in small businesses, clean energy, and infrastructure. In addition, the Middle Class Task Force is focusing
on the fol!owmg initiatives to ensure that we create good )obs that can sustain a middle-class lifestyle

_ andthat workers are treated fairly:

Passing the Employee Free Choice Act. To level the playing field for workers who wanttofoim

unions, the Administration is committed to passing the Employee Free Choice Act. The loss of

bargaining power has been a factor in both the stagnation of middle-dlass earnings and the

divergence of wage growth from productivity growth. Restoring the right to pursue collective -
bargaining in a more balanced environment would help middle-dass workers get their fair

share ofthe gains as the American economy recovers, ‘ '

Responsibility in Federal Contracting. The Federal Governrent spends over $500 biflion dollars

- a year on contracts, generating jobs for tens of millions of workers, but there are inadequate
controlsin place to prevent government contracts from baing awarded to employersthat violate
tax, labor and employment, fraud, or environmental laws. In addition, the quality of jobs on some
of these contracts can ba very low, which can have a negative impact of the quality of goods or
services purchased by the government. For these reasons, the Task Force is looking at ways to
improve the procurament process by making it less likely that irresponsible businesses will get
Federal contracts and by aflowing procurement officers to consider job quality when awarding
contracts whxle not raising the quality-adjusted costs of contracts.

Protecting Benefits for Employees by Ensuring Proper Classification. As part of the Budget
the Department of Labor will launch a new initiative to prevent employees frombeing misclas-
sified as 1ndependentcontractors Misclassification hurts workers by depriving them of benefits
and protections to which they might be entitled and costs the government billions of dollars in
. unpaid taxes, The Department of Labor will increase enforcement using additional personnel
and resources and will propose legislative changes that will require employers to properly clas-
sify their workers, provide for penalties when they do not, and restote protections foremployees
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who have beén classified improperly. In addition, the Department of the Tfeasury is seeking
legislation to allow it to better define and clarify worker classification standards—which benefits
workers and firms by reducing uncertainty—and to prospectively reclassify misclassified workers,

Investing in Clean Energy Manufacturing. The Recovery Act provided $2.3 billion for the
Section 48C Advanced Energy Manufacturing Tax Credit, but the credit was so popular that
many qualified applications could not be accepted. The Administration will push to add §5
billion for the creditto create good, middle-class jobs and build a domestic clean energy sector.
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I. Introduction

On January 30, 2009, ten days into his Administration, President Barack Obama signed an Executive
. Order creating the White House Task Force on the Middle Class, chaired by Vice President Joe Biden. On

that day, the Prasident stressed that “the strength of our economy can be measured by the strength of
our middle dass"\! ice Presndent Biden elaborated: :

“Quita sxmply, a strong middle dass equals a strong America. We can'thave one without the other. This
Tesk Force will be animportant vehide 1o assess new and existing policies across the board and determine
ifthey are helbing orhurting the middle class, ltis our charge to get the middie class—the backbone of
this country—up and rubning again®

The new Administration did not develop these views overnight. During their campaign for office,
then-candidates Obama and Biden observed the middle class struggling with a recessionthat began in
Decemnber 2007. Moraover, this deep downturn came after an economic expansion that left too ma ny

* middle-class families behind. Asshown in the next section, productivity grew solidly over the 2000s

expansion, but the real median incoma of working-age households actually fell betwaen 2000 and 2007,

"So when the Task Force was created, itwas not intended simply to look out for the middle class overthe

course ofthe recession. The Task Force was created to keep a steady eye on a central goal ofthe Obama
Administration’s economic policy: making sure that the middle class does not get left behind again. As
the President’s Executive Order creating the Task Force puts it:“Itis a.high priority of my Administration
1o achigve asecure future for middle-class working families, oneinwhich they share in prosparoustimes
and are cushioned during hard times” And importantly, as President Obama said thatday, our mission
extends not only to families who are currently in the middle class, but also to those who asplre to rise
into the middle class. : :

This document describesthe activities of the Task Force since our inception. It includes discussions of the
subject areas in which we focused our efforts, the events and pubtic rmeetings we held on those topics,
links to reports and documents created along the way, and discussions of policies under consideration
1o help achieve the goal of renewed middle-class prospenty '

First, however, we will provide a bnefdesmptlon of the structure and membership oftheTask Force.

TheTask Force was bornfromthe ideas and experiences noted above andfromthe input of many mem-

bers of the public and supporters ofthe Obama/Biden campaign. Various labor unions, for example, have

consistently fought for better econormic conditions for middie-class families, and their imprint on the Task
Force has been clear. This appreciation for the role that unions play in connecting middle-class prosper-
ity with broader economic growth has been part of the Task Force’s thinking since its creation, when
the President stressed that“you cannot have a strong middle class without a strong labor movemant”

“*Meraorandum for the Heads of Executive Departments and Agencies, January 2009 tto/ Avwn whitel
: of
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Of course, the role of business in creating middle-class jobs is also centralto the geals of the Task Force,
and in his very next sentence, the President pointed out:"We know that strong, vibrant, growing unions
can exist side by side with strong, vibrant and growing businesses”Taking our cue fromthe President,
the Task Force has consistently stressed this balance, avoiding old arguments and false dichotomies
Whi!e working together with all stakeholders interested in a strong American middle class.

The Vice President chairs the Task Force, and the Task Force's members are drawn from Administration
agencies and councils, including the Secretaries of Labor, Health and Human Services, Education, Energy,
the Treasury, Commerce, Housing and Urban Development, Transportation, and Agriculture, as well
as the Administrator of the Environmental Protection Agency, the Directors of the National Economic
Council, the Office of Management and Budget, and the Domestic Policy Council, and the Chair ofthe
Council of Economic Advisers.

Quractivities over the pastyear included:

Meetings of Task Force members—both principals and thair staffs—to assess prograss, generate
ideas for middle-class initiatives, and move those ideas through the policy process;

Holding 13 public events across the country and at the White House to promote the Task Force’s
policy agenda and to endage with experts and members of the public;”

Working with our agency members to prepare seven white papers with policy analysis to
accompany public events, which are available at wwwastrongmiddieclass.cov;

Using ourwaebsite to kaep the public informed about what this Administration is doing to help
the middle class and to collect ideas and comments from the public;

Outreach to external stakeholders in the labor, business, and advocacy communities to abtain
information and hear their individual views..

Engaging withthe public provides a way for the rnany stakeholders representing middle class interests
to learn from one another. But more importantly, it allows us to hear directly from ordinary middle-class
Ameticans about their aspirations and the challenges they face.

‘We heard from people like the mother at ourTask Force meeting in St. Louis, Missouri with two kids in
college and two more at home, who wanted to get more training and education herself, She asked the
Vice President,"How can keap my son at Purdue and my daughter at Texas A&M, and two rore still to
goto college?” .

Or people like Shannon from Pennsylvania, a s_i'ngle mom and veteran who is caring fortwo kids while
working full-time. Sha wrote to telf us that her paycheck barely covers har bills, and she has already lost
the "small luxuries”she works hard for.

Or people like the'smali—business owner we met in St. Cloud, Minnesota, who wants to grow his small

engineering consulting company even during this retessnon,but was just looking fora httle helptapping

into the new clean energy econgimy.

The input we have gotten from people like these across the country has guided the development of
our policy agenda throughout the year. :
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The Sateof the American Middle Class:

Understanding the economic challenges facing middle-class families Is essential in crafting the policy
agenda to help meet those challenges. In this section, we briefly examine same of the longerterm
trends responsible for the middle-class squeeze, indudingthe increased gap between productivity and
wages; economic inequality and mohility; and shifts in gender roles and the need for work-life ba !ance
in today’s economy.

Hgure1 presents a long-termtrend of middle-dass income—in this case, the inflation-adjusted median
incorne forall families, which is the longest time series of this type available.We plot productivity growth

along with the income measure, to provide a broad benchmark against Wthh to judge the relationship

between economic outputa nd middle-class income growth,

The figure makes two broad points. First, regardmg family. incorne, it shows that there have beentwo -

very different growth regimes over different periods of history. Between 1947 and 1979, for example,
real median fai'nily income grew at an annual rate of 2.4 percent, which amounts to about a doubling
of real income over this period. After 1979, however, this trend decelerated significantly, as real median
family income gréw only 0.4 percent per year, for atotal increase of 14 percent. Second, as we will dis-
cuss in more depth below, it shows that in the latter regime, since 1979, the growth of family income
has become increasingly disconnected from the braader growth of output and productivity. While
productivity has continued to grow robustly, mtddle-class familiss are no longe;' getting their share of
that growth,

.1 Figure 1. Growthin Productmtyand Real Median Family Income,
1947-2008 :
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- Note also the poor performance of real medianfa mily income in the 2000s, when it was essentially flat,
before declining 3.4 percent in the recessionyear of 2008 (it is typical in this research to measure income
‘over peak years, separating out recessions).

. Figure 2, Real Median Income of Working-Age Households, 1987-2008
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Since we have more refined data for this recent time period, we can look ata more relevant gtaup inthe
context of working families: working-age households, orthose headed by.someone less than 65. Agure 2

- shows clearly that the economic expansion ofthe 2000s did not reach this group of households. Asthe
weak labor market and anermic job growth of the 2000s reduced the upward pressure onworkers' wages,
the real median income for working-age households fell by about $2,100 between 2000 and 2007,.or
34 percent, and fell another 3.3 percent in the recessionary year of 2008.*

The second point illustrated by Figure 1 involves the comparison of real median family income growth
and productivity growth. The rationale behind this comparison is that as the rate of output per hour rises,
living standards for middle-class families should also rise. After all, many of these families are rasponsible
for generating that growth, and one view of the implicit social contract that has defined the American
micdle class is that as the economy expands, the fiving standards of middle-class families will improve.

And in fact, as the figure reveals, that contract was fully opemtive in the'ﬁrstfew decadesofthe period
shown, Family income and productivity grew at about the same annualized rate. However, in the last_

three decadgs, the relationship has broken down and middle-class incomes have diverged sharply from

2 Unitad States Census Buraau. All figures meastrad in real 2008 dollars.
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productivity, with 2 large, yawning gap developing by the end of the series. This divergence has becorme
even more dramatic in recent years; half of the total increase in the gap occurred in the years between
2000 and 2008, a period of particularly weak middie-class income growth.

Of course, there are many dynamics at work behind this breakdown. The composition of families and the
demographics of the country shifted as well. Some ofthese changes put downward pressure 6nh income
growth, such asthe growth of single-parent families. But other trends pushed the other way, suchasan
older, more axperienced, and more highly educated workforce, as well as much more laborsupply in the
paid labor market by working women. In sum, such trends fail to explain away this divergence between
middle-class incomes and productivity. Itis a solid symbol of the breakdown of an implicit social contract.

Where did the growth go, if not to middle or lower-incorne families? The well-documented increase in
incorne inequality during these years suggeststhat much of itaccruedto households inthe top reaches
of the income scale. Figure 3 shows the share of total income, incltding incame from realized capital -
gains {like profits from selling stocks}, going to the top one percent of households over a span of more -
than 90 years, In the most recent year of available data—2007—over 23 percent of income was held
by the top 1 percent, the highest level of income concentration since 1928, the year before the market

- crash that began the Great Depression. ‘

In other words, there is strong evidence that a major cause of the middle-class squeeze isthe wedge -

of inequality: the fact that, at any given level of growth a smaller share of the benefits of that growth
is flowing to the mxddle ondown.

Figure 3, Share of Total Income Goingto Top 1% of jF::arr-niiir.-‘:s;, 1913-2007
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A full elaboration of the factors behind the growth ofinequality is beyond our scope inthis report. Surely,

‘technological changes, like the increased presence of compurterization inthe workplace, have boosted

employers’skill demands, but this is actually a fairly smooth, ongoing process, and is by no means the
only ot even the most important factor boosting inequality. Globalization has played a role as well, as
increased competition with lower-wage countries has raised competitive pressures, especially in our
manufacturing sector. And a very important factor that tends to get less attention is the diminished
bargaining power of many workers in the middle class, in part because there is less of a union presence
in the workplace, and in part because the combined dynamics of technelogical change, trade, and the
growth of the financial sector have tilted the bargaining scale against many mid-level workers.

‘The impact of these factorsis evident in the htﬁtoﬁcal trend of real median hourly wages, especially

those of men. Figure 4 shows these trends, using data developed by the Economic Policy Institute.
Note that even though the series undergoes a growth period in the 19903, the median wage of men
was at about the same level, in real terms, at the end of this series as it was at the beginning. Thisisa.
remarkable result underlying one dimension of the middle-class squeeze: the earnings of the typical

. or median male worker, while undergoing various ups and downs over the past generation, have not

increased in real terms since 1973, -

Figure 4. Real Median Hourly Wages by Sex, 1973-2007
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For women, the trend In real median earnings has been more positive, though they too saw l_ess_ progress
in recent years. These relative wage trends raise another very important dynamic related to women
and middle-class families, one that feeds directly into some of our policy discussions below regarding
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work-family balance. Due both to the stagnation of men’s eamings and to increased labor market
opportunities, women'’s Jabor supply has increased significantly. Back in the 1960, their labor market
participation as a share of the working-age population was about 40 percent. In 2007, the most recent

economic peak, it was almost 60 percent, compared to just over 70 percent for men.?

Particularly germane to our work isthe increase in the number of working mothets, as their increased
tirme in the paid labor market raises challengas for both men and womean in balancing work and family
responsibilities. Working wives in middle-incormne, married-couple families with children increased their
laborsupply by almost 500 hours between 1979 and 2006, tha equivalent of 3 more months of full-time
work.? Notably, over this same period, their husbands’ hours were unchanged (they generally worked
fulktime, full-year throughout the period).

Also, single parent families with children, most headed by women, have become a miuch larger share of
allfamilies with kids, rising from 15 percent in the early 1970s to 25 percent in 2008, These trends wetre
discussed in detail at a NovemberTask Force meeting at the Center for American Progress. As Heather
Boushay, an economist who participated in that meeting, has shown, there has been a significant

_ increase inthe share of women whose income contributions are essential to their families'well being.®

Clearly, this change underlies the time squeeze many families increasingly experience.

Rgure 5 shows the medjan share of family Income comir{g from wives'contributions over time, These
earnings have become increasingly important over time, with the median share rising fromaround 20
percentto around 35 percant over the past few decades. According to a new Pew Research Center study
exploring the shifting economics of marriage, the percentage of wives who bring home more inco me
than their husbands shot up from 4 percent in 1970 to 22 percent in 2007. 7

? Bureau of Labor Statistics.

“Lawrence Mishel, Jared Bernstein, and Heidi Shierholz. The State of V\brkmg America 2008/2009, An Economic Pdlicy
Institute Book. fthaca, NY: ILR Prass, an imprint of Cornafl University Press, 2009,

3 United States Census Bureau.

SHeather Boushey, "The New Breadwinners”in “The Shriver Report: AWomarr's Nation Changes Ewa'ything "October
2009, hitp:/Awwwamericanprogressorg/issues/2000/10/wom ans_nation.html/.

? Richard Fry and D'Vera Cohn, “Women, Men and the New Economics of Mamaga Paw Research Center, January
2010, httpy/fpawsocialtrandsorg/pubs/ 750/ new-econam ics-of-marriage.
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Warkmg Age Mamgd Cnupfes with Childrea and Workns Wi_vﬁ, 1967- 2008
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These data reveal some of the origins of the middle-class squeeze, including the divergence of growth
and median incomes, inequality, wage stagnation, and the increased need to balance work and family
responsibilities, They have also shaped the policy agenda of the Task Force,and ofthe Admlnlstratlon
as a whole ovar the past year. :

Of course, first and foremost, our Administration's highest priority must be puliirig the ecohomy put
of the deepest recession in decades, stahilizing housing and financial markets, and above all, creating
jobs for middle-class workers, The Administration has always believed that regardless of the growth

- of gross domastic product or the proclamations of economists, this recession is not truly over until we

have returned to robust job growth, which is why the President has proposed a targeted new package
of job-creation initiatives, These proposals, which ara discussed briefly inthe next section, will create
the conditions for the private sector to statt hiring again by making key investments in infrastructure,
incentivizing clean energy and energy efficiency, and giving tax cuts to the small businesses that are
the engine of American job creation. But the figures above underscore the critically important reality
of today’s economy: a return to aconomic growth, or even robust job creation, is necessary but not
sufficient to lift the living standards of middle-class fa milies and loosenthe squeaze.

' One of the Administration’s first actions after we took office was to take a first step towards addressing

the middle-class squeaze by enacting the Making Work Pay tax credit, which immediately started put-
ting money back in the pockets of 95 percent of working Americans, The Administration is proposing to
extend this tax credit foranather year and to permanently extend the tax cuts for riddle-class families
that were enacted in 2001 a nd 2003,
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-Butin orderto reconnect the growth of American prosperity and productivity with the growth of middle-

class living standards, we also need to énsure that middle-class families have access to the things they
need in order to succeed: affordable child and elder care, opportunities for higher education, secure
retirement savings options, and of course, quality, affordable health care.

While niot the focus of this report, the rising cost of health care and health insurance is one ofthe
primary strains on middle-class family budgets. Increases in insurance premiums and out-of-pocket
expenses have dramatically outpaced growth in family income over the past 20 years.” Furthermore,

families are losing insurance at an alarming rate. In 2008, an average of 15,000 Americans losttheir

private health insurance each day, often because of job loss or because their employer dropped their
coverage,” Between 1997 and 2006, half of Americans under the age of 65 found themselves without
health insurance at some point, and current trends suggest that the fraction s likaly to be even greater
in the next decade®

Health insurance reform has the potential to rein in costs, improving the financial sfability of familias
nationwide. The Congressional Budget Office estimates that more than 30 million Americans will gain
coverage by the end of the decade under current proposals for reform, which will have a significant
impact in fimiting out-of-pocket costs.” Reform will also lowerthe cost of premiums for many Americans
who are already insured.® The creation ofa new insurance exchange will increase employment flexibility
for working Americans and lower health care costs. Economists estimate that by slowing the explosive
growth in health care costs, comprehensiva insurance reform will reduce average annualfamily premi-
ums by up to $1,000 by 2019 :

Comprehehsive health insurance reform remains one of the highest pricrities of this Administration.
While the Task Force believes passing reform is critical in order to ease the burden on middie-class
families, we have primarily focused on other key needs of middle-class families.

In the sections that follow, we examine the different aspects of this middle-class agenda: pro'tecting :
workers and creating middle-class jobs, retirement security, work-family balance, and pathways into
the middle class. We discuss our activities in these areas, describe some of the key new policies and
proposals that have been associated with the Task Force, and highiight other policies that we hope to
explore further in the coming months.

. **Middle Class n America” U.S. Department of Commarce, Econotnlcs and Statistics Adm Inistration, fanuary 2010,

httpy/www.commarce.gov/sigroups/public/adoc/@os/@opa/documants/contant/prod]_008833 pdf

*Draw Altman, “A Holiday Reminder on the Economy and Health Care,*Kaiser Family | Foundation, December 2009,
hitpy/wwwkiforg/oullinglttogether/ 120409 _altmancim

10 “The Risk of Losing Health Insurance Over a Decade: New Fi Findings from Longitudinal Data, 'Department ofthe
Treasury, Septemiber 2009, http//www. treasgov/press/raleases/docs/ing -he-taportDg200g, pdr

" patient Protection and Affordable Cara Act, Incorporating the
Manager's Amendm ert,” Congressional Budget Cffice December
2609, httpyfwww.cho.gov/tpdots/108xx/dec 1086371 2-1 9-Reld_tetter_Managers_Correction_Noted.pdf

2 An Analysis of Health Insurance Premiums Under the Patient Protection and Affordable Care Act."Congressional
Budget Office, November 2009, http://www.cbo.gov/itpdocs/107xx/dec 10781/11-30-Premiums.pdf -

B Council of Economic Advisers, “The Economic Case for Health Care Reform: An Updata Decembaer 2000,
httpa/fwenvewhitahousa.gov/sitas/default/files/imicrosites/091213-etonomic-casa-hedth-<are-reform.pdf
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What Does It Mean To Be Middle Cass?

Economists, palicy makers, and just about everyone else talk about the middle class, but no
standard definition exists. The Task Force asked one of our members, the U. S. Department of
Commerce, to examine the literature on this guestion and to think about what it means to be
middle-class and how middle-class aspirations can be achieved. Their report can be seen in full
at the Department of Commerce’s website." The authors examine various definitions, discuss
middle—class values and aspirations, and present hypothetical budigets showing howthese aspira-
tions might be achieved with different incomes. Finally, the report considerswhether ornotitis
harderto be middle-class today than it was 20 years ago.

The principal ﬁndmgs of the report are:

Middle-class families are defined by their aspirations more than their income. The -

Commerce report assumes that middle-class families aspire to home ownership, a car,
college education fortheir children, health and retirement security and occasional family
_ vacations, -

Families at a wide variety of income levels aspire to be middle class and under certain
circumstances can put together budgets that allow them to obtain all six items above,
which are assumed to be part of a middle-class lifestyle. Figure 6 shows Commarce’s
estimates of a middle-class family budget for married-couple families with two school-
aged children. The estimates range from about 551,000 for this type of family atthe 25th
percentile of the income distribution to about 123,000 for those at the 75th percentile.
The Figure breaks out the six components of the budget that relate to middle-class
aspirations—homeownership, cars, savings for children's college educationand parents’
retirement, health care and vacations—and also shows the budget components that go
to“non-aspirational” goods and services (such as utilities, food, and clothing) and taxes.

. The technique used to construct Figure 6 adds all of these budget costs togethar except housing,

and then assigns the residual—what’s left in income at that percentile after netting out allthese
other costs—to housing. Forexample, the median family inthis group, witha nnualincome equal
to about 581,000, could afford a mortgage on a home worth about $231,000; families at the 25th
percentile could only afford a home worth about $144,000. The Cornmerce report then shows
that the actual prices of median homes in different parts of the country range from $123,000 to
over $400,000.Thus, depending on where they reside, even higher-end middle-class families will
face abudget squeeze.

¥ “pticdle Class in America,”U.S, Department of Commerce, Econotmics and Statistics Administration, JBruary
2010, hetps/fwwwe commarcagoy/s/groups/public/@doc/@ost@opardocuments/contant /orod01_008833,poaf

*

10 *
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Hypothetical Budgets for Married-Couple Families
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Plannihg and saving are critical elements in‘attaining a middle-class lifestyle for most
families. Under the right ¢circumstances, even lower-income families may be able to
achieve many of their aspirations if they are willing to undertake present sacrifices and
necessary saving.

Howaver, manyfamiiies, particularly those with less income, will find attaining a middie-
class lifestyle difficult if not impossible, Areas with high housing costs can make even

- higher-income families feel pinched. Lack of employer-provided health irisurance can

confront a family with bankrupting health costs, And unforeseen expenses can ruin even
the best-laid budget plans.

it Is more difficult nowthan in the past for many people to achieve middle:class status
because prices for certain key goods—health care, college and hous'ing—_h_ave gone up
faster than incomes. Figure 7 shows that between 1990 and 2008, real median income
fortwo-family types—martied couples and single parents, both withtwo children—grew
about 20 percant, with virtually all that growth occurring in the 1990s, as incomes were
virtually flat at best inthe 2000s. However, prices of key budget components grew much
faster (after adjusting for economiy-wide inflation), led by health care—up 160 percent—
followed by housing and college.
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Changes in Median Real Family Income vs. Price Changes
in Key Middle Class Hems: 1990 - 2008
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Inthe current economy, even with home prices falling, many middie-class families will be hard-
pressed to meet the reasonable set of aspirations described. The fact that the prices of these
aspirational goods have risen much faster than middle-class incomes over the last two decades -
reveals a longer-term challenge for these families. Thus, the report concludes that it Is harder to
. attain a middie-class lifestyle now than it was in the recent past. '

expenses) {tuition, fees, (tuition, fees,

&roomand & room and
hoard} board)

Price Changes
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II. Protecting Workers and
Creating Middle-Class Jobs

For middle-class families of wdrking age, the main determinant of their living standards is their paycheck,
not their stock portfolio, Therefore, access to good quality jobs—employment opportunities with fair
compensation and stable benefits—is a key factor in solving the middle-class squeeze and building a

" stable middle class.

- Of course, the Administration’s most immediate imperative in this regard is to'do all we can to jump-

statt job creation. This was a central theme in President Obama’ State of the Union Address, and the
President outlined a program to quickly generate job growth in small businesses, clean energy and
energy efficiency, and infrastructure. Some of the key components of this proposed agenda include:

Tax cuts targeted at small business to provide incentives to hire new workers, raise pay, and
invest in new equipment; '

Proposals to create jobs weatherizing homes and buildings and expanding the production of
clean eénargy equipment here in America {this latter policy is discussed in trore detall below);

Infrastructure investment that will create good jobs building and repamng roads, bndges,transrt
and aviation systems, and water systermns.

While these initiatives are needed immediately to tackle unemployment, the Task Force is mindful of
the longer-term naed to ensure quality jobs, strong labor standards, and expanding opportun ity for
middle-class families well afterthe recession is over. Once again, our policy agenda is conSistently guided
by an awareness that the economic challenges facing today’s middle class largely are structural not
cyclical, phenornena,

To this end, the Task Force has focused on green jobs, manufacturing employment, Project Lahor
Agraements, responsible Federal contracting, strong enforcement of labor standards and helping

workers to build their voice at work, often th}'ough a fairer processin support of collective ba rgaining.

Supportingthe M.anufacturingéector

President Obama has stressed the importance of a strong manufacturing sector, both for the good,
middle-class jobs it creates and for the positive macroeconomic benefits it provides, Back in September,
whanthe President appomted him as Senior Counselor forManufacturing Policy, Ron Bloomdescnbed
the Administration’s position regarding manufacturing:

A strong manufacturing sector is a c:omerstone of American competitiveness and a critical part of
President Obama’s economic strategy. As we meetthe challenges of globalization and technological
change, itis vital to have a concerted effort across the Administration to support an innovative, vibrant
manufaciuring sector. ' ' '

* 13 %
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in keeping with this Adrdnistrations commitraent o supporting Ametican manufacturing, the Tazk
Foree has focused on manufacturing throughout the year holding twe manufacturing avents singe
theTask Force’s inmaption.

The first wids an gvant in Parnburg, Ohlo st Willard and Kelsay Solar Group, s rasearch, developmentand
ranufacturing Tacllity thet producsa thin-fitm solar peneds. Task Parcs mernbenstoured the Innovative
facility, after which thay held 2 roundiable discusgion with particdipanta frorm industry, Tsbot, govern-

guestions from mgrmbers of the public,

Vice Prasident Jou Blden ata Terk Forcomesting in Araericen marnfackudng atWillard and Enlsey Sulsr Sraagsa
manufachirer of solar panssin Peropsburg, Ohio, Sificisl White Houss Fhetograph by David Livoemann.

- Theeverd also prc—xfc:aci anopportunity for theYice President to highlicht sorme wfthe Administration’s

actions and propgoesals 1o support the American manufactising sectol, sref::iuciing

The Admiristration’s expandad corariiment o Fasesrch & Dievely :xmmt 'ﬁ&i) targeted stnew
“manufaciuring, icluding doubling our RED bwestment In bey science sguncies; sxpanding
the Technology Innovation Program, which supports innovation in the LS, through higherisl,
high-reward reseaich In ateas of critical national need; and making permanent the researchand
sxperirentation ta: credit, ancther important boost for mamifauring R&D,
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The expansion of the Hollings Manufacturing Extension Partnership (MEP), which is positioned
to playa he{pful role in meeting the challenges facing our manufacturars, This Commerce
Departrnent program exists to enhance the competitiveness of small- and medium-sized US.
manufacturers by helping firms transition to expanding sectors, adapt new technologies, and
provide the best possible training to their staff. Recognizing MEP's importance, es pedially given

~ the unique challenges and opportunities facing the manufacturing sector, the Vice President
used this event with Secretary Locke to highlight the role played by the MEP and support the
doubling of the prograrm’s resources in the President’s budget by 2015.

The manufacturing programs in the American Recovery and Reinvestment Act (ARRA), ranging

from new tax credits for advanced energy manufacturing, to safety net and training measures, .
to the Act’s purchase of over 17,000 domestic vehicles, to new high-speed and commuter rail

and smart grid investrnents. '

TheTask Force’s focus onthe manufacturing sector continued with its second manufacturing event, held
in Washington, DC on December 16. At this event, the Vice Presidént announced the Administration’s
support for a significant expansion of the 48C Advanced Energy Manufacturing Tax Credit, a new
Recovery Act credit“forqualified investrments in advanced energy projects, to support new, expandad,
ot re-equipped domestic manufacturing facilities”This event a lso featured the release of "A Framework
for Revltahzmg American Manufactunng a detailed presentation of the Administration’s approach to
the sector®

While the Rec‘overy Act included anumber of programs designad to help liftthe manufacturing sector
out of recession, one of the most forward-looking was the Advanced Energy Manufacturing Tax Credit
{Section48Cinthe IRS code). This credit is run throug hthe Department of Energy and the Department
of the Treasury 10 encourage investment in facilities to manufacture the machinery of the clean energy
economy right here in America. As Leo Gerard, President of the United Steelworkers, sald at our first
Task Forca evant,”we need to make sura that the green economy is an American economy. Wa need to
make sure that it's made in America. We need to make sure that what we're going to be exporting is our
ideas and ourvision and ourvalues and our science—not our jobs?

The Recovery Act provided $2.3 billion for the tax credit, butthe cradit was sa popular that we recaived
many more qualified applications than we were able to accept, As part of this Task Force event, the
Vice President announced the Administration’s support for an additional $5 billion to build on this
credit’s success, : ‘

The 48C tax credit is unique inthat while many tax credits and loans have long incentivized the produe-
tion of renewable energy, the 48C credit promotes the domestic manufacture of the componentsthat
are used to produce that energy. Thetax credit is avallable for advanced energy manufacturing facilitias,
such as investments in:

Téchnologies that create energy from renewable resources {sun, wind, gecthermal and other
renewable resources)

1 "A Framework for Rc—v'ta[izlng Amerrcan Manufacturmg, Executweofﬁcecf the President, Decamber 2008, it/

* 15 x
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Energy storage technologies (fuel cells, mlcroturbmes or other energy storage systems used in
electric vehicles)

Advanced transmission technologies that support renewable generation (including storage)
Renawablea fuel refining or blending tecﬁnologiés |

Energy conservation technologies (advanced lighting, smart grid)

Plug-in electric vehicles &vehide components (motbrs.,generétors}

Property to captura and sequester carbon dioxide

Other property designed to reduce greenhouse gas emissions’

The 48C program provides a 30 percent credit against tax liabilities that can be used to offset the costs
of investments in these areas, Following its introduction inthe Recovery Act, the credit generated three
times more acceplable applications than the $2.3 hillion initial funding level could support. Given the
dual need for good, middle-class jobs and for seed capital to help build a new, domestic clean energy '
sector, providing additional funding forthis successfultax credit is a high pnorrty of theTask Force, and
one we will work on moving forward.

_ Looking ahead, the Vice President and Task Force intend to work with the agencies and with Senior
. Counselor Bloom to continue to promote the Administration’s manufacturing agenda. Policies in this

space may include: export promotion, transitional assistance to supply chains (especially former auto
suppliers), public/private partnerships (especially in green manufacturmg) and continuing to build off
ofthe ARRA investments noted above.

Green Jobs

Connecting the American middle class to oppertunities in the clean energy sector isa critical com-
ponent of this Administration’s économic strategy. The extension of the Section 48C Advanced
Energy Manufacturing Tax Credit discussed above is only one piece of our agenda in this area; the
Administration’s commitment to green jobs also includes the other historic investments in clean energy
thatwe made inthe American Recovety and Reinvestrent Act, as well as an unprecedented inter-agency -
commitment to working together to remove barriers to the growth of green industries. '

. This commitment is reflected in the three events that the Task Force has held on the subject of green

jobs. Ourvery first meeting, held in Philadelphia, Penhsylvania in February 2009, discussed the potential
of green jobs as a pathway into the middle class. The green sector will grow rapidly as we transformthe
way that we produce and consumie energy—and this growth is good newsfor workin_g farnilies.

- At tha request of the Task Force, the White House Council of Economic Advisers {CEAj conducted an

analysis of green jobs in advance of our first Task Force meeting. The CEA found that green jobs typi-
cally pay more than comparable jobs outside of the green sactor. The wage premiurn for workers in
occupations that are concentrated in green industries ranges from about 10to 20 percent compared

* 16 *
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to similarly qualified workers in comparable jobs. And even among workers with the same occupation,
those ingreen industries tend to receive significantly higher wages. For example, welders in the turbine
manufacturing and power generation sectors make 13.5 percent more than the averags for weldars
across all industries.” It is no surprise thatthese higher-paying jobs are also mote bkelyto be union jobs.
A more complete analysis of green jobs, along with a description of seve ral local green jobs initiatives, .
including efforts to open up green ]Ob opportunities for disadvantaged workers, can be found inour
first Middle Class Task Force Staff Report.”

As our economy recovers, millions of Americans will rejoin the workforce or transition to new jobs in
growing sectors of the economy. If the coming recovery is to truly lift the middle class, these Americans
must be connected to career-track jobs that offer real opportunities for advancement and wages and
benefits that can support a family. That is why this Administration’s unprecedented investments in
catalyzing the clean energy econoimy and creating more good green jobs are 5o important.

-Cean Ehergy Jobsinthe ReooVeryAc:t

The Recovery Act included the largest single investment in clean energy in American history — $90 bil-
lion. This money will leverage private investment to produce a total of up to $150 billion in clean energy
projects. For a detailed analysis, please see Vice President Biden's memorandum to President Obama on
America’s transfo n'nat)on to a clean energy economy.” Among the key investments ara:

$23 billion for renewable energy generation and advanced energy manufactunng, which will
likely create over 250,000 jobs and leverage over $43 billion inadditional investment that could
support up to 469,000 more jobs” These investments put us ontrackto double our renewable
energy generation in 3 years and double our capacity to manufacture wind turbines, solar panels
and other renewable energy components by 2012,

$2.7 billion infederal investments, which will leverage an additional §3 biflion of private capi-
tal for projects designed to transform the transportation sector, including the production of
advanced batteries, plug-in hybrid electric vehicles, and all-electric vehicles.

$4 billion iy smart grid investments that will increase rellablhty, reduce electricity usage and savé
businesses and consumers billions of dollars. These smart grid investments will likely result in
43,000 new jobs and leverage enough private capital to support up to 61,000 additional jobs. -

55 billion for the Weatherization Assistance Program, so states can weatherize hundreds of
thousands of homes by the end of next year, delivering energy savingsto low-incorne famnilies
and creating green jobs in the process. The Recovery Act also expanded tax creditsfor energy
efﬁcnency home upgrades.

& oreen Jobs: A Pathway to a Strong Middie Class™Middle Class Task Force Staff Report, -

httpy/www.whitehousegov/assets/docum ents/metf_ona staff report_ﬁ nat.pdf

Y bid,

1 Memorandum for the Prasident from the Vice Pres;dent. "Progress Repcrt theTransform ation toa C!ean Energy
Economy, December 2009, http: it i
memo _on clean ensrgy ezonomy.pdf. ’

B All job estimatas correspond to Jobs that last for one yeat. Soma jobs could fast Eonger, whichwould
proportionately reduce the number of distinct jobs.
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$500 oriifien In competitive grants sdndnistered by the Department of Labor for projects that
traln workarsfor green fobs, -

ThaVics Prasident and ather maenbers of the Task Force are deaply angaged inthe continuing Imple-
rosrdation of Recovery Ac prograrns in the dean enemgy sacton

Aganoy Parthershipson Green JobsFacifitated by the Middle OnseTagk Fores

Arthe fiustmeeting of the TaskF wrce in Phl indelphia in February, Task Force marmbers and outside experts
disnussed weys to expand the derrand for green jobs, As the ranewable energy and energy sfficiancy
sectors grow, tralning wil become sven more critical We needto equip workers with the skilicthey need

-t perforrm thase mew mikkie-class jobs, This nesd was the focus of our second Task Farcs rreeting on
graen jels, which wag held onMay 26th in Dersar, Colrado. Tha Vics Prasidert and Secratavias Solls,
Donovan, and Vilsack wen joined by represantatives from several madel tralning programs, ncluding
programs oparated by commumity eolizges and labor unions™ Saoretary Solis officially srmounced the
svaBabity of $500 million In Becovary Ad grants for green jobs training, funds that havs sincs been
distributed to grartess around the nation

Wioa President e Bidun & 2 Task Foree nuefing on graen InbsinDenvey, Cdorade,
’ Gifichal White Houne Fhotogrephs by fravid Lienemanrn, '

2 oy s infarmatinon the mogd prograns s Miodle Chass Task Foroe S kibs
Uipdates” Fap Aeversnwhitelmtsegn sl sorumentsiiddle Clase Task Forre Creen_Jobs Undatepd
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In Denver, we announced two new agency partnerships, facilitated by the Task Force, which will make
it easier for people to find green jobs and connect to the training they need to fill them., First, the
Secretaries of Labor and Housing and Urban Development (HUD} announced a partnership aimed

at building on Recovery Act investrents to create green employment opportunities for residenté_of '

HUD housing. Secretaries Solis and Donovan encouraged local Workforce Investment Boards (WIBs}
and Public Housing Agencies (PHAs) to work together to train and place _public housing residents into
Recovery Act-funded jobs improving public housing. They also called on PHAs and WIBs to engage in

jointoutreach to inform public housing residents ofthese opportunities and collaboratively ensure that

quality worksupports are in place”

" Secondly,the Secreta ries of Education, Labor, and Energy announced a new agreement to advance the
development of a skilled clean energy and energy efficiency workforce by collaborating to link American
workers to jobs, tralning and educational opportunities funded by the Recovery Act and future Federal
investments. The Departrnents will share information and work together to develop mutually support-
ive programs that create career pathways for green jobs. The terms of the agreement are laid outin a

" Memorandum of Understanding between the three agencies? Both of these partnerships represent
the kind of interagency collaberation and communication that the Task Force seeks to promote. As
Secretary Donovan said,in these challenging economic times, it is crucial for government agencies to
collaborate to find innovative ways to create jobs and get Americans working again?

The MiddleClass Task Force Recovery Through Retro tReport

Atthe secondTaskForce meeting on green jobs in May, the Vice President asked the White Housa Coungll

on Environmental Quality to develop a plan that lays the groundwork for a self-sustaining home energy

efficiency retrofit industry that supports good, green jobs long after the Recovery Act investments in

energy efficiency are gone. In response, the Council on Environmental Quality convened a policy process

that included 11 departments and agendies and 6 White House offices. The result was the Recovery
"Th rough Retrofit Report, which was released at anotherTask Force meeting in October.”

The report identifies threa bartiers that stand in the way of a robust national home retrofit market.
First, consumers do not have access to reliable information about retrofits: Second, the upfront costs of
home retrofits can be high but consumars do not have access to finandng. Finally, there are notenough
workers with sufficient training to serve a robust national retrofit market.

The report then lays out steps that the Federal Government will take, using existing authority and
funding, to address each of the barriers. First, to address the Information barrier, we will develop a
standardized home energy performance measure applicable to every home in America, and an energy
performance labelthat energy auditors, retrofitters, lenders, realtots, and consumefrs can use to identify

1y s, Department of Labor, U.S. Department of Housing and Urban Development,
. httpd/portalhud, qow’p::rtal/page/portaifRE—"OVERY/transpaPcncy_resources/DOL%ZO-%ZOHWIuZOWEB%ZOPHA%Z‘“
Lettarin 20Fnalpdt, .

2 *Mamarandum of Understandl ng Among the Urdted States Departinents of Education, Enargy, and Labor”
http/www.dolbgovirecowry/greaenjobs-moupdi,

2 "Recovary Through Retrofit,” Middle Class Task Force, Council on Environmental Quality, Octoker 20009,
hitpy/www.whitshousa. aov/assetsldocwnentsmecovery Through_Retrofit_Final_Report.pdf
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the most energy efficient homes. Second, we will make it easier for hormeownets to pay for retrofits by
promoting accessible and affordable financing options. Finally, we will develop voluntary, nationally
recognized standards for worker training and certification so that workers recelve the skills needed to
assure that retrofit jobs are done well.

The Council on Environmantal Quality is convening an interagency working group chaired by the
Departments of Enargy, Housing and Urban Development, Labor and Agriculture as well as the
Environmental Protection Agency, to implement the recommendations. The participating Agencies
are reporting backto the Task Force on a regular basis.

Project Labor Agreementsand Cthier Executive Orders

One of the first actions taken on behalf of the Middle-Class Task Force was President Obama’s sighing of
Executive Order (EQ) 13502 encouraging executive agencies to consider using project labor agreements
(PLAs) when they engage in larga-scale construction projects. Project labor agreements are pre-hirg
collective bargaining agreements with one or more labor organizations that establish the terms and
conditions of employment for a specific construction project. The use of a project laboragreement can
providle structure and stability to large-scale construction projects. PLAs also help erisure compliance
with faws and regulations governing safety and health, equal employment opportunity, and laborand

employment standards. The coordination achieved through PLAs can sxgmﬁca ritly enhance the economy

and efficiency of Federal construction projects.

Along with assisting the preparation and signing of the EQ, the Task Force recognized that it was not
enoughsimply to signthe EG encouraging the use of PLAs; we needed to help promote theirappropriate
use by agency contracting offices, most of whom had little knowledge of, or experience with, PLAs. To
boost implementation of the President’s order, the Task Force convened an inter-agency PLAWorking
Group to provide technical assistance to agencies on PLAs. The working group currently includes the
Department of Energy, the Departrment of Labor, the Department of Commerce, the Departmant of
Justice, the Department of Housing and Urban Development, the Department of Agriculture, the
Department of Transportation, the Department of the Intetior, the Tennessee Valley Authority, the
National Aeronautics and Space Administration, the General Services Administration, and the Office of
Managementand Budget.

Building on the Department of Energy’s successful use of PLAs to effectively coordinate farge con‘str‘uc-'

tion projects, other agencies are investigating the benefits of PLAs, and we expect to see increased
utilization of Project Labor Agreernents in tha future.

As part of the Administration’s commitment to protecting workers an government contracts while’

promoting economy and efficiency in government contracting, the President also signed three other
Executive Orders:

. Economy in Government Contracting (EO 13494) requires the Federal Govemmentto remain

impartial concerning any labor-management dispute involving government contracts and, to
this end, prevents Federal contractors from being relmbursed by the Federal Government for
activities undertaken to petsuade or influence employees’ decisions whether ot notto formor
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join unions and engage in collective bargaining. However, the Executive Ordar permits reim-
bursement for costs related to mainta xmng satisfactory. labor relations between the govemnment
contractor and its ernployees.

Noti cation of Enployee Rightsunder Federal Labor Laws(EO 13496) requires that Federal
contractors post notices of workers' rights under Federal labor laws.

Nondi splacemen't of Quali ed Workersunder Service Contracts {EO 13495) providesthat,
when a Federal service contract expires and the Federal Government awards the follow-on
contractto a successor contractor, the employees of the predecessor have a right of first refusal
under the new contract for positions for which they are qualified.

_ Enfarcing Labor &andardsand Freventing Misclassl cation

Strong enforcement of employment and labor laws is critical to ensuring that, as the economy begins to
recover, the jobs we create are good jobs that can support a middle-class family. Iflabor standards are not
enforced,too many workers will be pootly positioned to improve their economic status. Working men
and women in many low-wage jobs will never earn enoughto support themselves and their families.
Noncompliant employers will be able to avoid responsibility for providing fair wages and safe workplaces
by improperly relegating many employees to independent contractor status, which also unfairly puts
the vast majority of employers—those who play by the rules—ata competmve disadvantage.

The enforcement agancies atthe De partment of Labor, including theWage and Hour Division, the Ofﬁce
of Federal Contract Compliance Programs, the Occupational Safety and Health Administration (OSHA),
the Mine Safety and Health Administration, and the Employee Benefits Security Administration, are
charged with protecting 135 million workers against these kinds of abuses at more than seven million
establlshme nts throug hout the United States. :

This Admm:stratlon has workedvigorously to defend and protect workers, beginning by restoring worker
protection agencies’ enforcement staff to 2001 levels. S:gmﬁcant progress was rmade in achlevmg this
goal. The proofis in the numbers:

710 new enforcement personn‘ei ware hired in worker protaction agencies.

QOSHA inspected workplaces employing 5.4 miliion people, provided on-site assistance to over
30,000 small businesses that employ 3.7 million workers, and provided 34,000 individ uals with

assistance and information. These enforcement activities included over 1,900 inspections of
workplaces receiving Recovery Act fundmg to ensure that workers involved inthese projacts

were adequately protected.

Since the beginning of 2009, the Wage and Hour Division recovered more than $171 million in
back wages for approximately 214,000 workers.

The Office of the Solicitor received a juryvérd ictagainst one of the nation’s largest poultry pro-
ducers and filed 2 consent judgment against the nation’s largest chicken processing company
for violating the Fair Labor Standards Act, resulting in back wage awards.

* 21 %
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The Office of-FederaI Contract Compliance Programs helped recover more than 59 million in
‘back pay for rmore than 21,000 affected workers.

In addition, the Office of Labor-Managementt Standards issued a final rule that preserved union members’
accessto meaningful financial information about their union while eliminating unnecessary paperwork
requirements. And the Mine Safety and Health Administration announced a comprehensive strategy to
end new cases of black lung among the nation’s coal miners.

This year, the Wage and Hour Division will launch a multilingual campaign titled “We Can Help"target-
ing worker populations and industries in which workers are reluctant to report violations, and OSHA is
holding a major worker safety and health summ:tto address the concerns of vulnetable Latmo workers
in Jow-wage, high hazard industries,

Yet there is considerably more that cani be dane to help workers. The Administration is undertaking

efforts that will build on the progress we have already made, including a new focus on misclassification,
which has been a key issue for the Task Force, Currently, workers wrongly classified as independent
contractors are denied access to critical benefits and protections to which they may be entitled as
employees, including overtime, health and workers’ compensation coverage, family and medical leave,
equal employment protections, safe and healthy workplaces, and unemployment insurance. In addi-
tionto denying workers the protections and benefits of the Nation’s most important employment laws,
misclassification gives unfair advantages in the marketplace to employers who misclassify their workers
and generates billions of dallars of losses to the governmentthrough unpaid taxes.

An August 2009 Government Accountability Office report noted that the precise extent of misclas-
sification is unknown, but studies suggest that it may affect 10 to 30 percent of firms. A number of
recent studies suggest that misclassification—while it occurs in many industries—is most prevalent
in several high-risk industries: construction, janitorial, home health care, child care, transportation and
warehousing, rmeat and pouliry processing, and other professional and personnel service industries. The
construction industry, in particular, is cited in each of the studies as rife with employee misclassification,

As part ofthe FY 2011 Budget, the Department of Labor will propose legislative changes that will require
employars to properly classify their workers, provide for penalties when they do not, and restore protec-
tions for employees who have been dassified improperly. The Budget also includes 525 million to hire
additional enforcernent personnel targeted at misclassification and to fund competitive grants to boost
states'incentives and capacity to address this problem.

. In addition, the Departmemnt of the Treasury is.seeking legislation to allow it to better define and cla rif_y

worker classification standards—which benefits workers and firms by reducing uncertainty—and to
prospectively redlassify misclassified workers. The Budget estimates that this would increase Treasury
receipts by more than 57 billion over 10 years, much of it consisting of unpaid taxes.

The Departments of the Treasury and Labor will explore avenues of collaboration with respect to worker
classification.
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Responsible Federal Contracting

The Federal Governmert spends over half a trillion dolfars a year on contracts for goods and services,
generating employment for tens of millions of workers. However, there are inadequate controls on the
records of firms who getthese contracts and on the guality of the jobs these contracts create. Ignoting
these factors has negative implications, ot only for the workers onthése contracts, butfor the quality
and efficiency of services rendered. For these reasons, the Task Force has participated ina review process
to identify ways to reform the procurement process to increase the qua hty of both the services procured
and the jobs created under Federal contracts.

TheTask Force recognizes that contracrs should not be awardedto inesponsible sources with unsatisfac-
tory records of business ethics, including noncompliance with labor and employment, tax, fraud, and
consumer protection laws, We also recognize that substandard wages and benefits can have negative
impacts on employees’ prod uctivity and stability, which in turn can reduce the quality of performa nce
on Federal contracts. :

We expect 1o produce shortly some new recommendationsto bringlt.hese ideas into practice.

National Equal Pay Enforcement Task Force

* With more wornen in the labor force than ever before, the earnings of women are essential to the

econormic well-being of American families. But too often, women are paid less than men for doing
the sama job. The first bill President Obama signed into law was the Lilly Ledbetter Fair Pay Act, which

Testores basic protections against pay discrimination for wornen and othar workats.-

The Administration will follow through on this commitment to equal pay for men and women by
creating an Equal Pay Enforcement Task Force. Responsibility for equal pay enforcement is fragmented
across three different agencies with distinct responsibilities and inadequate means for coordinating
efforts ot limiting potential gaps in enforcement. The Task Force willimprave coordination betweenthe
Departments of Justice and Labor and the Equal Employment Opportunity Commission with the goal
of ensuring that all applicable equal pay laws are vigorously enforced throughdutthe country. TheTask
Force will conduct an inter-agency review of existing regulations, reporting requirements, and ajclminis#
trative practices that relate to equal pay, and will recommend modifications to improve compliance. It
will also conduct a public education campaign to educate employers and employees about their rights,

'Employee Free Choice Act

As noted in the introduction to this report, both the President and Vice President have consistently
voiced support for collective bargaining and unions, viewing them as central to building Amarica’s
middle class. Many of the Task Force’s events and activities, from helping to pass executive orders that
promote laborfaimess, to joining with Labor Secretary Solis to elevate the role of union apprenticeship
programs in green job training, have stressed the positive tole unions can play in supporting middle-
class jobs and incomes. '
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It is, however, the case that union membership has fallen in recent decades from about 25%in the early
1970s to about half of ’chattpday’“ Part of the explanation for this trend is that the industrial mix ofjobs
in our economy has changed over the pastfew decades, as jobs have shifted from traditionally unionized

sectors, like manufacturing, to less unionized service sectors. But this compositional shift explains only

a small share of decline in unionism. The main reason is that fewer workers within any given industry
have joined unions. -

One might think that this represents a benign shift in American workers'sentiments about unions—
perhaps in a more global economy with fewer jobs in heavy industry, people no longer view unions as
relevantinstitutions. But the evidence belies that view. Noted Harvard labor economist Richard Freeman
reports that“tlhe proportion of workers who want unfons has risensubstantially over the fast 10 years,
and a majority of nonunion workers in 2005 would vote for union representation if they could?*

One reasonthere is less collective bargaining in our workforce than workers desire is that the organizing
playing field is farfrom level. Of course, not all employers oppose union organizing campaigns. Those
who do, however, are able to block the wishes of their employees with relative impunity as the current
systemmakes it much easier forthemto prevent their employees from forming or jommg aunionthan

- forworkers to exercise their legal right to doso,

The Administration has supported the Employee Free Choice Act (EFCA) as a way to rebalance the

union organizing playing field. in our policy work and events, as well as in various staternents by the
Vice Prasident, the Task Force has consistently stressed the importance of EFCA as well. This support
stemns from our diagnosis that one underappraciated reason for the negative trends portrayed inour
aconomic analysis of middle-class families is the loss of worker bargaining power. While raising the

unionized share of the workforce would not close the gap between income and productivity, it would ~ -
-~ help to provide low- and middle-income workers with some of the clout they need to dalm a fairer

share of the fruits of their labors.

The Employee Free Choice Act would institute three basic changes dasigned to make the organizing
process more equita ble. It would aflow workers to choose to otganize either through a balloting process

orthrough a“majority sign-up”process in which a majority of workers signs cards stating their desireto -
forma union, whereas the current system lets employers refuse to voluntarily recognize such a majority

sign-up. EFCA would also prevent employers from stafling on the first contract, and it would increase
penalties against employers who illegally block organizing drives.

Overthe course- of this year, the Task Force will continue to promote the benefits of union membership
and to amplify the President’s message of the importance of EFCA asa way to guarantee warkers who
want to organize a fair chance to do so.

© ¥ Brreau of Labay Statistics. In 2009, total union membearship was about 129 of the wage and salary workforce;
privata-sactor membership was sbout 7% and public-secior membership was about 37%.
% Richard B. Freeman, Do Workers Stilt Want Unitons? Mora Than Ever;” Economic PoI icy Institute, February 2007,
http://wwwshqredprosperrtyorofop‘laz/bp‘i&‘Lpdf
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III. Retirement Security |

In the wake of the stock market crash.and the credit crisis, many middle-class workers are feeling more
anxiety about their retirement security than ever before. Many workers saw their 401(kjs lose 30 or 40
percent of their value; workers who are n.t-:a"ring ratirernent are now facing the prospect of living on
significantly lass than they had planned.This decline inthe value of financial assets has been coupled

“with an equally dramatic decline in home prices across America, which has further diminished workers’

retirement security by eroding the value of the largest single investment for many middle-class families.
Household net worth plummeted by over $16 trillion from 2007 through the first quarter of 2009, and
while it has since stabilized and begun to recover, households remain far less wealthy and less secure

. than they appeared in the first half of this decade.®®

But while the recentfinancial crisis has raised awareness ofthis issue and increased the urgency of the

nead to address it, the problem itself is not new. Many workers, especially low- and middle-incoma
workers, have long lacked access to quality workplace retirement plans, and some of those who do
have access 1o retirement plans save too little or do not participate at all. And the gradual shift from

defined-benefit pensions to 401(k)s and other defined-contribution retirement plans, which has been

taking place for decades, has left mote workers than everbefore to plan their retirements for themselves
and 1o bear tha risk of investing for retirament alone. Many of these workers, even thase who save at
recommended rates over long periods, have seen the returns on their retirement savings eaten away
by high fees and expenses, leaving them with less than they had hoped for.

This Administration recognizes that the current system does not provide sufficient retirement security
for mitlions of Americans, which is why we are proposing aset of inftiatives o help more workers save for

retirement, to help those who already have retirement accounts start saving more, and to help workers '

with 401(K)s save with confidence.

Fstablishing Automatic|RAs

Many workers had saved too little forretirement even before being hit by steep drops inassat prices, in
large part because too many workers in America have no access to a retirement plan at work. Workers
with accessto a 401(k} or other pension plans fared relatively well prior tothe crash, butjust 60 percent
of working heads offamilies were eligible to participate in anytype of job-related pension or retirerment
plan in 2007. Even among those who were eligible, more than 15 percent did not participate in the
plan, leaving roughly half of the workforce—78 million working Americans-—with no employer-based
retirement plan¥ ' . ' ;

Furthermore, there are significant disparities in participation in retirement plans among wotkers of dif-
ferent income levels. Those at the top end of the income scale almost universally choose to participate
in workplace retirement programs; meanwhile, of those who have access to a retivement plan at work,

4Flow of Funds Accounts of the Unfted States” The Faderal Reserve, December 2008,
httpaf/www.federalraserve gov/rel eases/z1 feurrant/z1 pdf.

% Brian K. Bucks, et a, "Changes in US. Family Fiharces from 2004 to 2007: Evidence from the Survey of Consumer
Finances; Federal Resarva Bulletin, February 2009, https/Awww faderal reserve.gow/pubs/bud letin/2008/pdf/scfog.ndf
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one in five families headed by a worker in the middle fifth ofthe incoma scale do not participate, The
situation is much worse still for workers in the bottomfifth ofthe income scale, where among the subset
of workers who have access to aretirement plan, half of families do not participate.®

The Administration recognizes that inadequate access to retirerment savi ngs plans is threatening the
retirament security of workers, which is why we have proposed to lay the gro undwork for a system of
autormnatic Individual Retirement Accounts (IRAs) in the workplace. This system will require employ-
ers who do not currently offer a ratirement plan to enroll their empioyess in a payroll-deduction IRA,

_providing a valuable new way to save for many workers, This proposal will allow workers to voluntarily

opt out of these automatic contributions, but including nearly all workers in this systern by default will
make it dramatically easier to save forthe nearly half of the workforce that currently has no access to an
employer-based retirement plan. Small businesses will receive tax breaks to help themestablish these
arrangements and the stallest businesses (those with no more than ten employees) will be exempt
fromthese requirements,

Simplifying and Bxpanding the Saver's Oredit

Even among those who already have retirement accounts, it is not always easy for workers to save

enough to provide themselves with the retirement they deserva. Even when ¢combined with Social

Secuyity, many workers'account balances at retirement are not enough to provide a comfortabla income,

To help address this issug, we have proposed to help families save for retirement by simplifying and
expanding the Saver’s Credit, a tax credit that provides a government match forworkers contributions
to retirement savings plans. The expa'nded Savar’s Credit will match 50 percant of the first $1,000 of
contributions ($500for an individual and $500 per spouse inthe case ofa married couple filing jointly}

to retirement plans by families earning up to $65,000, and provide a partial credit to families eaming

upto $85,000.

While the cradit was previously targeted more to lower-income savets, this expansion will make many
move middle-class families eligible for the credit. At the same time, we are proposing to make the
credit fully refundable, allowing lowerfihcome saversto take full adva ntage'of the credit for the first
time. The Saver’s Credit will also work together with our automatic IRA proposal, encouraging workers
to participate inthe retirernent savings systern for the first time by matching the retirement savings of
the lower-income workers who currently lack workplace retirement plans,

Together, these two policies will help middle-class families build up the nesteggsthey needto provide
themiselves with a secure retitement, while helping lower-income families start to build up ¢rucial sav-
ings that will help them rise into,and remain part of, the American middle dass.

* fhid,
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Updating 401{k) Regul ationsto Improve Transparency and Reliability

The proposals above are significant legislative steps, and this Administration will continue to work with
Congress to make these proposals law because we believethey are crucial to strengthening the reﬁre# :
ment security of American workers, These policies will help more warkers to save, and will help those
who already have retirementaccounts to save more, but even workers who are saving enough may see
their returns diminished by high fees and axpenses. A majority of American workers with retirement
plans rely on 401({K}-style defined-contribution plans, making it critical that the 401(k} system be safe,
transparent, and well-regulated®

We need to do more to give families better choices to reach a secure retirement. To ensure that workers

have good options to save for retirement, and to provide workers withallthe information they need to

make the best choices about their retirement savings, the Administration Is improving the regulation
* of 401(K)s to make the system mote reliable and transparent. These regulatory acﬁo_ns include:

Improving thetransparency of 401(k} fees to help workers and plan sponédfs make sure they
are getting investment, record-keeping, and other services ata fair price.

Encouraging plan sponsors to make unbiased investment advice available to workers, helping
workers avoid common errors that undermine retirement security, whnle providing strong
protections against conflicts of interast.

Promoting the availability of guaranteed lifetime income products, which transform at least a
pottion of retirees’savings into guaranteed future income, reducing the risks that retirees will
outlive their savings orthat their living standards will be eroded by investment losses or inflation.

Reviewing and requiring clear disclosure regarding target-date funds, which autornatically shift -
assets among a mix of stocks, bonds, and other investrents over the course of an individual's
lifetime. Due to their rapidly growing popularity, these furids should be closely reviewed to help
ensure thatemployers that offerthemas part of 401(k) plans can better evaluate their suitability -
for their workforce and that workers have access to good choices in saving for retirement and
receive clear disclosures about the risk of loss,

Administrative Actionsto Improve Retirement Security

In addition to the proposals discussed above, this Administration has already taken smaller steps to
strengthen retirement security through direct administrative actions, President Obama has already
announced, and this Administration has begunto lmplement a sefles of common-sensa measures to
help workers save for retirement. These include:

Making it easier for small businesses to help their employees save by autoh'iatically anrolling
their workers in a401(k) or a"SIMPLE" individual retirement account plan.

~ ®Defined Conrribution Plans More Commaon Than Defined-Banefit Plans"U. 5. Bursau of Labor Statzstlcs, March
2008, hrtp//wwwblsgovfopub/pa'spectivesfssuea pdf
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Making it easier for pet}pie to save their Federal tax refunds by letting them choose to receive
their refund as a savings bond that can be deposited into [RAs or bank accounts.

Making it possible for employers to allow workers to put payments for unused vacation and
sick days into their ratirement plans, an option that is not currently available to most workers.

Making it easier for people to understand their options for retirement saving with the help of an
sasy-to-follow guide and website created by the IRS and the Treasury. So that complicated rules
will not discourage workers fromsaving, so we need to simplify and darify rules and instructions,
especially for workers changing jobs who are often unsure of their options for managing their
existing 401 (k) or other retirernent funds and contmumg to save for retirement.

Another Option: Safe Investment Choices

The proposals above are designed to encourage workers, especially low- and middle-income workers,
to save more for ratirement. This is a critical goal, and will have an especially pronounced impactonthe

“half of the workforce that currently has no access to a retirernent plan at work. But the problems workers

are now facing go beyond the fact that many workers save too little for retirement. Even for workers
who save at recommended rates for their entire lives, the possibility of a market crash always poses a
serious risk, as the recent financial crisis has tragically ilfustrated.

All wortkets, no matter their level of financial sophistication, should have access to well-diversified low-
cost investment options. They should also have an easy way to puta portion of their savings in a safe,
inflation-protected investment choica. While Treasury Inflation-Protected Securities (TIPS) and | Savings
Bonds offer this kind of protectiontoday, many investors are unfamiliar with them or lack an sasy way

~ toaccess these options in their retirement accounts. To address this, some have suggested the creation

of Guaranteed Retiremént Accounts (GRAs), which would give workers a simple way to fnvest a portion
of thei retirernent savings in an accountthat was free of inflation and market risk, and in some versions
under discussion, would guarantee a specified real return above the rate of inflation. These accounts
would allow workers to be sure that the funds invested in them will grow steadily withoutthe risk of a
market collapse. :

GRAs would not replace Sodial Security, which provides and will continue to provide a dependa ble
retirement income on which tens of millions of Americans rely, and most workers will wantte continue
to have a mix of assets with different risk and return profiles in their overall retirement portfolios, But
in combination with the proposals above, increased access to safe investment options may provide a
more secura retirement for American workers. The Task Force tecommends furthier study of these issues.
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IV. Balancing Work and
Family Responsibilities

The American workforce looks very different than it did two decades ago—two-income families are
the norm, older workers are staying in the workforce longer, and men and women are more avenly
sharing caregiving responsibilities—but the workplace has, for the most part, not changed to reflect
these realities. For the majority of middle-class families, it is no longer the case that one parent is the
breadwinner while the other isthe caregiver. The economic stability of middle-class families depends
at least in part on policies that help families balance workand categiving obligations so that adults do
not need to step away fromthe workforce to care for children or elderly parents or to update theirown
training, certifications, or skills.

The shift to two-income families has been accelerated by this recession, in which male-dominated

industries have been hit particularly hard. Women make up nearly haif of all workers on US payrolls, and

two-thirds offamilies with children are headed either by two working parents or by a single parent who
works™ In addition, older workers are forgoing retiremerit and working longer, a trend that began in
the last expansion and has continued through the downturn® These changes are unlikely to go away
as the economy recovers. As economist Heather Boushey said at our Novernber Task Force meeting,
“Taking seriously the challenges facing middle-class fa milies maans taking a long, hard lock at the
reality of theirday-to-day lives—the dual-earerfamilies, the single-parent families and the one-infive
traditional families—and adapting to this reality by ensuring that every worker can be a good family
caregiver, as well asa good employea.” -

Child Care

In 1970,30 percent of married women with children under the age of six were in the labor force By
2007, more than 60 percent of thase moms were in the laborforce ™ The employment rate for single
moms has similarly skyrocketed. Child care is more importantthan ever—and itis very expensive. Since
2000, child-care costs have grown significantly faster than inflation and twice as fast as the median

® “Familkes with own children: Employment status of parents by age ofyoungest child and fam:ly type”Bureau of-
Labor Statlstics, hitpy/7www.bls.gov/newsreleasefameat04.htm.
" * Pater R. Orszag, "Why Are Older Workers Working Longer,” September 2009,
htip:/fwwewwhitehouse gov/omb/blog /09/09725/ WhyAreDlderWorker sWorkingLonger/,
- 2 The 2007 Statistical Abstract: Table 584, Census
Bureau, httpy//www.census.govicompendia/statab/2007abor_force_employment_sarmings/lsbor_forze_statushtm!.
B“Women in the Labor Force: A Databook (2009 Edition), "Bureau of Labor

* Statlstics, http /Awwwibls.gow/cpsivirables htm
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household income*The average annual cost of full-time center-based cara for an infant ranges from
$4,560 in Mississippi to $15,895 in Massachusetts. More than 126 million Americans live in states
where the pnce exceeds $1 0,000.The average cost of care for a four year old ranges from $4,055t0
$11.680a year™ '

Home—based care Is slightly less expensive but still costs more than $5,000 peryear for a four yearold,
. and even more for an infant, in nearly 40 states. And the expenses do not end whén children reach
school age; before- and afterschool care costs more than $4,000 a year in the majority of states where
that data is available2®

To put those costs into perspecth/e, in everyregion of the country, the average price of child care forone
infant exceeds average annual expenditures on foad. In 39 states and the District of Columbia, child-care
centet fees for an infant are highet than a year’s tuition at a four-year public college. And in every state,
monthly child-care fees for two children at any age are higher than the median cost of rent”

Expanding the Child and Dependent Care Tax Gredit

While the cost of child care has skyrocketed, the Child and Dependent Care Tax Credit has only increased
once in 28 years and is not indexed for inflation. For families with incomes above $43,000, the credit
covers 20 petcent of qualifying child-care expenses, up to $3,000 in expenses for one child and $6,000
in expenses for families with two or more children. This results in a maximum credit of 5600 per child
and $1,200 perfamily. The credit also applies to expenses mcurred forthe care of a spouse ordependent
~ withadisa bility.

We should be providing more financial assistance to families who must puttheir kids in child care so they

- canwork. The Task Force led a policy process aimed at restructuring the Child and Dependent Care Tax
Credit to deliver significantly more help to middle~class families. As a result, the Budget includes a $900.
increase inthe maximum credit available to many middle-class families, Currently, families with incomes
below §15,000 are eligible fora 35 percent credit, which phases down to 20 percent for all families above
$43,000. Under our proposal, all families with incomes up to $85,000 would get a 35 parcent credit on
theirexpenses. The credit rate would phase down slowdy so that nearly all families with incomes below -
5115,000 would receive a larger credit than they do under the current structure, '

Increasing Child Care Assistance to Low-Income Working Families

-Many working parents simply cannot lift theirfamilies into the middle class without child-care assistance,
The Administtation recognizes the connection between child care and economic mobility. The Recovery
Act provided $2 billion for the Child Care and Developiment Fund to provide child-care assistance to

* Bureau of Labor Stattstics, Consumer Price index, wwweklagov. Census Bureau, Historkcal Income Tables,
http:/fwwecensusgov/hhesfeww/income/histingAnc hitoc.html,
%008 Price of Child Care; Nationd Association of Child Care Resource and Referral Agencles,
http//wvwwrhaccrraorg/randd/docs/2008_Price_of Child_Carapdf,
* |bid.
3 "Parents and the High Price of Child Care: 2009 Updata’” Natlonai Association of Child Care Resourceand Refarral
Agencies, httpy/ fissuu.com/naccrra/docs/parents-and- the-h?gh price-ofchild-cara-20097mode=embed&layout=white.
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low-income families and imprave the quality of this care. The Budget builds on this important invest- -

ment by providing a $1.6 billien increase in funding that will fund services for approximately 235,000
children and support an improvement in quality, safety and outcomes through a reauthorization of the
Child Care and Development Fund.

The Recovery Act also included $1 billion in additional funding for Head Start and $1.1 billion for Early
Head Start. These programs promote healthy child development and school readiness for children
from low-income families. The Recovery Act funds will allow both programs to serve more children, will
improve staff training, and will allow for Head Start centers and classrooms to be upgraded. The Budget
continuesthe Recovery Act expansions while adding new funds focused on lifting program outcomes,

Earty Learning Challenge Fund

The Administration’s interast in helping families with children in early learning and care arrangements

outside the home goes beyond increasing affordability. The quality of early-learning programs varies

_ widely.-'fhe President has proposed a $9.3 hillion Early Leamning Challange Fund to raise the bar and

ensure that more childrenare ready to succeed when théy start school. This competitive grant program
will drive states to develop models of coordinated early-learning systerns that prornote high standards
of quality and a focus on outcomes, The House of Reprasentatives passed the President’s proposal.
in September and the Administration is working closely with the Senate to ensure that this initiative
becomeslaw.

Supporting Family Caregivers

AARP andthe National Alliance for Caregiving estimate that 65 million Americans provide unpaid careto
seniors or people with disabilities™ Caring for.an elderly person is difficult enough, but many caregivers
are part of the “sandwich generation®—they must care for their children and their aging parents at the
same time. Nearly one-third of those caring for someonie over the age 6f 50 have their own children at
home.* Many caregivers struggle to balance work with their family obligations—nearly 60 percant of
caregivers work full or part-time and two-thirds of these working caregivers say they have hadto go in
late, leave early, or take time off as a result of their caregiving responsibilities.*

To ease the burden on families with eider care responsibilities and improve the quality of life for seniors,

. theTask Force worked with the Department of Health and Human Services to develop a new Caregiver

Initiative in the FY 2011 Budget. The Caregiver Initiative provides a total of $50 million in additional
funding for the National Family CaregiverSupport Programand the Native American Caregiver Support
Program. These programs provide temporary respite care, counseling, and training, and help with retro

3 "Caregiving inthe U.S.: Executive Summary,” AARP and National Alliance for Careglving, November 2009,
httpy/wwvecaregiving.org/data/CaregivingUS Al AgesExacSum pdf.

» "Caregiving in the ULS,: A Focusad Look at Those Caring for the 50+, AARP and Natienal Alliance for Caregiving,
Novrember 2009, http//wwwecaregiving.org/data/F N ALRegularExSum Soplus.pdf,

A*Caregiving Inthe US.: Executive Summary,” AARP 2nd National Alliance for Caregiving, November 2008,
Fttpy/Awvw.caregiving.org/data/CaragivingUS All AgesExacSum.pdf .
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fitting homes to accommodate the needs of aging relatives. Thay »,atlsd'[irikca regivers with information

* and referrals to other supports. The extra funding will allow nearly 200,000 additional caregivers to be

served and three million more hours of respite care to be provided,

The Caregiver Initiative also adds $50 million in funding to programs that provide transportation assis- -

tance for medical and other appointments, adult day care, and in-home services, such as aides to help
senors bathe, cook and clean. The new resources will support one million additional hours of adult
day care and three million rides to critical daily activities. All of the programs boosted by the Caregiver
Initiative are administered through the successful network of local aging agencies across the country,
which are already providing critical help to seniors and caregivers, but whose strained resources fimit
thelr reach. Just ask Mary Lynn, a social worker from North Carolina, who wrote in to the Task Force
website to tell us that there ate not enough resources to provida needed respite care to the famlly
caregivers she works with, and to ask whather we could help.

This initiative is not exclusmely focused on caregivers of the alderly. Thé Lifespan Respite Care Program,

“which will double in size, is designed to help families caring for people of all ages with disabilities. The

National Family CaregiverSupport Programis primarily focused on caregivers of seniors, but it also pro-
vides assistance to people overthe age of 55 who are taking care of younger relatives with disabilities.
Many of the workplace flexibility initiatives that we discuss below will also provide support for people
with disabilities, and the Task Force will continue to e*(plore ways to support people with dlsa bilities
and their families.

ldeafor Further Cbnsiderétidn: More Rnancial Assistancefor Caregivers

Going forward, the Task Force believes that we should study additional aptions for easing the financial
burden of caregiving. Many caregivers spend thousands of dollars a year out of their own pocket.”
According to survey data, only 20 percent of care reciplents overthe age of 50 live with their caregiver™®
Yet the Child and Dependent Care Tax Credit provides no break for out-of-pocket caregiving expenses
paid on behalf of an elderly relative who does not live in the taxpayer’s home We should consider
modifying this credit to covertaxpayers who do not live with their elderly parents or grandparents. But
even an expanded Dependent Care Credit would not defray many of the costs that caregivers face.We
should also study proposals fora new tax credit—not tied to any particular expenses—forthe primary

" caregivers of people with long-term care needs.

It is also important to note that, as more families depend at least in part on paid caragivers, the Task Force
believes these should be good jobs, so that these workers can support their own farnilies and provide
high quality care to our children and parents.

@ "Fé"nﬁ'!y C'érégivars—What they Spend, What they Sacrifice) National Aliarce for Careglving and Evarcara

" November 2007, hitpy ferww.caregiving.org/data/Evercare,_NAC_CarediverCostStudyFINAL20111807.pdf

@1 aregiving in the U.S: Executive Summary” AARP and National Alliance for Caregiving, November 2008,
hittps//ww caregiving org/data/CaregivinglS All AgesExec Sum.pdf
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More FexibleWorkplaces
| Expand paidleave

The United States is one of the only industrialized countries without any requiremeiit that empioyefs
provide paid family leave.* Workers covered by the Family and Medical Leave Act can take up ta 12
weeks of unpaidtime off annually without losing their jobs, but millions of families cannot afford to use
unpaid leave. Ahandful of states have enacted policiesto offer paid family leave, but more states should

have that chance. The Budgetestablishes a $50 million State Paid Leave Fund within the Department of |

Labor that will provide competitive grants to states to plan and establish paid-leave programs,

Roughly 40 percent of private-sector employees work ata compa ny that does not offersick pay for their

own iliness or injury. And low- and middle-incorne workers are much less likely to be offered paid sick .

leave than highly paid workers.** In November, the Administration announced its supportfor the Healthy
Families Act.This legislation would allow millions of working Americans to earn up to 56 hours per year
of paid sick time, which they could usa to care for themselves or for a sick family member. Providing
job security and a short-term continuation of income when a worker must take time off to get well or
provide careto a family memberis an importantstep in meeting the needs of modem working families.

Conduct Research and Disseminate Data on Wbrk/Life Foliciesand FlexibleWork Arrangements

It is imperative that we expand our understanding of worl/life policies and their impact on the labor
rmiarket—both to learn more about key issues for working families and leam more about the impact of
these policies on the performance of the labor market. In the coming year, the Department of Labor
will enhance its data collection and analysis around issues like parental leave, child-care responsibilities,
usage offamily leave insurance programs, and other topics related to the intersection of work and family
responsibilities. The Budget provides addltnona! funding to the Wormen’s Bureau at the Department of
Laborto support this effort,

Ideafor Further Consideration: Modernizethe Familyand Medical Leave Act

The Family and Medical Leave Act (FMLA) prov:des for up to 12 weeks of unpaid leave. It applies to
employers with 50 or more employees and protects workers who have worked at least 1,250 hours
overthe past 12 months. It was an importantfirst step in providing economic securlty to dual-income,
dual-caregiving parents or single parents, but more is needed.

In October, the President signed legislation expanding FMLA covarage formilitary families. In Decernber,
the President signed legislation that will make flight attendants and crewmembers eligible for FMLAfor
the first tima These changes will make a huge difference forthe families that are impacted, but there
Is much more that needs to be done. More than 40 percent of American workers are in firms that are
not coverad by the Act. And millions of workers at businesses covered by the Actare not eligible for its
protectxons because they do not work enough hours or have worked for their employer for lessthana

@ ANO Leary and Karen Kornbiuh, “Fam ity Frrendfy for All Families” in"The Shriver R=port. AWomar(s Nanon
Changes Bvarything;” 2009, hitpy//www awomansnation.com/govarnment.php
“ Bureau of Labor Statistics, National Compensation Survay, http://vweww.bls.gov/newsrelease/abs2.108.htm
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year* The Task Force believes that we should consider extending FMLA to employers with 25 or more
employees. In addition, the Task Force recommends that the Administration explore the pOSSlblhty of
expanding the activities and circumstances that are covered by FMLA protections.

Idea for Further Considetation: Nl akethe Federal Government a Model Enployer

The Task Force also recommends gathering data on flexible work arrangements in the Federal work-
force and considering piloting a variety of best practices from the private sector in the Federal _
workforce, including enhanced telework options, results-based ma nagement systems that improve
productivity and encourage flexibility, and a “right 1o request” process for flexible work arrangements
for Federal workers, Policies like these have the potential notonly to help middle-class families balance
 their work and family responsibilities, but also to enhance the efﬁcnency and competxtxveness ofthe
Federal workforce. '

An Administration-Wide Commitment

TheTaskForce isnotthe only entity focused on helping families balance work and caregiving obligations,

In March, President Obama signed an executive order creating the White House CouncilonWomenand
Girls. Like the Task Force, the Council is based in the White House, but brings togetherthe bast minds
from across the Administration to address pressing problems. One of the Coundl’s specific areas of focus

is working closely with each agency to ensure that the Administration evaluates and develo ps policies
that support a balance between work and family responsibilities. When he announced the Council,
the President noted that “issues like equal pay, family leave, child care and others are not just women's
issues; they are family issues and economic issues. Our progress in these areas is an important measure
of whether we are truly fulfilling the promise of our democracy for all our people®

se of the FMLAUS. Department of Labor, http;//wwvedol.govfasp/archiy efr=portsffmlafchapter3 hm.
= "Presndent Qbama Annourngces thte House Councll onWomen and Girl 5™ http:/feewwawhiteh y
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V. Pathways to the Middle Class

Making Higher Education A ordable and Accessible

It has long been one of tha core aspirations of middle-class families to provide their children with the
opportunity to get a college education. Postsecondary education is strongly linked to higher earnings
and greater economic mobility, offering one of the most reliable routes to a good careerwhile providing
acritical pathway intothe middle class for children from lowet-incorme families.” For many middle-class
parents, higher education means the chance for their children to realize their full potential and represents
the hope that their children will do even better than they did themselves. :

Unfortunately, the cost of éoile.ge has risen rapidly Wh ile the income of typical Ametican families has
stagnated in recentyears, making it Increasingly difficult forworking-and middle-class familiesto afford
college and leadmg more and more students to take on significant debtto pay for higher education. -

TheTaskForce heard about these challenges first-hand at the two events on college affordability that we
held over the course of the pastyear, The first event was held on April 17 atthe University of Missouri-St,
Louis, and in September, the Task Force traveled to Syracuse University for our second meeting on this
topic. At these two events, the Vice President and members of the Task Force, induding Secratary of
Education Arne Duncan and Secretary of the Treasury Timothy Gefthner, heard from students, parents,
faculty, and administrators in open, town hall-style question-and-answer sessions. We got a variaty of

feadback at these sessions, butone message we heard over and over again was that while postsecond- '

ary education remains as important as ever, mlddle-c!ass familiesare ﬁndmg it harder and harder 1o
afford a college education, '

* The magnitude ofthis problemis striking: growth inthe cost of co llege has dramatlcaﬂy outpaced the
. growth of middle-class incomes. Since the 1979-80 academic year, the inflation-adjusted valug of the

average published college tuition has shat up from $2,174 to $7,020 for public four+year colleges and
from $9,501 to 526,273 for private four-year colleges.*® Family incomes, by contrast, have stagnated,
as documentad above, Frorm 1979 to 2008, the real median income of American famdxes with children
grew just 7.6 percent, from $55,830 to $60,055.%

These figures translate into a 0.25 percem: annual growth rate in median family income over the past
three decades, compared to an annual growth rate of 3.98 percent for public four-year colleges and 3.45
percent for private four-year institutions over that same time span. In otherwords, collegg tuition costs

¥7 Sea”Barriers to Higher Education,” Middle Class Task-Force,

httpyiwenwhitahousa gov/assatsidocum erts/MCTE_staff_report_brarrisrs_to_college FINAL.pdf
* " Trands in Colfege Pricing: 2009, The College Board, 2009,

hrtps/ fwsn trends-collegeboard com//college. pricing/1_4_ovar_tinie constant_dollars. htm 7expandzble=0.
©nited States Census Bureal, hitpywww.cansus.gov/hhes/www/income/histincincfamdat.htmt

* 35 *x
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frave grovwn over lentimesas fast as resl radfan incomes v farnifies with children, Thistrend is partially
offset by increasing levels of financial afd most studerits are alded by varivus grants and sdjustmants,
bringing the averags actual cost pald by students firr collzge In 2009-10 10 §1.620 for public fourvear
institutions aned $11L.870for private fouryesy butitutions. ™ This sxpansion of financial aid 5 2 sigrificant
ansd positive development, but desphe the growing generosity sf aid, farmifies are firding fthardarto
afford collegs as privas cordiivue to rise and thelr incomes fall to keep pace. '

Yive Prexidantos Biden and nanbary of the Middle Chass Task Foroe aba Task Rorcemesting on
higher edusaiion In St Louls, Missourt Officiel Whita House Photegraph by David Lisnemeaon,

One raflaction of the parsistent difficultios that Farnilies are kaving in paving for collegs s the shsing
dhabt load with which students leava collsge. About two-thirds of students now take out loans to pay
forcollegs, ardd the sverags delit of a coliege gradumte s now more than $23,000.7 Like tultion, the sire

~of these student leans I growing significantly faster than middle-class incorves placing Increasingly

heaey burders on students and their familiss,

= rards i Coblege Pricing: 20087 Trelollegps Board, 2008 .
hapdhnwwirerrdscolensboerd comootiege pricng/3 1 net_piesttmBarendatiesD,
Sesradant Debt and thelias: of 20087 Prjact on Studert Dent, December 3003,

Rtpy/iveraprohacinnatuclenidei R e fileg/ pubidesof 2008, : .
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Partly because of these dlﬁicultles paying for college, middle-income children are not only less hkely
to enroll in college than their high-income peers, they are less likely to complete college once enrolled.

High school graduates from middle-income families are significantly less likely to enroll in two- or
four-year colleges than children from high-income families.” In addition, middle-income children are
about half as likely to completecollege as wealthier children, witha 25 percent college comp letion rate,
comparédto 53 percent for children from families inthetop income fifth.> These income effects can be
seen evenamong students withcomparable merit or academic ability; about 30 percent of high-ability
eight-graders from low-socioeconomic status families eventually completed college, which is similarto
the share of their high-socioeconomic status peers with unusually low scores on ability tests,™

These problems are compounded in the case of lower-income children and families by additional
nonfinancial barriers. Low-income students oftén do not have access to information and natworks that
would encourage theinto attend college, help themfind good, affordable colleges a nd unnfersmes or ;
alert themto the availability of financial aid.

For low- and middle-income families, these financial and nonfinancial barriers to college are deeply
troubling because college is such a critical pathway to a good careet. The returns to higher education
are not only high, they are growing: in 1973, a college graduate earned 46 percent more per hour than
a high school graduate, and by 2007, this difference had grown to 77 percent®

The benefits of college are perhaps even more striking for fow-income individuals, as college is strongly
linked 1o upwakd mobility. Among children who gtew up it low-income families, those who did not
graduata from college were almost thrae timas more likely to ramain in the bottom fifth of the income
scale than were low-income childran who went on to complete college.® Even among middle-income
children, higher education is linked to upward mobility; those with college educations are significa ntly
more likely to move toward the top of the income scale than their peers without college ed ucations.

These statistics all undetscore a critical point, which families across America already understand: higher
_ education is not just-a core component of the American dream and a widespread aspiration of middle- - o
class families, it is the single best route to a good career for children framall backgrounds and a crucial '
- pathway for low-income children to reach the middle class for the first time. Access to co llege is critically
important for American famifies, and it is our rasponsibility to ensure that if a quakﬁed srudent wants
to attend college, he or she can, rega rdless of income or background. _ !

# U5, Department of Education, Institute of Education Sciences,
httpy/ncasad.gov/program sicoe/2009/sactions/table-tre-1.asp

S Ron Haskins, Harry Holzer, and Robert Lerman, “Promoting Economic Mobtiity
by Increasing Postserondary Education,”Paw Economic Mebillty Project, 2009,
hitpy/www.pewtrusts.org/uploadedFiles vwwpevetrust sorg/Reports/Ecanomic_Mobility/PEW._| EM_Hasks ns%20 7pdb

TR Mary Ann Fox, Brooke A.Connelly, and Thomas Snyder, *Youth Indicators 2005: Trends In tha Well-Being of
American Youth,”National Center for Education Statistics, Institute of Education Sclerces, ULS, Department of Education,
Juty 2005, hitp:/fnces.ed.gov/pubs2005/2005050 o4 The socloeconomic status was measured with acomposite score,
based on family income as well as an the parents' education levels and on the occupations in which the parents worked,

. ¥ Sea"Financing the Dream: Securing College Afferdability for the Middie Class Middle Class Task Force Staff

Report, http/wwaw.whitehousegov/assats/documents/staff_report_college_affordability).pdf, :

= Lawrance Mishal, Jarad Barnstein, and Heidi Shierholz. The Sate of Working Am enca 2008/2009. Ard Economic
Policy institute Book. Ethaca, N.Y.iLR Press, an imprint of Cornell University Press {2000).
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Reforming Student Aid and Restoring American Leadermip'in Higher Education

To compete in the global economy and build a strong foundationforfuture economic growth, Ametica
must have a highly skilled and educated workforce. That is why the President has set a goal that by
2020, Ametica will once again have tha highest proportion of college graduates in the world. This
Administration’s commitment to expanding educational opportunity is reflected in the Recovery Act and
in the comprehensive plan that the President has laid out to reform student aid and restore America’s
leadership in higher education, The Administration is currently working with Coengress to make each
element of the President’s plan a reality.

Capping Student Loan Payments. Last July, the Departrnent of Education launched the Income-Based

Repayment (IBR) plan for Federal student loans. This repayment option protects borrowers by linking
paymentsto their income and family size, so that those with a high debt-to-income ratio will have lower
payments than they would underthe standard repayment plan.”

Right now, the annualrepay ment amount for [BR participants is capped at 15 percent of the difference .
between the borrower’s income and 150 percent of the poverty line for the borrower's family size, A -

borrower is eligible for IBR if this calculation produces a lower repayment amount than the borrower

- would owe under the standard ten-year repayment plan. if the borrower still bas a remaining balance
after making payments under 18R for 25 years, the debt is forgiven, For borrowers woaking continuously
in a public-service job, the remaining debt is forgiven after only 10years,

The Task Force has .adyoca‘cgd foran expansion of the Income-Based Repaymeant plan to provide more
relief fromcrushing debt burdens. The President’s FY 2011 Budget includes a proposalto make IBR mora
generous, 5o that borrowers would have to pay only 10 percent of theirincome above 150 percent of the
poverty line, andtheir remaining debt would be forgiven after only 20 years of [BR payments, Borrowers
in public-service jobs would have their debt forgiven after 10 years. This proposal would significantly
reduce monthly payments for eligible borrowers; the monthly payment for a single borrower earning
$30,000 who owes $20,000 in loans would be $115 a month compared to 5228 a month under the
standard ten-year repayment plan.

- ArourTask Force meeting in St. Louis, Missouri, we heard from amother whose daughterwas struggling

after graduating from college with $60,0001in student loans and taking a job as a teacher, This proposal
. will help with the staggering burden of student loan debt and allow a generation of Fyoung adults to
_enter public service and other careers with historically low pay.

Student Loan Reform The Administration Is proposing to make student Joans more reliable and -

cost-effective by shifting all loans tothe Direct Loan program. Right now, Federal loans are processed
and delivered through either the Fedetal Family Education Loan (FFEL) program ot through the Direct
Loan program. In the FFEL program, private student lenders get excassive entitlement subsidies at

¥ For more information about the Income-Based Repayment Plan,
see httpy//studentid.ed gov/student s/attachments/siterasources/IBROGA_tamplate_123109 FIN AL.pd:. The
Department of Education has developad an online income-Based Repaymart aligibility calculator that can be found at
http://studentaid.ed.gov/PORTALSWebApp/ students/anglish/BRCal ¢ jsp

* 38 %
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levels set by Congress. In the Direct Loan program, the Federal Government provides the capital for all
new student loans, and contracts with private companies to manage and collect on those loansin a
competitive process that rewards good performance. Shifting all loans to the Direct Loan program will
eliminate FFEL subsidies on new student loans and generate billions of dollars in savings that can be
used to éxpand Pell Grants and make historic investments in community colleges.

The shift to Diract Loans will not only save money, it will make Federal student loans more reliable.
Lenders are more interested in their short-term bottom line than in the long-term ability of the FFEL
programto guarantee that every eligible student seeking a loan will receive one. The FFEL program was
rocked by the turmoil in our financial markets and might have collapsed were it not for Congressro nal
intervention. The Direct Loan program suffered no dxsruptnons

Larger Pell Grants.The Recovery Act provided more than $17 billion in additfonal Pell Grant funds for
needy students, and the combination of the Recovery Act and the 2009 appropriations bill increased
the maximum Pell Grant by mora than $600, for a total award of $5,350. Forthe 2010-2011 acadernic
year, the maximum Pell Grant award will increase to $5,550. The Administration is proposing to build
on these increases by making Pell Grant funding mandatory, rather than partially dependent onannual
appropriations from Congress, and by guaranteeing that Pell Grants, which are worth less than half as
much as they were 30 years ago, grow faster than inflation in the future,

The American Opportunity Tax Credit. The Recovery Act created a new Ametican Opportunity Tax
Credit, which is worth up to $2,500 per year and can be claimed against tuition, fees and textbook
expenses for4 years of college. The full credit is available to families making up to 5160,000, and is
partially refundabile so that working-class and low-income families can benefit.” The Administration is
now working to make this tempora ry credit permanent, '

Expanding the Work-Study Program, The Recovery Act prowded an additional 5200 mllhomnfundmg
to the Federal Work-Study program, which allows colleges and universities to provide jobs that help -
students with their expenses :

Expansion of Low-Interest Perkins Loans. The Administration has proposed adramatic increase in
the availability of Perkins Loans. Perkins Loans, which carryan interest rate of only 5 percent, help filithe
gap for students who still have unmet financial need after other Federal student foans are taken into
account The Administration’s plan would make Perkins Loansavailable to 24 million students each year.

Smplifyingthe Federal Sudent Aid Appl icétion .The histofic increases in Federal student aid outlined
above will only achieve their desired result if students know they are available and are not deterred
by the application process. Unfortunately, the application for Federal student aid—known as the Free

®The American Recovery and Relnvestment Act of 200¢: Saving and Creating Jobs and Reformf rig Education,”
March 2009, http:/www.ad gov/ policy/gen/teg/recovery/im plementationhtml.

® Mora information on the American Cpportunity Tax Credit is avaltable at
httpy/wwnwLirs.gov/nawsroom/article/Q, id=205674,00.htm] .

%'The American Recovery and Ralnvastment Act of 200%: Saving and Creatfng Jobsand f‘eforming Education”
tarch 2009, hitp: M2 ed.gov/policy igen/tegirecovery implementation. htmi
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Application for Federal Student Aid, or FAFSA—is needlessly long and complex. According to a Nationail
Economic Council and Council of Economic Advisers reportthat was released and discussed at our Task
Force meeting at Syracuse University, the FAFSA acts as a barrier to college access for many students

and their families, and can be simplified with fittle or no Impact on aid eligibility orthe amourit of aid
" granted for the vast majority of students.”' -

The Department of Education has already streamlined the online FAFSA, and more improvements have

recently been irhplame nted, Some applicants can now access data they have provided to the IRS and
transfer it to the FAFSA, and the Administration is working with Congress on legislation that would
eliminate the financial questions that cannot be answered with IRS data.

Srengthening Community Colleges. Last year, the President called for a 512 billion investment in
community colleges aver the next 10 years that would support the President’s goal of graduating five
million additional community coflage degree or credential recipients by 2020. The Administration
strongly supports the Ametican Graduation Initiative, contained in pending legislation, which would
create a new competitive grant program to encourage community colleges and states to-innovate and
expand on proven reforms, a new online skills laboratory with freely available courses offering new
opportunities for students to gain knowledge on their owntime, and a new fund to help community
colleges modernize their facilities to meet growing demand.

The Admmrstratlons planto improve quality and raise graduatlon rates wxll give students a cost-effective
choice. The average price of tuition and fees at public two-year colleges is $2,544, compared to $7,020
for in-state students at fouryear public schools and $26,273 at private four-year schools.” Community
college degrees and certificates are valuable as standalone credentials or as a low-cost intermediate
step towards a bachelor’s degree from a four-year institution. The American Graduation Initiative would

provide an incentive to states to establish better articulation agreements, which would allow students'

to movre easily tra nsfer fram a commumty college to a fouryear institution.

College Accessand Completion Fund. Only about half of all college students graduate within 6 years,
and the graduation rate is much worse for low-income students. These statistics have consequences—
workers with bachelor’s degrees make an average of 54 percent more than those who attendad col-

lege but did not graduate.® The Administration has proposed the creation of a College Accessand
~Completion Fund to finance innovative efforts at the state level to boost college graduation rates and

close achievement gaps. The Fund will devote resources to evaluatmg these efforts and expanding
programs that are proven to be successful.

& eSimplifylng Student Ald: The Case for an Easier, Faster, More Accurate FAFSA/"Councll of Economic Advisers/
Natioral Economic Councll, September 2009, hitp:/fwww whitehousagov/assets/documents/FAFSA_Report padf
© Trarrdsin Coliege Fricing: 2008, The College Board, 2009.
hepy//wwwetrends-collegeboard.com/college_pricing/1_4_over, _time_constart_doltarshtmi?expandable=0
T E BGreauof Labor Statistics.
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Improving 529 ollege SavingsHans

At our first Task Force meeting on college affordability in St. Louis, the Vice President directed the
Department of the Treasuryto prepare a report with recommendations for making Section 529 college
savings plan more effective and reliable for middle-class families. The Treasury Department released the
report at our secorid Task Force mesting on college affordability in Syracuse.® The report identifies sev-
eral approaches thatstates and plan administrators should taketo improve Section 529 plans, including:

Providing age -based index funds, which have Iower feas than actively-managed funds and
automatically shiftto more conservative investmentsas the beneficiary approaches college age.

Eliminating homie- s’cate bias in state tax policies to stimulate competmon between plans and
give consumers more investment options.

Improving transparency so it is easier for investors to access data on the historical returns of
different plans. '

ideafor-Further Osnsrderatlon Sowing Tuition Increases -

Whenmiddle- class farilies sitdownto figure out howthey will payfor college, they consider at leasttwo
key factors: the total cost of attendance and the aid package their child has teceived. This Administration
is seeking to address both of these issues. In addition to laying out a comprehensive plan to increase
student aid and make it easier for students and families to pay for college, we took critical steps to
mitigate the impact of the economic crisis on tuition. : '

The recession has made it especially difficult for states to hold down tuition at public universities,
However, the Recovery Act responded to this challenge by setting aside nearly 550 billion for a State
Fiscal Stabilization Fund, which has already had a tangible effect as public universities in at least 22 states
used Racovery Act funds to scale back tuition increases, For example, the Minnesota State Collegeand

. University System reduced a planned tuition increase from 5 percent to 2 percent. Atthe University of -
Virginia, a tuttion increase was cut in half by Recovery Act funds.®

. As our economy begins to recover, it is time to take the next step and ask colleges and universitias to
think about ways to increase productivity and lower operating costs as they simultaneously seek to
improve quality. In his State of the Union speech, the President challenged colleges to do their part.
The Task Force focused on rising tuition in our first staff report on higher education, which highlighted
several strategies that could help schools control costs, and we planto continue working on this impo-
tant issue in the future.* '

#An Analysis of Section 529 College Savings and Prepaid Tuition Plans;"Department of the‘l'reasury, September 9
2009, http:/Awwwlreasgov/pressireleases/docs/529 oo,

 For more examples of the Recovery Act's impact on tultion see"U.S Department of Education, American
Recovery and Reinvastment Act Report: Summary of Programs and State-by-State Data,"Novembar 2, 2009,
httpy//wwrverecovery. gov/Nevrs/faatured/Dozuments/Education %20Dept. %20ARR A%20Program s820and?6 20Jobs pdf

% nancing the Dream: Securing College Affordakbility for the Middle Class,” Middle Class Task Force Staff Reporz
http./lwv«wwh&t%us: gov/assats/documents/staf_report_collage_affordabillty.pdf
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QonnectingWorkersto Career Ladders

The Administration is committed to expanding economic opportunity on several fronts. Effective job
training is critical to helping workers get and keep middle class jobs. 1t can help workers expand their
skills to continue and improve their careers, provide new skills that put workers on promising career -
pathways, or supply basic skills for those seeking to enter and remain in the workforce. Over the past
year, we invested heavily in workforce development to ensure that American workers are equipped to
compete for the good jobs of the future. Our FY 2011 Budget continues this commitmentand supports
evidence-based innovation in the job training systernthat will provide improved training and employ-
ment services and produce better outcomes for workers,

The Recovety Act provided nearly 35 billion for Workforce Investment Act training and employment
programs, including $750 million for competitive grants to support worker training and placementin
high-growth industries, 6f which $500 million is focused on the clean energy sector. Close to 575 mil-
lion of the funds in this-competitive grant program are baing used to help communities impacted by
restructuring in the auto industry.” The Recovery Act also provided over $500 million for employment
assistance for people with disabilities.

Innovation isa key to strengthening training programs and providing good jobs for middle-class fami-
lies in the clean energy jobs of the future, For this reason, the Department of Labor’s green job training
initiatives funded by the Recovery Act include new and innovative partnerships among labor unions,
businesses, community colleges, registered apprenticeship programs, and workforce investment boards.
These partnerships help prepare dislocated workers, young people, veterans, women, persons with
disabilities, persons from underserved and diverse communities, and older workars for the economy
of tomorrow, They are training workers to be weatherization experts, solar panel installers, energy
auditors, and sustainable manufacturing and hybrid automobile experts. In shotrt, they are preparing
workers for good jobs — safe, secure jobs that pay family-supporting wages. The FY 2011 Budget builds .
onthe Recovery Act’s investments in training programs that target high-growth sectors and dislocated
workers by providing an additional 385 million for green job training and $40 million for transitional
jobs demonstration projects. :

In addition to presenting principles for Workforce Investment Act reauthorization, the President’s FY
2011 Budgetincreasestotal funding fordisplaced workers, adults,and youth, including those with dis-
abilities—the three major funding streams underTitle | of the Act.The Budget invests in innovation by
setting aside $321 million forthe Partnership forWorkforce Innovation, a coordinated effortbetween the

‘Departments of Labor and Education to provide incentives to create and replicate new and improved

ways of producing betteremployment outcomes forworkers rmore efficiently. The two departments will
support state and local efforts to accelerate and improve outcomes for jobseekers through collaboration
across state and Federal programs, streamlined service delivery, and innovative service delivery models.
They will award competitive grants that support and test promising strategies, such as suramer and year- -
round work experiences and comprehensive services for disconnected youth,“learn and earnmodels
such as apprenticeships and on-the-job-training, and regional and sectoral collaborations.

& *DOL Information Related to the Ametican Recovery and Relnvestment Act/”
htepy/ v dol.govirecovery Aimplemeant.htm.
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V1. Conclusion

Just over a year ago, the President created the Middle Class Task Force, chaired by the Vice President,
to focus on raising the living standards of middle-class families. We believe that the proposals outlined
in this report represent an important first step toward addressing some of the biggest economic chal-
lengas facing the American middle class. In the coming year, the Task Force will work with Congrass to
enact our legislative proposals, and the Administration will press forward onthose proposals that do
not require legislation. We will also continue studying new policies that have the potential to further

elbEmI S mitoc

help working families, with an eye toward making additional recommendations in the future. And we
| will once again travel the country to engage with policy experts, advecates, and most importantly,
\ middle-class Americans. '
\ .

The challenges facing the middle class took many years to develop, and they will take time to address.
' The American aconomy is beginning to pull out of this deep recassion, but as the economy returns to
4 .. growth, the middle class must not be Jeft behind again, As the Vice President said on the day the Task
= * Force was created, "itis our charge to get the middle class—the backbone of this country—up and run-
ning again. The Task Force will continue waorking tirelessly in pursuit of this goal inthe months ahead.

* 43 *
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Fraud Deterrence and Detection Report June 30, 2007

'EXECUTIVE SUMMARY

This report documents the Employment Development Department's (EDD) fraud deterrence

~ and detection activities for Calendar Year (CY) 2006, as required by California Unemployment

Insurance Code (CUIC) Section 2614.

The EDD's major program responsibilities include Unemployment Insurance (Ul), Disability
Insurance (DI), Employment Tax Collection, Job Service (JS), and Workforce Investment Act
(WIA) programs. During 2006, through the administration of its programs, EDD collected
more than $41.7 billion in employment taxes from over 1.2 million employers and issued
benefit payments in excess of $8.1 billion on over 2.1 million Ul and Di claims.

To protect the integrity of its programs, EDD enforces the CUIC provisions and various other
California codes affecting its programs. Doing so assures the integrity of all EDD programs
and protects the interests of employers, claimants, and taxpayers. Research suggests that
organizations can reduce the risk of fraud through a combination .of prevention, detection, and
deterrence measures. A strong emphasis on fraud prevention may reduce opportunities for
fraud to take place while fraud deterrence could persuade individuals that they should not
commit fraud because of the likelihood of detection and punishment.’, v

The EDD takes a comprehensive approach to fraud prevention, detection, and deterrence.
This approach involves EDD programs, EDD oversight entities, and business partners
including federal, state, and local law enforcement agencies, and prosecutors. During CY
2006, EDD's comprehensive anti-fraud activities in the DI, Ul and Tax programs identified
fraud (in dollars), as follows:

Description DI Program Ul Program - Tax Program

Cases Under Investigation -$ 9,048,113 $ 8,990,404 $ 38,838,202

: o 215 cases 87 cases 110 cases

Criminal Complaints Filed $ 234451 $ 565,619 $ 3,281,870
_ 12 cases 8 cases 25 cases -

Completed Criminal Prosecutions $ 2,724,513 $ 2,252,508 $ 8,300,951

7 cases 11 cases 17 cases

Fraud Overpayments (OP) $ 5,428,292 $ 127,460,958 N/A

1,254 OPs 169,645 OPs .
| Fraudulent Benefits Prevented $ 1,081,953 $ 1,325,094 N/A

training services. The program integrity components? include: . Monitoring Reviews; an
Incident Reporting System; Single Audits; Program Oversight; and Regulatory Controls.

. The detection and deterrence of fraud in the WIA program is accomplished through a variety
of processes' that EDD requires of the local admmlstratlve entities that provide employment

The remainder of this report highlights fraud deterrence and detection activities by each EDD
program and summarizes oversight activities across the Department. The final section of this
report highlights enterprise-wide efforts in progress and under consideration to prevent,

detect, and deter fraud.

' Management Antifraud Programs and Controls — Guidance to Help Prevent and Deter Fraud
Amerlcan Institute of Certified Public Accountants, 2002, p. 5.
% See WIA program details on pages 21-22.

Employment Development Department
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Fraud Deterrence and Detection Report : June 30, 2007

BACKGROUND

The CUIC Section 2614 requires the Director of EDD to report to the Legislatdre by
June 30 of each year on the Department's fraud deterrence and detection activities.

In CY 2008, EDD collected more than $41.7 billion in employment taxes and issued
benefit payments in excess of $8.1 billion to Ul and DI claimants. The EDD administers
the Ul, DI, JS, and WIA programs. Through its Employment Tax Collection Program,
EDD collects Ul and Employment Training Tax, and DI and Personal Income Tax
withholding for the State of California.

As with any program where large sums bf money are involved, the temptation to defraud
the system for personal gain is present. Employers may not fully pay their employment
taxes as required by law; claimants may use multiple social security numbers or the
identities of others or claim benefits while working; physicians may certify disability
inappropriately; and claimants or physicians may submit forged documents. Further,
threats may be made to the security of EDD's systems or employees.

APPROACH

The EDD uses a multi-tiered, comprehensive approach to fraud deterrence and
detection. This approach involves EDD programs, EDD independent oversight entities,
and business partners including federal state, and local law enforcement agencies, and
prosecutors.

Each program aféa has established ongoing anti-fraud activities. In addition,
independent oversight entities perform other activities including internal control reviews
and audits, quality reviews to measure the accuracy and propriety of benef t payments, -

~and mformatlon technology system reviews to detect system control deficiencies.

Lastly, the Investigation Division (ID) identifies, investigates, and prosecutes fraud within
EDD'’s various programs and internal operations.

Anti-fraud activities within EDD range from up-front fraud preventidn such as customer
education, reviews of internal control systems, employer audits, internal systems edits

_ and controls, fiscal monitoring activities, and ongoing or special fraud detection

activities. Fraud detection activities include but are not limited to: analyzing client,

employer, and medical provider demographic data; establishing internal program checks - -

and balances; performing electronic cross- matches participating in joint efforts with
other agencies and business partners operating a fraud reporting hot line; and
conducting criminal investigations that include surveillance, undercover operations,
computer forensic analysis and data mining, search warrants, witness and suspect
interviews, evidence seizure, and, in concert with other law enforcement agencies,
arrest and prosecution of suspects. -
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368




[T N U YR AN

Fraud Deterrence and Detection Report June 30, 2007

‘FRAUD DETERRENCE AND DETECTION ACTIVITIES

DISABILITY INSURANCE (DI) PROGRAM

The DI program is comprised of two benefit programs, the State Disability Insurance
(SDI) program, and the Paid Family Leave (PFL) program. The SDI program provides
partial wage replacement for California workers who are unable to work due to illness,
injury, or pregnancy. Workers covered under the Di program are potentially eligible for
PFL benefits when they are unable to work because of the need to care for a seriously ill
child, parent, spouse, or registered domestic partner, or to bond with a new minor child
within the first year of birth or placement by adoption or foster care into the family. -

The EDD is continuing its comprehensive, multi-faceted approach to combating fraud
and improving benefit payment accuracy in the DI program. During CY 2006, the SDI
program processed 725,467 claims and paid out over $3.5 billion in benefits. The Paid
Family Leave (PFL) program processed 167,373 claims and paid nearly $368 million in

benefits.

The EDD collects and analyzes data to support cases for prosecution and administrative
action against those suspected of committing fraudulent acts. The DI integrity Program
within the DI Branch includes a Program Integrity Manager and 10 Field Office Integrity
Specialists (FOIS) located throughout the State. The manager and the FOIS oversee,
coordinate, and conduct various staff education efforts and investigative activities
involving suspicious claims in-the DI offices. The DI Branch staff work closely with IDs
criminal mvestlgators to combat fraud in the DI program.

Primary Di program fraud deterrence and detection tools include:

'« Claimant Notification of the legal consequences for winuIly making a false

statement or knowingly concealing a material fact in order to obtain benefits is
provided on the claim form declaration statement signed by the claimant when
applying for benefits. : :

¢ Independent Medical Examinations (IME) provide EDD with a second medical
opinion regarding the claimant's ability to perform his/her regular or customary work -
when the period of disability allowed by the treating physician exceeds the normal
expected duration for that diagnosis. Photo identification is requested to ensure that
" the claimant, and not a substltute appears for the examlnatlon

Although the. primary use of IMEs is the validation of the treatlng physman s
prognosis and a means of controlling the duration of claims, IMEs are also a useful -
tool in curtailing the loss of benefits in those cases where fraud or abuse is
suspected. In CY 2008, of the 28,438 IME results received, 2,475 (8.7 percent) of
the claimants scheduled for an IME failed to appear, and 7,946 (27.9 percent) were
found able to work on the date of the examination.
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* Monthly Doctor Activity Reports provide a list of the top 200 doctors certifying to
the highest total amount of benefits, newly certifying physicians who certify more
than a specific monetary amount or number of claims, and doctors whose claim-
certifying activity has dramatically increased during the report period. These reports
enable the FOIS to identify significant changes in claims activity and/or filing
patterns, which may be indicators of fraud.

+ Automated Tolerance Indicators (flags) that are associated with the certifying
healthcare provider's license number help staff identify and track claims on which
fraud or abuse is suspected or has previously been detected. They also alert staff to
refer to special instructions that have been created to assist in the
adjudication/payment of claims on which a Tolerance Indicator has been attached.

« UI/DI Overlap Flags generate an automated stop pay on both Ul and DI claims
when a prior Ul claim period overlaps the dates that DI benefits are claimed. DI
" blocks payment pending an eligibility determination, thereby helping in the
prevention of potentially improper payments.

» Decedent Cross-Match Reports identify benefit payments issued after the date of
death to DI claimants by checking the Social Security Numbers (SSN) of all Di
claimants against SSNs of individuals reported as deceased by the Department of
Health Services. The report enables DI Branch to identify benefits paid subsequent
to the date of death that may not otherwise have been discovered.

¢ - Address/Name Change Reports record all changes of the claimant names or
addresses by date and operator identification, as a means to identify claim
manipulation, or “hijacking” by employees committing internal fraud.

e The Doctor Actlwty Tracking System tracks the status of investigations mvol\/mg
potential doctor® or doctor |mpostor fraud cases. The system also provides a useful
management tool to ensure appropriate follow up occurs, and to document and
evaluate aocompllshments

_« Doctor License Reports ldentlfy all DI claims that any particular doctor has
certified. Analysis of the claims listed on the report can lead to discovery of
fraudulent_ claims or program abuse.

¢ DI Quality Control Reviews test a random sample of up to 1,121 DI warrants
~annually for accuracy, completeness, and propriety. These reviews detect the
nature and extent of improper payments, reveal operating weaknesses, and serve as
- a check on employee fraud or collusion. Claims that appear fraudulent are referred
to investigators for follow up.

« PFL Quality Control Reviews test a random sample of 601 PFL warrants annually
for accuracy, completeness, and propriety. These reviews detect the nature and -
extent of improper payments, reveal operating weaknesses, and serve as a check

3 Doctors who knowingly certify claims for individuals who are not disabled.
* Someone other than the doctor signs the doctor's name on DI claim forms.
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on agency employee fraud or collusion. Claims that appear fraudulent are referred
to investigators for follow up.

« Medical Hotsheet Reports identify healthcare providers whose licenses have been
revoked or suspended. This information, supplied by the Medical Board of
California, helps ensure that claims are certified by properly licensed healthcare
providers and alerts EDD to potential fraudulent situations.

¢ The DI Personal Identification Number (PIN) System provides identification,
authentication, and authorization services via EDD's Interactive Voice Response
(IVR) system. The system enhances security of the IVR system and improves
claimant privacy by preventing unauthorized access to confidential data.

Claimants are required to enter their SSN and PIN each time they request :
confidential payment information through DI Branch'’s IVR system. Claimants select
their PIN the first time they use the IVR system to obtain payment information by
matching personal identifying information. As an additional security and fraud

~ detection measure, when a PIN is established or changed the claimant is sent a
notice. :

. The In-Office Ehglblhty Review Process provided for in Title 22, California Code of
Regulations, permits the Department to require claimants suspected of fraud, who
are currently receiving benefits, to submit to an in-person interview before a decision
is made regarding their continued eligibility to receive benefits. The process
provides the claimant with a fair and equitable opportunity to be heard in person and
enables the Department to gather additional information before making its decision.
The regulations provide precise time frames and procedures for conducting
interviews to ensure that claimants' rights to due process are protected.

e An EDD Toll-free Fraud Tip Hot Line, (800) 229-6297, provides employers or
individuals a designated telephone number to report alleged fraud directly to the ID’s
Criminal Intelligence Unit (CIU). The number of DI program fraud allegations
reported through the Hot Line is as follows: 931 allegations in CY 2004, 695
allegations in CY 2005, and 488 allegations in 2008. Effective February 2005, fraud
allegations were also reported via the EDD Web site (www.edd.ca.gov): 328
allegations were received in CY 2005; and 439 allegations in CY 2006 were received
by the Hot Line operators in this manner. .

¢ The Truncation of Claimant SSNs to only the last four digits on DI and PFL benefit
checks helps to deter identity theft and protect the confldentlahty of information
assets.

e Program Integrity Training is provided to all new hires to heighten staff awareness
and capacity to detect and deter fraud and abuse in the DI and PFL programs. New
hires are initially exposéd to the concepts and tools during new employee orientation
shortly after being hired and once again in greater detail during formalized training.
In addition, field office staff designated as Program Integrity Single Points of Contact
(P1 SPOC), who perform P! functions and work closely with the FOIS, receive
specialized training.
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-« Automated Detection Reports developed collaboratively with 1D’s CIU permit CIU

staff to detect unusual patterns of activity in the DI benefit payment system involving
addresses, issuance of multiple checks, and multiple claims filed by the same
claimant within a specified period of time.

+ An Educational Outreach Campaign to the California medical community led by
the EDD Medical Director’s Office is designed to enhance understanding of the
purpose of the DI and PFL programs and their role in the claim filing process. This
effort enhances the integrity of both programs by improving the quality of medical
information received thereby ensuring that the benefits paid are consistent with the
claimant's inability to perform their regular or customary work. It also helps to
minimize the occurrence of medical certifications that extend the disability duration
beyond normal expectancy.

« Formal Identity Alert (ID) Procedures were provided to staff for handling DI and
PFL claims with an 1D Alert flag. The Department places a “flag” on potentially
compromised SSNs identified by employers/employer agents, and Investigation
Division, or Ul Branch. When a claim with an ID Alert flag is processed, DI program
integrity staff conducts an in-depth review to ensure that the claimant is the true
wage earner.

e An Interactlve On-Line Fraud Reporting form was placed on the EDD Web site. [t
provides the ability to report fraud and other sensitive information (SSNs, etc.) in a
secure environment.

¢ Medical Refresher Training provided to field office staff by EDD’s Medical Director
is a comprehensive presentation of medical information intended to educate and
update staff's knowledge of disabling medical conditions and medical terminology.
This information allows the staff to communicate more effectively with medical
providers when discussing and obtaining additional medical information regarding a
DI or PFL claim. The information provides staff with a better understanding of the
diagnoses, assists them in determining the severity and expected length of a
_disability, enables them to read and understand the medical side of the claim form
with more confidence, and take appropriate action to control claim duration or -
potential abuse of the programs.

In addition to the aforementioned fraud deterrehce and detection tools, special claim
processing safeguards and automation techniques unique to the PFL program are being
developed. Some that are currently being utilized include:

» Requirement for submission of the birth certificate, adoption or foster care
certification on all bonding claims.

e The PFL automated system includes a scanning process that provides an online
viewable copy of all claim documents. To assist in detecting possible forgeries,

claims examiners are able to compare signatures of claimants and physicians with
past documents submitted by the same claimants and/or physicians. :
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e The PFL automated system also includes a powerful too! for identifying patterns on

suspicious claims by allowing claims examiners to retrieve all information about a

claimant including all flags, images, and care recipients for current and past claims.

e The PFL Address/Name Change Report records all changes of the claimant's
name or address by date and operator identification, as a means to identify claim
manipulation, or “hijacking” by employees committing .internal fraud, thus addmg
protection to claimant information.

RESULTSIACCOMPLISHMENTS DURING CY 2004 through 2006

The following table shows the DI's program results for the last three years.

. 2004 2005 2008
Cases Under Investigation '$ 6,039,275 $ 10,048,046 $ 9,048,113
. 200 cases 204 cases 215 cases
Criminal Complaints Filed $ 2,688,535 $ 345726 $ 234,451
- 7 cases - 22 cases 12 cases
Completed Criminal -, - $ 95,595 $ 487653 $ 2,724,513
Prosecutions 15 cases 12 cases 7 cases
Fraud Overpayments® (OPs) $ 3,738,505 $ 3,678,479 $ 5,428,292
. 1,283 OPs 1,135 OPs 1,254 OPs
Fraudulent Benefits Prevented $ 7,869,849 $ 3,133,852 $ 1,081,953

. Durlng CY 2006, 215 cases potentially representing $9,048,113 were lnvestlgated
These mvestlgatlons focused on the following case types: |mpostor fraud/identity
theft (30 cases representing $2,690,866); altered or forged documents (109 cases
representing $1,309,590); and medical practitioner fraud (10 cases representing
$4,238,430). The remaining 66 miscellaneous cases, representing $809,177 -
included impostor fraud/forgery enabled by taking over the claim of another
counterfeit checks, and fi ctltlous employers.

e In CY 20086, ID filed 12 Criminal Complaints representing potential fraudulent
" benefits in the amount of $234,451. The ID has continued their emphasis on the
more complex fraud cases such as impostor/identity theft that take longer to .
investigate.

) Duri'ng CY 2006, 1D completed 7 criminal prosecutions representing fraudulent
benefits in the amount of $2,724,513. These completed prosecutions primarily .
involved altered and forged medical and working while certifying for benefits.

« InCY 2006, the D! and PFL programs established a cumulative total of 1,254 fraud
overpayments in the amount of $5,428,292.

+ % “Fraud overpayments established” includes overpayments established as a result of criminal and
administrative actions.
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» The DI program established 650 fraud overpayments totaling $1,968,552 on
claims associated with claimants who were prosecuted.

» The DI program established 604 fraud overpayments that were not attributed to

- prosecutions. -These overpayments, totaling $3,459,740 were the result of
administrative actions applied by the DI program, such as false statement
overpayments. :

e InCY 20086, departmental anti-fraud efforts stopped $1,081,953 in fraudulent DI
benefits from being paid. Of this total, $975,311 is attributable to DI program anti-
fraud efforts such as IMEs, verification of SSN ownership with deletion of improper
base period wages, and all referrals to ID resulting in convictions or administrative
actions which prevented payment of further benefits. Payment of approximately
$106,642 in fraudulent benefits was prevented through ID’s ongomg mvestlgatlons of
identity theft, forgeries, and medical practitioner fraud. .

» In 2006, 79 doctors certified to over $1 million in benefits. In 52 cases, after review
by the DI Branch and/or ID, it was concluded that the doctors’ high volume of activity
was justified and no fraud or abuse was detected. In the remaining 27 cases, three
are under investigation by ID; a Tolerance Indicator has been established for four
doctors, and 24 cases are pending further evaluation by the FOIS.

RECENT DI PROGRAM ENHANCEMENTS

In the DI program’s ongoing effort to develop systems and processes to detect and
prevent fraud and abuse, the following enhancements have been installed or are under
development:

¢ On-Line DI Program Integrity Awareness Training module development was
completed by the FOISs in 2006. In addition to classroom training, field office staff
are able to take the on-line portions of the Refresher Program lntegrlty training at .
their work station.

» Overpayment Conviction Workgroup was established to ensure prompt and
accurate establishment of conviction overpayments and collection activities. Various
departmental entities are involved to ensure understanding of their individual roles in
this effort and explore technology solutions and other procedural recommendations
to enhance the department’s ablhty to collect on conviction overpayments and
restitution orders.

¢ Address/Name Change Reports record all changes of the claimant names or
addresses by date and operator identification, as a means to identify claim
manipulation, or “hijacking” by employees committing internal fraud. Analysis of
these reports has been expanded to expose evidence of fraud or abuse which had
previously gone undetected. Specifically, a variety of research tools, such as
address lists for state and federal correctional institutions, address lists for all EDD
offices, and reverse address directory, etc., have been developed as cross-match
devices. Additionally, suspect addresses are tracked for a minimum of six months.
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As a resuit of these enhancemehts, 21 referrals were made to FOISs for further
action.

e Anti-Fraud Partnership Presentation with the external stakeholder Voluntary Plan

Advisory Group by DI's Program Quality and Integrity Section and Program Review
Branch Investigation Division on Fraud Prevention, Detection, and Deterrence was
made in October 2006. The presentation included the Department’s s “Anti-fraud
Focus on the DI Program,” as well as its strategies and tactics for combating fraud
perpetrated against the DI Fund. EDD speakers also shared information regarding
the established specialized anti-fraud units in EDD and outlined key goals to

“diminish vulnerability to fraud, reduce losses, increase savings, and enhance fraud
safeguards and detection capacity through technology.
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UNEMPLOYMENT INSURANCE (UI) PROGRAM

The EDD administers the Ul program, which provides benefits to individuals who have
lost their jobs through no fault of their own, are actively seeking work, are able to work,
and willing to accept employment. During CY 20086, the Ul Program processed
1,405,552 new claims and paid a total of $4.62 billion in benefits. The EDD is committed
to maintaining the integrity of the Ul Program.

The Ul Program utilizes a variety of processes tools, and technlques to deter and detect

fraud, which include:

e Claimant Notification provides. notice to the claimant, by way of a Claimant
Handbook, of clalm eligibility requirements and legal consequences of wiliful
mlsrepresentatlon or willful nondlsclosure of facts.

-« 30 Percent Fraud Penalty Assessment on any overpayments resulting from

claimant fraud.

» Weekly Claim Certification by claimants of their continued eligibility for benefits.
This process requires the claimant's signature certifying to the accuracy and
truthfulness of the statements made and that he/she understands that the Iaw
provides penalties for maklng false statements to obtain beneﬁts

« Ul Quallty Control is an lndependent review of a random sample of 1,100 claims
annually to test the effectiveness of procedures for.the prevention of improper Ul
payments. These reviews detect the nature and extent of improper payments,
reveal operating weaknesses, and serve as a check on agency employee fraud or
collusion. Claims that appear fraudulent are referred to investigators for follow: up.

» The Benefit Audit Process matches wages reported quarterly by employers to Ul
benefits paid within the same period. Through this process, the Ul benefits program
is able to detect when claimants have been fraudulently collecting benefits while
working. Overpayments and penalties are established and collected as a result of
this process, protecting the solvency of the Ul Trust Fund. These matches are
performed on a quarterly and annual basis. The EDD utilizes an employer
compliance database to track benefit audit forms that have been mailed and

" returned by employers

Future programming enhancements will. combine the existing benefit audit process
with the New Employer Registry (NER) Benefit Cross-Match to enable EDD to detect

. fraud sooner. (Refer to Recent Ul Program Enhancements in this report for
additional information regarding the NER Benefit Cross-Match.)

¢ Verification of a Claimant’s Right to Work enables EDD to identify claimants who
do not have legal authorization to work in the United States (U.S.), thus preventing
payments to individuals who are not eligible for benefits. The Systematic Alien

®To willfully provide false information or withhold information that affects the payment of Ul benefits.
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Verification for Entitlement process enables EDD to link with the database of the
U.S. Citizenship and immigration Services (formerly Immigration and Naturalization
Service) to submit both initial and additional verification queries to obtain information
necessary to reduce improper payments to individuals wha do not have legal
authorization to work in the U.S.

A SSN 'Verification provides real time (on-line) access to Social Security
Administration's (SSA) records. Implemented in June 20086, the claimant’ SSN is
verified during initial claims filing, to detect potential fraud prior to filing a Ul claim. In

addition, SSA provides information when the verified owner of the SSN is deceased. .

In October 2006, real time (on-line) access to the Departnient of Motér Vehicle’s
databases was obtained to verify a claimant's California driver's license or
identification card number, prior-to filing a Ul claim.

Employers or individuals are offered several options to report alleged fraud activities.

. The ID operates a Toll-free Fraud Tip Hot Line, telephone number (800) 229-6297.

The number of Ul program fraud allegations received through the Hot Line is as
follows: 1,406 allegations in CY 2004, 2,270 allegations in CY 2005, and 1,499
allegations in 2006. Effective February 2005, fraud allegations were also reported
via the EDD Web site (www.edd.ca.gov). An additional 830 allegations were
received in CY 2005; and 825 allegations in CY 2006 were received by the Hot Line

. operators in this manner.

The Ul Personal ldentification Number (PIN) is an automated system that allows .
claimants to select a PIN in order to obtain personal claim information through the
Interactive Voice Response (IVR) system, which is available seven days a week,
24-hours a day. The Ul PIN was established to protect claimants’ confidential :
information. Without a PIN, claimants will be unable {o access their personal and
confidential claim information through the IVR.

Changes to the Ul benefit.check were implemented as part of the'Department’s

ongoing commitment to deter identity theft and to protect the confidentiality of its
information assets. The heading "SSA NO.” was removed from the face of the Ul

benefit check and the 9-digit SSN is no longer printed on the face of the check. In its

place, only the last 4 digits of the claimant's SSN will display.

The EDD has always used various measures to ensure the true identity of a claimant .

for Ul benefits. Since April 2003, however, Ul Impostor Fraud Prevention was
enhanced with the implementation of EDD's Identity Alert Process. The process,
developed to reduce the risk of identity theft fraud, was implemented when
employers and/or employers’ payroll agents contacted the Department to report that
their records containing confidential employee information had been compromised.
The Identity Alert Process was designed to protect the worker and employer from
ongoing fraud and to ensure proper payments of Ul benefits.

Whena claim is initiated into the Identity Alert Process, no payments are issued until

the Department obtains the information needed to validate the identity of the

-1ndlv1dual filing the Ul claim. The Ul Identity Regulations, signed by the governor in
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December 2003, revised -prror regulatory language to allow the Department to
require a claimant to provide identity verification documentation upon request.

The tools utilized by EDD to prevent Ul Impostor Fraud include:

>

Flagging potentially compromised SSNs identified by employers/employer agents
and EDD’s ID. If a new claim is filed using one of the flagged SSNs, the claim is
initiated into the Identity Alert Process and a request for identity 1nformat|on is
mailed to the claim filer, the last employer, and the base period employer(s)

Stopping benefit payments on active Ul claims that are associated with
compromised SSNsuntiI the ,idehtity of the claimant is confirmed.

Implementing enhanced screening procedures during the claim filing process to
better authenticate the identity of claimants and to ensure only the true owner of
the identity will receive Ul benefits.

Utilizing a variety of communication methods to provide information to all
California employers on how to protect and properly destroy confidential
personnel information and assist the Department in preventing Ul fraud. This
includes published articles in the California Employer's Guide (DE 44-Tax
publication) as well as the California Employer Newsletter (Quarterly-Tax
publication).

Updating the EDD Web site (www.edd.ca.gov) with information on Ul impostor

- fraud and identity theft assists both employers and employees. The brochures .

“How You Can Prevent Unemployment Insurance Impostor Fraud”
(designed for employers) and “Protect Your identity and Stop Unemployment

" Insurance Impostor Fraud” (designed for employees) can be viewed as well as

downloaded and printed from the EDD Web site.

Partnering with ether states that have also experienced increases in Ul im'postor
fraud. The-Department has worked closely with other states to identify common

'patterns and trends, share anti-fraud processes, and resolve fraud cases where

the parties have a connection to multiple states.

As part of an ongoing public education campalgn EDD developed a “toolkit”
for employers that includes information on how they can prevent and detect Ul
impostor fraud. Success in preventing, detecting, and deterring Ul impostor
fraud is greatly dependent upon a strong partnership with the employer
community. .

Utilizing internal workgroups to evaluate the effectiveness of existing anti-fraud
systems, identify enhancements, and develop new methods for detecting,
deterring and preventing fraud. Currently, Ul staff, in partnership with ID and the
Audit and Evaluation Division (A&ED), are exploring data mining tools to actively
identify patterns, data elements, and trends to detect and prevent potentially
fraudulent Ul claims earlier in the process.
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RESULTS/ACCOMPLISHMENTS DURING CY 2004 through 2006

The following table shows the Ul program’s results for the last three years.

2004 2005 2006’

Cases Under Investigation $ 77,626,097 - $ 17,048,818 $ 8,990,404
106 cases 83 cases 87 cases

Criminal Complaints Filed $ 3,410,552 $ - 1,994,251 $ 565,519
) 21 cases 15 cases , 8 cases

Completed Criminal ’ $ 63,275,339 $ 7,287,085 $ 2,252,508
Prosecutions 22_ cases 17 cases 11 cases
Fraud Overpayments (OPs) est. $ 89,477,742 1 $104,081,174 $127,460,958
. ’ 103,171 OPs 145,534 OPs 169,645 OPs

Fraudulent Benefits Prevented $ 19,437,721 $ 11,938,565 $ 1,325,094

| By. Investigation Division

. Durlng CY 2008, ID investigated a total of 87 ongoing and new Ul fraud cases
representing potential fraudulent benefit payments in the amount of $8,990,404.
These investigations focused on the following case types: impostor fraud/ndentlty
theft (47 cases representing $8,020,859); working while certifying for benefits
(22 cases representing $176,340); forgery — taking over another's claim (3 cases ©~
representing $109,481); and conspiracy between employer and claimant to certify for
benefits (3 cases representing $36,634). The remaining 12 miscéllaneous cases,
representing $647,090, mcluded counterfeit checks and the use of multiple SSNs by
one person.

« 'In CY 2006, D filed 8 Criminal Complaints representing potential fraudulent benefits .
in the amount of $565,619. During 2006, the ID gave priority to investigating
complex fraud cases involving the most egregious violations and the highest
overpayments. .

e In CY.2006; ID completed 11 criminal prosecutions representing fraudulent benefits

in the amount of $2,252,508.

e During CY 20086, Ul program staff established a total of 169,645 fraud overpayments -
totaling $127 460 958.

> 141,899 fraud overpayments totaling $99,639, 714 were estabhshed as a result of
the benefit audit cross-match system. The EDD submitted a Budget Change
Proposal, for State Fiscal Year 2005-2006, requestlng additional funding to
liquidate the Benefit Audit workload. This caused an increase over last year's

7 Results, in economic terms, for the Ul program during 2006 are lower than the previous two years.
This is attributable primarily to two factors: 1) Ul Fraud doliars investigated, filed, and prosecuted
were uncharacteristically high during 2004 and 2005 due to several large Ul fraud cases that were
uncovered during 2003-2004, at the start of EDD intensive anti-fraud program; 2) The ID suffered the
loss of seasoned investigators through attrition during 2006, and the hiring process for criminal
investigators is lengthy due to extensive background checks and screening, thereby delaying backf 1§
of vacant positions and a reduction on the number of staff working the U! fraud cases.
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figures. The benefit audit process protects the mtegnty of the Ul Trust Fund,and =
detects Ul fraud.

> Ul program staff established fraud overpayments on 1,896 cases of |dent|ty theft
totaling $5,537,459.

> A total of 25,850 fraud overpayments were established that were not attributed to
the benefit audit cross-match system or identity theft. These overpayments,
totaling $22,283,785, were established for a variety of reasons including
retroactive disqualifications of miscellaneous eligibility issues and unreported
earnings that were not dlscovered through the benefit audit cross-match system

. = In addition, in compliance with Cahfornla regulatlons Ul program staff imposed

disqualifi catrons and overpayments on 2,460 cases {otaling an additional $7,362,135
in non-fraud overpayments when claimants failed to comply with the Department’s
request for identity verification information and there was insufficient information to
determine the real owner's identity. o

» InCY 2006, ID prevented approximately $1,325,094 in benefits paid from Ul claims
that were ﬁled by impostors based upon the identity and wage credits of full-time
active employees.

> The ID prevented $1,174,169 in benefits from belng paid on Ul claims assoc1ated
with ongoing criminal investigations.

> The ID prevented $93, 852 in benefits from being paid on Ul claims based on
"~ information received by the CIU. These claims are not associated with ongomg
crlmlnal investigations. '

» The ID prevented $57,073 in benefits from being paid on Ul clarms filed through
the Internet e-apply process. These claims are not assomated with ongonng
criminal 1nvest|gat|ons

FUTURE Ul PROGRAM ENHANCEMENTS

The EDD continues to monitor, research, and investigate systems and activities in order
to detect and prevent fraud within the Ul program. As EDD moves towards an electronic
system, such as Web-based applications for delivering Ul services to our clients, the
need to maintain the security and integrity of the program is a high priority. California
has taken a lead role in developing system enhancements for the detection and
prevention of fraud within the Ul program. The following describes fraud detection and
prevention system enhancements to the Ul program that are currently being develcped:

* The NER Benefit Cross-Match will enable EDD to use new hire information from
California employers to identify claimants who improperly continue to receive
benefits after they have returned to work. This is accomplished by matching the new
hire information with the Department’s records of claimants currently collecting Ul
‘benefits. Through this process, EDD will be able to detect fraud and other eligibility
issues up to six months earlier than through the Department’s current benefit audit
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| process, allowing EDD to protect the Ul Trust Fund by reducing the amount of

dollars overpaid to claimants. NER Benefit Cross-Match programming efforts are
currently underway, and training and implementation is scheduled for July 2007.

Web-Based Claim Filing (WBCF) project is reengineering the Ul claim filing
process to improve claimant authentication and the collection of claimants’ eligibility
information. This new claim filing system for staff, will improve issue detection and
decrease fraud, while improving the quality of information collected during the claim
filing process. This project is augmented with federal grants and once completed,
will integrate the on-line (real-time) verification of a claimant's SSN and DMV license
and identification card numbers, and create a cohesive process to detect potential
fraud earlier in the claim filing process. This will allow EDD to conduct data cross- .
matches directly with the SSA and California’'s DMV as well as obtain last employer
address information from EDD’s internal Tax Accounting System (TAS). Cross-

~matching information with these entities, and the ability to cross-match employer
" addresses with EDD's TAS database rather than relying upon the client to provide

the Department with this information, will better ensure that proper payments are

“made to the appropriate individual.

The Address Integrity Project will ensure that only the rightful owner of the claim
makes a change of address to a claim. As a security and fraud detection measure, a
letter will be sent to the old address to notlfy the claimant that EDD has recelved a

: request for change of address.

Fraudulent Claim Profiles are being established to institute ongoing system checks
for lden’mr cation of claims that fit fraud patterns.

The Continued Claims Redesign Project provides claimants with the option to
certify for Ul benefits by telephone or the Internet, and will allow for the collection of
additional chent data and creation of a new client.database for fraud detection.

The Call Center Network Platform and Application Upgrade Project provides
EDD with more detailed call information for trend analysis to improve fraud detection,
as well as other automation enhancements. This upgrade will provide historical
tracking data on prior calls from the caller's phone number, caller ID, calls
associated with the supplied SSN, and a single management information system that
reports all call acthIty in order to detect and deter fraud.

The Combat Identlty Theft Project will develop and implement data mining

- software that will be used to improve EDD's ability to prevent-and detect identity theft

in the Ul program. This project is funded.in part by a Department of Labor grant.

The software will be used to improve Ul fraud detection by conducting in-depth data
analyses and automatically identifying patterns and trends that will serve as probable
indicators of fraudulent activity. The data mining software will be used by other
organizations within EDD to develop predictive models to improve decision-making
and reduce fraud. This program is scheduled for implementation during CY 2007.
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e e

EMPLOYMENT TAX PROGRAMS

\

The EDD is one of the largest tax collection agencies in the United States, collecting Ul
and Employment Training Tax, and DI and Personal Income Tax withholding. Only the
Internal Revenue Service (IRS) collects more payroll tax dollars than EDD. During
2006, EDD collected $41.7 billion in California payroll taxes from over 1.2 million
employers.

As with the benefit programs, EDD'’s approach to employment tax fraud deterrence and
détection involves independent oversight and investigative activities, plus extensive
efforts within the Tax Branch to ensure integrity and accuracy of this program. Tax

* Branch efforts focus on increasing voluntary compliance with the tax laws through

education, cooperation, and enforcement. To achieve this goal, the Tax Branch
conducts a Taxpayer Education and Assistance program, actively participates with
employer organizations on issues of concern, and conducts various enforcement .
activities. The major components of the Tax Branch enforcement program include:

e The Tax Audit Program educates employers and provides them with an incentive to
voluntarily comply with State employment tax laws. Individual employers are
selected for audit based on-certain criteria. Most commonly, an employer is audited
when a former employee files a claim for Ul or DI benefits, and the former employer
has not reported the wages to EDD, or paid the required employment taxes. During
2006, EDD audited 4,611 employers. The audits revealed that 67 percent of the

employers audited made an error in reporting wages on tax returns. In addition, the -

audits revealed that 124 (2.7 percent) of the 4,611 employers audited were found to
have misreported wages with the intent to evade payment oftaxes. These audits
resulted in employr_nent tax assessments of $18,243,904.

» The Joint Enforcement Strike Force (JESF) combats the underground economy
by pooling resources and sharing data among the State agencies that enforce
licensing, labor, and tax laws. The JESF-on the Underground Economy was formed

. by Executive Order in 1993 and codified in 1994. The members of JESF include
EDD (lead agency), the Department of Consumer Affairs, the Department of
Industrial Relations (DIR), the Franchise Tax Board (FTB) the Board of Equallzatmn
the Department of Insurance (DOI), and the Department of Justice.

The JESF abtains information indicating that a business may be operating illegally.
Sources of information include informants who use established hot lines, complaints
from legitimate businesses, and comparison of data in various databases maintained
by member agencies.

Four special projects, entitled the Employment Enforcement Task Force (EETF), the
Construction Enforcement Project (CEP), the Janitorial Enforcement Project (JEP),
and the newest effort, the Economic and Employment Enforcement Coalition (EEEC)
were implemented since the formatlon of JESF.

The EEEC, while not officially under the JESF umbrella, was established in 2005 as
a joint effort by state and federal agencies to combat the underground economy.
- The coalition’s education and enforcement efforts are intended to enhance fair
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business competition, by targeting employers who gain an unfair advantage through
violation of state and federal labor, licensing, and employment laws. The EEEC was
created as a multi-agency enforcement program consisting of investigators from
DLSE, Cal/lOSHA, EDD, CSLB, and the USDOL, each expert in its own field,
collaborating to educate business owners and employees on state and federal labor,
licensing, and employment laws; conduct vigorous and targeted enforcement against
labor law violators; help level the playing field and restore competitive advantage to
law abiding businesses and their employees. The coalition is currently focusing its .
efforts on seven low-wage industries including agriculture, car wash, construction,
garment manufacturing, janitorial, race track, and restaurant. These industries were
selected for targeting by the EEEC because employers in these industries have a
history of employing vulnerable workers, paying low wages, and are frequently found

" to be out of compliance with labor and tax laws.

RESULTS/ACCOMPLISHMENTS DURING CY 2004 through 2006

Statistics for the EETF, CEP, JEP, the Targeted Industries Partnérship Progra'm (TIPP)
and EEEC programs are included in this section. Overall, the cumulative activities and
results of these program areas over the past three years are as follows:

Joint Inspections - 441% 1,010 1,330
Audit Referrals 265 162 139
Payroll Tax Audits ' 721 482 528
Payroll Tax Assessments $ 32,027,369 $29,586,031 $ 22,004,213
Labor Code Citation Amounts $ 2,126,950 $ 3,348511 $ 5,319,150
Previously Unreported Employees 13,597 8,362 8,284

2004 - 2005 2006 -

In 20086, EETF inspected 423 businesses for payroll tax and Labor Code violations.

- Any business suspected of operating in the underground economy is subject to

inspection although EETF focuses on industries known to have a high degree of
noncompliance such as auto repair, bars, car washes, construction, and restaurants.
The inspections resulted in the issuance of 293 citations totaling $2,390,950 for
various violations of the Labor Code. In 2008, 308 EETF audits were completed,
resulting in assessments of $10,597,994 in unpaid employment taxes, penalties, and
interest. In addition, 4,278 previously unreported employses were identified.

- The following table shows the EETF's program results for the last three years.

Joint Inspections 441 342 423
Payroll Tax Audits 339 280 308
Payroll Tax Assessments % 9,706,037 $11,238,855 $ 10,597,994
Labor Code Citation Amounts $ 2,126,950 $ 2,333,261 $ 2,390,950
Previously Unreported Employees 3,512 3,403 4278

2004 ' 2005 2006

® 2004 Numbers do not include EEEC program, which was not implemented until July 2005.
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e In 2006, EEEC inspected 907 businesses for licensing, tax, and labor code violations
and referred 184 employers for a payroll tax audit. The EEEC has been mandated
to focus its resources within seven industries including agriculture, car wash,
construction, garment manufacturing, janitorial, race track, and restaurant. In 2006,
95 EEEC audits were completed, resulting in assessments of $3,661,678 in unpaid
employment taxes, penalties, and interest. In addition, 1,726 prevnously unreported
employees were identified.

The following table shows the EEEC's program results for the last two years..

Joint Inspections ' ' 668 907
Payroll Tax Audits . o 8 95
Payroll Tax Assessments _ $ 1,258,834 $ 3,661,678
Labor Code Citation Amounts $ 1,015250 $ 2,928,200
Previously Unreported Employees 333 ' 1,726

. 2005 2006

'« In 2008, CEP referred 129 construction industry employers for audit. Completed -

audits resulted in assessments for $7,036,592 in unpaid employment taxes, penalty,
and interest. In addition, 1,844 unreported employees were identified. .

The following table shows the CEP’s program results for the last three years.

Audit Referrals 188 124 129
Payroll Tax Audits . 270 . 126 107
Payroll Tax Assessments $ 16,155,481 $14,274962 $ 7,036,592
Previously Unreported Employees 5,317 2,681 1,844

* [n 2008, JEP referred 10 janitorial industry émployers for audit. Completed audits
resulted in assessments for $669,162 in unpaid employment taxes, penalty, and -
" interest. In addition, 350 unreported employees were identified.

The following tablé shows JEP's program results for the last three years.

| - 2004 2005 2006
Audit Referrals : 16 4 . - 10
Payroll Tax Audits 34 14 ' 15
Payroll Tax Assessments $ 3929320 $ 813643 $ 669,162
Previously Unreported Employees 2,706 384 350

o The TIPP program workload was incorporated into the EEEC on July 1, 2005. The
following statistics are related to TIPP cases that were referred to the Audlt Program
prior to the implementation of EEEC.
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The following table shows the TIPP’s program results for the last three years.

. Audit Referrals 61 - 34 0
! Payroll Tax Audits 78 54 3
: Payroll Tax Assessments $ 3,136,531 $ 1,999,737 - $ 38,787
Previously Unreported Employees 2,062 1,561 ' 86

e The EDD's UEO conducts additional tax enforcement activities independent of the
- Strike Force. In 2006, these other UEO programs referred 54 employers for audit.
. Completed audits resulted in assessments for $5,239,938 in unpaid employment
[ : taxes, penalty, and interest. In addition, 2,257 unreported employees were
identified.

e In 2006, EDD’s ID conducted additional tax enforcement activities independent of
JESF.

> The ID investigated a total of 110 ongoing and new payroll tax evasion fraud
cases representing a potential tax liability of $38,838,202.

> The ID filed 25 criminal complalnts representing a potential tax liability of
$3,281,870. ‘ ' .
.\
>» The ID completed 17 criminal prosecutions representlng a potential tax liability of
-~ $8,300,951. ,

> The ID referred 17 criminal cases with tax liabilities in the amount of $8,723,461
~ to EDD Collection Division for recovery. The ID delivered restitution checks
_ (received at sentencing hearings) in the amount of $1,635,092 to the Collection
Division. To date, the Collection Division has recovered an additional $741,876
on these cases. :

RECENT TAX PROGRAM ENHANCEMENTS

The UEO and Audit Programs continue to coordinate efforts to bring the Courier

Industry into compliance. A common practice in this industry is misclassification of

mployees as independent contractors. EDD began these specialized audits in

September 2003, and has expanded coordinated efforts to include other LWDA
departments to ensure compliance for Worker's Compensation Insurance and other
issues. There have been 381 courier cases completed and assessed with an increase
in tax liability (liability change) of $30.8 million to date. In addition, there were 17,037
additional drivers found to be employees. The Courier Industry focus has been
instrumental in effecting change in the industry and promoting compliance.

In late 2005, the EDD expanded its audit coverage of Ul rate manipulation by training
additional audit staff across the state in these specialized audit techniques. Ul rate
manipulation (SUTA Dumping) occurs when an existing business submits a new
employer registration, then transfers payroll to the new account which has a lower Ul tax
rate. SUTA Dumping continues to be a concern in California. Of the 49 cases
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completed during CY 2006, 38 filed petitions for reassessment. Of thosé 38 cases, only
three have had hearings with decisions issued and 35 are still pending before the
California Unemployment Insurance Appeals Board. During CY 2008, there were 6
assessments issued for a total liability change of $6,615,973. We continue.to monitor
the employers for prospective reporting purposes after they have been investigated and
assessed for SUTA dumping. To date, the 49 employers investigated have paid an
additional $163 million into the Ul fund above what they would have reported had they . v !
been allowed to continue their scheme. The Ul Rate Manipulation Team has continued '
to monitor the reporting-of the businesses who were engaged in rate manipulation and
although most chose to litigate the llablhty rather than pay it, many are reporting properly
onh a prospective basis.

Outreach and education efforts are also underway to get the word out that SUTA
dumpirig and Ul Rate Manipulation will not be tolerated in California. Information about
Ul rate manipulation and the SUTA dumping legislation (Chapter 827, Statutes of 2004)
is available on EDD’s Web site. Various articles have also appeared in the California
Employer. Outreach events were held with various groups, including the Office of the
California Attorney General, the California Society of Certified Public Accountants, the
California BAR Taxation Litigation Subcommittee, the Department of Labor (DOL), the
National Association of State Workforce Agencies, the National Association of
Professional Employer Organizations, as well as EDD’s internal stakeholders including
the ID Criminal Tax Evasion Program Management Team.
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EMPLOYMENT AND TRAINING PROGRAMS

WORKFORCE INVESTMENT ACT (WIA) PROGRAM

The EDD administers the federally funded WIA Program in California. The program
provides funding to local entities that provide employment training opportunities. The
Department guides the subgranting of WIA funds received from DOL, and provides
general program direction to local administrative entities that deliver services to eligible
clients via a statewide system of Local Workforce Investment Areas (LWIA) and other
-grantees :

The detection and deterrence of fraud in the expenditure of WIA funds is accomplished
through a combination of processes that EDD requires of the local administrative
entities. In addition, DOL may occasionally conduct specialized WIA reviews, which,
even though their focus is on the adequacy of the State’s management of the program,
typically also include reviews of a sample of local administrative entity activities. The
program integrity components related to the WIA program include:

e Monitoring Reviews determlne whether programs operate in compliance with the
WIA and applicable federal, state, and local rules and regulations, and require
corrective actions for any deficiencies.

Each LWIA administrative entity, as a condition of receiving WIA funds, is required to

maintain and operate a monitoring system that ensures that each of its subrecipients

is monitored on-site at least once during each program year in both fiscal and
~ program areas. In addition, EDD conducts monitoring of LWIA admmlstratlve
entities.

+ Incident Reporting System provides reports of fraud, abuse, and criminal activity
within the WIA program. This system is required by the DOL/Office of the Inspector
General (OIG) under 20 Code of Federal Regulations 667.630. Each local

~administrative entity, as a condition of receiving WIA funds, participates in this
system by being alert to indications and allegations of WIA-related fraud, abuse, and
criminal activity, and by maintaining procedures that ensure that violations are
reported promptly (within 24 hours of detection). The EDD then takes actlon to
ensure that allegations are lnvestlgated and resolved.

. Slngle Audits are requwed of LWIA administrative entities and subcontractors that
expend an aggregate of $500,000 or more in federal funds for fiscal years ending
after December 31, 2003. These audits are required by the provisions of the U.S.
Office of Management and Budget Circular A-133, as revised on June 24, 1997,
entitled “Audits of States, Local Governments, and Non-Profit Organizations.”
Further, commercial subcontractors that expend $500,000 or more in federal funds
to operate a WIA program must obtain either an organization-wide audit or an
independent financial and compliance audit. These audits are usually performed
annually; but must be performed not less frequently than once every two years.
Audits of local subrecipients are resolved by the local administrative entity and audits
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of the local administrative entities and other direct grantees are resolved by EDD.
The EDD may conduct special WIA audits, as warranted.

» Workforce Services Division program staff oversees the delivery of services by .

WIA funded organizations. Staff provide ongoing programmatic and fiscal technical
assistance to WIA funded projects. Staff review WIA grantee participant and
financial records to ensure that they follow applicable State and federal
requirements, and they ensure that each grantee adheres to the terms and
conditions of their grant with the Department.

~+ Regulatory Controls provide for additional fraud protection. The DOL provides a

Hot Line telephone number (800) 347-3756 to report fraud and abuse complaints.
This functions as a national control point. Another control point is that the WIA
program prohibits contracting or doing business with any agency that has been
disbarred (e.g., license revoked, de-certified). Additionally, the WIA regulatlons have
eéstablished controls against nepotism.

RESULTS/ACCOMPLISHMENTS DURING CY 2066

The results presented in this sectioh represent resolution activities for both the WIA and
Welfare-to-Work (WtW) programs. Although the VAW program ended on January 23,
2004, actions to resolve WIW fraud and abuse cases continue.

During CY 20086, the Compliance Resolution Unit (CRU) processed 135 cases, 76 of
which were resolved, resulting in recovery of $168,847 in nonfederal funds recovered
from LWIAs or subgrantees. At the end of the year, 59 cases with a total value of
$10,608,576 remained open in various stages of the State resolution process as follows:

* The $10,608,576 applies to 27 of the 59 cases for which EDD has been able to
determine the potentlal disallowance.

 Of the remaining 32 cases with undetermined potential disallowance, 26 cases are

undergoing fact finding/investigation or resolution by local law enforcement LWIA,; or
CRU; and SIX cases are under mvestlgatlon by DOL or OIG.
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INDEPENDENT OVERSIGHT ACTIVITIES

The EDD’s Program Review Branch (PRB) performs independent departmental
oversight activities of EDD programs, including fraud detection and deterrence. Fraud
detection and deterrence are accomplished through sound internal control structures,
internal and external audits, risk assessments, detailed Quality Control reviews, and
criminal investigations. The PRB has increasingly taken an active role to identify and
combat fraud within and across EDD's programs. Through partnerships with internal
and external entities, PRB performs an essential role to prevent, detect, and deter fraud.

Fraud in EDD programs cover a variety of offenses, such as: fictitious employer
registrations to establish future fraudulent U! and Dl claims; forgery of checks and claim
documents; identity theft/claims filed by impostors based on the wage credits of others;
impostors taking over the claims of others; false certifications by medical practitioners
and claimants; underground economy tax evasion such as underreporting or failure to
report employee wages; and internal fraud by EDD employees.

| This section addresses the various components of PRB'’s fraud deterrence and

detection activities. Many of these activities are also included under the specific EDD
program areas.. :

¢ Independent Internal and External Audits are conducted of departmental
operations and recipients of federal funds such as LWIA and community-based
organizations over which EDD has administrative and program responsibility. These
audits are performed at the request of EDD management, or in response to issues
that arise as a result of program monitoring activities or incident reports. The PRB
performs internal audits in accordance with the either the “International Standards for
the Professional Practice of Internal Auditing” or “Generally Accepted Government
Auditing Standards.” These standards require that the auditors have suffi C|ent
knowledge to identify indicators of fraud.

¢ Independent Internal Control Audits assist the organization in maintaining
effective controls by evaluating their effectiveness and efficiency. The EDD
considers a strong system of internal controls to be a major deterrent to internal
fraud. Internal controls are primarily developed during the system design phase,
through technical assistance provided prior to and during system implementation.
The EDD believes that it is more cost effective to build controls into the system, as
opposed to raising internal control issues during an audit, which may require system
redesign. Audit independence is achieved by repotting to a level in the organization
that allows the intemal audit activity to fulfill its responsibilities. The audit standards
governing these audits also require auditors to include an evaluatlon of the systems
of control used to detect illegal activities and deter fraud.

+ Information Technology (IT) Audits are conducted of EDD’s automated systems
by auditors who are specially trained in this field. These IT audits ensure that
automated system controls are built into new or upgraded systems and stay
operational throughout the life of the system. .
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A Security Audit Logging and Monitoring System (SALMS) is being established
which will capture all business application and system auditable events. These
include logging of view, query, inquiry, and transaction activities (e.g., add, delete,
and update) to enable the detection of attempts to access unauthorized Ul and Tax

. confidential data. The SALMS project will establish a baseline set of IT security

logging and audit review requirements that can be used for all of the EDD U} and
Tax Benefit systems, including event log file retentions, auditable event defi nition;
log data file transfer protocols; and log file and server access security.

On-site Monitoring Reviews of WIA and Disaster Relief is. conducted to
determine fiscal and program compliance The EDD is required by DOL to perform
scheduled on-site monitoring reviews of sub-recipients and sub-grantees of federally
funded programs including WIA and Disaster Relief.

The monitoring reviews include regularly scheduled examinations of both fiscal and
programmeatic systems and records. This oversight provides EDD with an
opportunity to ensure that internal control structures are in place and that they
function as prescribed. The PRB, therefore, provides fraud deterrence by continually
ensuring that proper safeguards are in place to discourage fraudulent activity.
Monitors are alert to symptoms and conditions that may be indicators of illegal
actwntles

WIAIDisaster Relief Incident Reporting provides a reporting and follow-up process
for allegations of program fraud and abuses. The PRB receives and tracks incident
reports, and submits them to DOL for its determination whether to conduct the
investigation itself, or refer the reports back to EDD for investigation. Based on
DOL's determination, EDD may investigate the incident and take appropnate actlon
against the grant reC|p|ents

Quallty Control Reviews are mandated for the Ul benefit program. The PRB also
conducts a similar Quality Control review for the DI program. The Ul and DI Quality
Control processes detect fraud by verlfylng that EDD staff are following proper
payment procedures

In conducting the Ul and DI Quality Control processes, éach week, a random sample

of payments for each program is reviewed to verify that proper procedures were
employed by EDD during claim processing, and to ensure that adequate
documentation to support claimant eligibility is available at EDD claim filing offices,
employer sites, and, in some cases, medical facilities. These detailed examlnatlons
provide information from various sources that may indicate fraudulent activity, which
is then referred to EDD’s ID.

Criminal Fraud Investigations are conducted by PRB's ID to prevent, detect, and

deter fraud committed against the Ul Program, the DI Program, the Tax Programs,
and other programs administered by EDD. The ID develops cases for criminal
prosecutnon .

Whenever appropriate, EDD seeks prosecution of perpetrators that commit fraud

. against EDD programs. Publication of the prosecutions and the heightened
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awareness of EDD's actions against both external and internal fraud provide a
deterrent effect. Fraud deterrence also includes court ordered restitution and
imprisonment or probation for individuals who commit fraud against EDD programs.
Restitution includes recovery of benefit overpayments, tax assessments, penalties,
interest, investigation costs, and any other monies determined by the court to be
owed to EDD by an entity or individual.

A deterrent used in internal affairs cases is the initiation of adverse action against
EDD employees. The adverse action process includes suspensions, demotlons
reductlons in pay, and dismissal from State service. :

The PRB utilizes several methods ta detect fraud in departmental programs, provide

- leads to identify additional fraud, or obtam evidence in an investigation. Such

methods include:

» The Fraud Tip Hot Line, telephone number (800) 229-6297, is available for the
public to report employer tax evasion and allegations of fraud against the Ul
program, the DI program, and other programs administered by EDD. Effective
February 2005, fraud allegations were also reported via the EDD Web site
(www.edd.ca. gov)

¢ The Claimant Address Report, more commonly referred to as “Claimant ZIP
Code Report," lists the mailing addresses within a particular postal ZIP Code
area used by claimants to receive benefits. The report identifies mailing
addresses where multiple claimants are receiving possible fraudulent payments.

* Participation in Task Forces with other state and federal law enforcement
agencies such as the DOL, DOI, FTB, IRS, U.S. Postal Inspectors and
prosecutors

* In collaboration with the ID and federal lnvestrgators A&ED conducts forensnc
accounting and audit examinations to examlne bank records, and personal and
employer financial records.

The results of PRB's investigative activities for CY 2006 as well as the previous two

- CYs are covered in the DI, Ul, and Employment Tax sections of this report.

The Criminal Intelligence Unit (CIU) was created within ID to develop strategic and
tactical intelligence for investigative planning and case identification, and to assist
program managers and oversight functions to identify areas of focus to prevent and
detect fraud. The CIU works with EDD program managers to develop characteristics
of fraud and uses technology to screen ciaims for potential fraudulent activities. The
ClU and A&ED are currently gathering and analyzing data from claims filed and
investigative cases worked to gain insight into the fraudulent trends and patterns
being employed against EDD. Strategies the Department can use to counter these
trends and patterns can then be developed.
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Additionally, A&ED utilizes CIU developed information in its risk assessment process
to prepare EDD’s Audit Plan. This enables PRB to schedule audits in areas most .
vulnerable to fraud, thereby making the most effective use of EDD’s audit resources.
Conversely, A&ED will provide information obtained during the course of its audits to
ClU, such as internal control strengths and weaknesses, to further enhance ClU's
efforts in developing strategic and tactical intelligence.

" This effort is an ongoing cha!l-enge due'to the advances of technology and the
increased sophistication of criminal perpetrators seeking to defraud EDD.

. Autbmated Data Analysis: The PRB is developing staff expertise in using
automated software to conduct complex, comprehensive data analysis.
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_ENTERPRISE-LEVEL ACTIVITIES

The EDD has increasingly taken an enterprise-wide approach to identify and combat
fraud within and across programs. Additionally, EDD is continually seeking new
approaches to prevent, detect, and deter fraud, through partnerships with both internal
and external entities. This section summarizes enterprise-level anti-fraud efforts
undertaken during 2006, and those activities that are under consideration for future
implementation.

The areas for enhanced anti-fraud efforts include:
New and Expanded Internal and External Partnerships

« The EDD ID, jointly with both the Ul and DI programs, has begun to identify claim or
payment characteristics that are indicative of fraud. This has enabled automated
trend analyses as a method to identify potential fraudulent claims/payments, which
trigger additional steps to-determine legitimacy of suspect claims.

* An expanded partnership between EDD ID and A&ED has enabled more thorough
and timely analysis of large volumes' of accounting data as a tool to identify and-
analyze perpetrators' fraudulent activities and develop investigative leads.

* The EDD ID has continued to foster joint investigative activities with DOL and the
U.S. Attorney, as a means to develop and share fraud leads, and more effectlvely
investigate and prosecute perpetrators of fraud.

» ThelD coordmates with partner lnvestlgatlve/enforcement agencies to publicize joint
investigative, arrest, indictment, and prosecution actions, with the intent of deterring
fraud perpetrators.

Recent Internal and External Partnershlp Enhancements
+ Expanded EDD mvestugator participation in local level task forces to enhance local

level collaboration.

« Enhanced partnerships with other state and federal agencies to share fraud leads,
anti-fraud methodologies, and activities.

. Increased marketing efforts to educate the public on the consequences assomated
with committing fraud.

e Developed a cross-program approach to fraud detection, deterrence and prevention

. activities. The ID works closely with the Ul and DI programs to develop joint
strategies for early detection and prevention of fraud. Results of these efforts are
anticipated to reduce the amount of dollars paid out on fraudulent claims.

Automated Fraud Detection and Prevention Tools Under Consideration

» Direct Deposit - - A new automated Direct Deposit system for claimants to have their-
Ul or DI benefit checks deposited directly into their bank accounts.

Employment Development Department ) -27-
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Voice Print Technology - An automated Voice Print technology enhancement to
identify claimants when they call to certify for benefits by telephone.

Electronic linkage of the Tax and the Ul systems to enhance EDD’ s ability to detect
fraud. :

Enhancement of the Fictitious Employer Detection System that identifies potential -
employer/claimant fraud involving the establishment of fictitious employer accounts
and fictitious claimants. The system contains certain characteristics that are fairly
common among employers and claimants involved in fictitious employer schemes.
The identification and addition of new characteristics to the system will increase
EDD’s ability to detect and deter fraud. An employer-tracking file serves as the basis
to identify such employers and/or claimants.

Establish automated links to other governmental agencies.

Combat Identity Theft — A Supplemental Budget Request (SBR) was approved for
the purchase and installation of data mining software and computer equipment to
improve EDD’s ability to prevent, deter, and detect identity theft in the Ul program.
The software will be used to improve Ul fraud detection by conducting in-depth data

analyses and automatically identifying patterns and trends that will serve as probable »

indicators of fraudulent activity. The data mining software will be used by the PRB to
develop predictive models to improve decision-making and reduce fraud. See page
15 for additional information on this initiative.

Employment Development Department ' ‘ : -28-

394




Fraud Deterrence and Detection Report June 30, 2007

ACRONYMS

A&ED Audit and Evaluation Division
CEP - Construction Enforcement PrOJect
Clu Criminal Intelligence Unit
CRU Compliance Resolution Unit
CulC : California Unemployment Insurance Code
CcY “Calendar Year
DI Disability Insurance
DMV Department of Motor Vehicles
DOI Department of insurance
DOL U.S. Department of Labor
EDD * Employment.Development Department
EEEC Economic and Employment Enforcement Coalition
EETF ' Employment Enforcement Task Force
FOIS Field Office Integrity Specialist
FTB : Franchise Tax Board
ID K Investigation Division
IME Independent Medical Examination
IRS Internal Revenue Service
IT Information Technology
IVR Interactive Voice Response
JEP ' Janitorial Enforcement Project
JESF Joint Enforcement Strike Force
- JdS Job Service
LWIA Local Workforce Investment Area
NER New Employer Registry
OIG , Office of the Inspector General
PFL Paid Family Leave .
Pl SPOC ' Program Integrity Single Points of Contact
PIN ~ Personal Identification Number
PRB Program Review Branch
QC Quality Control _
SALMS . Security Audit Logging and Monitoring System -
SBR Supplemental Budget Request
SSA Social Security Administration
SSN Social Security Number
SUTA o State Unemployment Tax Act
TAS Tax Accounting System
TIPP Targeted Industries Parthership Program
UEO Underground Economy Operations
Ul Unemployment Insurance
WBCF _ Web Based Claim Filing
WIA Workforce Investment Act
WwW : Welfare-to-Work
Employment Development Department . -29-
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This report was prepared by the Program Review Branch of the
California Employment Development Department

Program Review Branch : ‘
~ Deputy Director..........ccecesivvseeenrieseenieneeennninn. RhONda R, English

- Investigation Division : :
Chief............ e Barbara S. Milton

For more information, please call (916) _227-0691.

EDD is an equal opportunity employer/program. Auxiliary aids and services are
available upon request to individuals with disabilities. Requests for services, aids,
and/or alternate formats need to be made by calling 916-227- 0691 (voice) or TTY
users, please call the California Relay Service at 711.
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EXECUTIVE SUMMARY

This report documents the Employment Development Department’s (EDD) fraud
deterrence and detection activities for Calendar Year (CY) 2010, as required by
California Unemployment insurance Code Section 2614.

The EDD's major program responsibilities include Unempioyment Insurance (Ut),
Disability Insurance (D!), Employment Tax Collection, and Workforce Investment Act
(WIA) programs. During 2010, through the administration of its programs, EDD
collected more than $50 billion in employment taxes from over 1.3 million employers and
issued benefit payments in excess of $27 billion on over 7.4 million Ul and DI claims.

To protect the integrity of its programs, EDD enforces 'the' California Unemployment
Insurance Code provisions and various other California codes affecting its programs.
Doing so assures the integrity of all EDD programs and protects the interests of

-employers, claimants, and taxpayers. Research suggests that organizations can reduce

the risk of fraud through a combination of prevention, detection, and deterrence
measures. A strong emphasis on fraud prevention may reduce opportunities for fraud to
take place while fraud deterrence could persuade individuals that they should not
commit fraud because of the likelihood of detection and punishment.

The EDD takes a comprehensive approach to fraud prevention, detection, and
deterrence. This approach involves EDD programs, EDD oversight entities, and
business partners including federal, state, and local law enforcement agencies, and
prosecutors. During CY 2010, EDD's comprehensive anti-fraud activities in the DI, Ul,
and Tax programs identified fraud (in dollars), as follows: '

Description DI Program Ul Program Tax Program

Cases Under Investigation : $ 4,417,761 $ 11,573,397 $ 50,670,527

) 126 cases 118 cases 186 cases .
Criminal Complaints Filed $ 525446 $ 1,080,329 $ 2,057,458
© 21 cases 20 cases 16 cases

Completed Criminal Prosecutions $ 759,984 $ 1,297,710 $ 2,885307
: ’ 25 cases 22 cases 11 cases
Fraud Overpayments (OP). $ 3,601,131 * ° $250,805366 © N/A

806 OPs 188,946 OPs

Fraudulent Benefits Prevented $ 3,270,000 $ ' 3,435,897 N/A

The detection and deterrence of fraud in the WIA program is accomplished through a
variety of processes that EDD requires of the local administrative entmes that provide
employment training services. The program integrity components® include: monitoring
reviews; an incident reporting system; single audits; program oversight; and regulatory
controls .

The remainder of this report highlights fraud deterrence and detection activities by each
EDD program and summarizes oversight activities across EDD. The final section of this

' Management Antifraud Programs and Controls — Guidance to Help Prevent and Deter Fraud, '
American Institute of Certified Public Accountants, 2002, p. 5.
2 See WIA program details on pages 25-26.

Employment Development Department ' -1-
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report hlghhghts enterprise-wide efforts in progress and under consrderatlon to prevent
detect, and deter fraud.

BACKGROUND

The California Unemployment Insurance Code Section 2614 requires the Director of
EDD to report to the Legislature by June 30 of each year on EDD’s fraud deterrence and
detection actlvmes

In CY 2010, EDD collected more than $50 billion in employment taxes and issued
benefit payments in excess of $27 billion to Ul and DI claimants. The EDD administers -
the Ul, DI, and WIA programs. Through its Employment Tax Collection Program, EDD
coIIects UI and Employment Training Tax, and DI and Personal Income Tax withholding
for the State of California. :

As with any program where large sums of money are involved, the temptation to defraud-
the system for personal gain is present. Employers may not fully pay their employment
taxes as required by law; claimants may use multiple social security numbers or the
identities of others or claim benefits while working; physicians may certify disability
inappropriately; and claimants or physicians may submit forged documents. Further,
threats may be made to the security of EDD's systems or employees.

APPROACH

The EDD uses a multi-tiered, comprehensive approach to fraud deterrence and
detection. This approach involves EDD programs, EDD independent oversight entities,
and business partners including federal, state, and local law enforcement agencies, and
prosecutors. _

Each program area has established ongoing anti-fraud activities. In addition,
independent oversight entities perform other activities including internal control reviews
and audits, quality reviews to measure the accuracy and propriety of benefit payments,
and information technology system reviews to detect system control deficiencies.

Lastly, the Investigation Division (ID) identifies, investigates, and prosecutes fraud wrthm
EDD’s various programs and internal operations. :

Anti-fraud activities within EDD range from up-front fraud prevention such as customer
education, reviews of intemal control systems, employer audits, internal systems audits
- and controls, fiscal monitoring activities, and ongoing or special fraud detection
activities. Fraud detection activities include but are not limited to: analyzing client,
employer, and medical provider demographic data; establishing internal program checks
and balances; performing electronic cross-matches; participating in joint efforts with
other agencies and business partners; operating a fraud reporting Hotline; and
conducting criminal investigations that include surveillance, undercover operations,
computer forensic analysis and data mining, search warrants, witness and suspect
interviews, evidence seizure, and, in concert with other law enforcement agencies,
arrest and prosecution of suspects.

Employment Development Department -2
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FRAUD DETERRENCE AND DETECTION ACTIVITIES

STATE DISABILITY INSURANCE (SDI) PROGRAM

The SDI program is comprised of two benefit programs, the DI program, and the Paid
Family Leave (PFL) program. The DI program provides partial wage replacement for
eligible California workers who are unable to work due to iliness, injury, or pregnancy.

 Workers covered under the SDI program are potentially eligible for PFL benefits when

they are unable to work because of the need to care for a seriously ill child, parent,
spouse, or registered domestic partner, or to bond with a new minor child within the first
year of birth or placement by adoption or foster care into the family.

The EDD is continuing its comprehensive, multi-faceted approach 6 combating fraud
and improving benefit payment accuracy in the SDI program. During CY 2010, the DI
program processed 737,497 claims and paid out over $4 bitlion in benefits. The PFL
program.processed 200,922 claims and paid out over $488 million in benefits.

The EDD collects and analyzes data to support cases for prosecution and administrative
action against those suspected of committing fraudulent acts. The SDI Integrity
program includes a Program Integrity Manager and 10 Field Office Integrity Specialists

~ (FOIS) located throughout the State and 2 Program Integrity Analysts. The manager

and the FOIS oversee, coordinate, and conduct various staff education efforts and
investigative activities involving suspicious claims in the DI and PFL offices. The
‘Program Integrity Analysts complete in-depth data analysis of various reports and
develop procedures and forms to enhance program integrity efforts. The DI Branch staff
work closely with ID's criminal investigators to combat fraud in the SDI program.

Primary SDI pfogram fraud deterrence and detection tools include:

« Claimant Notification of the legal consequences for willfully making a false
statement or knowingly concealing a material fact in order to obtain benefits is
provided on the claim form declaration statement signed by the claimant when

- applying for benefits. '- = : '

o Independent Medical Examinations (IME) provide EDD with a second medical.
opinion regarding the claimant's ability to perform his/her regular or customary work
when the period of disability allowed by the treating physician or practitioner exceeds
the normal expected duration for that diagnosis. Photo identification is requested to
ensure that the claimant, and not a substitute, appears for the examination.

The Medical Director's Office oversees the panel of healthcare professionals that
perform IMEs. The Medical Director screens applicants for this panel to ensure they
have appropriate credentials. In addition, the Medical Director recruits new
members to the IME panel to ensure there are appropriate numbers of specialists in
all areas of the State and outside the State.

Although the primary use of IMEs is the validation of the treating physician’s
diagnosis and prognosis, and a means of controlling the duration of claims, IMEs are

Employment Deve.lopment'Department S . ) 7 ' -3
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also a useful tool in curtailing the loss of benefits in those cases where fraud or
abuse is suspected. In CY 2010, of the 30,782 IME results received, 1,739 (5.65

. percent) of the claimants scheduled for an IME failed to appear, and 8,625 (28

percent) were found able to work on the date of the IME examination.

Monthly Doctor Activity Reports provide a list of the top 200 doctors certifying to
the highest total amount of benefits, newly certifying physicians who certify more
than a specific monetary amount or number of claims, and doctors whose claim-
certifying activity has dramatically increased during the report period. These
automated monthly reports, enable the FOIS to identify significant changes in claims
activity and/or filing patterns, which may be indicators of fraud.

Automated Tolerance Indicators (flags) that are associated with the certifying
healthcare provider's license number assist staff to identify and track claims on
which fraud or abuse is suspected or has previously. been detected. They also alert
staff to refer to special instructions that have been created to assist in the
adjudlcatlon and payment of claims on which a Tolerance Indicator has been
attached.

_ uI/DI Overlap Flags generate an automated stop pay on DI and PFL claims whena

prior Ui claim period overlaps the dates that DI benefits are claimed. When alerted
by a stop payment flag DI and PFL staff block the overlapping period pending an
eligibility determination, thereby helping in the preventlon of potentlally improper
payments.

Decedent Cross-Match Reports identify benefit payments issued after the date of
death to SDI claimants by checking the Social Security Numbers (SSN) of all
claimants against SSNs of individuals reported as deceased by the Department of
Public Health. The report enables DI Branch to identify and recover benefits paid
subsequent to the date of death that may not otherwise have been discovered.
When there is a material disparity between data provided on the owner of a :
particular SSN and that shown on EDD’s Single Client Data Base for that SSN, DI.
Branch researches that SSN in Social Security Administration’s Death Index.

Address/Name Change Reports record all changes of the claimant names or
addresses by date and operator identification, as a means to identify claim
manipulation, or “hijacking” by employees commiitting internal fraud. Analysis of
these reports has been expanded, identifying fraud or abuse which had previously
gone undetected. Specifically, a variety of research tools, such as address lists for
state and federal correctional institutions, address lists for all EDD offices, and
reverse address directory, etc., have been developed as cross-match devices. As a
result of these enhancements, 107 referrals were made to the FOIS for further action
in CY 2008 and 24 in CY 2009, and 106 in CY 2010.

Employment Development Department . . : -4
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« The Doctor Actmty Tracking System tracks the status of investigations involving
potential doctor® or doctor impostor? fraud cases. The system also provides a useful
management tool to ensure appropriate follow up occurs, and to document and
evaluate accomplishments.

e Doctor License Reports identify all SDI claims that are certified by a particular
doctor. Analysis of the claims listed on the report can lead to discovery of frauduient
claims or program abuse. :

« DI Quahty Control Reviews test a random, statistically valid, sample of DI benefit
payments annually for accuracy, completeness, and compliance with the California
Unemployment Insurance Code, Title 22 of the California Code of Regulation and DI
Branch policy. These reviews detect the nature and extent of inaccurate payments,

. reveal opportunities for process improvement, and.serve as a check on employee
fraud or collusion. Claims that appear fraudulent are referred to the FOIS for follow
up. As a result, seven referrals were made for further action in CY 2010.

* PFL Quality Control Reviews test a random, statistically valid,- sample of PFL
benefit payments annually to verify that a claimant has met essential eligibility
requirements and that benefits have been paid accurately in compliance with the
California Unemployment Insurance Code and Title 22 of the California Code of
Regulations. These reviews detect the nature and extent of inaccurate payments,
reveal opportunities for process improvement, and serve as a check on employee
fraud or collusion. Claims that appear fraudulent are referred to the FOIS for. follow
up. As a result one referral was made for further action in CY 2010.

» Medical Board Notifications identify healthcare providers whose licenses have
been revoked or suspended. This information, supplied by the Medical Board of
California, helps ensure that claims are not certified by improperly licensed
healthcare providers and alerts EDD to potential fraudulent situations.

-« Board of Chiropractic Notifications identify chiropractors whose licenses have .

' ‘been revoked or suspended. This information, supplied by the Board of Chiropractic
Examiners, helps ensure that claims are not certified by improperly licensed -
chiropractors and alerts EDD to potential fraudulent situations.

¢ The DI Personal Identification Number (PIN) System provides telephone
identification, authentication, and authorization services via-EDD's Interactive Voice
Response (IVR) system. The system enhances security of the IVR system and
improves claimant privacy by preventing unauthorized access to confidential data.

Claimants are required to enter their SSN and PIN each time they request
confidential payment information through DI Branch’s [VR system. Claimants select
their PIN the first time they use the IVR system to obtain payment information by

® Doctors who knowingly certify claims for individuals who are not disabled.
Someone other than the doctor signs the doctor's name on DI claim forms..

Employment Development Department . . ' -5-
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matching personal identifying information. As an additional security and fraud
detection measure, when a PIN is establlshed or changed the claimant is sent a
notice.

e The In-Office Eligibility Review Process provided for in Title 22 of the California

Code of Regulations, permits EDD to require claimants suspected of fraud, who are
“currently receiving benefits, to submit to an in-person interview before a decision is

- made regarding their continued eligibility to receive benefits. The process provides
the claimant with a fair and equitable opportunity to be heard in person and enables
EDD to gather additional information before making its decision. The regulations
provide precise time frames and procedures for conducting interviews to ensure that
claimants’ rights to due process are protected. ,

+ An EDD Toll-free Fraud Tip Hot Line, (800) 229-6297, provides employers and
individuals a designated telephone number to report alleged fraud directly to ID's
Criminal Intelligence Unit (CIU). The number of SDI program fraud allegations
reported through the Hot Line is as follows: 423 allegations in CY 2008, 670
allegations in CY 2009, and 790 allegations in CY 2010.

« Fraud allegations were also reported via the EDD Web site (www.edd.ca.gov). It
provides the ability to report fraud and other sensitive information (SSNs, etc.) ina
secure environment. An additional 802 allegations in CY 2008, 760.allegations in
CY 2009, and 966 allegations in 2010 were received by the Hot Line operators in
this manner.

e The Truncation of Claimant SSNs fo only the last four digits on DI and PFL benefit
checks helps to deter identity theft and protect the confi dentlallty of mformatlon
assets.

» Electronic Benefit Payment Project provides an electronic payment system for -
disbursing of D! and PFL benefit payments. The Electronic Benefit Payment Project
. provides claimants immediate access to their benefits and ehmlnates fraud
assomated with theft or loss of paper warrants.” '

» Program Integrity Training is provided to all new hires to heighten staff awareness
and capacity to detect and deter fraud and abuse in the DI and PFL programs. New
hires are initially exposed to the concepts and tools during new employee orientation
shortly after being hired and once again in greater detail during formalized training.
In addition, field office staff designated as Program Integrity Single Points of Contact
who perform program lntegnty functions and work closely with the FOIS, receive
specialized training.

e On-Line DI Program Integrity Awareness Training module was developed by fhe
FOIS. In addition to classroom training, field office staff are able to take the on-line
portions of the Refresher Program Integrity training at their work station.

o Automated Detection Reporté developed collaboratively with ID’s ClU permit staff
to detect unusual patterns of activity in the SDI benefit payment system involving

Employment Development Department ) -6-
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addresses, issuance of-multiple checks, and multiple claims filed by the same
claimant within a specified period of time.

An Educational Outreach Campaign to the California medical community led by
the EDD Medical Director's Office in partnership with SDI’'s Education Outreach Unit
enhances medical prowders understanding of the purpose of the DI and PFL
programs and their role in the claim filing process. The educational programs are
geared to the California medical community including both resident physicians and
physicians in practice. This effort enhances the integrity of both programs by
improving the quality of medical information received thereby ensuring that the
benefits paid are consistent with the claimant’s inability to perform their regular or

- customary work or the need to care:for a family member with a serious health

condition. It also helps to minimize the occurrence of medical certifications that

. extend the disability duration beyond normal expectancy.

Formal Identity Alert Procedures were provided to staff for handling DI and PFL
claims with an Identity Alert flag. The EDD places a “flag” on potentially
compromised SSNs identified by employers/employer agents, 1D, or Ul Branch.
When a claim with an [dentity Alert flag is processed, SDI program integrity staff
conducts an in-depth review to ensure that the claimant is the true wage earner.

Medical Training provided to field office staff by EDD’s Medical Director is a

comprehensive presentation of medical information and case study training intended -

to educate and enhance staff's knowledge of disabling medical conditions and
medical terminology. This training allows the staff to communicate more effectively
with medical providers when discussing and obtaining additional medical information
regarding a DI or PFL claim. The information provides staff with a better

. understanding of the diagnoses assists them in determining the severity and

expected length of a disability and enables them to read and understand the medical
information on the claim form with more confidence, and take appropriate action to
control claim duration or potential abuse of the programs.

The Medical Director's Office’is available to consult with staff concerning unusual
medical conditions by providing guidance on how to establish an appropriate normal
expectancy and how to appropriately employ duration control measures.

Fraud Penalty Assessment of 30 percent on overpayments resulting from claimant -

fraud.

Education and Outreach is provided to medical providers and public/private
employers regarding program information and practices, as well as, their key role in
verifying claimant information to ensure proper payment of benefits and continued
integrity of the DI Fund. . : ’

Confidentiality Trammg Module developed to reinforce management of EDD’s
confidential and sensitive information and appropriately document potential
fraudulent activity.

Employment Development Department . -7-
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" processing safeguards and automation techniques unique to the PFL program are -
currently being utilized:

e The PFL automated system also includes a powerful tool for identifying patterns on

« Impostor Fraud Training provided to staff in an effort to curtail fraud and abuse. -
Tools are provided to assist in identifying abusive or fraudulent activity and the
appropriate referral process.

In addition to the fraud deterrence and detection tools, the following special claim

e The requireh']ent to submit a birth certificate, adoption or fdster care cettification on
all bonding claims for which no medical evidence of a birth exists.

« The PFL automated system includes a scanning process that provides an online
viewable copy of all claim documents. To assist in detecting possible forgeries,
claims examiners are able to compare current signatures of claimants and
physicians with documents submitted previously by the same claimants and/or
physicians. - . : ' '

suspicious claims by allowing claims examiners to retrieve all information about a
claimant including all flags, images, and care recipients for current and past claims.

e The PFL Address/Name Change Report records all changes of the claimant’s
name or address by date and operator identification, as a means to identify claim
manipulation, or “hijacking” by employees committing internal fraud, thus adding
‘protection to.claimant information. o '

RESULTS/ACCOMPLISHMENTS DURING CY 2008 through 2010

The followihg table shows the SDI's program dollar value and case number resul:ts for
the last three years:

Cases Under Investigation $ 5,863,183 " $ 4,250,647 $ 4,417,761
294 cases 127 cases 126 cases

Criminal Complaints Filed - $ 1,835,763 $ 749,890 $ 5254486
: : - 19 cases 23 cases 21 cases.

Completed Criminal - $ 296,576 $ 904,411 - $ 759,984
Prosecutions 16 cases 14 cases 25 cases
Fraud Overpayments® (OP) $ 3,425725 . $ 2,891,401 $ 3,601,131
671 OPs 631 OPs 806 OPs

Fraudulent Benefits Prevented $ 3,458,393 $ 4,413,636 $ 3,270,000

° Du-ring CY 2010, ID investigated a total of 126 ongoing and new DI fraud cases
representing a potential overpayment in the amount of $4,417,761°. These
investigations focused on the foliowing case types: impostor fraud/identity theft (21

® “Fraud overpayments established” includes overpayments established as a result of both criminal
and administrative actions. " : :
8 Total does not equal case type detail due to rounding off to whole dollars.

~ Employment Development Department -8-
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cases representing $1,910,999); altered or forged documents (45 cases
representing $1,176,615); medical practitioner fraud (7 cases representing
$193,544); and counterfeit checks (2 case representing $23,440). The remaining 51
miscellaneous cases, representing $1,113,163 lncluded working while certrfylng for
benefits and other case types.

« InCY 2010, ID filed 21 Crlmrnal Complaints representing potential fraudulent
benefits in the amount of $525,446. The ID has continued their emphasis on the -
more complex fraud cases such as impostor/identity theft that take longer to
investigate. Although 21 cases prosecuted out of the total number of cases
investigated of 126 seems small, the number of investigators assigned to perform DI
investigations has reduced greatly due to attrition thus delaying casework due to
necessary reassignment of cases to the investigators remaining. ‘

« During CY 2010, ID completed 25 criminal prosecutions representing fraudulent
benefits in the amount of $759,984. These completed prosecutions primarily:
involved altered and forged medical, counterfeit checks, impostors and workmg while
cemfymg for benefits. -

» InCY 2010 the DI and PFL programs established a cumulatlve total of 806 fraud
overpayments in the amount of $3,601,131. ;

>

- The DI program established 30 fraud overpayments totallng $437,600 on claims

associated wrth claimants who were prosecuted.

The DI program established 751 fraud overpayments that were not attributed to
prosecutions. These overpayments, totaling $3,133,033 were the result of
administrative actions applied by the DI'program, such as false statement
overpayments. :

The PFL program estabhshed 25 fraud overpayments that were not attributed to
prosecuted claimants. These overpayments, totaling $30,498 were the result of
enforced administrative remedies available to the DI program, such as false
statement overpayments.

e InCY 2010, departmental anti-fraud efforts stopped $3,270,000 in fraudulent SDi
benefits from being paid. Of this total, $3,170,026 is attributable to SDI program
anti-fraud efforts such as IMEs, verification of SSN ownership with deletion of
improper base period wages, and all referrals to ID resulting in convictions or
administrative actions which prevented payment of further benefits. Payment of.
approximately $99,974 in fraudulent benefits was prevented through ID’s ongomg
investigations of identity theft, forgeries, and medical practrtloner fraud

e In 2010, 57 doctors certified to a high volume of activity which included 10 that
already had a Tolerance Indicator established based on a previous review. In-15
cases, after review by DI Branch and/or ID, it was concluded that the doctors’ high
volume of activity was justified and no fraud or abuse was detected. In the
remaining 42 cases, 2 are under investigation by ID; 2 evaluations have been
completed; leaving 38 cases pending further evaluation by the FOIS.

Employment Development Department -9-
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FUTURE DI PROGRAM ENHANCEMENTS

The DI Automation Project will provide claimants, medical providers, and employers
the ability to file claim information via the Internet and provide claimants online access to
claim status and payment history, thus improving access to services and delivery. The
new system will provide DI Branch the ability to manage fraud and abuse through
automated programs and business logic. In addition, the DI Automation Project will
provide the following enhancements:

Employment Development Department

SSN Verification throug'h Social Set;urlfy Administration’s records. The claimant's
SSN will be verified during the claimant's ldentlﬂcatlon process to detect potential
fraud prior to filing a DI clalm :

Interface to the Department of Motor Vehicles records to allow DI program integrity

" staff to verify a claimant’s California driver’s license or identification card number..

Last employer address information will be obtained from EDD'’s internal database.
The ability to track and cross-match employer addresses rather than relying upon
the claimant to provide EDD with this information will ensure that proper payments
are made to the appropriate individuals.

New Employee Registry (NER) Benefit Cross-Match interface will enable DI |
Branch to use new hire information from California employers to identify claimants
who improperly continue to receive benefits after they have returned to work.

The Address Integrity component of the DI Automation Project will ensure only the
rightful owner of the claim makes a change of address to a claim. As a security and
fraud detection measure, a letter will be sent to the old address to notify the claimant

that DI Branch has received a request for a change of address.

- Secure Health Insurance Portability and Accountability Act Compliant Online

Claim Filing reduces the risk of confidential information lost in the mail and reduces
exposure for misuse. i '

Identity Management Software authenticates, and authorizes external users
(customers) who set up external user accounts. The system will create an online
profile for each external user, and will encrypt and store the user
identificaiton/password, profiles, and credentials in an enterprise Identity
Management system. The solution will then validate and authenticate external
users’ logon credentials and allow authenticated users to access system functionality
and improve DI Branch’s ability to detect fraud.

The Benefit Audit Review matches wages reported quarterly by employers to DI
benefits paid within the same period. Through this review, the DI program will be

able to detect when claimants have been fraudulently collecting benefits while -
working. Overpayments and penatties will be established and collected as a result.
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of this process, protecting the solvency of the DI Fund. The reviews will be
performed quarterly. '

Data Mining Project is underway to utilize software to improve DI Branch's ability to
prevent and detect identify theft in the D! program. The software will be used to improve
DI Branch's fraud detection by conducting in-depth data analyses and identify patterns
and trends that will serve as probable indicators of fraudulent activity.

Electronic Benefit Payment Project provides an electronic payment system for
disbursing of DI, PFL, and Ul benefit payments. This will give claimants immediate
access to their benefits and eliminate fraud associated with theft or loss of paper
warrants. :

Employment Development Department : ' A1
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UNEMPLOYMENT INSURANCE (Ul) PROGRAM

The EDD administers the Ul program, which provides benefits to individuals who have -
lost their jobs through no fault of their own, are actively seeking work, are able to work,
and willing to accept employment. During CY 2010, the Ul program processed

7.7 million initial claims, of which 6.5 million were new claims and paid a total of $22.9
billion in benefits. These figures include the regular Ul program in addition to the four
federal extended benefit programs: Emergency Unemployment Compensation Tiers |, il
III and IV, which respectively began July 2008, November 2008, and November 2009
(both Tiers lll and IV); the Federal-State Extended Benefits program, which began
February 2009; and the Federal Additional Compensation (also known as $25 weekly
Stimulus Payments), which began February 20089.

The EDD is committed to maintaining the integrity of the Ul program. The Ul
program utilizes a variety of processes, tools, and techniques to deter and detect fraud,
which include:

« Claimant Notification provides notice to the clalmant. by way of a Claimant
Handbook, of clalm eligibility requirements and legal consequences of willful
m!srepresentatlon or willful nondlsclosure of facts.

e 30 Percent Fraud Penalty Assessment on any overpayments resultlng from
claimant fraud.

» Bi-weekly Claim Certification by claimants of their continued eligibility for benefits.
This process requires the claimants to certify the accuracy and truthfulness of the
statements made and that they understand that the law provides penalties for
making false statements to obtain benefits.

» Ul Quality Control (also known as Ul Benefit Accuracy Measurement) is an
independent review of a random sample of claims throughout the year to test the
effectiveness of procedures for the prevention.of improper Ul payments. These
reviews detect the nature and extent of improper payments, reveal operating
weaknesses, and serve as a check on agency employee fraud or collusion. Claims
that appear fraudulent are referred to investigators for follow up.

* The Benefit Audit Process matches wages reported quarterly by employers to Ul
benefits paid within the same period. Through this process, the Ul program is able
to detect when claimants have been fraudulently collecting benefits while working.
‘Overpayments and penalties are established and collected as a result of this
process, protecting the solvency of the Ul Trust Fund. These matches are
performed on a quarterly and annual basis. The EDD utilizes an employer-
compliance database to track benefit audit forms that have been mailed and .
returned by employers.

7 To willfully provide false information or withhold information that affects the payment of Ul benefits.
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The NER Benefit Cross-Match enables EDD to use new hire information from
California employers to identify claimants who improperly continue to receive
benefits after they have retumned to work. This is accomplished by matching on a
daily basis, the new hire information with EDD's records of claimants currently
collecting Ul benefits. Through this process, EDD is able to detect fraud and other
eligibility issues up to six months earlier than through EDD’s benefit audit process,
allowing EDD to protect the Ul Trust Fund by reducing the amount of dollars
overpald to claimants.

Verification of a Claimant's Right to Work enables EDD to identify claimants who
do not have legal authorization to work in the United States (U.S.), thus preventing
payments to individuals who are not eligible for benefits. The Systematic Alien
Verification for Entitlement process enables EDD to link with the database of the
U.S. Citizenship and Immigration Services (formerly lmmlgratlon and Naturalization
Service) to submit both initial and additional verification queries to obtain information

necessary to reduce improper payments to mdrvrduals who do not have legal

authorization to work in the U.s.

An SSN Verification provides real time (on-line) access to the Social Security
Administration’s records. The claimant’'s SSN is verified during the claimant’s
identification process, to detect potential fraud prior to filing a Ul claim.

The Department of Motor Vehicles provides real time (on-line) access toit's
database fo verify a claimant’s California driver’s license or identification card
number, prior to filing a Ul claim. This is part of the identity verification process is
used to prevent identity theft fraud in the Ul program. '

'The last employer address information is obtained from EDD'’s internal database.

The ability to cross-match employer addresses with this database rather than relying
upon the client to provide EDD with this information will better ensure that proper

payments are made to the appropriate individual.

Employers or individuals are offered several optlons to report alleged fraud activities.

. The ID operates a Toll-free Fraud Tip Hot Line, telephone number (800) 229-6297.

The number of Ul program fraud allegations recelved through the Hot Line is as
follows: 1,276 allegations in CY 2008, 2,999 allegatlons in CY 2009, and 4, 197
allegatlons in CY 2010. -

Fraud atlegatlons were also reported via the EDD Web site (www.edd.ca.gov). An
additional 1,691 allegations in CY 2008, 3,326 allegations in CY 2009, and 4,679
allegations in CY 2010 were received by the Hot Line operators in this manner.

The Ul Personal Identification Number (PIN) is an automated system that allows
claimants to select a PIN in order to obtain personal claim information through the
IVR system, which is available seven days a week, 24-hours a day. The Ul PIN was
established to protect claimants’ confidential information. Without a PIN, claimants
are unable to access their personal and confidential claim information through the
VR system.
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Changes to the Ul benefit check were implemented as part of EDD’s ongoing
" commitment to deter identity theft and to protect the confidentiality of its information

assets. The heading “SSA NO.” was removed from the face of the Ul benefit check
and the 9-digit SSN is no longer printed on the face of the check. Inits place only
the last 4 digits of the claimant's SSN are displayed.

The EDD has always used various measures to ensure the true identity of a claimant
for Ul benefits. The Ul Impostor Fraud Prevention was enhanced with the
implementation of EDD’s Identity Alert Process. The process, developed to reduce
the risk of identity theft fraud, was implemented when employers and/or employers’
payroll agents contacted EDD to report that their records containing confidential
employee information had been compromised. The Identity Alert Process was
designed to protect the worker and employer from ongoing fraud and to ensure
proper payments of Ul benefits.

When a claim is initiated into the Identity Alert Process, no payments are issued-until
EDD obtains the information needed to validate the identity of the individual filing the
Ul claim. The Ul Identity Regulations, pursuant to the California Code of
Regulations, Title 22, Sections 1251-1 and 1326-2, allow EDD to requwe a claimant
fo provide |dent|ty verification documentation upon request

The Identity Alert Process is funded by both federal and State monies.
Approximately 55 percent of this process is accomplished using State funds. For
every Personnel Year dedicated to this function, there is an estimated corresponding
savings to the Ul Trust Fund of more than $4.3 million. ,

The tools utilized by EDD to prevent Ul impostor fraud include:

> Stopping benefit paymehts on active Ul claims that are assooiated with
compromised SSNs until the identity of the claimant is confirmed.

> Implementing enhanced screening procedures during the claim filing process to '
better authenticate the identity of claimants (e.g., SSN and Department of Motor
Vehicles verifications) and to ensure only the true owner of the identity will
receive Ul benefits.

> Utlhzm_g a variety of communication methods to provide information to all
California employers on how to protect and properly destroy confidential
personnel information and assist EDD in preventing Ul fraud. This includes
published articles in the California Employer's Guide (DE 44-Tax publication) as
well as the California Employer Newsletter (Quarterly-Tax publication.

> Updating the EDD Web site (www.edd.ca.gov) with information on Ul impostor
fraud and identity theft assists both employers and employees. The brochures
“How You Can Prevent Unemployment Insurance Impostor Fraud”
(designed for employers) and “Protect Your ldentity and Stop Unemployment
Insurance Impostor Fraud” (designed for employees) can be viewed as well as
downloaded ‘and printed from the EDD Web site.
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> Partnering with other states that have also experienced increases in Ul impostor
~ fraud. The EDD has worked closely with other states to identify common
patterns and trends, share anti-fraud processes, and resolve fraud cases where
the parties have a connection to multiple states. -

> " Developing a toolkit for employers, as part of an ongoing public education
campaign that includes information on how they can prevent and detect Ul
impostor fraud. Success in preventing, detecting, and deterring Ul impostor
fraud is greatly dependent upon a strong partnership with the employer
community.

> Utilizing internal workgroups to evaluate the effectiveness of existing antifraud
systems, identify enhancements, and develop new methods for detecting,
deterring and preventing fraud. Currently, Ul Branch, in partnership with ID and -
the Audit and Evaluation Division, are exploring data mining tools to actively
identify patterns, data elements, and trends to detect and prevent potentially
fraudutent Ul claims earlier in the process. '

RESULTSIACCOMPLISHMENTS DURING CY 2008 through 2010

The following table shows the Ul program’é results for the last three years:

2008 . 2009 2010

Cases Under Investigation $ 18,437,298 % 18,172,722 $ 11,573,397
: 124 cases - 116 cases 118 cases
Criminal Complaints Filed $ 1, 587 822 -$ 230,688 $ 1,080,329
: 23 cases : 21 cases : 20 cases -
Completed Criminal $ 2,500,020 $ 9,223,340 $ 1,297,710
Prosecutions ‘ 28 cases . 20 cases 22 cases
Fraud Overpayments (OP) est. $ 88,347,704 $ 138,301,528 '$ 250,805,366
106,553 OPs 129,148 OPs 188,946 OPs

Frauduleht‘ Benefits Prevented $ ;10,972 $ 504,264 $ 3,435,897
By Investigation Division ' . ) :

e During CY 2010, ID investigated a total of 118 ongoing and new Ul fraud cases -
- representing potential fraudulent benefit payments in the amount of $11,573,397.
- These investigations focused on the following case types: |mpostorfraud/ndentlty

theft (24 cases representing $4,205,204); working while certifying for benefits
(57 cases representing $830,305); forgery — taking over another’s claim (13 cases
representing $202,659); and conspiracy between employer and claimant to certify for
benefits (1 case representing $5,746). The remaining 23 miscellaneous cases,
representing $6,329,483, included counterfeit checks and the use of multiple SSNs
by one person.

s InCY 2010, ID filed 20 Criminal Complaints represénting potential fraudulent
benefits in the amount of $1,080,329. During 2010, ID gave priority to investigating
complex fraud cases involving the most egreglous violations and the highest
overpayments
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In CY 2010, ID completed 22 criminal prosecutions representing fraudulent benefits
in the amount of $1,297,710. Although 22 cases prosecuted out of the total number
of cases investigated of 118 seem low, these prosecution cases are very large and
complex both in terms of volume of claims and dollar value. Consequently, these
cases take numerous staff resources and years to prosecute. The number of cases
under prosecution in any given year is also dependent on local and federal
prosecutors’ workload and ability to take these cases.

During CY 2010, Ul program staff established a total of 188,946 fraud overpayments
totaling $250,805,366. The increase in number of cases and overpayments from CY
2009 can be attributed to the significant increase in total claims filed that has
occurred during the recent recessio'n. ‘

> Atotal of 54,282 fraud overpayments totaling $34,058,944 were establlshed asa

result of the Benefit Audit cross-match system and the NER cross-match
process. The benefit audit process protects thie integrity of the Ul Trust Fund,
and detects Ul fraud. Through this process, 28,179 overpayments were '
established, totaling $19,777,215.  The NER cross-match established-
$14,281,029 in overpayments for 26,103 cases. Because the NER cross-match
allows EDD to detect fraud and other eligibility issues up.to six months earlier '
than through the Benefit Audit process, the amount of overpayment is $547
compared to $702 for a Benefit Audit overpayment, a variance of $155. This is
an average savings, or benefit overpayment avoidance, of $4 million annually.
Based on findings through the Benefit Accuracy Measurement system, the top
two leading causes of fraud overpayments are unreported work and earnings
during the bi-weekly benefit certification and misreported separation information
at the claim filing point.

> Ul program staff established fraud overbayfnents on 286 cases of identity' theft
tota'ling $912,257.

> Atotal of 134,378 fraud overpayments were established that were not attributed
_ to the Benefit Audit or NER cross-match system or identity theft. These '
overpayments, totaling $215,834,165, were established for a variety of reasons-
including retroactive disqualifications of miscellaneous eligibility issues and
unreported work and earnings that were not discovered through the Benefit Audit
cross-match system.

In addition, in compliance with California regulations, Ul program staff imposed
disqualifications and overpayments on 396 cases totaling ah additional $1,186,492
in non-fraud overpayments when claimants failed to comply with EDD’s request for
identity verification information and there was lnsuff cient information to determine
the real owner’s. 1dent1ty

In CY 2010, 1D lden’nﬁed $3,435,897 in fraudulent benefits that were referred to the
Ul Branch for assessment of administrative penalties and collection of overpayments
due to fraud. These violations were determined to be unsuitable for prosecution
based on the amount of overpayment, number of weeks of violation, unavailability of
witnesses and records, and other factors identified by prosecuting authorities. The
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violations included claimant failure to report work and earnings while certifyihg for
benefits, stolen identity, employer collusion with employees and altered or forged
documents. :

FUTURE Ul PROGRAM ENHANCEMENTS -

The EDD continues to monitor, research, and investigate systems and activities in order -
to detect and prevent fraud within the Ul program. As EDD moves towards an electronic
system, such as Web-based applications for delivering Ul services to our clients, the
need to maintain the security and integrity of the program is a high priority. California

has taken a lead role in developing system enhancements for the detection and
prevention of fraud within the Ul program. The following describes fraud detection and
prevention system enhancements to the Ul program that are currently being developed:

« Fraudulent Claim Profiles are being established to institute ongoing system checks
for identification of claims that fit fraud patterns.

e The Continued Claims Redesign Project provides claimants with the option to
certify for Ul benefits by telephone or the Internet, and will allow for the collection of
additional client data and creation of a new client database for fraud detection. Until
the Continued Claims Redesign Project is completed, the following interim solutlons
allow claimants to certify for benefits.

> Internet Continued Claims Filing (EDD Web-Cert®¥) — In June 2010, EDD
launched the first phase of a new Web option for many customers to complete
and submit their bi-weekly continued claim forms, instead of the mail-only option.
Going paperless helps customers by reducing common fill in errors that ¢an
cause benefit delays. The Web certification method also creates a more efficient
delivery system. It allows claimants to certify for benefits on-line and reduces the
time between the mail-in certification process and payments processing time.

> Telephone Continued Claims Filing (EDD Tele-Cert®™) — In November 2010,
~ EDD launched the first phase of a new telephone certification service which gives |
~ the majority of claimants a new self-service option to complete their bi-weekly
continued claim forms via telephone. Again, a paperless option for the continued
claim form helps customers avoid some of the common fill-in errors that occur
with the hard-copy, mail-in version of the form and cause payment delays. The -
new telephone service is available 24 hours a day, seven days a week.

o The Call Center Network Platform and Application Upgrade Project provides
EDD with more detailed call information for trend analysis to improve fraud detection,
as well as other automation enhancements. This upgrade will provide historical
tracking data on prior calls from the caller's phone number, caller identification, calls
associated with the supplied SSN, and a single management information system that
reports all call activity in order to detect and deter fraud. |n December 2010, EDD
implemented this system in the six Primary Call Centers. As of the end of February
2011, the Call Center Network Platform and Application Upgrade PrOJect has been
lmplemented in the eight Primary Adjudication Centers
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The Combat Identity Theft Project will develop and lmplement data mining

software that will be used to improve EDD’s ability to prevent and detect identity theft

in the Ul program. This project is funded in part by a United States Department of
Labor (DOL) grant. The software will be used to improve Ul fraud detection by
conducting in-depth data analyses and automatically identifying patterns and trends
that will serve as probable indicators of fraudulent activity. The data mining software
will be used by other entities within EDD to develop predictive models to improve
decision-making and reduce fraud.

The Electronic Benefit Payments Project will allow EDD to provide Ul, DI, and

- PFL benefit payments through direct deposit and debit card accounts using an

electronic payment system. Providing payments electronically is a safer and faster
approach to deliver benefit payments to claimants while reducing costs associated
with printing and mailing paper checks. The Electronic Benefit Payments Project is
modeled after the best practices of other states that have implemented electronic
payments for Ul benefits, and will provide reduced program costs and improved
claimant satisfaction. In December 2010, EDD began phasing in electronic benefit

payments for DI and PFL benefits. The roll out of the new cards for these programs -

was recently completed. The EDD is now focusing on preparations-for transitioning
Ul claimants to the electronic payments as well, which is expected to begm by
Summer 2011.
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EMPLOYMENT TAX PROGRAMS

The EDD is one of the largest tax collection agencies in the United States, collecting Ul
contributions, Employment Training Tax, DI withholdings and State Personal Income
Tax withholdings. Only the Internal Revenue Service collects more payroll tax dollars
than EDD. During 2010, EDD collected $50 billion in California payroll taxes from over
1.3 million employers.

The EDD’s approach to'employment tax fraud deterrence and detection involves
extensive investigative activities, including sophisticated lead development processes,
and an audit program that focuses on enforcement. Tax Branch also works to deter tax
fraud by educating employers on the risks of participating in the underground economy
through seminars and employer assistance programs offered through its Taxpayer
Education-and Assistance program. - _ . :

The Compliance Development Operations (CDO) within EDD’s Tax Branch’s Field
Audit and Compliance Division is the primary lead development arm for the Employment
Tax Audit program, concentrating on identifying employers participating in the
underground economy. The CDO leverages lead development activities in part by

~ working with other governmental agencies to share information and by performing joint

on-site inspections of employers determined most likely to be operating underground.
The dedication of staff to perform lead development functions has proven very effective
in producing positive audit results, sending a clear message to the employer community
of their liability exposure when purposely failing to comply with reporting and payment
requirements. These enforcement activities help create a level playing field for all
employers and aid in protecting employee rights to Ul and Di benefits.

The various CDO programs that concentrate on underground econo'my'lea'd
development are as follows: '

'_“The Joint Enforcemerit Strike Force (JESF) combats the underground economy
by pooling resources and sharing data among the State agencies that enforce
licensing, labor, and tax laws. The JESF on the Underground Economy was formed
by Executive Order in 1993 and codified in 1994. The members of JESF include
EDD (lead agency), the Department of Consumer Affairs, the Department of
Industrial Relations (DIR), the Department of Insurance, and the Department of
Justice. The Internal Revenue Service, Franchise Tax Board and the Board of .

" Equalization are not members of JESF but are active participants.

‘The JESF obtains information through a number of sources which indicate that a
business may be operating illegally. These sources include hot line referrals,
complaints from legitimate businesses, and information sharing through partnering
agencies’ databases. ' : :

e The Employment Enforcement Task Force (EETF) is the primary joint
enforcement effort undertaken by JESF partner agencies. The EETF conducts joint

on-site business investigations to identify employers operating in the underground
economy. The goal of EETF is to identify and bring into compliance those
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individuals and businesses participating in the underground economy that are in
violation of payroll tax, labor, and licensing laws.

The Tax Enforcement Group (TEG) administers several of the mandated programs
that focus on identifying underground economy activity. These programs include the
Construction Enforcement Project and the Janitorial Enforcement Project.

. Additionally, TEG staff investigate businesses in a variety of industries in an effort to

detect payroll tax fraud and noncompliance. The TEG conducts desk investigations
through the use of various databases and income tax returns analysis to uncover
noncompliant and fraudulent activity within the employer community.

The Economic and Employment Enforcement Coalition (EEEC) was established
in 2005 as a joint effort by state and federal agencies to combat the underground
economy. The coalition’s education and enforcement efforfs are intended to
enhance fair business competition by targeting employers who gain an unfair
advantage through violation of state and federal labor, licensing, and payroll tax
laws. The EEEC was created as a multi-agency enforcement program consisting of
investigators from EDD, DIR (Division of Labor Standards Enforcement and
California Occupational Safety and Health), Contractors State Licensing Board, and
DOL. Each agency as an expert in its own field, collaborates to educate busmess
owners and employees on state and federal Iabor, licensing, and payroll tax laws;
conducts vigorous and targeted enforcement against labor payroll tax law violators;
helps level the playing field-and restore competitive equity for law abiding
businesses and their employees. The EEEC partnering agencies conduct field

__compliance inspections on targeted industries within designated geographic .

5 locations in a sweep environment. The coalition is currently focusing its efforts on
[ seven low-wage industries including agriculture, car wash, construction, garment

manufacturing, auto body repair, pallet manufacturing and restaurant. These,
industries were selected for targeting by the EEEC because employers in these
industries have a history of employing vulnerable workers, paying low wages,-and
are frequently found to be out of compliance with labor, licensing and payroll tax
laws.

The Lead Development and Program Support Group captures allegations of non
compliance submitted via the Underground Economy Fraud Hotline,
correspondence, and electronic mail. The allegations are screened and forwarded
to EEEC, EETF TEG, or the Tax Audlt program.

The Out of State Audit Lead Development Process; within the Lead Development
‘and Program Support Group, provides coordinated geographical packages of leads
on employers that maintain their business records outside of California. Packages of
approximately seven employer leads, all within the same geographical area are
distributed to the area audit offices. This coordinated process allows for audit
program unit also develops audit referrals for out-of-state employers. -

The Questionable Employment Tax Practices Program, within the Lead
Development and Program Support Group, continued to produce positive results in
2010. The Questionable Employment Tax Practices Memorandum of Understanding
allows for exchange of case information between EDD and the Internal Revenue
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Service. The EDD uses Internal Revenue Service case information to issue
assessments for amounts owed io EDD. This saves time associated with
conducting an audit and sends a strong message to the employer communlty on the
risks of non-compliance.

* The Ul Rate Equity Group identifies situations involving the California
Unemployment Insurance Code, Sections 135.2 and 1061 and where applicable,
makes assessments of Ul rate differences when reserve accounts are transferred by
employers who attempt to obtain a competitive business advantage by gaining a
favorable Ul rate. : :

The EDD Tax Audit Program reviews busmess entities’ records to determine the level
of compliance with payroll tax laws governing the reporting of wages and payment of
taxes, and works with employers to gain long-term prospective voluntary compliance.
Audit leads are obtained from various sources, including developed lead referrals from

' CDO, employee Ul and DI obstructed benefit claims. The Tax Audit program also

identifies industries that are out of compliance with payroll tax law and coordinates
efforts to bring these specific mdustrles into compliance through focused audits within
an industry. :

The Tax Audit program levies compliance assessments for the amount of deficient
payroll taxes under-reported and makes determinations regarding the application of
penalties due to negligence, intentional disregard, intent to evade, and fraud. -

The Tax Audit progfam also works with the Taxpayer Education and Assistance
program to deliver education and outreach to certain industries. These efforts include
employer seminars, public presentatlons before professional groups, and artlcles for’

' professxonal publications. -

CDO AND RELATED AUDIT RESULTS DURING CY 2008 through 2010

Statistics for the EETF, TEG, and EEEC and Lead Development and Program Support
Group programs are included in this section. Overall, the cumulative activities and-
results of these program areas over the past three_ years are as follows:

CDO Lead Development Results — Combined Statistics All CDO Programs

- 2008 - - 2008 2010
Joint lnspectlons 1511 - T 1,346 404
EDD Audit Referrals . 960 833 _ 568
EDD Payroll Tax Audits 948 .768 1,258
EDD Payroll Tax Assessments - $ 61,559,778 $ 45274817 $ 168,598,851
DIR Labor Code Citation Amounts $ 10,412,762 $ 8,061,148 3 3,180,545
Previously Unreported Employees 13,202 10,670 10,355
Cases w/Fraud Penalty Assessed 153 124 85
Assessments on Fraud Cases $ 23,881,162 $ 18,458,863 $ 24,354,382

e In2010, EETF inspected 220 businesses for payroll tax and Labor Code wolatlons.
Any business suspected of operating in the underground economy is subject to
inspection although EETF focuses on industries known to have a high degree of
noncompliance. The inspections resulted in the issuance of 181 citations totaling
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. $1,369,321 for various violations of the Labor Code. In 2010, 224 EETF audits were
completed by EDD, resulting in assessments of $13,677,364 in unpaid payroll taxes,
penalties, and interest. In addition, 2,745 unreported employees were identified.

The following table shows the EETF's program results for the last three years:

| 2008 - 2009 2010
Joint Inspections o 504 . - 388 210
EDD Audit Referrals ) 486 388 . 219
EDD Payroli Tax Audits 422 360 224
EDD Payroll Tax Assessments $ 29,344,468 $ 17922866 $ 13,677,364
DIR Labor Code Citation Amounts $ 5523562 § 4106894 $ 1,369,321
Unreported Employees . . E 4,638 4,119 2,745
Cases w/Fraud Penalty Assessed 62 : 31 . 36
Assessments on Fraud Cases $ 11,469,688 $ 4,843,378 $ 12,353,238

« In 2010, the TEG conducted investigations and referred 166 cases to the Tax Audit
program. This includes 68 Construction Enforcement Project cases and two'
Janitorial Enforcement Project cases. The 154 completed audits resuited in

- assessments for $11,962,537 in unpaid payroll taxes, penalty, and interest. In
addmon 2,792 unreported employees were identified.

The following table shows the TEG program results for the last three years:

2008 2009 2010
EDD Audit Referrals - : . 196 211 166
EDD Payroll Tax Audits . 204 158 154
EDD Payroll Tax Assessments $ 17,437,202 $ 13,090,250 $ 1,962,537
Previously Unreported Employees ‘ 3,870 3,628 . 2,792
Cases w/Fraud Penalty Assessed 19 18 © 12
Assessments on Fraud Cases $ 5038178 $ 4202112 $ 4,012,282

e In 2010 EEEC? mspected 184 businesses for Ilcensmg payroll tax, and labor code
violations and referred 181 employers for an EDD payroll tax audit. In 2010, 147
EEEC audits were completed, resulting in assessments of $10,853,878 in unpaid
payroll taxes, penalties, and interest. In addition, 2,750 unréported employees were

" identified. In 2010, EEEC continued the “Self Audit Program.” The program’s focus
was to allow employers with non compliance issues which were too small to be
audited to report the wages of their misclassified workers. In the event the employer
did not report the unreported workers, EEEC Agents issued assessments. Two

- hundred thirty four employers were enrolled in the program. The program proved to
be an excellent tool to improve customer service and enforcement, '

® The statlstlcs referenced in the above table represent only those EEEC Jomt inspections where EDD
participated.

Employment Development Department ’ ‘ -22-

421




Fraud Deterrénce and Detection Report -

June 30, 2011

The following table shows EEEC's program results for the last three ye‘arsi*

T 2008 2009 2010
Joint Inspections 1,007 958 184
EDD Audit Referrals 278 234 181
EDD Payroll Tax Audits 322 250 147
Self Audit Program . NA 89 234
EDD Payroll Tax Assessments ' $ 14778108 $ 14,255,701 $ 10,853,878
DIR Labor Code Citation Amounts $ 4889200 $ 3954254 $ 1,811,224
Unreported Employees 4,694 2,923 2,750
Cases w/Fraud Penalty Assessed ' 72 75 37
Assessments on Fraud Cases $. 7373296 ° $ 9,413,373 $ 7,988,862

* Please note that this report includes EEEC Calendar Year statistics while the EEEC
Annual Report provides statistics on a-State Fiscal Year. Consequently, the numbersin
this report will not match with the EEEC Annual Report State Fiscal Year numbers.

The following table shows the number of audits and investigations compl'éted'_‘as a result

of out of state referrals over the last three years: *

' . 2008 2009 2010
EDD Payroll Tax Cases 181 184 . 61
EDD Payroll Tax Assessments $ 4,731,519 $ 20202188  § 2,077,638
Average Liability Change $ 26,140 $ 158,707 $ 34,060
Unreported Employees 2,541 4,413 1,865

- * Note that this table contains results of cases developed by EEEC, EETF, and TEG.

The following table shows the number of investigations completed as a result to the
Questionable Employment Tax Practices project over the last three years:

2008 2009

EDD Payroll Tax Investigations 108 50 , 68
EDD Payroll Tax Assessments $ 1,953,813 $ 1,388,821 $ 1,218,893
Average Liability Change $ 18,090 $ 27,776 $ 17,925
Unreported Employees 498 245 1

2010

The following table shows the number of allegations rece-ived and processed by the

. Lead Development and Program Support Group for the last three years:

. 2008

Underground Economy Fraud Hotline 808
Underground Econcmy Mailbox (email) 1,723
Correspondence 413

2009
415
2,380

488

3,283

2010
‘503
2,527
496
3,526

Total ' 2,944
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The following table illustrates the Ul Rate Equity Group workload accomplishments for
the last three years:

2008 2009 2010
California Unemployment Insurance '
Code Section §1061 _ :
Payroll Tax Investigations _ : 243 438 363
Payroll Tax Assessments $ 19,435,509 $ 31,329,784 $ 19,475,913
Average Liability Change $ 79,982 . % 71,5629 % 53,653
California Unemployment lnsurance ' '
Code Section §135.2
Payroll Tax investigations . o 10 7
Payroll Tax Assessments 3 0 $ 24,102,586 $ 109,332,628 °
Average Liability Change $ 0 $ 2410259 $ 15,618,947

e The Tax Audit program as a whole"in 2010 conducted 3,951 audits and :
investigations, resulting in assessments totaling $135,431,737, and the identified
57,164 unreported employees. These enforcement efforts send a strong message
to employers regarding the risks of failing to report employee wages and pay
contributions due.

The results of audits conducted through non-CDO lead sources (including ID leads)
where employer fraud was found over the last three years are as follows: '

2008 ] 2009 - 2010
Cases w/Fraud Penalty Assessed’ 120 143 : 195
Unreported Employees 3,762 - 6,685 6,136

Assessments on Fraud Cases $ 16,483,617 $ 48,389,394 $ 42515159

"~ In 2010, EDD’s ID conducted additional tax enforcement activities independeht of JESF.

> The ID investigated a total of 186 ongoing and new payroll tax evasion fraud
cases representing a potential tax liability of $50,670,527. The investigations
focused on the following case types: payroll tax fraud (177 cases representing
potential tax liability of $47,472,241) and EEEC (9 cases representing potential .
tax liability of $3,198,286). The EEEC cases represent investigations conducted
on employers in the industries identified by EEEC.

> The ID filed 16 criminal complaints representmg a potential tax liability of
$2,057,458. .

> The ID completed 11 criminal prosecutions representlng a potential tax liability of
$2,885,307.

> Prevention/Tax Money Collected by EDD: the ID referred 10 cohviction cases
with tax liabilities in the amount of $2,885,307 to EDD’s Collection Division for
recovery.
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WORKFORCE SERVICES PROGRAMS

WORKFORCE INVESTMENT ACT (WIA) PROGRAM

AMERICAN RECOVERY AND REINVESTMENT ACT (ARRA)
PROGRAM

The EDD administers the federally funded WIA and ARRA programs in California. The
- WIA and ARRA program provides funding to local entities that provide employment

training opportunities. The EDD guides the sub-granting of WIA and ARRA funds
received from the DOL and provides general program direction to local administrative
entities that deliver services to eligible clients via a statewide system of Local Workforce
Investment Areas (LWIA) and other grantees.

The detectlon and deterrence of fraud in the expendlture of WIA and ARRA funds is .
accomplished through a combination of processes that EDD requires of the local
administrative entities. In addition, DOL may occasionally conduct specialized WIA and
ARRA reviews, which, even though their focus is on the adequacy of the State’s
management of the program, typically also include the review of a sample of local
administrative entity activities. The program lntegrlty components related to the WIA
and ARRA programs include: .

*« Monitoring Reviews determine whether programs operate in compliance with the
WIA, ARRA, and applicable federal, State, and [ocal rules and regulatlons and
require correctlve actions for any deficiencies.

Each LWIA administrative entity, as a condition of receiving WIA and ARRA funds, is
required to maintain and operate a monitoring system that ensures that each of thelr
sub-recipients are monitored on-site at least once during each program year in both
fiscal and program areas. In addltlon EDD conducts monitoring of LWlA
admlmstratlve entities.

s Incident Reportmg System provides reports of fraud, abuse, and criminal activity
within the WIA and ARRA programs. This system is required by the DOL/Office of
the Inspector General under 20 Code of Federal Regulations Section 667.630. Each

_ local administrative entity, as a condition of receiving WIA and ARRA funds,

" participates in this system by being alert to indications and allegations of WIA- and
ARRA:related fraud, abuse, and criminal activity, and by maintaining procedures that
ensure that v10latlons are reported promptly (within 24 hours of detection). The EDD
then takes action to ensure the allegations are investigated and resolved.

« Single Audits are required of LWIA administrative entities and their subcontractors
that expend an aggregate of $500,000 or more in federal funds for fiscal years
ending after December 31, 2003. These audits are required by the provisions of the
U.S. Office of Management and Budget Circular A-133, as revised on June 24, 1997,
entitled “Audits of States, Local Governments, and Non-Profit Organizations.” :
Further, commercial subcontractors that expend $500,000 or more in federal funds
to operate a WIA and ARRA program must obtain either an organization-wide audit
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or an independent financial and compliance audit. These audits are usuaily
performed annually, but must be performed not less frequently than once every two
years. Audits of local subrecipients are resolved by the local administrative entity .
and audits of the local administrative entities and other direct grantees are resolved
by EDD. The EDD may also conduct special WIA and ARRA audits as warranted.

e Workforce Services Division program staff oversee the delivery of services by WIA

and ARRA funded organizations. Staff provide ongoing programmatic and fiscal
technical assistance to WIA funded projects. Staff also review WIA and ARRA
grantee participant and financial records to ensure that they follow applicable State
and federal requirements, and each grantee adheres to the terms and conditions of
their grant with EDD .

« Regulatory Controls provide for additional fraud protection. The DOL prowdes a
Hot Line telephone number (800) 347-3756 to report fraud and abuse complaints.
This hot line functions -as a national contro! point: Another control point is that the
WIA program prohibits contracting or doing business with any agency that has been
disbarred (e.g., license revoked, de-certified). Addltlonally, the WIA regulations have

. established controls against nepotism.

RESULTS/ACCOMPLISHMENTS DURING CY 2010

The Compliance Resolution Unit (CRU) makes determinations on incident report
allegations, findings contained in audit reports, and findings contained in monitoring

reports. The resolution of these cases is based on the proper expenditure of WIA funds, '

ARRA funds, and Welfare-to-Work (WtW) funds. Although the WtW program ended,
activity continues to resolve those fraud and abuse cases.

During CY 2010 CRU processed 169 cases, 103 of which were resolved. At the 'end of
the year, 66 on-going cases for a total of $1,271,728 in questloned costs remained open
in various stages of the State resolution process.

e The $1,271,728 applies to 8 of the 66 cases for which EDD has been able to
- determine the potentlal disallowance. ,

e The remaining 58 cases are in various stages of resolution and fact-finding by CRU

Workforce Services Division, LWIA or other sub-grantees. These activities may also
involve investigations by local law enforcement, DOL, or OIG.
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INDEPENDENT OVERSIGHT ACTIVITIES

The EDD’s Policy, Accountability and Compliance Branch (PACB) performs independent
departmental oversight activities of EDD programs, including fraud detection and
deterrence. Fraud detection and deterrence are accomplished through sound internal
control structures, internal and external audits, risk assessments, detailed quality control
reviews, and criminal investigations. The PACB has increasingly taken an active role to
prevent, detect, and deter fraud within and across EDD's programs through partnerships
with internal and external entities. '

Fraud in EDD programs covers a variety of offenses, such as: fictitious employer '
registrations to establish future fraudulent Ul and DI claims; forgery of checks and claim .
documents; identity theft/claims filed by impostors based on the wage credits of others;
impostors taking over the claims of others who are deceased or returned to work; false
certifications by medical practitioners and claimants; underground economy tax evasion -
such as underreporting or failure to report employee wages, taxes; and internal fraud by
'EDD employees. ' '

The PACB performs audits in accordance with the Generally Accepted Government
Auditing Standards, the International Standards for the Professional Practice of Internal
Auditing, and the National Institute of Standards and Technology which are promulgated
by the Comptroller of the United States, the Institute of Internal Auditors, and the U.S.
Department of Commerce respectively. These standards require auditors to possess
the knowledge, skills and other competencies needed to perform audits, including
sufficient knowledge to identify the indicators of fraud and to evaluate the adequacy and
effectiveness of controls encompassing the organization’s operations and information
systems that are used to detect illegal activities and deter fraud. Audit independence is
achieved by reporting to a level within the enterprise that allows the audit organization to
fulfill its responsibilities. B : SR

. The foll'owing addresses the various components of PACB's fraud deterrence and
detection activities; many of these activities are also included under the specific EDD
program areas. : ' ' : '

e Independent Internal and External Audits are conducted of departmental
operations and recipients of federal funds such as LWIA and community-based
organizations, over which EDD has administrative and program oversight
responsibility. These audits are performed at the request of EDD management, orin
response to issues resulting from EDD program monitoring activities or received
incident reports.. : ’ '

« Independent Internal Control Audits assist the organization in maintaining '
effective controls by evaluating their effectiveness and efficiency. The EDD
considers a strong system of internal controls to be a major deterrent to internal
fraud. The PACB provides technical assistance to EDD staff prior to and during the
system design phase to ensure appropriate internal controls are developed and in
place. The EDD believes that it is more cost effective to build controls into the
system, as opposed to raising internal control issues during an audit, which may
require system redesign.
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« . Information Technology (IT) Audits are conducted of EDD’s automated systems
by auditors who are specially trained in this field. These IT audits ensure that
automated system-controls are built into new, upgraded or eXIStmg systems and
remain operational throughout the life of the system.

o Audit Logging and Monitoring System is being established to provide an
automated means to capture business application and system auditable events.
These include tracking the viewing of records and transaction activities (e.g.,
addition, deletion, and updates) to assist in the detectlon of unauthorized access to
confidential data.

The pilot application Security Audit-Logging and Monitoring System (SALMS) was
successfully created and tested.” The pilot project is now complete. The SALMS

- . provides the framework for security logging, audit review requrements and the
protection of mission critical systems.

Currently, the audxt Ioggmg project team is reforming to include additional
stakeholders to continue developing and desighing an audit logging application that
can be deployed in EDD’s IT business environment.

s On-site Monitoring Reviews of WIA, ARRA, and Disaster Relief is conducted to
determine fiscal and program compllance The EDD is required by the DOL to
perform scheduled on-site monitoring reviews of sub-recipients and sub-grantees of
federally funded programs, including WIA, ARRA, and Disaster Relief.

The monitoring reviews include regularly scheduled examinations of both fiscal and
- programmatic systems and records. This oversight provides EDD with an
opportunity to ensure that internal control structures are in place and that they
function as prescribed. The PACB provides fraud deterrence by continually ensuring
that proper safeguards are in place to discourage fraudulent activity. Monitors are
‘alert to symptoms and conditions that-may be indicators of illegal attivities.

« WIA, ARRA, and Disaster Relief Incident Reporting provides a reporting and.

. follow-up process for allegations of program fraud and abuse. The PACB receives
and tracks incident reports and submits them to DOL for its determination whether to
conduct the investigation itself, or refer the reports back to EDD for investigation.
Based on DOL's determination, EDD may investigate the mc:ldent and take
appropnate action against the grant recipients.

» Criminal Fraud Investigations are conducted by ID fo prevent, detect, and deter
fraud committed against the Ul, DI and Tax programs; and other programs
administered by EDD. The ID. develops cases for criminal prosecution at the county,
State, and federal level. : :

‘Whenever appropriate, EDD seeks prosecution of perpetrators that commit fraud
against EDD programs. Publication of the prosecutions and the heightened

awareness of EDD’s actions against both external and internal fraud provide a
deterrent effect. Fraud deterrence also includes court ordered restitution and
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imprisonment or probation for individuals who commit fraud against EDD programs.
Restitution includes recovery of benefit overpayments, tax liabilities, penalties,
interest, investigation costs, and any other monies determined by the court to be
owed to EDD by an entity or individual.

A deterrent used in internal affairs cases is the initiation of adverse action against
EDD employees. The adverse action process includes suspensions, demotions,
reductions in pay, dismissal from State service, and criminal prosecution.

The PACB utilizes several methods to detect fraud in EDD programs, provide leads
to identify additional fraud, or obtaln evidence in an investigation. Such methods
include:

« The Fraud Tip Hot Line, telephone number (800) 229-6297, is available for the
public to report employer tax evasion and allegations of fraud against the Ul
program, the DI program, and other programs administered by EDD.

e The EDD Web site (www.edd.ca.gov) has a link to a fraud reporting form so the -
public can report, via the Internet, allegations of fraud against programs
administered by EDD. o

e The PACB participates in task forces with other State and federal law
enforcement agencies such as the California Department of Insurance, Franchise
Tax Board, U.S. Internal Revenue Service, DOL, U.S. Postal Inspectors, and
prosecutors. ' :

 In collaboration with ID and federal inveétigators, the Audit and Evaluation
Division conducts forensic accounting and audit examinations to examine
subpoenaed bank records and personal and employer financial records. . '

The results of PACB'’s investigative activities for CY 201 0, as well as the previous
two CYs are covered in the DI, Ul, and Employment Tax sections of this report.

The Criminal Intelligence Unit (CIU) was created within ID to develop strategic and
tactical intelligence for investigative planning and case identification, and to assist
program managers and oversight functions to identify areas of focus to prevent and -

" detect fraud. The CIU works with EDD program managers to identify characteristics of

fraud and uses technology to screen claims for potential fraudulent activities. The CIU

" and the Audit and Evaluation Division are currently gathering and analyzing data from

claims filed and investigative cases worked to gain insight into the fraudulent trends and
patterns being employed against EDD. Strategies that EDD can use to counter these
trends and patterns can then be developed or enhanced.

The use of the EDD’s Business Intelligence Competency Center is helping ClU to utilize
complex software to improve data mining to prevent and detect fraud in EDD. The
Business Intelligence Competency Center is used to improve ClU’s fraud detection
efforts by conducting in-depth data analyses and identify patterns and trends that will
serve as probable |nd|cators of fraudulent activity.

Additionaily, the Audit and Evaluatlon Division utilizes ClU-developed information in its
risk assessment process to prepare EDD’s Audit Plan. This enables PACB to schedule
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audits in areas most vulnerable to fraud; thereby making the most effective use of EDD’s
audit resources. Conversely, the Audit and Evaluation Division will provide information
obtained during the course of its audits to CIU, such as internal control strengths and
weaknesses, to further enhance CIU’s efforts in developing strategic and tactical
intelligence. : '
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ENTERPRISE-LEVEL ACTIVITIES

The EDD has increasingly taken an enterprise-wide approach to identify and combat
fraud within and across programs. Additionally, EDD is continually seeking new
approaches to prevent, detect, and deter fraud, through partnerships with both internal
and external entities. This section summarizes enterptise-level anti-fraud efforts
undertaken during 2008, and those activities that are under consideration for future
implementation. '

The areas for enhanced anti-fraud efforts include:
New and Expanded Internal and External Partnerships

o The ID, jointly with both the Ul and DI programs, has begun to identify claim or
" payment characteristics that are indicative of fraud. This has enabled automated
“trend analyses as a method to identify potential fraudulent claims/payments, which
trigger additional steps to determine legitimacy of suspect claims.

» An expanded partnership between ID and the Audit and Evaluation Division has _
enabled more thorough and timely analysis of large volumes of accounting dataas a -
tool to identify and analyze perpetrators fraudulent activities and develop
investigative leads.

« The ID has continued to foster joint investigative activities with DOL and the
U.S. Attorney, as a means to develop and share fraud leads, and more effectively
* investigate and prosecute perpetrators of fraud.

o The ID coordinates with partner lnvestlgatlve/enforcement agencies to publicize Jomt
investigative, arrest, indictment, and prosecution actions, with the intent of detemng
fraud perpetrators

Recent Internal and External Partnership Enhancements

« - Expanded EDD investigator participation in local level task forces to enhance local
level collaboration. '

s Enhanced partnerships with other state and federal agencies to share fraud leade,
anti-fraud methodologies and activities.

e Increased marketlng efforts to educate the publlc on the consequences associated
with committing fraud.

e Developed a cross-program approach to fraud detection, deterrence, and prevention
activities. The ID works closely with the Ul and DI programs to develop joint
strategies for early detection and prevention of fraud. - Results of these efforts are
anticipated to reduce the amount of dollars paid out on fraudulent claims.

¢ The ID has partnered with the State Treasurer’s Office to obtain direct online access
for retrieving and printing State Treasurer’s Office processed warrants. This
partnership allows immediate review of paid and non-paid warrants and increases -
ID’s ability to effectively investigate criminal activity.
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et e

Automatéd Fraud Detebtion and Prevention Tools Under Consideration

¢ Electronic finkage of the Tax and the ul systems to enhance EDD’s ablllty to
detect fraud. : :

» Enhancement of the Fictitious Employer Detection System — This system
_ identifies potential employer/claimant fraud involving the establishment of

fictitious employer accounts and fictitious claimants. The system contains certain
characteristics that are fairly common among employers and claimants involved
in fictitious employer schemes. The identification and addition of new
characteristics to the system will increase EDD’s ability to detect and deter fraud.
An employer-tracking file serves as the basis to identify such employers and/or
claimants.

« Automated interfaces with other governmental agency databases..

o Combat Identity Theft — A Supplemental Budget Request was approved for the -
" purchase and installation of data mining software and computer equipmentto -~ -

improve EDD's ability to prevent, deter, and detect identity theft in the Ul
program. The software will be used to improve Ul fraud detection by conducting
in-depth data analyses and automatically identifying patterns and trends that will
serve as probable indicators of fraudulent activity. The data mining software will
be used by PACB to develop predictive models to improve decision-making and
reduce fraud. See page 16 for additional information on this initiative.

* The Electronic Benefit Payment Project will provide Ui, DI, and PFL benefit
payments using an electronic payment system with the objec’uve to ehmlnate
fraud associated with theft or loss of warrants.
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ACRONYMS

ARRA = ¢ American Recovery and Reinvestment Act
CDO ’ Compliance Development Operations
-CIU ' Criminal Intelligence Unit
0} ¢ -Calendar Year
Di Disability Insurance
‘DIR ' Department of Industrial Relatlons
DoL - Department of Labor
EDD Employment Development Department
EEEC Economic and Employment Enforcement Coahtlon
EETF - . Employment Enforcement Task Force
FOIS Field Office Integrity Specialist
ID : Investigation Division
IME Independent Medical Examlnatlon
IVR ' ‘ Interactive Voice Response
JESF ' . Joint Enforcement Strike Force
- LWIA Local Workforce Investment Area
NER ‘New Employee Registry
OP . Overpayment
‘PACB Policy, Accountability and Comphance Branch
PFL - Paid Family Leave :
PIN  Personal ldentification Number
sDI .- . State Disability Insurance
SSN Social Security Number -
TEG o Tax Enforcement Group
ur : Unemployment Insurance
u.s. ' United States

CWIA : . Workforce Investment Act
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Texas Contractors Say Playmg By The Rules
Doesn't Pay

by WADE GOODWYN

April 11,2013 3:21 AM

Listen to the Story

Morning Edition ) & min 45 sec

€6 There's no way you can
compete. When someone
" is paying less per hour,
no workman's comp, no
payroll taxes, [no]
unemployment — we
can't overcome that.

 _Stan Marek, CEO, Marek Family of
Companies

This story is part of a two-part series about the construction industry in -
Texas. Find the first part here. '

Homes in Texas are cheap — at least compared with much of the
country. You can buy a brand new, five-bedroom, 3,000-square-foot
- house near Fort Worth for just $160,000.

But that affordability comes at a price —to Workérs many of whom are
in the country illegally and make $12 an hour or Iess but also to
business owners.

Let's say you own a big Texas construction firm, and you want to run
your business the right way. You try your_darndest to hire only legal
‘workers and pay them a decent salary plus benefits.

- : 435
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Most importantly you pay all your taxes, Social Security, unemploymént
- — everything you're supposed to — just like a normal company in other
industries. '

So, how's that working out?

"There's no way you can compete,” says Stan Marek, CEO of the Marek
Family of Companies, one of the largest commercial interior contractors |
in Texas. They've been in business 75 years, but Marek says the pést
four have been extremely difﬁcult. _ :

"When someone is paying less per hour, no workman's comp, no payroll
taxes, [no} unemployment — we can't overcome that," he says.

Business

Construction Booming In
- Texas, But Many Workers
Pay Dearly

Contractors, Subcontractors And Independent Contractors

At Baylor College of Medicine in Houston, Marek's workers are bnilding

' the interior for the hospital's newest wing. Workers ride around on what
are called "motorized man lifts,” which allow them to work high in the air,
power tools in hand. |

Baylor Hospital is the kind of client that hires Marek's companies — an
owner that must have its building done to exacting specifica{ions. But .
these days, Marek says, that's unusual. The main thing most clients
care about, he says, is how cheaply the job can be done.

That's where the subcontractors — and "independent conti‘actors"-——
come in.

"It's very common in our industry for.hourly guys to do the framing,
which is putting up the middle studs, and then hiring a sub-crew to come
in and do the Sheetrock, and then hiring a different sub-crew to come in
and do the taping and floating," Marek explains. "And a different sub-
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crew to come in and do the grid for the ceiling. And a different crew to
put in the tile. That's very common."

And that's how an estimated half-million undocumented, mostly
Hispanic construction workers go to work each day in Texas. Marek
says in the 1940s, '50s, '60s and '70s, his uncle, John Marek, who
started the company, paid union wages, and his workers lived stable,
middle-class lives.

€€ 1f T were to speculate, I -

- would probably say they
are not paying their
Social Security [taxes]. I
would also say that
they're probably not
filing their income tax

" returns on a regular
basis.

- Trent, a landscape contractor, on
his workers

But according to a new study from the University of Texas and the
Austin-based Workers Defense Project, today's construction workers in
Texas make near-poverty wages — an.a\/erage $12 an hour. .

~ Marek says Texas high school kids-no longer dream of a good livfe
working in construction. "You're not gonna get kids to go to work in
construction without a career path and a better wage," he says.

Marek is a Texas Aggie conservative Republican, but he says his
industry and the country need immigration reform that will turn ali the
undocumented workers into documented workers. That would level the
playing field for companies like his that want to abide by the law, he
says, and will lead to better wages and a career path for American kids
who aren't cut out for college. '
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Undocumented Laborers, Working For Cash

There are certainly no Texas high school graduates building a retaining
wall in Dallas' upscale Highland Park neighborhood on a recent day..
Well, unless you count Trent, the owner of a landscape construction
company. Trent, who asked that NPR not use his last name because
the IRS might take an interest in his business, designs and builds:
landscapes in the Dallas-Fort Worth area.

"l don't pay"an'yoné by the'hdur. In fac—t,'l treat the guys that work oh fny
crew as subcontractors — they are self-employed,” he says.

This is a key distinction. If Trent were to classify his workers as
employées, he'd have to pay taxes, Social Security, unemployment and
“overtime. But by saying his workers are actually independent
" contractors — in essence, business owners — he's off the hook.

Trent says his workers have been working with him for years. He has
between four and seven laborers per day on most projects. And he
knows most of them don't have papers. "I would say 10 percent are
documented," he says. ' '

Trent péys his workers a fixed amount per prdjec’t, in cash. If the job
takes a little longer than expected, nobody asks for more money. On
average, each worker makes $70 a day, more if they're skilled.

€€ 1f there wasn't such a
readily available supply
of laborers that are
looking for work in my
exact line of business,
then I would say I am
doing wrong and that I
should play by the rules.
I don't feel as though I'm
doing anything wrong.
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-Trent, landscape contractor

Trent says he doesn't know if any of his guys are paying taxes. "That's
their business," he says. "If | were to speculate, | would probably say
they are not paying their Social Security [taxes]. | would also say that
they're probably not filing their income tax returns on a regular basis."

An Underground Economy

The University of Texas and Workers Defense Project study estimates
that $7 billion in wages. go unreported from nearly 400,000 illegally -
classified Texas construction workers each year. It's evolved into a
massive undergfo,und economy, the report.says; that cheats the state
and federal government of billions of dollars in taxes and revenue each
year.

Trent says he'd be happy to classify his workers as employees_ and pay

the government all it's owed as long as his competition does the same.

. Butrthke reality is that Trent often finds he's underbid on landscape

projects, even though he's paying his undocumented workers $7Q a
day.

"The fact of the matter is that the peoﬁle that I'm competing 'against
have the same large pool of undocumented workers to use on their - -
crews," he says. '

Trent says blaming him for the nation's imhigratioh problem is like
blaming an Army corporal because a war was lost. He says he didn't-
make this competitive playing field or the Texas or Mexican ecoriomies.
He's one 40-year-old man in landscape construction, he says, doing the
best he can. | ' '

"If there wasn't such a readily available éupply of Iaborérs that are
looking for work in my exact line of business, then | would say | am
doing wrong and that | should play by the rules," Trent says. "l don't feel

-as though I'm doing anything wrong."
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Texas Contractors Say Playing By The Rules Doesn't Pay : NPR _ Page 6 of 6

Trent says this is now the way‘ thé_ construction business is done ini
: Texas, and that nobody seriously worries about enforcement. There
; aren't enough IRS agents in the world to make a dent.

©2013 NPR

o . 440
http://www.npr.org/2013/04/11/176777498/texas-contractors-say-playing-by-the-rules-doe... 4/11/2013






Seaar ' udbarin ] -
ewploywent Davalopaant Dagadwant SO s oo ¥

‘Home Unemployment Disability Jobs & Training Payroll Taxes Labor Market Info

Home | payrolitaxes ! Underground Economy Operations

Underground Economy Operations &8 Important Links

* Register as an Employer
» Rates and Withhokiing

« e-Services for Business
« Reporiing Requirements
« .Forms and Publications

.

Report Payroll Tax Fraud

Definition of "Underground Economy"
What Does )t Cost You?

EDD’s Undergraund Economy Operalions

+ Significant UEO Program Efforts .
+ Employment Enforcement Task Force
« Labor Enforcement Task Force Top Links This Month
«+ Consfruction Enforcement Project ' : .
« Forms and Publications
» Joint Enforcement Strike Force » File and Pay Taxes
- Annual Fraud Reports « e-Services for Business Information
* Rates and Withholdin
Report Payroll Tax Fraud 9
. » Am | Required ta Register as an
The Employment Developmen! Bepartment {EDD) has a charge 1o investigate businesses that avoid paying Employer
payroll taxes, many of which are part of the underground economy. If you would like to help us protect workers
and creale a level playing field for business competition, the EDD offers several methods for reporting such ’5;1?-\ F AQ_S
businesses: @
+ Cail our toll-free hotline: 1-800-528-1783 « Payroll Taxes FAQs
v Fax: 916-227-2772 '
+ Submit a Fraud Reporting Form online Contact Us

+ Mall us a UEQ Lead ReferralfComptaint Form, available in English (DE 660) and Spanish (DE 660/5/).

« Help Us Fight Fraud, DE 2370 » Aboul Payrolf Taxes

Definition of "Underground Economy”

*Underground ecanomy” is a term that refers to those lndividuals and businesses that deal In cash andlor use
other schemes to conceal their activitios and their true tax fiablity from government licensing. regulatory, and
taxing agencies. Underground economy is also referred to as tax evasion, tax fraud. cash pay, tax gap,
payments under-the-table, and aoff-ihe-books.

What Does It Cost You?

A Eebruary 2005 report, Galifornia’s Tax Gap, prepared by Californie’s Legislative' Analyst's Office, estimates
Catifornia’s income tax gap to be $6.5 billion. Reparts on the underground economy indicate it imposes
significant burdens on: (1) the State of Californta, (2) businesses that comply with the law, and (3) workers who
lose henefits and other profections provided by state law when the businesses they work for operate in the
underground economy.

‘BUSINESS:
When businesses operate in the underground aconomy, they illegally reduce the amount of money expensed for
insurance, payroll taxes, licenses, empioyee bensfits, safety equipment, and safety conditions. These types of
employars then gain an unfalr compstitive advantage over businesses that comply with the various business
laws. This causes uanfai competition in the marketplace and forces law-abiding businessas to pay higher taxes
and expenses.

WORKERS: . e
Employees of the businesses that do not comply are also affected. Their worklﬁg conditions may nol meet the
legal requirements, which can put them in danger. Their wage earnings may aiso be less than those required by :
\aw, and benefits they are enlitled to can be denied or delayed because their wages are not praperly reported.

CONSUMERS: _ _

Consumers can also be affected when contracling with unilcensed businesses. Licensing provisions are
designed to ensure minimum levels of skill and knowledge to protect the consumer,

The ultimate impact Is erosion of the economic stabllity and working conditions in this State. Our pamphlet
Paying Cash Wages “Under the Table"...Is It Really Worth the Risk? outlines some of the costs and effects of
cash pay on your business, your employees, and taxpayers in general. It Is available In both English (DE
573CA) and Spanish (DE 573CA/S/).
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EDD’s Underground Economy Operations

+ The EDD is concemed about workers who Jose benefits and other protections provided by state law when the

businesses that they work for operate in the underground economy. When businesses operate In the
underground economy, they gain an unfair competitive advantage over businesses that comply with the law.
This causes unfalr competition in the marketplace and [orces law-abiding businessas and every cltizen in
lifornia to pay higher taxes. EDD's Underground Economy Operatians (UEQ) organization was established iy
1993 fo implement and administer the activities of ihe Joint Enforcement Strike Force. The mission of UEQ is to
reduca unfair business competition and protect the rights of workers by:

.+ Coordinating the joint enforcement of tax, labor, and licensing laws.

» Detecting and deterring payroll tax violalions In the underground economy. Thia includes unreported cash
pay, wages reported on Forms 1099, and unreported/unpaid payroli tax deductions.

« Conducting research to idenlify strategies to Increase compliance with payroll tax laws.
= Educaling custormers on UEO programs to increase compliance with payroll tax laws.

Significant UEO Program Efforts
The UEO has three significant UEO program focus areas: the Employment Enforcement Task Force, the
Labor Enforcement Task Force, and the Canstruction Enforceinent Project.

Employment Enforcement Task Force (EETF)
Parlicipating agencies in the EETF include:

- Employment Development Department (EDD)
+ Depariment of Industrial Relalions (DIR)
+ Contractors State License Board {CSLB)

The goat of EETF is lo identify and bring Into compliance thase individuals and businesses in the underground
ecanomy who are in viclation of payroll tax, labor, and licensing laws.

The EETF agents from each agency jointly conduct on-site inspections of businesses by interviewing owners,
managers, and workers {o determine if businesses are in compliance with payrolt tax, labor, and licensing laws.
To minimize (he disruption of compiiant businesses, the EETF conducts hvestigations only If there is a
reasonable belief of violations of the Unempioyment Insurance Code, Labor Code, and/or the Business and
Profassions Code.

Employment Enforcerment Task Force Program Resulis

Result 2008 2009
Joint Inspections 504 389
Previously Unreported Employees | 4,638 . 4,092
Unreporled Wages $187,058,631 $116,249,769
Payroli Tax Audits 422 357
Payroll Tax Assessments $29,344 488 $17.915,081
Labor Code Citation Amounts $5,675,312 $4,106,804

To leamn more about the EETF program, see our /nformation Sheel; Employment Enforcement Task Force,
avallable in both English (DE 631) and Spanish (DE 631/5/).

Labor Enforcement Task Force (LETF)

_The LETF was Initially formed in 2005 as the Economic and Employment Enforcement Coalition and began .
operating as the Labor Enforcement Task Farce in January of 2012. The LETF was formed to: ensure California
workers recelve proper payment of wages and are provided a sefe work environment; ensure Callfornia receivas
all employment taxes, fees, and penalties dus from employers; eliminate unfair business competition by leveling
thé playing fleld; make efficlent use of stale and federal resources in carrying out the mission of the LETF. They
focus on Industries that traditionally employ low wage workers. Agriculture, construction, automotive, carwash,
courler, warehouse, garment, and restaurants are the program's current targeted industries. The LETF mambers
Include: the Department of Industial Relation's (DIR) Division of Labor Standards Enforcement (Labor
Cormmissioner) and Cal¥OSHA; the EDD; the Board of Equalization {BOE); and the Depariment of Consumer
Aftalre’ (DCA) Comtractor's State Licensing Board (CSLB) and Bureau of Aufomotive Repair (BAR).

Construction Enforcement Project (CEP)

The EDD recognizes that the vast majority of construction contractors are honest business people who operate
legitimately within the law and properly report payroll taxes, However, there are some contractors who do not
properly report, and fis impacts both workers and law-ablding contractors. The CEP was developed because
usual techniques for ldenfifylng tax and employment fraud were not as affective in the construction industry.
Unlike other industries that have permanent business locations, construction businessea have constantly
changing job sites. By the time nformiation Is developed that a cantractor Is probably operating In the
underground econotmy, work at the job site has often been compbeled and an on-site inapection would not
discover any labor law vidlations.

The CEP uses & variety of Investigative techniques to identify contractors who avold payroli taxes. When a CEP
investigator develops evidence of underground economy activities, a payroll tax audil referral is made to the
EDD Audit Program. The CEP goal is to develop techniques that will maximize the detection of construction
industry employers operating in the underground economy.

Construction Enforcement Project Program Results

i Result | 2008 | 2009

Back to Top | Contact EDD | Conditions of
Use | Privacy Policy | Eyual Opportunity
Notice | Site Map
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The Employmant Development Department is an
equal opportunity employer/program.

Praviously Unreported Employees 41,777 4,965
Unreported Wages ) $65,646,628 $56,5654,560
Payroll Tax Audits 125 116

Payroll Tax Assessments - 1$8,834,006 $7,565,798

Joint Enforcement Strike Force

On Oclober 26, 1993, the Governor signed Executive Order W-66-83, which created tha Jolnt Enforcement
Slrike Force on the Underground Economy. The Governor subsequenily signed Senate Bill 1430, which placed
the provisions of the Executive Order inlo law as Section 329 of the California Unemployment insurance Code,
sffecliva January 1, 1985,

Tha EDD is the lead agency for the Stike Force, and the Director of EDD ls the chairperson. The Strike Force is
responsible for enhancing the development and sharing of information necessary fo combat the underground
economy, 1o improve the coordination of enforcement activities, and to develop methods fo pool, focus, and
target enforcement resources. The Strike Force is empowered and authorized to form joint enforcement teams

when appropriate to utilize the collective investigative and enforcement capabiiities of the Strike Force members,

For more information, visit the Joint Enforcement Strike Force (JESF) page.
In addition to EDD, the other Strike Force members are:

Department of Consumer Affairs 1-800-952-5210

« Department of Indusirial Relations
Minlmum Wage, Safety, and Work Violations 1-888-275-9243

Department of Insurance 1-800-927-HELP (4357)

Franchise Tax Board Tax informant Hetline: 1-800-540-3453
Board of Equalization 1-888-334-3300

Department of Juslice 1-800-952-5225

Auxiliary aids and services are available upon raquest
to individuals with disabilities.
Copyright ® 2010 State of California
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eopiZE  [NFORMATION SHEET

State of California

EMPLOYMENT ENFORCEMENT TASK FORCE (Employment Development
Department, Department of Industrial Relations, and Department of Consumer Affairs)

Background

Reports on the underground economy indicate that it
imposes significant burdens on the State of California,
on businesses that comply with the law, and on workers

who lose benefits and other protections provided by State__

faw when the businesses that they work for operate in the
underground economy. When businesses operate in the
underground economy, they gain an unfair competitive -
advantage over businesses that comply with the law. Thi

ses unfair competition in the marketplace and forces
law-abiding businesses to pay higher taxes.

Employees of the businesses that do not comply are also
affected. Their working conditions may not mest the legal
requirements, which can put them in danger. Their wage
earnings may also be less than those required by law

.and benefits they are entitled to can be denied or delayed

because their wages are not properly reported.

Consumers can also be affected when contracting

with unlicensed businesses. Licensing provisions

are designed to ensure minimum levels of skill and
knowledge to protect the consumer. The ultimate impact
is an erosion of the economic stability and working
conditions in this State.

Joint Enfori:erﬁent Strike Force

On QOctober 26, 1993, the Governor signed Executive
Order W-66-93, which created the Joint Enforcement
Strike Force on the underground economy. On
January 1, 1995, Section 329 was added to the
California Unemployment insurance Code. This
section placed the provisions of the Executive Order
into law. The Joint Enforcement Strike Force includes
the Employment Development Department (EDD), the
Depariment of Consumer Affairs (DCA), the Department
of Industrial Relations (DIR), the Office of Criminal
Justice Planning, the Franchise Tax Board, the Board
of Equalization, the Department of Insurance, and the
Department of Justice.

The Strike Force is responsible for enhancing the
development and sharing of information necessary

to combat the underground economy, to improve the
coordination of enforcement activities, and to develop
methods to pool, focus, and target enforcement resources.

The Strike Force is empowered and autherized to form
joint enforcement teams when appropriate to utilize the
collective investigative and enforcement capabilities of
the Strike Force members.

Employment Enforcement Task Force
in February 1994, the Strike Force created its first joint
enforcement effort, called the Employment Enforcement

Task Force, consisting of EDD, DIR, and DCA.

The objectives of the Employment Enforcement Task
Force are: , :

+ To create a level playing field for business -
competition.

-+ To ensure that workers receive benefit coverage

provided by law for Unemployment Insurancs, State
Disability Insurance, and Workers’ Compensation
- Insurance.

* To ensure that workers receive minimum wages and
overtime in accordance with the law.

+ To ensure that businesses obtain the proper
licenses.

* To detect, deter, educate, and bring into compliance
those employers that are avoiding their employment
tax liabilities.

The Employment Enforcement Task Force operates
through teams of Joint Enforcement agents from EDD
and DIR. Leads are received from other agencies, from
hotlines, and from individuals, labor, and businesses.
These leads are verified with various databases to
determine if there are current licenses, Workers’
Compensation Insurance coverage, or registration with
EDD. When there is a reasonable belief that there is
some noncompfiance with licensing, labor, or payroll
tax law, agents will visit work sites of businessas to
determine if there is cause for further action.

DE 631 Rev. 7 (11-09} (INTERNET) Page 1of2 . cuU
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The agents will interview the owners and/or workers

to determine if the workers are employees and if so, to
determine if the business has Workers' Compensation
Insurance and is issuing wage statements and reporting
wages properly for benefit purposes. If the business
appears to be out of compliance with payroll tax law, an
audit appointment will be set up with the local EDD Area
Audit Office. If violations of labor law are found, agents
will cite owners with appropriate fines and penalties.

A visit to a business by an Employment Enforcement
Task Force team means only that the team has
Information indicating that noncompliance with
licensing, labor, or payroll tax law may exist. The
team Is charged with determining whether the
information in Its possession Is correct. If the visit
to the business verifies that noncompliance does
exist, the team will inform the business owner as

to his or her responsibilities and take any action
required by law.

For More Information

if you would like additional information regarding this
program or to report suspected underground economy
activity, please contact EDD’s Underground Economy
Operations at (316) 227-2730 or toll free at

(800) 528-1783, or visit our Web site at
http:llwww.edd.ca.govIPayrolI_TaxesIUnderground_ )
Economy_Operations.htm. You may also e-mail
information to UEO at ueo@edd.ca.gov, send a fax o
(916) 227-2772, or mail to:

Employment Development Department
Underground Economy Operations
3321 Power Inn Road, Suite 140
Sacramento, CA 95826

EDD is an equal oppdrtunity employert/program.

Auxiliary aids and setvices are available upon request to
individuals with disabilities. Requests for services, aids,
and/or alternate formats need to be made by calling
(888) 745-3886 (voice) or TTY (800} 547-9565.

This information sheet is provided as a public service and is intended to provide nontechnical assistance. Every
attempt has been made to provide information that is consistent with the appropriate statutes, rules, and administrative
court decisions. Any information that is inconsistent with the law, regulations, and administrative and court decisions
is not binding on either the Employment Development Depariment or the taxpayer. Any information provided is not
intended to be legal, accounting, tax, investment, or other professional advice.

' DE 631 Rev. 7 (11-09) (INTERNET)
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United States Department of Labor
News Release

WHD News Release: [02/09/2012]

Contact Name: Sonia Melendez, Laura McGinnis, or Elizabeth Alexander
Phone Number: (202) 693-4672 or x4653

Release Number: 12-0257-SAN

US Labor Department, California sign agreement to reduce

misclassification of employees as independent contractors
WASHINGTON — Nancy J. Leppink, deputy administrator.of the U.S. Department of Labor’s Wage and Hour
Division, and California Secretary of Labor Marty Morgenstem have entered into a memorandum of
understanding regarding the improper classification of employees as independent contractors. Leppink and
California Labor Commissioner Julie A. Su hosted a press teleconference Feb. 9 during which they discussed
how the U.S. Department of Labor and the state of California will embark on new efforts, guided by this
memorandum, to protect the rights of employees and level the playing field for responsible employers by
reducing the practice conducted by some businesses of misclassifying employees. This partnership is the
12th of its kind for the U.S. Department of Labor. '

U

"This memorandum of understanding helps us send a message: We are standing together with the state of
California to end the practice of misclassifying employees," said Leppink. "This is an important step toward
making sure that the American dream is still available for workers and responsible employers alike."

s

"California is proud to enter into this partnership with the U.S. Department of Labor to work together to
attack the problems of the underground economy," said Su. "Gov. Brown just signed an important law that
went into effect on Jan. 1, increasing penalties for willful misclassification. With the Labor Department, we
are poised to use all the tools in our arsenal to lift the floor for hardworking employers and employees
throughout the state."

Employee misclassification is a growing problem. In 2011, the Wage and Hour Division collected more than
$5 million in back wages for minimum wage and overtime violations under the Fair Labor Standards Act that
resuited from employees being misclassified as independent contractors or otherwise not treated as
employees. : : : : :

Business models that attempt to change, obscure or eliminate the employment relationship are not inherently
illegal, unless they are used to evade compliance with the law. The misclassification of employees as
something else, -such as independent contractors, presents a serious problem, as these employees often are
denied access to critical benefits and protections — such as family and medical leave, overtime
compensation, minimumn wage pay and Unemployment Insurance — to which they are entitled. In addition,
misclassification can create economic pressure for law-abiding business owners, who often struggie to
compete with those who are skirting the law.Employee misclassification also generates substantial losses for
state Unemployment Insurance and workers' compensation funds.

Memorandums of understanding with state government agencies arose as part of the U.S. Department of
Labor's Misclassification Initiative, which was launched under the auspices of Vice President Biden's Middle
Class Task Force with the goal of preventing, detecting and remedying employee misclassification. Colorado,
Connecticut, Hawaii, Iilinois, Maryland, Massachusetts, Minnesota, Missouri, Montana, Utah and Washington
have signed similar agreements. More information is available on the U.S. Department of Labor's

misclassification Web page at http://www.dol.gov/misclassification/.
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The mission of the U.S. Department of Labor is to foster, promote and develop the welfare of the wage

. earners, job seekers and retirees of the United States; improve working conditions; advance opportunities for

profitable employment; and ensure work-related benefits and rights. To learn more about the FLSA's
requirements, call the Wage and Hour Division's toll-free hotline at 866-4US-WAGE (487-9243) or visit its
website at http://www.dol.gov/whd. -

447



PARTNERSHIP AGREEMENT
BETWEEN
THE U.S. DEPARTMENT OF LABOR, WAGE AND HOUR DIVISION
AND '
CALIFORNIA LABOR AND WORKFORCE DEVELOPMENT AGENCY.

This Agieemerit is made and entered into by and between The United States Department of
Labor's Wage and Hour Division (hereinafter referred to as “WHD” or “Department”) and the
California Labor and Worlforce Development Agency (hereinafter referred to as “LWDA™),
together collectively referred to as “the agencies™ or “the parties.”

With the specific and mutual goals of providing clear, accurate, and easy-to-access outreach
to employers, employees, and other stakeholders, and of sharing resources and enhancing

enforcement by conducting joint investigations and sharing information consistent with applicable
law, the parties agree to enter into this partnership.

~ THEREFORE, IT IS MUTUALLY AGREED THAT:

Purpose . _
The agencies recognize the value of establishing a collaborative relationship to promote
compliance with laws of commeon concern in the State of California. The agencies are forming this
partnership to more effectively and efficiently communicate and cooperate on areas of common

" interest, to share training materials, to provide employers and employces with compliance

assistance information, to conduct joint investigations and share information as appropriate towards
the goal of protecting the wages, safety, and health of America’s wquforce.

~ Agency Responsibilities o

WHD is responsible for administering and enforcing a wide range of labor laws, including
the Fair Labor Standards Act, the Pamily and Medical Leave Act, the Migrant and Seasonal
Agricultural Worker Protection Act, worker protections provided in several temporary visa
programs, and the prevailing wage requirements of the Davis-Bacon and Related Acts and the
Service Contract Act. Nothing in this agreement limits the WHD's enforcement of these and other

statutes.

LWDA is the California executive branch Agency charged with ensuring that California
businesses and workers have a level playing field in'which to compete and prosper and that
Californians have access to employment and training programs. LWDA includes the Department of
Industrial Relations (which oversees the California Labor Commissioner and Division of
Occupational Safety and Health, among others) and Employment Development Department.
Nothing in this agreement limits the LWDA's enforcement authority.

WHD / LWDA MOU Page 1 of 4
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_C‘ontacts

0

'I'h'e agencies will dcsignatc a contact person responsible for coordinating the partnership
activities. - ' .
The agencies will designate a representative to meet annually to review areas of mutual

~ concem and the terms and conditions of the partnership.

Enforcement -
Where appropriate and to the extent allowable under law,

The agencies may conduct joint investigations periodically in the State of California, if
opportunity provides, ' .
The agencies may coordinate their respective enforcement activities and assist each other
with enforcement, '

The agencies may make referrals of potential violations of each other’s statutes.

Effect of Agreement

This agreement does not authorize the expenditure or reimbursement of any funds. Nothing
in this agreement cbligates the parties to expend appropriations or enter into any contract or

_ other obligation.

By entering into this partnership, the agencies do not imply an endorsement or promotion by
cither party of the policies, programs, or services of the other.

Nothing in fhis agreement is intended to diminish or otherwise affect the authority of either
agency to implement its respective statutory functions.

This agreement contains all the terms and conditions agreed upon by the parties. Upon
execution of this agreement, no other understandings regarding the subject matter of this
agreement, oral or otherwise, shall be deemed to exist. This agreement is not intended to -

confer any right upon any private person or other third party.

Nothing in this agreement will be intcrprefed as limiting, superseding, or otherwise affecting
the parties’ normal operations. This agreement also does not limit or restrict the parties |
from participating in similar activities or arrangements with other entities.

This agreement will be executed in full compliance with the Privacy Act of 1974, and any
other applicable federal and California state laws. -

Exchange of Information

It is the policy of WHD to cooperate with other government agencies to the fullest extent
possible under the law, subject to the general limitation that any such cooperation must be
consistent with the WHD’s own statutory obligations and enforcement efforts, It is WHD’s
view that an exchange of information in cases in which both entities are proceeding on
basically the same matter is to our mutual benefit. Thereis a need for WHD to provide
information to other law enforcement bodies without making & public disclosure.

WHD / LWDA MOU Page 2 of 4
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Exchange of such information pursuant to this agreement is not a public disclosure under the
Freedom of Information Act, 5 U.S.C, 552.

Confidential Information means information that may be exempt from disclosure to the
public or other unauthorized persons under state and federal statutes. See, e.g., 18 US.C,
1905 (Trade Secrets Act) and 5 U.S.C. 552a (Privacy Act of 1974). Examples of
Confidential Information that may be shared under this agreement includes, but is not
limited to: the identities or statements of persons who have given information to the parties
in confidence or under circumstances in which confidentiality can be implied; any
information identifying specific individuals in statements from employees that were
obtained under these conditions; internal opinions and recommendations of federal or state
. personnel, including (but not limited to) investigators and supervisors; information or '
records covered by the attorney-client privilege and the attorney-work-product privilege;
- information that identifies or desctibes a specific individual; individually identifiable health
information; and confidential business information and trade secrets. :

Confidential Unemployment Compensation (UC) information, as defined in 20 CFR -
603.2(b), means any unemployment compensation information, as defined in 20 CFR
603.2(j), required to be kept confidential under 20 CFR 603.4 or its successor law or
regulation. ' '

‘When Confidential Information is exchanged it shall be accessed and used by the recipient
party solely for the limited purposes of carrying out specific activities pursuant to this
agteement as described herein, and inno event shall such information be disclosed by the
recipient party without the written authority of the other perty or a court order.

In addition to the requirements above, Confidential Unemployment Compensation
Information may be exchanged only subject to the confidentiality requirements of 20 CFR
603.4, the California Unemployment Insurance Code (e.g., Sections 322, 1094, and 1095)
and related regulations, and any other applicable laws.

In addition to the requirements above, Confidential Information shared under this agreement
may be exchanged only subject to (a) the applicable provisions of California law, including
but not limited to, the Information Practices Act (Civil Code Section 1798 et seq,), the
Evidence Code (e.g., Sections 950 and 1040), the Labor Code (e.g., Sections 6209, 6314 and
6322), and the Unemployment Insurance Code (e.g., Sections 322, 1094, and 1095) and (b)
the terms and conditions of any confidentiality agreements that may exist under which
Confidential Information has been obtained by LWDA or by an agency within LWDA.

The exchange of Confidential Information and Confidential Unemployment Compensation
Information under this agreement is purely voluntary, and no obligation to exchange such
information is created by this agreement.

In the event that there is a public proceeding such as a trial, in which Confidential
Information provided to LWDA by WHD may be used or testimony of WHD’s employees
sought, the WHD requires that LWDA notify WHD. Similarly, in the event that thereis a
public proceeding such as a trial, in which Confidential Information or Confidential
Unemployment Compensation Information provided to WHD by LWDA may be used or
testimony of LWDA’s employees sought, the LWDA requires that WHD notify LWDA.

WHD / LWDA MOU Page 3 of 4
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' United States Department of Labor  California Labor and Workforce Development Agency

Subject to the foregoing constraints:

o The agencies agree to exchange information on laws and regulations of common concern to
the agencies, to the extent practicable. '
¢ The agencies will establish a methodology for exchanging investigative leads, complaints,
and referrals of possible violations, to the extent allowable by law and policy.
- o The agencies will exchange information (statistical data) on the incidence of violations in
specific industries and geographic areas, if possible.

QOutreach and Education .
o When appropriate and feasible, the agencies agree to coordinate, conduct joint outreach

presentations, and prepare and distribute publications of common concern for the regulated
community. '

e The agencics agree to provide a hyperlink on each agency’s website linking users directly to
the outreach materials in areas of mutual jurisdiction and concern.

¢ The agencies agree to jointly Jisseminate outreach materials to the regulated community,
when appropriate. ‘ _

o Al materials bearing the United States Department of Labor (“DOL”) or WHD name, logo,
or seal must be approved in advance by DOL.

Resolution of Disagreements ’
Disputes arising under this Agreement will be resolved informally by discussions between

Agency Points of Contact, or other officials designated by each agency.

Period of Agreement '

This agreement becomes effective upon the signing of both parties, and will expire 3 years
from the effective date. This agreement may be modified or added to in writing by mutual consent
of both agencies. The agreement may be cancelled by either party by giving thirty (30) days
advance written notice prior to the date of cancellation. Renewal of the agreement may be
accomplished by written agreement of the parties, '

This égreément is effective as of the 25 { _ day of M 2011.

Wage and Hour Division

; z:§ é WHD / LWDA MOU Page 4 of 4
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SEYFARTH SHAW LLP
Camille A. Olson (SBN 111919)
Richard B. Lapp (SBN 271052)
400 Capitol Mall, Suite 2350
Sacramento, CA 95814-4428
Telephone: (916) 448-0159
Facsimile: (916) 558-4839

David D. Kadue (SBN 113578)
Dean A. Martoccia (SBN 193185)
Erik B. von Zeipel (SBN 223956)
2029 Century Park East, Suite 3500
Los Angeles, CA 90067-3021
Telephone: (310) 277-7200
Facsimile: (310) 201-5219

Attomeys for All Named Defendants

SUPERIOR COURT OF THE STATE OF CALIFORNIA

COUNTY OF SACRAMENTO

LORJANNE SAWIN, an individual; MONICA )
GALLARDOQ, anmd1v1dual ROBERT )
LANGFORD, an individual; KIMBERLY )

HOLLIMAN, an individual;'BILLY TRAHIN, an )
individual; and MERLE RENSLOW, an )
mclmdual on their own behalf and on behalf of all )

others sxmxlarly situated, g
Plaintiffs, )

)

v | )

THE McCLATCHY COMPANY, a Delaware: )
Corporation, d/b/a The Sacramento Bee; )
McCLATCHY NEWSPAPERS INC.,, a Delaware )
‘corporation, d/b/a The Sacramento Bee, and DOES)
27 through 50, inclusive, ;
. Defendants. g

)

)

)

)

)

Case No. 34-2009-00033950-CU-OE-GDS

DEFENDANTS’ MEMORANDUM OF POINTS
AND AUTHORITIES IN SUPPORT OF
MOTION TO STRIKE CLASS ALLEGATIONS

[CRC 3.764, 3.767(a), ()]

Judge.  The Hon. Raymond M. Cadei
Date: May 13,2011

Time: 1:30pm.

Dept: 13
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SUMMARY OF ARGUMENT

The cuxrént Named Plaintiffs are one current and five former home deliﬁery newspaper carriers who
agreed, as independent comtractors, to provide delivery of The Sacramento Bee newspaper to home delivery
subscribers during the class period, from February 2005 to the pI'CSFﬁt.l Three Named Plaintiffs (Trahin,
Gallardo, Langford) contracted only with Defendant McClatchy Newspapers, Inc., dba The Sacramento Bee
(“The Sacramento Bee” or “The Bee”). The remaining three (Sawin, Holliman, Renslow) contracted with The
Sacramento Bee and also occasionally contracted with one or two of the approximately 35 independent large
newspaper delivery businesses (“Large Distributors™) Who have had contracts to deliver The Sacramento Bee
during the class period.? Plaintiffs even seek to represent those carriers who contracted with dozens of Large
Distributors for whom no Named Plaintiff has ever provided services. And Plaintiffs seek to represent both
former and current carriers, even though these two sets of individuals have conflicting interests, and although
the only current carﬂerQRensloiv—has openly disavowed any interest in representing the class.

All Named Plaintiffs contend that, contrary to the written contracts they agreed to, The Sacramento Bee
has been their employer. ‘The Plaintiffs claim that The Bee has (1) failed to pay overtime pay and minimum
wages due under Labor Code sections 1194 and 1197,” (2) denied them meal and rest breaks and therefore
owes them pay under Section 226.7, (3) failed to reimburse them for business expenses owed Pnder Section
2802, (4) imposed unlawful wage deductions forbidden by Sections 221 and 223, (5) failed to provide them
with accurate wage statements required by Section 226, (6) failed to pay them for training time, and (7) failed
to keep accurate payroll records under Section 1174. Plaintiffs have chosen not to sue any Large
Distributor on these claims. . |

Plamtiffs’ claims, and the associated defenses to them, raise nwﬁerous individualized issues that
preclude class treatment as the proposed class would involve thousands of carriers with written éontrac;,tual

relationships with about 35 contracting companies, only one of whom—The Bee—is even a Defendant here.

! Initially the case included six other Named Plaintiffs, all alleged by Plaintiffs’ counsel to share common facts
and typical claims with the purported class (February 4, 2009 Complaint § 5). Four original Plaintiffs (Galindo,
Compton, Fincham, Chapman) withdrew during their depositions; two more (Hundley, Hemnandez) withdrew
upon receiving discovery requests (SMF § 328). Plaintiffs’ counsel agreed that partially completed depositions
can be used for all purposes here, and that the former Named Plaintiffs desire to be class members (SMF
4329). No new Plaintiff has emerged since the filing of the initial complaint in February 2009.

2 The Large Distributors who Plaintiffs claim are agents and joint employers of The Sacramento Bee include
four independently owned daily newspapers.

3 Undesignated section references are to the California Labor Code.

1
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Class actions are broper only where common proof applies to an ascertainable class in a way that makes a class
action manageable and supeﬁor to individual litigation, Here, by contrast, the current complaint, the Third
Amended Complaint (“3AC”), proposes an unmanageable, unascertainable, and overbroed class of all
“persons” “engaged” as newspaper home delivery carriers of The Sacramento Bee, “whether engaged directly
by The Sacramento Bee or by an intermediary.” |

The diversé purported class includes individuals with vastly different work relationships with different
entities* such as: (1) Plaintiff Billy Trahin, who contracted with The Sacramento Bee for several years for a
small delivery area whose assembly and delivery he always completed within three hours a day; (2) Plaintiff
Robept Langford, who contracted with Tﬁe Sacramento Bee for less than four months, during which time he
formed a joint-venture-type relationship with another Bee carrier, and together, they unilaterally changed
delivery boundaries, engaged and set terms for numerous subcontractors, and used multiple vehicles in
executing combined services; (3) former Plaintiff Richard Galindo, a sophisticated businessman whose
academic career, significant management experience, and experience as a negotiator on behalf of numerous
banks, left no question that he understood and voluntarily entered into an independent contractor relationship
with a Large Distributor for less than eight months during the class period, and (4) Kevin Goosby, who
contracted with The Sacramento Bee and later with Large Distributors for over 30 delivery areas at a time, -
managing the delivery results by contracting with at least ten different entities at a time, and receiving contract .
fees of $8,000 to $8,500 every two weeks.

Differences also abound among the entities with whom these carriers contracted. For some delivery
areas, until June 2009, The Sacramento Bee itself contracted with carriers to secure home delivery results. The
experience of these carriers vastly differed because of decentralized distribution operations: The Bee's
Distribution Center Managers had extensive autonomy and did not observe uniform operating procedures,

Since June 2009, The Sacramento Bee has not contracted with anj carrier to secure home delivefy
results. Instead, some 35 independent Large Distributors, including previously free-standing independent
delivery and newspaper businesses, have contracted with hundreds of carriers to provide distribution results.
There are significant differences in the Large Distributors’ operations, including unique contract terms

(including fees, supply costs and complaint charges), negotiation techniques, written communications, and

* The class definition also meludes individuals who subcontracted with carriers.
2
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carrier selection and communication processes. For example, Sealey News Agehcy, Inc. operated a newspaper
distribution business for years before contracting with The Bee, and folded the home delivery distribution of
The Sacramento Bee into an existing operational structure distributing many other California daily newspapers,

Plaintiffs, in contending that all carriers share common fa'cts dispositive to their claims, ignore both law

and facts that require an individualized analysis of disparate facts and contracting parties that defy class-wide

adjudication, Individualized differences exist among even those cén‘iers who contracted to deliver The
Sacramento Bee with just one contracting entity, let alone among carriers who collectively have contracted
with some 35 different business entities. There is no commonality on such critical factors as* (1) how each
Large Distributor did business with The Bee and whether The Bee is liable for any alleged Labor Code
violaﬁons a Large Distributor conunitted with respect to any carrier; (2) how each Large Distributor interacted
with the carriers; (3) how each Bee.Disu'ibut_ion Center Manager (before June 2009) interacted with carriers
(including what practices each followed, what comractuél terms each negotiated with each carrier, and each
carrier’s practices); and (4) how each carrier chose to distribute newspapers and operate his ot her businesé.

| These variations preclude any common proof on the threshold issue of whether the caiﬁers were The
Sacramento Bee’s émployees. Further precluding class certification are the individualized inquiries required by
Labor Code elements and defenses, such as: (1) where each carrier performed services and the percentage of
time spent inside versus outside distribution centers; (2) how often, if atall, eéch carrier provided distn‘bption
results for at least 3.5 hours a day; (3) how often, if at all, each carrier provided distribution results for more
than five hours a day; (4) how often, 1f at. all, each camer took breaks; (5) how often, if at all, each carrier was
prohibited from taking a break (and if s0, by whom and with whose knowledge); (6) how many days a week
each carrier provided distribution results; (7) how many hours per week each carrier provided services and how
much weekly pay the carrier received; (8) the amount and reasonableness of cach carrier’s expenses; (9)
whether each carrier understood that he or she was being paid an enhanced amount of compensation to cover
his or her reasonably incurred expenses; (10) how much, if any, uncompensated “training” each carrier
received; and (11) whether each carrier was injured by an inadequate wage statement.

Accordingly, dwarfing any common issues here are umerous individualized issues affecting liability

that require examination of the independent contractor status of each Large Distributor, the practices of

different Bee Distribution Center Managers, the independent contractor status of the carriers contracting with

3
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|| newspapers (SMF Y 8-9). The Agreements disclaimed any right by The Bee to dictate carrier operations

|° An mdependent basis to strike class allegations is the inadequacy of counsel, who have undercut the credibility

each of the 35 or so different entities, the hours and days worked by each carrier, and the contract fees each
carrier received and the expenses each carrier mcurred Thus, Plaintiffs’ claims would not be suitable for class
treatment even if they were typical and adequate class representatives. And, finally, as shown below, Plaintiffs
are neither typical nor adequate.’
FACTUAL BACKGROUND
L. The Sacramento Bee’s Business
-The Sacraménto Bee publishes The Sacramento Bee, a daily newspaper. (SMF { 1). Historically, The

Bee has outsourced non-core business functions such as sales, customer service, collections, distribution,

—

Iinance, and advertising design (SMF 2). As fo distribution, The Bee follows & longstanding national

i
i

Until mid-2009, The Bee’s distribution system consisted of a mix of (1) individual carriers providing

ewspaper practice: contracting with independent contractors—carriers and Large Distributors— for
ewspaper delivery to home subscribers in geographical delivery areas. (Jd).

I The Sacramento Bee’s Distribution Model Has Varied During the Class Period

distribution results in one or several delivery areas, and (2) Large Distributors that contracted with carriers,
leased warehouses, and developed their own distribution methods. By mid-2009, The Bee no longer contracted

with carriers and instead dealt only with Large Distributors or separate newspaper companies (SMF Y 3-4).

A, Bee and Distributor Carrier Contracts Made Clear The Carriers Were Independent
Contractors '

The Sacramento Bee carrier contracts, titted “Iridependent Contractor Home Delivery Distribution

Agreements” (“Agreements”) (SMF 9§ 6), provided that carriers were independent contractors, not employees,

who themselves solely controlled the manner and means of contractual performance (SMF § 7). This freedom |

of operation entitled carriers to select their own employees and contractors, decide their own days of work and

hours, if any, decide what vehicles, equipment, and supplies to use and where to buy fhem, and how to deliver

(SMF 11 10, 12).
It is undisputed that the Named Plaintiffs’ contracts with Large Distribufors, while differing among
Large Distributors, were alike in one important way—they provided, like The Bee Agreements, that carriers

of named Plaintiffs to the detriment of the putative class. (See Section VI and VII, below).
4
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were indépendent contractors who had the right to control the manner ana means of newspaper distribution
(SMF § 11). Carriers contracting with Large Distributors werc free to select their own employees and
subcontractors, determine their own hours, decide what vehicles, equipment, and supplies to use and where to
buy them, and the order m which to deliver newspapers (Zd.).

This freedom to operate resulted in variations as to how carriers chose to provide ¢or;tractual results.
Those choices included whether to use helpers or substitutes, whether to subcontract the work in whole or in
part, what types of tools, equipment, and supplies to use, where to buy supplies, how to prepare and deliver
newspapers, how much to intcmct'with subscribers, and what sequence of delivery to folldw.

Moreover, carriers’ intent to enter into an independent contractor relationship—wheﬂwr with The Bee
or .Large Distributors—also varied, For example, while some Plainﬁﬁ's may claim that they never read their
contracts and that The Sacramento Bee never exp]aihcd the contractor relationship, many carriers clearly
understood the Agreement’s language and agreed they were independent contractors (SMF § 13).

B. Large Distributors’ Contracts With The Bee Reflect That They Are Varied
Independent Businesses

Some 35 Large Distributors have contracted w1th The Bee since 2003 (SMFY 14), about 30 are now
under contract with The Bee (Id ). The Bee has never owned any financial interest in or controlled Large
Distributor operations (SMF § 15). Large Distributors lease their warehouses, operate their own offices, use
individualized methods to operate their distribution centers, and vary in how they interface with carriers,
including developing and ﬁsing home delivery contracts of their own making and choice (SMF 9 16).

The Large Distributors vary significantly. Some are small operations, while others are large, with
numerous staff (SMF | 17). Some are large LLCs or S Corporations (SMF § 17), some are independently
owned newspapers, including Stockton Record, Chico Enterprise, Marysville Appeal-Democrat, and érass
Valley Union (SMF § 5); The Stockton Recor¢ a daily newspaper with 38,000 readers, is owned by Dow
Jones Local Media Group, the local newspaper subsidiary of Dow Jones & Company, not McClatchy
Newspapers, Inc. or The McClatchy Compeny. (See
http://Wwwmediaowﬂers.com/commx/o@ waynewspapers.html.). Similarly, Media News owns Chico
Enterprise, Freedom Conimunications owns Marysville Appeal-Democrat, and Swift Communications owns
Gra.fs Valley Union (SMF Y 331). Some have principals who are former Bee emplbyees, while others do not
(SMF Y 18). Some existed well before they contracted with The Bee (SMF § 19).

5
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Carriers who have contracted only with Large Distributors have never bad a contractual relationship
with The Sacramehto Bee (SMF §20). As to these carriers, The B:ee has never e;xgaged in carrier seléction,
contract negotiation, or contract administration (SMF 4 21). Large Distributors function in a decentralized,
non-uniform way that results in individuﬂizcd experiences as between the various Large Distributors a;xd the
carriers with whom they have contracted (SMF §22). |

Large Distributors have alwéys been free to contract with whomever they choose to perform their own
contractual delivery obligations, and to provide distribution and other results to other entities, including The
Sacramento Bee’s competitors (SMF § 23). Large Distn'butqrs are not required to attend Bee meetings (SMF
9 24) and have always been free to run theif operations as they see fit (SMF ] 25). Thé Bee has never had
powér to discipline Large Distributors or their contractors or staff, and the manner and means of obtaining
contractual results has always been entirely within Large Distributors’ discretion (SMF §26). Large _
Distributors’ independence has resulted in variability as to how they have operated and interacted with carriers.

C. Large Distributor Contracts With Individual Carriers Vary

| Large Distributors have crafied their own home delivery agreements, sometimes with their attdmeys
(SMF 9 30). Large Distributor-carrier agrcemehts have varied in many ways, including (1) rate structures, (2)
complaint charges, (3) liquidated damages, (4) grounds for material bréach, (5) bonding, (6) subscriber tips, (7)
duration, (8) incehtives, (9) the number and make up of delivery areas, (10) termination notices, (11) léﬂgﬂ)
(varying from two pages to more than ten), and (12) complexity (SMF 14 32-43). Consequently, carriers
contracting with Large Distributors have experienced differing contractual obligations, ir_nﬂucncing how they

have chosen to provide distribution results,

D. Decentralized Large Distributor Operations Have Differed Greatly, With No
' Uniform Or Common Approach To Their Operations ‘

" The Sacramento Bee has provided subscriber information to Large Distributors, and Large Distributors
determine how to use this information to provide the final contractual result' of a newspaper delivered
complaint-free to home delivery subscribers (SMF 44),6 A closer look at a few Large Distributors illustrates

the differences among them and their unique interactions with carriers.

§ The subscriber information includes: subscriber addresses, subscription purchase dates, start and stop dates,
subscriber delivery requests, and subscriber service complaints, which is necessary to complete the subscriber’s
newspaper delivery orders (SMF §44). -

6
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1. Western Slope News Agency (“WSNA”)

WSNA is an unincorporated business owned and operated by Pete Cavaghan, who has contracted with
The Sacramento Bee as a Large Distributor since 2000, operating out of three distinct distribution centers (SMF
945). WSNA distributes approximately 17,800 weekend newspapers and 15,000 weékday newspapers in 160 |-
delivery areas through 40 indépendent contractor carriers (SMF 1]'1[ 46-47). 'WSNA'’s carrier contracts have
differcd significantly from Bee Agreements, resulting in variations in how WSNA carriers operate: (1) WSNA
agreements provide unique monetary incentives to provide outstanding customer service and minimize
complaints; (2) WSNA varies contract lengths based on results: new carriers are offered contracts lasting just a
few weeks while carriers who provide delivery results with few customer complaints are offered contracts with
longer terms of up to one year; (3) WSNA agreements cover multiple delivery areas (as opposed to having one
per delivery area), to incentivize camers to fulfill contract obhgahons and avoid situations where a carrier
terminates one delivery area’s contract only; (4) WSNA’s contracts have shortened notice provisions if a
carrier elects to terminate a contract (10 days® written notice as compared with 30 days generally set forth in
The Bee Agteehxents); and (5) WSNA’s contracts have pricing varied by delivery area, with some offering flat
rates and others offering per-pxcoe rates (SMF § 48).

‘ WSNA has independently established business operations, infrastructure, and procedures (SMF 1 49).
A WSNA-designed information system has a customized application for carrier payments that gives carriers
access to WSNA accounts (SMF § 50). WSNA gmail accounts provide information on starts, stops, and
customer coinplaints, and other information, and carriers can log on to access information about delivery areas
(SMF 9 51). None of theée processes, programs or systems were available to carriers who contracted With The
Sacramento Bee or with other Large Distributors, WSNA organizes its distribution center by géographic
region to keep the center operating smoothly and has also dramatically reorganized the initial delivery area
boundaries set up by The Sacramento Bee to improve its efficiency (SMF 1[1] 52-53).

2, R&A Distribution Services, LLC ("R&A™) ,

Anthony and Raquel Kinney formed R&A, which has contracted With The Sacramento Bee since 2006

(SMF 4 54), R&A, operating out of Rocklin, contracts with 40 carriers to deliver 13,000 daily newspapers and
17,000 weekend newspapers (SMF Y 55). R&A consulted its own Home Delivery Distribution Agreement in

the process of preparing its carrier contracts (SMF § 59). R&A gives prospective carriers a questionnaire—

7
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created without any input or approval from The Bee—to confirm that carriers understand the independent
contractor status and other key contractual elements (SMF §60). Plaintiff Holliman contracted with R&A-
(SMF §56). R&A determines the hours its distribution center is open (SMF § 57). R&A funds its own
expenses, without any advances from The Bee (Id). R&A maintains its own business plan to account for costs
and expenses as to vehicles, staff, supplies, fumiture, lease costs, payment to R&A caniors, and forR&A’s
profit (SMF § 58). R&A has a unique carrier incentive program: carriers who provide results without wet
paper complaints for a calendar period earn a case of poly bags, and carriers who provide results with l'ow
customer complaints for a calendar period earn a gas card (SMF 4 61). R&A also marks up its price on
supplies 1t resells to camers, to generate proﬁts (SMF { 62).
3 Moonllghtmg Distribution, LLC (“Moonlxghtmg”)

Moonlighting has contracted with The Sacramento Bee since 2006 (SMF 1 63). It distributes about
3,500 daily and 4,000 weekend newspapers (SMF § 64). It has a small staff and often leaves its warehouse
unattended, with open doors for carriers to pick up newspapers (SMF § 65). Moonlighting leases warehouse
space-and owns its own computer systems, furniture, and cqﬁipment (SMF 4 66). The Bee does not review
Moonlighting’s operations or maintain any personnel at the warehouse where Moonlighting’s carriers pick uo
newspapers (SMF  67). Nor, has The Bee influenced whom Moonlighting contracts with or what practices it
uses (/d). This is not surprising as Moonlighting has contracted with l}ee competitors to deliver the Mountain
Democrat and San Francisco Chronicle, which dropped newspapers at one point at Moonlighting’s
disu'ioution{oenter for delivery by carriers who contract with Moonlighﬁng to deliver The Sacramento Bee
(SMF 9 68). Moonlighting carrier contracts—just two pages long—Ilack many terms contained in Beo
Agreements or in other Large Distributors’ carrier contracts on such subjects as material breoch, liquidated
damages, and tips (SMF § 69). And, Moonlighting’s practices are not always found in its contract. For
exainple, Moonlighting does not charge carriers for complaints as it has thel contractual right to do, but instead
provides financial incentives to cmﬁers for complaint-free deliveries (SMF § 70). |

4, D&L News Service, LLC (“D&L”)

D&L, in Vacaville, not only contracts with The Sacramento Bee, but also contracts with others to
deliver Contra Costa Times and The Oakland Tribune (SMF ¥y 71-72). Unlike some other Large Distributors,
D&L does not leaso a warehouse from The Bee (SMF 4 73). D&L has obtained its own vehicles, strapping

8
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machines, tables, office equipment, and furniture, without any funding from any newspaper (SMF ¥ 74). It also
has its own business banking aécounts, and has not borrowed any money from The Bee (SMF | 75).

D&L’s carrier contracts—just two pages long, with no specified duraﬁon and terminable on two weeks’
notice~differ significantly from Bee Agreements and from those used by other Large Distributors (SMF § 76).
Dé&L, unlike some other Largé Distributors, does not charge carriers for complaints (Jd ) And, unlike others,
D&L charges carriers only a nominal fee for unlimited supplies (/d.). To offset supply costs, D&L, unlike
other Large Distributors, retains tips received from subscribers (/d.).

5. Sealey News Agency, Inc. (“Sealey”)

Sealey, run by Rick Sealey, contracted with The Sacramento Bee in 2069 (SMF § 83). Before this time
and continuing thereafier, Sealey has contracted Mth other companies to distribﬁte, through various distribution
centers, many other newspapers, including US4 Today, San Francisco Chronicle, Sacramento Union, Auburn
Journal, Korea Times, Korea Dd:ly, Sing Tao, Lincoln News Messenger, Press Tribune, Wall Street Journal,
Barron'’s, New York Times, and IBD (SMF { 84). Sealey, like other Large Distributors, has complete
operational independence, deciding how to achieve contractual results, ﬁow many carriers to contract, and what
resources to use (SMF 1 85). Sealey manages its finances separately from The Bee (SMF { 86).

Upon contracting with The Sacramentp Beg, Sealey instituted operational changes, paying carriers
semi-monthly instead of monthly, rearranging the distribution center, using a new informational form for
prospective carriers, using its own existing written contract already in place with carriers delivering other -

newspapers (including unique financial incentives for carriers to increase home delivery subscriptions), and

creating a new carrier statement. Sealey’s business identifies itself explicitly as a company, using its own

letterhead (SMF ¢ 87). _
| _ 6. South County News (“SCN”) _
Ken Rushing owns' and operates SCN, which began cbntracting w1th The Bee in 2000 (SMF { 88).
Bee management has never visited SCN to review its operation, does not tell SCN when to open its multiple
distribution centers, and has not advanced SCN money (SMF 1§ 89-90). Rushing invested in SCN by bu)ﬁng
computers, furniture, and vehicies (SMF q 91). SCN maintains a business plan to account for costs and
expenses for vehicles, staff, supplies, furniture, leases , payment to carriers, and for SCN’s profit (SMF § 92).
SCN’s operations have changed over the class period. SCN contracted with The Bee from 2000 to
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2008 to distribute newspapers in rural southern Sacramento County (SMF §93). For that purpose, SCN leased
a warehouse (not from The Bee) and contracted with carriers (Id). In 2006, it contracted for another delivery
area, in the City of Davis, and contracted with 30 more carriers for that purpose (SMF § 94). In June 2008,
SCN éontracted for parts of Elk Grove and the “pocket™ neighborhood in Sacramento,' and consequently
contracted with as many as 90 carriers (SMF § 95). InMarch 2010, SCN contracted for an additional delivery
area in south Sacramento, leasing another warehouse there t‘o accommodate its growing business, and
contracting with an additional 55 carriers (SMF §96). SCN contracted with as many as 145 carriers (SMF
997). It has also contracted with a Bee competitor, San Francisco Chronicle (SMF q 98). _
SCN also interacted with carriers differently, depending on delivery area. As to rural carriers, Rushing
estimates a staff member communicated with a carrier no more than once a week (SMF 1[ 99). In comparison,
for SCN’s Elk Grove and South Sacramento distribution centers, SCN’s staff of three to four people for each
distribution center often saw and interacted with carriers on a daily basis (SMF Y 100). v -
SCN used its own unique carrier contracts, with no drafting assistance from The Bee. SCN terminates
contracts for excessive coniplaints or ificreases in complaint charges, and provides incentives for minimizing
complaints and improving delivery results (SMF 99101-102). SCN also hashada imique form for carriers

who receive excessive complaints, which includes suggestions on how to eliminate complaints (SMF § 102).

E. The Sacramento Bee’s Operations Varied ngmficantly During the Time Period it
Contracted with Carriers

In addition to its long-standing business relationships with Large Distributors, until mid-2009,
The Sacramento Bee also contracted directly with certain carriers. Those carriers picked up newspapers from
decentralized distribution centers, public street comefs, and other buildings (SMF § 110). Carriers who picked
up in public locations for example, rarely if ever saw any representative of The Sacramento Bee, Distribution
Center managers responsible for the operations at each center operated autonomously (SMF § 104). While The
Bee made documents available for their use, managers could and did modify them, choosing to utilize their
own unique practices m communicating and contracting with carriers (fd )

Carrier contract negotiations have varied from distribution denter to distribution center: The Bee
offered 170 diﬁ‘érent fees, and some managers restricted the number, type, and location of delivery areas they
would offer, with some limiting by advertising zone or size (SMF Y 105-106). vActua.l practices also varied. |

Some centers waived complaint charges if a carrier explained a complaint was invalid; others had systems to
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consider the frequency of complaints before issuing a charge (SMF § 107). Similarly-, efforts to increase
subscriptions have varied; some managers offered incentives to obtain new subscribers, and others did not (/d.).

There were also significant differences across distribution centers in how carriers interacted with Bee
managers or Large Distributor representatives (SMF { 108).. Practices varied with respect to how carriers got
their papers, what physical areas were available to prepare papers, what postings and flyers were u;ed, what -
mgthods were used to sell supplies and make equiprﬁent available, and when newspapers would be available to
pick up (SMF {4 109-110). Additional differences ihclude: (1) some centers offered carriers delivery lists and
maps, some did not; (2) some centers routinely took prospective carriers on ride-alongs before contracting,
some did not; (3) some centers required carriers to notify them regarding their use of a substitute (for safety
purposes to confirm their identity if the individual was taking newspapers and supplies from the center), while
some did not; (4) séme genfers requi_red carriers, in the event of a paper s'hortage, to return to obtain additional
newspapers, some delivered the newspapers to carriers, and some simply advised carriers to buy newspapers
ﬁbm single copy racks; (5) some centers had equipment such as tying machinés, while others did not; (6) some
centers used employees to deliver in deliilery areas not under contract, while others only contracted out this
wofk; (7) some centers permitted carriets to contact subscribers directly, some did not; (8) some centers .
exercised their right to terminate contracts for breach more often than others; (9) some centers charged carriers
liquidated damages due under the contract while others waived the charges; and (1 0) some centers
communicated product information on flyers, while some did not (SMF 14 109-119). These myriad differences
reﬁuirc an individualized understanding of the terms applicable to any carrier at any time.

III.  Carriers’ Discretion in Providing Contractual Results Has Led To Varying Business
Relationships and Distribution Practices

Carriers, whether contracting with The Becora Large Distributor, have had great latitude in providing }
delivery results (SMF q 120). Carriers decide when to pick up newspapers, at times fanging from midnight
(e.g., Belinda Houg) to as late as 4:30 am. (e.g., Named Plaintiff Hol.liman). (SMF 1121). “Every day was
different,” said Plainfiff Holliman, depending on her own personal commitments (SMF § 122). Some cariers,
like Holliman, “fold on the fly” (assemble newsﬁapers in vehicles) and spend as little as 30 minutes_inside a
Distribution Center each day; others fold at the distribution centef or elsewhere (or have others fold for them).
Carriers also decide how to assemble papérs, using varymg methods (SMF 1124). Some once bought supplies
(e.g , plastic bags) from The Bee, others now pgrchase from Large Distributors; others buy supplies and tools

11
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elsewhere (SMF { 125, 330).

Carriers also vary in how they choose to prepare and deliver newspapers. Some use helpers or
substitutes frequently; others not at all (SMF 9 126-127). Carrier Pete Mitrou contracts with Large Distributor |
WSNA for two areas, and sub-contracts to another person, Michael Huffstﬁtler, to complete all the delivery
results in one area (without input from The Sacramento Bee or WSNA) (SMF Yy 128-129). Carrier Kevin
Goosby contracted for multiple delivery areas and used up to 10-11 subcontractors a day (SMF Y 130).

Plaintiff Holliman provided delivery services to other carriers at their request (negotiating one of two different
payment methods for her work) as well as retaining two other individuals to assist on Sundays (whom she paid
$40-45 every two weeks.) (Id.).

~ Carriers indivi_dually determined the order of their deliveries. Many cairiers, like Named Plaintiffs
Langford, Gallardo, and Reﬁslow, and carriers Kelly, Mitrou and James Triplett, varied the delivery order
(making “sigmﬁcaht changes” and creating “shortcuts” and adjusting their order of deliveries to improve speed
and efﬁciency); in direct contrast, other carriers simply accepted the delivery sequence originally given to them
by The Bee or a Large Distributor (SMF { 132). . |

Some carriers deliver competing products while delivering The Sacramento Bee; some do not (SMF
9 133). Carrier Katherine Potts-Sanker delivers Contra Costa Times, Vacdville Reporter, The Times Herald,

|\IN'Y Times, USA Today, and The Oakland Tribune under her contract with Large Distributor D&L; she also

delivers Daily Republic, San Francisco Chronicle, WSJ, and Sing Tao for a Bee compsetitor, The Daily
Republic (/d). Former Plaintiff Compton distributed newspapers for multiple entities while also delivering- The
Sacramento Bee, making it impossible for her to estimate accurately the time or expenses attributable to her
distribution of The Sacfamento Bee alone (SMF q 134).

Carriers likewise diffcr on whether to take breaks: some do not, yet others do (carrier Candace Evans
takes breakfast breaks.) (SMF §§ 135-136). Others know they are free to take breaks, but choose not to do so
(c.g. Regina Villaforte) SMFY136). - o

Carners also vary in how thej interact with subscribers, some being very active in that regard, others
avoiding interaction (SMF 4 137). Some carriers, like Plaintiffs Langford and Renslow, either gave their |
telephone numbers to subscribers or shared written communications with them to actively manage complaints;

others do'not (SMF § 138). Some actively solicit tips (e, with holiday cards); others do not (SMF § 139).
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Some carriers purchase accident ix_lsurance for themselves and their substitutes; others do not (SMF { 140).
Some have had buy-sell agreements, purchasing newspapers for resale and collecting from subscribers; others
have had fee-per-newspaper delivered agreements with no collection responsibilities (SMF§ l4lj.

Carriers have also greatly varied in the extent to which they have negotiated contracts. While Plaintiffs
suggest that carrier contracts were non-negotiable, many carriers negotiated them. Carrier Mitrou negotiated
with WSNA for an extra $400 per month (over the per-piece rate) (SMF ] 142). Carrier Kevin Goosby
negotiated for higher per-piece rates in areas tha_t included apartments (SMF § 143). Carrier Tony Loveless
negotiated for additional delivery areas (SMF  144). Carrier Ray Eddy negotiated for a higher rate on
Thanksgiving (SMF { 145).

These differences in negotiation activity may relate to variation among the carriers in sophistication and
business acumen. While Plaintiffs may claim that they did not understand their contracts, many other carriers,
incluciing former Plaintiff Richard Galindo (an experienced businessman), understood the contract’s terms and
explained them to others (SMF § 146). Carriers aiso vary on outside employment, with some mamtammg jobs
such as property managers or state employees, and others having no outside employment (/d.).”

Moreover, there exiéts little commonality among carriers regarding who they contracted with during
the purported class period. Some (Plaintiffs Langford and Gallardo) contracted only with The Sacramento Bee;
some (former Plaintiff Galindo) contracted only with a Large Distributor; and some (Plaintiffs Hollimanand
Renslow) contracted with both The Bee and a Large Distributor (SMF { 148). |

_ Cﬁcm also have varied in their inte;actibn with Sacramento Bee or Large Distributor employees
(SMF { 149). Plaintiffs claim'thcy often interfaced with The Bee or Large Distributors, but many carriers
rarely interacted with either, gnd received no training (SMF ¥ 149).

Other differences among carriers include wlﬁch distribution centers they used, whether they used
centers at all o} simply picked up newspapers from other locations (SMF '|] ] 50), their delivery rates (SMF
¥ 151), whether they were charged for missed deliveries (SMF 1[ 152), whether they were charged for
subscriber complaints (/d), the duration of their agreements (SMF { 153), the publications delivered (SMF

7 Carrier Conrad Kling, in addition to being a carrier under contract with L_élrgc Distributor R&A, isa
U.S. Postal Service employee. He draws a sharp contrast between being a postal service employee and a

|| carrier, explaining, among other things, that the “Postal Service policies...require me to make my

deliveries in a certain manner.” (SMF  147).
13
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§ 154), their degree of industry experience (SMF § 155), the number of areas contracted-for concurrently
(varymg from a single area to as many as 30, e.g., carrier Goosby) (SMF § 156), the miles they covered in
making deliveries and time they devoted to their contracts (ranging from no time on certain days for Plamtlffs
Langford and Gallardo, as little as one hour for carrier Caraveo, and up to as many as seven for carrier Potts-
Sanker) (SMF { 157), the vehicles used and how they are modified for delivery, and the types and amounts of
business expenses incurred (SMF §{ 158-159). |
Carriers even differ as to whether they want to join this lawsuit. Indeed, Plaintiff Merle Renslow does
not wish to represent other catriers in this lawsuit and has no complaints against either The Sacramento Bee or

any Large Distributor with which he has had a contract (SMF § 160).

IV.  There Are Vast Differences In The Expenences Just Among The Six Remaining Plamtiffs
(as well as Former Plaintiffs)

The differences among Plaintiffs abound. Some contracted with Large Distributors, others never did
(SMF 11 63) They vary in their education—some received college degrees, others did not complete high
school (SMF 9 164). Some performed delivery services as their exclusive earnings, while others owned other
businesses, delivered newspapers for other cqmpamcs, and/or were employed at part-time or full-time jobs
(SMF § 165). Their interactions with The Sacramento Bee and Large Distributors also vary—.—some. interacted
frequently, others rarely (SMF 1[' 166). Some consistently delivered seven days a week, while others regularly
used substitutes (SMF 1§ 175, 201). Some “folded on the fly,” otﬁers did not (SMF ] 167). Some interacted
with subscribers frequently, providing their telephone numbers and unique written communications; others did
not (SMF 7 181, 208). They also vary significantly in how they treat the delivery of newspapers, some
organizing and operating as a small business, others distributing alone (SMF § 168). And, as Former Plgintiﬂ‘
Rick Chapman tcsti.ﬁcd, Large Distributors Sealey and THL (both of whom he contracted with for the same
delivcry area at different times) varied greatly in their practices including critical terms such as rates and
complaint -chargc§ (SMF 1 169). Moreover, Plaintiffs contracted for varyiﬁg numbers of areas, which differ
significantly in mileage, topography, density and the time needed td distnbufe (SMF 4 170).

A closer look at a few Plaintiffs illustrates the variations among them:
A. - Named Plaintiff Robert Langford

Langford contracted with The Sacramento Bee to dlstnbute newspapers in multlple delivery areas for
approximately four months from September 2006 to January 2007 (SMF § 171). Dunng the first two months,

Langford coordinated with another contractor, Andrew Kelly, to distribute newspapers in the delivery area
14
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covered by Kelly’s contract with The Sacramento Bee as well. Kelly drove Langford’s car while Laﬁgford
distributed newspapcrs in the combined distribution areas because Langford’s drivers’ license was suspended
(SMF §172). In December of 2006, when Kelly's contract with The Sacramento Bee terminated, Langford -

| contracted for that area as weli, and continued to use Kelly as “his driver,” (SMF ] 173).

In distributing The Sacramento Bee, Langford ran his own business, and in his own words, “[he] could
hire and fire a:iybody [he] want[ed] . . . which [he did] because it made [his] life _easier.” “It [was] not up to the
Bee, but it [was his] decision, [his] discretion.” (SMF § 174). During the four months he distributed
newspapers, he engaged seven different individuals (using up to three separate vehicles).? (SMF { 175).

Langford exercised his discretion in negotiaﬁng-what to pay his substitutes and helpers; for example,
his wife, Named Plaintiff Gallardo, received no pay on the few occasions that she helped him, but he paid his
mother a flat fee of $20 per day (SMF {§ 176-177).° Garcia, Sorrells and Brian Meyers agreed to assist
Langford for a flat fee of $5 per day, along with a meal or snacks and soda that Laﬁgford provided them each
day they assisted (SMF 9 178) Langford paid Raymond Meyers a flat fee of $10 per day, plus food and drinks,
to substitute one day a week for Kelly (/d. ); Langford didn’t pay Kelly money, but instead the two exchanged
services; Kelly drove a delivéry vehicle for Langford and Langford assisted Kelly to distribute newspapers and
provided substitutes and helpers for Kelly (SMF § 179). On busy holidays, like Thanksgiving, Langford
engaged up to seven people, including himself to Provide the contracted-for distribution results (SMF 1] 180).

-In addition to engaging his own helpers and substitutes, Langford sought to iﬁcrease his distribution
efficiency and maximize his profits in other critical ways. He proactively minimized subscriber complaints by
asking subscribers to contact him directly, in which case he would pﬁrchase newspapers and deliver them
himself (SMF q 181). He made special efforts to expand the subscriber base in his delivery areas by asking
friends and family to subscribe',to The Sacramento Bee, and by going door-to-door at least twice a month to
offer subscription deals to pbtential subscribers (SMF 4 182). Finally, to diéh-ibute NEWSpapers more

® To “make his lifc easier,” Langford engaged Frank Garcia on Mondays and Tuesdays to throw newspapers
while Kelly drove, he arranged for Arnold Sorrells to assist Garcia and Kelly a few times a month, he arranged
for Raymond Meyers to substitute for Kelly on Wednesdays, he arranged for Brian Meyers to assist him and
Raymond Meyers on Wednesdays, and he arranged for his wife and mother to occasionally assist (SMF ¥ 176).
% Gallardo had also contracted to deliver The Sacramento Bee for approximately three months in 2007, but she
either drove a vehicle while someone else delivered the newspapers, or oftentimes left all the work to others
(SMF 1 184). When she did do some driving and others threw newspapers, she and her helpers “would make
their own [delivery] route . . . whatever was easiest for [them]” without any input or approval from The
Sacramento Bee (SMF 7185). - : '
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efficiently, Langford, and is helpers and substitutes, would prepare newspapers “on the fly” in their cars as they
distributed to save time (SMF { 183).

B. Named Plaintiff Mérle Renslow |

Renslow, the only Named Plaintiff who is a current carrier, began delivering The Sacramento Bee
before the class period began (SMF 4 186). In 2009, he contracted with Large Distributor Sealey News, and
later Large Distributor THL Distribution Corporation (“THL”) (SMF § 187). Renslow has no disagreements
with The Sacramento Bee, Sealey, or THL, and does #0f wish to represent other carriers (SMF Y 188).
The varying identity of his contracting parties has affected the terms of his contracts with respect to supply
costs, complainf charges, quick throw list charges, fees, and the cost of supplies (SMF  189).

Renslow’s delivery operations have been unique. He haé, through “trial and error,” integrated his two
delivery areas to save time and increase his profits, and purchased specific tools to speed his operation
(including tape machines, flashlights and scissors) and incurred copying costs for letters he provides directly to
subscribers asking them to contact him directly with any delivery service issues (SMF § 190). Regarding
subscriber letters he distributes to subscribers to reduce complaints, he never showed those to the Large
Distributor he contracted with because “it was our own business... it was for us to know and it was for nobody
else. 1 mean, us and our customers.” (SMF 1191).

' - Since 2009, he has personally provided the services under his agreement (with assistance from others)
on weekdays only, while having two family members provide the services at his request on Saturdays and
Sundays (SMF § 192). Thus, although he has delivery obhgatlons to fulfill under his contracts on Saturday and
Sunday, he does not perform any services himself on these days, by his own choice (Id)

Rensiow confirms his independence: “You do your own thing in your own way and that’s the way it's
done.” (SMF 1 193). His contracts make him responsible for his own equipment, expenses, and gas (SMF
9 194): “[E]verybody would know that,” because it’s common sense. And -“[y]ou always have tohave a
sﬁbstitute to take your place.” (/d). He did not receive training on the delivery of his newspapers and had no
rules to follow under his contracts with The Sacramento Bee, Sealy and THL (and chose to bag newspapers
regardless of any information glven to th based on weather reports) (SMF § 195).

C. - Named Plaintiff Lorraine Sawin

Sawin contracted with The Sacramento Bee (in 2004, 2005, and 2006), aﬁd later vﬁﬂx Large Distributor
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WSNA (in a number of conu'écts beginning in 2006 to ﬁek termination in late, 2010) (SMF §196). Over that
time ﬁame, Sawin sought out and entered into contracts to expand her distribution temtory to cncompass atotal
of seven different delivery areas, and up to 650 subscnbers ({d).

Sawin operated her distribution business with Anne Gilbert, whom she viewed as her business partner
(SMF § 197)‘. Gilbert had her own newspaper distribution contract with The 'Folsom Telegraph, a competitor
of The Sacramento Bee, to distribute approximately 1,600 6opiw of ﬂze TeIegrarh one day per week. (SMF
1/198). Although Gilbert did not sign any of Sawin’s contracts with The Sacramento Bee or WSNA, and
Sawin didn’t sign any of Gilbert's contracts with The Folsom Telegraph, the two prepared and delivered The
Sacramento Bee and The Telegram together as part of their joint distribution operation (SMF 9 199).
Sometimes, Ms. Gilbert and others distributed these hewspapers Qviﬂnom any assistance from Sawin (SMF
9201). Sawin and Gilbert dcveloped their own “master” delivery order of all their various routes, and they
split up delivery areas and the assembly and distribution work between themselves, to create efficiencies so that

all the newspapers could be delivered in no more than five or five and half hours (Sawin sometimes engaged

two or three others besides Gilbert to distribute the newspapers) (SMF §200). She purchased supplies and

tools, including’ a new minivan, binder clips, folders, flashlights and batterics, razor blades, an internet weather
application (“WeatherBug”) to detcmﬁﬁe whether or not to bag her newspapers (SMF { 330).

D.  Named Plaintiff Billy Trahin | _

Trahin entered into independent contractor agreements with The Sacmﬁeﬂto Bee to distribute its
newspaper before February 2005 (the start of the class period) through April, 2006 (SMF §202). While
contracting with The Bee, Trahin was also on active duty in the Air Force and later worked full-time at
Franklin Templeton Investments (SMF 9 203). Trahin contrasted the terms and conditions that he worked
under as an employee at Franklin Templeton Ii;vestments with the freedom and lack of training, bandbook, and
benefits that he received as a contracted carrier with The‘ Bee (SMF §204). -He contracted to provide home
delivery distribution to subscribers in two delivery areas convenient to him, including a delivery area that he
proposed to The Sacramento Bee (SMF § 205). It took him less than three hours to perform all services
relating to the home delivery of newspapers each day (SMF §206). He sometimes assembled newspapers in
his car, not a distribution center (SMF §207). He gave subscribers his telephone number to resolve complaints

and made his own economic decision as to whether to “eat a dollar complaint charge” or make a redelivefy
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|| Cavaghan jointly owned WSNA and dealt with them exclusively about his contract (SMF §217).

himself (SMF §208). And, unlike many carriers, he bagged all his newspapers on Sundays, regardiess of rain |
and delivered in an order that was his “choice” and that gave him “peace of mind” (SMF § 209).

E.  Named Plaintiff Kimberly Holliman |

Holliman contracted with The Bee to deliver newspapers before February 2005 thrqugh late 2006,
when she began contracting with R&A (SMF 1§201-211). She contracted for two delivery areas at a time and
mdersfood she no longer had a contract with The Bee when she entered into a contract with R&A (SMF
212). She admits conclusions cannot be drawn from her personal situation— though she typically delivered |
every day, the time thét she arrived at the center for newspaper pickup varied widely between 2:00 a.lfx. and
430 a m. based on her personal commiﬁnents (SMF § 213); She usually “folded on the fly” and spent little
time in any distribution center (SMF §214). She selected, used and paid helpers and also assisted other carriers
at rates she negotiated (Icf ). Her rural delivery area was atypical: it took her longer to deliver the same number
of houses than in urban areas becausé (a) rural houses were farther apart and farther off the road, (b) customers
had more special delivery requests, and (c) she chose to bag everyday even if it did not rain (SMF § 21 5).

As detailed above, each Named Plaintiff has a unique story, revealing differences among thems_elves
and from the putative class. The only similarities among them either defeat their claims or are irrelevant. For
example, all Named Plaintiffs had Independent Contractor Agreements under which they provided services,
earned per-piece deliflery fees regardless of whether they delivered personally or through others, and received
an IRS Form 1099 Misc recording thé money they were paid as non-employee cdmpensation (SMF ¥ 161).
None experienced typical employee expetiences such as drug tests, employee handbooks,v Codes of Conduct,

Performance Evaluations, hourly pay rates, IRS Form W-2s, or employee benefits (SMF ¥ 162).

F, Former Named Plaintiffs Richard Galindo, Glenda Compton, and Barbara
Fincham Demonstrate Unique and Independent Indicia of their Status as Carriers

Former Named Plaintiff Galindo has not contracted with The Bee during the class period; he delivered
The Sacramento Bee 6nly while under contract with Large Distributor WSNA, for less than eight months until
Galindo gave WSNA a written termination notice (SMF §216). Galindo understood that Pete and Joy

Before contracting with WSNA, Galindo had obtained considerable academic training, certifications,
and business experience, including: an associate’s degree (completing commercial and contract law courses as

well as additional business courses towards a 4-year degree); California real estate, life and casualty msurance
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and income tax preparer licenses;and considerable contracting, independent contractor management, and on-
the-job business experience (SMF {{218-219). Galindo’s experience included holding the positions of:
Branch Manager for Security Pacific Bank (where he supérvised 14 employees and entered into and explained
loan agreements to Bank customers), various manager titles for First Interstate Bank (entering into contracts .
vﬁth various auto dealers on behalf of the Bank and overseeing conditional sales contfacts for 26 branch
locations), Managc‘;r of the Stockton Auto Dealer Center, Mortgage Underwriter for The Money Sfore, and
Corporate Property Manager for Bruce Mulhearn & Associates (overseeing management and financial aspects
of corporate investments and commercial buildings where he ensured that rental, lease and maintenance
contracts were enforced, and eiplained contract provisions to individuals contracting with his employer) (/d.).
Galindo testified he would never enter into a contract that he did not intend to abide by or that he did
not agree with unless he was under duress, and that he has never entered into a contract while he was under
duress (SMF 1220). He understood the differences between an independent'contxactor and an employee. As
to employees he himself mﬁnaged, he used his relationship skills to previde specific “direction and guidance,”
whereas, with respect to the independent contractors with whom he dealt, he focused only on the final results
(SMF q 221). Indeed, when his wife contracted with The Bee, she used him as a resource to interpret various
contract terms (SMF 222). And at the same time Galindo delivered newspapers under his contract with Large
Distributor WSNA, he also subcontracted aséembly of another cﬁn‘ier’S delivery area three to four days a week
(SMF § 223). Galindé entered into a contract with WSNA that described him as an independent contractor,
leaving the mahner and means of distribution to his sole discretion, As a contractor he purchased his own

tools, such as flashlights (SMF §224). And, likewise, former Named Plaintiffs Compton and Fincham

| understood contractual obligations and were well-versed in business relationships. Both owned and ran other

businesses, including Paulette’s Restaurant and Glenda’s Coffee Shop (SMF §225). Compton knew her only
obligation as a carrier was to ensure timely delivery (SMF § 226) |

Fincham is ;150 unique in many ways: (1) her newspaper distribution included not only home delivery
distribution of numerous newspapers but also single copy distribution to nﬁmerous newsracks and corporate
accounts under her business name—B&G Ranch; (2) she had a risk of loss of stolen newspapers and coins
from newsracks (where her gross collections alone totaled about $2,200 a month in 2009); (3) she contracted
with The Sacramento Bee and also Large Distributor MCC News and Large Distributor, Dow Jones
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Community Newspaper Group, a subsidiary of Dow Jones & Company; (4) she contracted to deliver
newspapers while she was a Bee employee, in violation of the Bee's employee policies that barred employees
from providing newspaper delivery services as an independent contract_of for any other entity with a contract
with the Bee; (5) as part of her separation agreement from the Bee she received $7,771.84 in exchange for her
release of claims against The Bee and its agents and her éovenant not to sue (and thus, hér claims here are
released and barred); and (6) in deposition, she described negotiations and counterproposals she exchanged
with Large Distributor, Dow Jones Community Newspaper Group, and her intention to continue to contract
only if she could negotiate still higher fees than under her last contract (SMF 19227-232). Like other carriers,
she exefcised her right as an independent contractor to resolve subscriber disputes directly with customers, she .
encouraged subscribers to contact her directly to eliminate any éomplaints, and she used others to provide
home delivery results (SMF §233). And, to the best of her estimation, her dgliveries, from start to finish

(picking up papers through the last delivery) took only three hours Monday through Saturday and only five

hours on Sunday (SMF ¥ 234), These estimates include the time taken to distribute single-copy newspapers
and service corporate drop locations, which are activities beyond the scope of Plaintiffs’ lawsuit (/d.).
Similarly, Compton used her business acumen to achieve economies of scale. She delivered single
copy and home delivery newspapers for not just The Sacramento Bee, but also two other entities—Z7he
Stockton Record and The Ledger Dispatch (SMF § 23 5). She contracted with those newspapers to deliver at
he same time she contracted with The Bee to deliver. Since February 2005, she has received no training from
anyone as to how to perform work related to her contracts (SMF §236). Compton created customized maps
with her own legends to designate home delivery versus single copy deliveries, and to identify the various
publications she provided (SMF §237). Similarly, she contacted customers directly by written notes to resolve
delivery issues and to collect tips (/d.). Her small business structure allowed her to deliver multiple
publications to different locations all at once, and spread out her time and e)'tpenses, across three different
newspaper companies with whom she contracted to maximize her efficiencies (SMF §238). Asa
consequence, however, she is unable to unscramble the amount of time or expenses incurred with respect to

any one publication on any one day or over time (SMF 9 239).
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LEGAL ARGUMENT

I This Court Has Authority To Deny Class Certification

A.  Defendant Can Move For An Order Denying Class Certification

» California Rules of Court 3.764 and 3.767 authorize a.motion to strike class allegations. Any party can
seek an order determining whether an action can properly proceed as a class action. Cify of San Jose v Super
Ct, 12 Cal. 3d 447, 453-54 (1974) (motion to deny class certification is procedurally proper); In re BCBG
Overtime Cases, 163 Cal. App. 4th 1293 (2008) (“either party may initiate the class certification process”).
- B. Plaintiffs Bear The Burden To Justify Class Certification

Section 382 aﬁthorizes class suits only wher_1 “the question is one of a common or general interest, of
niany persons, or when the parties are numerous, and it is impracticable to bring them all before the court.”
Plaintiffs must demonstrate “both an ascertainable class and a well-defined community of interest among the
class members.” Lockheed Martn Corp. v. Superior Court, 29 Cal. 4th 1096, 1103-04 (2003). A community
of interest embodies three factors: (1) predominant common questions of law or fact, (2) class representatives
with claims typical of the class, and (3) class representatives who can adequately represent the class. Id at
1104. Plaintiffs must show that “questions of law or fact common to the class predominate over the questions
affecting the individual ﬁCmbem” id , so that *‘each member must not be fequired o individually litigate
numerous and substantial quesﬁons to determine his right to recover following the class judgment, 'and the
issues which may be jointly tried, when compared with those requiring separate adjudication, must be
suﬁiciently n'umefous and substantial to make the class action advantageous to the judicial process and to the
litigants.” Washington Mutual Bankv Super Ct,24 Cal. 4th 906, 913-14 (2001).

C.  The Predominance Inquiry Requires Examination Of Claims And Defenses

Class suitability necessarily considers the issues the trier of fact will decide. Fireside Bankv Superior
Court, 40 Cal. 4th 1069, 1091-92 (2007) (trial court deciding class certification must consider how “various
claims and defenses relate and may affect the cdurse of the litigation™)., Hence a court analyzing certification
must determine whether the elements of the claims and defenses “can be properly resolved as a class action.”
Sepulveda v. Wal-Mart Stores, Inc.,237ERD .229, 233 (C.D. Cal. 2006). Here, the Court first must examine
what class-wide proof is available on the elements of the threshold claim of whether the carriers are employees

of The Sacramento Bee. Then, if necessary, it must examine what class-wide proof is available on the Labor
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Code _claims and defenses as they relate to The Sacramento Bee. Jimenez v, Domino’s Pizza, Inc, 238 F.R.D.
241,251 (C.D. Cal. 2006) (“To determine whether common issues predominate, this Court must first examine
the substéntive issues raised by Plaintiffs and second inquire into the proof relevant to each issue.”).

Unless Plaintiffs can explain how to effectively manage the predominant issues, they'fail to justify class
certification. See Dunbar v. Albertsons, Inc , 141 Cal. App, 4th 1422, 1432-33 (2006) (affirming denial of
certification where plaintiff failed to set forth a Workablc plan of using collective proof to try the case on a class
basis); Mar?o v UPS, Inc, 251 FR.D, 476, 480-87 (C.D. Cal. 2008) (same). Plaintiffs cannot establish that
common issues predominate over individual ones on the threshold issue of employment statﬁs, much less on

the elements and defenses that determine liability under the Labor Code.

IL There Is No Ascertainable Class

Plaintiffs propose a class of: “All persons presently of formerly engaged by Defendants as newspaper
home delivery carriers of The Sacramento Bee newspaper in the State of California during the class period,
whether engaged directly by The Sacramento Bee or an intermediary.” (3AC 9 20, 8:6-9). Plaintiffs have not
defined any of the terms contained in the proposed class definition. The definition cannot be identiﬁed by
reference to documents or information found within the business records of Defendants. Fusther, because the
definition is vague, the class is unascertainablé, and on that ba51s alone cannot be certified: (1) Do Plaintiffs
intend to include carrier Kevin Goosby as an "intermediary" in the class definition (gi\)en that he had 10 - 11
subcontractors while he himself contracted with a Large Distributor for 30 delivery areas)? (2) If Plaintiffs
intend to exclude Goosby, how would they distinguish him from Named Plaintiff Langford, who ensured-
results were provided in multiple delivery areas and regularly used and managed up to seven subcontractors?
(3) Regardless of whether Gbosby and Langford belong in the class, do Plaintiffs also intend to include
Langford's and Goosby's subcontractors — individuals who may have delivered The Sacramento Bee for a
felatively long period of time (but for whom The Bee has no records and who have no connection with Thé
Bee or any Large Distributor)? (4) Does Former Named Plaintiff Fincham belong in the class definition or is
she an intermediary who is outside the class definition? Though she distributed only in a small delivery area
under a contact with The Sacramento Bes, at the same time she also contracted with other companies to
distribute other newsbapers to single copy locations and subscribérs The Sacramento Bee paid her business—

B&G Ranch—for the delivery results she provided.
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As detailed in the earlier discussions r_egarding helpers, substitutes and subcontractors of carriers, there
are many.putative class members'included within this definition who have assembled or delivered a newspaper
based upon their relationship with other carriers or Large Distributors, but Who never signed a contract and do
not appear in The Sacramento Bee’s records. Thus, because D_efendants do not have objective evidence of the
putative class members’ names and other ir)fonnaﬁon, in their récords, here as in Sotelo, the identification of
persons who contend that they folded, bagged, or delivered newspapers will necessarily “devolve into a ;
disputéd .mini-hearing, requiring sworn statements and/or deposition testimony from that élass member, the
evaluation of circumstantial evidence, and credibility determinations.”!? Sorglo, Slip op. at 9 * Similar factual
issues will predominate here on the issue of carrier status, the number of minutes, hours, and days they worked,
fees earned, ‘and whether they incurred any mileage or other expenses (eépecially if iﬁdividuals were
subcontracted by carriers to only assemble or bag newspapers on certain dates - but even if they delivered
newspapers it will not be clear whether monies paid to them included whbmment by carriers, such as
Plaintjﬁ' Langford for gas expenses). For this rea50n alone, the lack of objective evidence (such as business
records) establishing class membership, fees, expenses, and/or dates of work, leaves the class, as defined by
Plaintiffs, with significant asccrtamablhty concerns. Sotelo, Slip op. at 7 — 9 (with no business records that
objectively establish the date when putative class members Jomcd or left the class, plaintiffs’ proposed class of
newspapers catriers raises significant ascertamablhty concems).

- Since ﬁlmg the 3AC, Plaintiffs have represented that the proposed class mcludes only "relatxvely
pen_nanent carriers” and excludes Large Distributors. This proposal is grossly overbroad, as it meshes together
all Large Distributor subcontractors, all carrier substitutes, and all carrier helpers w1th no clarity on why Large
Distributors are excluded or how “relatively permanent” is defined. Plaintiff Langford was under contract for -
only four months, and Plaintiff Gallardo for only two months. Do they qualify under Plaintiffs’ definition of
“relatively permanent”? ' | o

o Indeed, the discovery referee in this casé, Judge Cecily Bond, concluded 1n her December 9,

' Defendants disagree on various grounds with the decision to certify in Dalton v Lee Publ'ns, Inc., No.
08¢v1072 BTW (NLS) 2009 U.S, Dist. LEXIS 937 (S.D. Cal. Jan. 7, 2009), a case not involving a Large
Distributor hybrid or pure Large Distributor model. It is important to note that the class definition in
Dalton is very different. In Dalton, Plaintiffs sought certification of a class of newspaper home delivery
carriers engaged by Lee Publications, Inc. for the North County Times newspaper who, as a condition of
such engagement, signed a written agreemcnt for the home delivery of newspapers that categorized them
as independent contractors. .
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2011 “Recommendation of Discovery Referee Report,” which was adoptéd by this Court, that Plaintiffs’
class definition was vague and problematic.!! Plaintiffs’ inblusion of “relatively permanent cafriers” in
the proposed class was “not clear” and “somewhat ambiguous.” Id at 2:8-10. Because Plaintiffs fail to
distinguish among carriers, helpers, substitutes, and Large Distributors, certification must be denied for

such a grossly overbroad, ambiguous, and in many ways unknown purported class.?

II.  Class Certification Must Be Denied As Factors Determining Whether Carriers are
Employees of The Sacramento Bee Require Substantial Individualized Inquiries

‘A, - The Standard For Determining Independent Contractor Status

California law requires the trier of fact to consult many factors to see if a worker is an employee. The
most “decisive” factor is the “_ﬁght to control the mode and manner in which the work is done.” DARE
Americav Rolling Stone Magazine, 101 F. Suj)p. 2d 1270, 12769 (C.D. Cal. 2000) (holding journalist was not
employee, where'magazine “did not exercise sufficient control over [“journalist]”) (citing Brose v Union-

Tribune Publ’n Co , 183 Cal. App. 3d 1079, 1081 (1986))."* But the control must be “complete and

{l unqualified control.” Bohanon v. James McClatchy Publ’n Co , 16 Cal. App. 2d 188, 199 (1936) (finding

Sacramento Bee carriers were not cmployecs )

The right to control is not itself dispositive. The trierof fact also oonmders secondary factors: (1) who
supplied the equipment, tools, and place of work, (2) whether pay is by the hour rather than by the job, (3) |
whether the work was part of the defendant’s regular business, (4) whether the defendant had an unlimited right
to end the relationship, (5) whether the work was the individual’s only occupation, (6) whether the work was
usually done under supervision rather than a specialist working without supervision, (7) whether the work
required specialized skill, (8) whether the services were perfoxméd over a long time, and (9) whether the parties
acted as if they had an efnployerfempIOyee relationship. CAL. Civ. JURY INSTR. No. 3704.

B. The Independent Contractor Standard Is Highly Individualized

: As our high court has observed, the factors are not “applied mechaxiiéally as separaté tests; they are

intertwined and their weight depends dﬁen on particular combinations.” S G Borello & Sons, Inc v.

“ See Exhibit B to Defendants’ Request for Judicial Notice.
12 Akkerman v Mecta Corp, Inc , 152 Cal. App. 4th 1094, 1100-01 (2007); see also MANUAL FOR COMPLEX
LITIGATION (FOURTH) § 21.222 at 270 (2004) (class definition must be “precise, objective, and presently

|| ascertainable™); Simer v Rios, 661 F.2d 655, 659, 664 (7th Cir. 1981), cert. demed, 102 8. Ct. 1773 (1982).

13 See also Cristlerv Express Messenger Sys , Inc , 171 Cal, App. 4th 72, 77 (2009) (most important factor in
determining employment status is whether the pcrson to whom service is rendered has the right to control the
manner and means of accomplishing the desired result).
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status. In Flemingv Foothill Monirose Ledger, 71 Cal. App. 3d 681 (1977), the court affirmed a defense

Department of Indus. Relations, 48 Cal. 3d 341, 350-51 (1989) (emphasis added).* With relevant factors so
numerous and varied, it is no surprise that California cases considering whether delivery providers are

employees inevitably find some facts favoring employment status and some favoring independent contractor

summary judgment on the basis that a newspaper carrier was an independent contractor, emphasizing that
while the company “delineates the carriers’ route,” the carrier “may deviate from that area.” Moreover, “no.
suggestions are made regarding delivery procec!ure,“ and the written contract provides for prior written notice
of termination.'® Similarly, in Milsap v Federal Express Corp , 227 Cal. App. 3d 425 (1991), the court
affirmed a summary judgment for the defendant, ruling that a package delivery driver was an independent
contractor, not an employee, where both parties “operated on the assumption that [the worker] was an
independent contractor,” the worker “used his own car to deliver the packages, furnished his own gas and oil,
furnished own liability insurance, and paid for whatever car repairs were necessary,” and the company “did ndt.
instruct [the worker] as to how to make the deliveries or how to drive his car.”'® These conclusions were
reachea in Milsap and Fleming even though certain factors weighed towards employment status, including that |
the worker had to “obtain a signed confirmation of delivery Wch he then returned to [the company],” and “the
company would tell him to “be careful” and “give him directions to a particular location.” Jd

California courts thus have repeatedly made clear that distinguishing émployees from independent
contractors entails a fact-intensive exercise that depends on numerous factors: “in the last analysis each case
must turn on its own peculiar facts and circumstances.”'’ Most recently confirming this point is Arzate v.
Bridge Terminal Transp, Inc, __Cal, App. 4th __ (2011), which overturned a summary judgment ruling in
favor of the defendant on independent contractor status, reasoning that no one factor determines a worker’s

status. The plaintiffs in Arzate were truck drivers who claimed unpaid wages due them because Bridge

14 Because Borello was decided “in light of the history and remedies and social purposes of the Workers’
Compensation Act,” id at 351-56, the court’s ultimate conclusion that certain agricultural workers were
employees is of no relevance here.

'5 Id. at 687. Factors favoring employment status included a prowsxon that a carrier’s failure to deliver
newspapers “at a reasonable hour would result in a discussion” with the company. /d. at 685.

16 1d. at 431, Similarly, in FedEx Home Delivery v NLRB, 563 F.3d 492 (D.C. Cir. 2009), the court held that
package delivery drivers were independent contractors, not employees, because the relevant Operating
Agreements, negotiated by the drivers, specified they were not employees, gave them discretion in hours
worked and how they delivered, whether and when they took breaks, and whether they used helpers, and made
them responsible for their costs. /4. at 498, 504.

17 Brose, 183 Cal, App. 3d at 1085,
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Terminal had misclassified them as independent contractors. The Court of Appeal reversed summary
judgment, reasoning that the trier of fact must consider the totality of the evidence in determining whether an
individual is an independent contractor, While acknowledging thét contro} over the “manner and means” is the
most significant factor, the Court of Appeal held that the trial court had erred in failing to consider secondary
factors regarding the plaintiffs’ status. Considering these factors, the Court of Appeal concluded, might lead to
a finding that the plaintiffs were employees | | |

C.  InRecent Similar Cases Courts Have Denied Class Certification

The complex standard for indcpehdent contractor status discussed above influences greatly any prdber
approach to class certification. Here, significant differences among the Plaintiffs and the putative class on
factors critical to independent contractor status confound any effort to establish common proof—such
differences preclude any fair extrapolation of a finding about employee status for one individual to a conclusion
regarding other members of a-divers.e glass.

A number of cases illustrate how courts properly consider the independent contractor standard in
deciding class certification. In Edwards v. Publishers Circulation Fulfillment, 268. FR.D. 181 (SDN.Y.
2010), a federal district court denied class oertiﬁcatioh in a suit by newspaper-delivery drivers challenging their
classification as independent conhﬁctors, because the drivers failed to show predominance of common issues.! d
’fhe drivers had argued that their employee status could be proved on a class-wide basis through delivery
agreements and training materials, allegedly showing the defendant had reserved control over the means used
to accomplish defendant’s stated goals, Jd at 183. In particular, the agreements specified the result of daily
delivery to customers by a designated time. In denying certification, the court reasoned that because the
a.gxeements‘ dictated only the cohtractual results, and not how to effect them, there was no common evidence of
employee status. Jd at 186. Plaintiffs also failed to show the defendant used training materials in a common
manner, as they were never used in a consistent fashion. Id. at 186. | _ |

More recently, in Sotelo v Medianews Group, Inc., Califormnia Superior Court, Alameda County, No.
HG06 287184 (Nov. 5, 2010)," a case closely analogous to this one, Judge Steven Brick denied cléss

certification in a suit brought by newspaper carriers who challenged their classification as independent

'# The predominance requirement under federal class action law is essentially the same as the community-of-
interest requirement under Section 382 of the California Code of Civil Procedure.

1% The Sotelo Order denying class certification is attached to Defendants’ Request for Judicial Notice.
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contractors.2® On the threshold issue of employee status, Judge Brick concluded: “Given the nature of the
multi-factor test for the employment relationship, which requires that the factors be examined together, even if
certain issues were tried jointly as to a class or subclasses, the remaining individualized issues would have to be
determined and then weighed along with the already-detemxined common issues in order to resolve whether
each class member was an employee or independent contractor. It does not appéar that trying common issueé
first would result in any appreciable savings of the Court's or the litigants’ time.” Slip op. at 20:4-9.
Specifically, there were significant variations among carriers as to (1) whether they effectively operate a
distinct occupation or business (e.g., whether they delivered competing products), (2) the opportunity for profit
(e.g.. through the use of helpers), and (3) the parties” belief in the nature of their relationship, Jd. at 18:8-19:20.
Judge Brick employed similar reasoning in concluding that the newspaper carriers failed to

demOns_trate- common evidence on their Labor Code claims. For example, there was no common evidence as
to whether plaintiffs worked enough days and hours to qualify for overtime pay. Id. at 11:17-18, 12:8-
13:3. Similarly, there was no common evidence as to whether plaintiffs worked long enough to qualify
for meal and rest breaks and whether the company denied breaks. Id. at 12:1-7. Such léck of common
evidence gave Judge Brick “Signiﬁcant pause” and conﬁributed to his ultimate denial of class
certification. Id. at 9:13-15. 7

_ Aliv USA Cab Ltd, 176 Cal. App. 4th 1333 (2009), is another instructive recent case. The trial court
denied certification of a class of taxi drivers claiming the cab company had misclassified them as independent
contractors. The appellate court found predominating individual liability-related issues: whether drivers had to
usc the defendant’s dispatch service; whether they assumed enﬁ'eprenem'ial risk; whether they provided
significant tools or instrumcntglities; whether they independently promoted their services, giving out business
cards and personal phone numbers; and whether they set their own rates. Jd. at 1349. Individual issues also
predominated as to damages—whether drivers suffered on-the-job injuries,-eamed the minimum wage, and

used a credit-card system that imposed a fee. Jd at 1350. “There can be no cognizable class unless it is first

20 While Plaintiffs may cite class certification in Dalton, that case is distinguishable in many ways. The case
featured no intervening Large Distributors. Moreover, the Dalton court, in using the carrier contracts as
common proof, failed to appreciate that they proved only an intent to create an independent contractor
relationship. More instructive here is the denial of class certification in the better reasoned Edwards v
Publishers Circulation Fulfillment, Inc ,268 FR.D. 181, (S.D.N.Y. 201 0)-another case in which newspaper-
delivery drivers challenged their independent contractor classification, See Section III.C.
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determined that members who make up the class have sustained the same or similar damage.” Because the

proof of harm varied, “the reqmsnte community of interest is missing and class certification is improper.” Id
D. Certification Must Be Denied For Lack Of Commonality As To Control

1. The Agreements are not sufficient common proof.

The Agreements themselves cannot be common proof of employee status because they show only that
carriers generally are independent contractors. Moréover, there is not even a “common” contract: while Bee
Agreements were similar, Large Distributors have used their own, distinct contracts, which vary greatly,
ranging from 2 page contracts used by Moonligimng and D&L to the lengthy WSNA contract (SMF 1 30-43).

In any event, even a uniform use of a standard independent contractor agreement would not itself
support certification. Courts have rejected over-reliance on a purported uniform classification scheme as a
basis for class certification. The Ninth Circuit issued two decisions to that effect—Vinole v. Countrywide
Home Loans, Inc, 571 F.3d 935 (5th Cir. 2009) (upholding denial of class certification for group of outside
salespersons with similarjob descriptions whom defendants uniformly categorized as exempt from overtim_c;‘
policy of uniform exémption does not, without more, support a finding of predominance) and In re Wells
Fargo Home Mortgage Overtime Pay Lutig , 571 F.3d 953 (9th Cir. 2009) (reversing class cerﬁﬁcaﬁon, on
same principles as Vinole). Three principles emerge from these deci;ions. First, a uniform po}ipy is but one
factor to consider in assessing predominance of common issues. Second, if a class member’s légal entitlement
1s fact-intensive, then the trail court musf weigh the complexity of that inquiry in analyzing predominance.
Third, when the employer’s defense concerns how and where and when the plaintiffs work, common issues are
unlikely to predominate unless the plaintiffs propose a form of common proof, such as a standard policy
governing their activities ! Accordingly, Plaintiffs must show far more than merely that carriers all signed
similar delivery contracts.?? The necessity of individuahzeci inquiry negates any assertion of common proof.

2. There is no commonality as to control over who performs services.

A major factor indicating independent contractor status here is the carriers’ contractual freedom to

21 See also Marlo, 2008 WL 2485175, at *7 (“a classwide determination of misclassification generally cannot
be provided [sic] from the existence of an exemption policy alone™); Dunbar, 141 Cal. App. 4th at 1427
(decision to classify class of employees as exempt across the board “may be improper as to some putative class
members, but proper as to others™). :

22 See In re FedEx Ground Package Sys Inc, Employment Practices Litig.,No. 3:05-MD-527 RM (MDL
1700), 2010 U.S. Dist. LEXIS 82216 *3, *7-8 (N.D. Ind. Aug. 11, 2010) (California law) (granting
summary judgment against delivery drivers claiming employment status and contending that their Operating
Agreements gave FedEx authonty to direct the manner of work); see also Brinker at *10, 14-16, 20, 23..
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select employees and subcontractors to achieve the contractual resuit of timely delivering a readable paper. 22
Cal. Code Regs. § 4304-6(c)(7) (“[{]hat the carrier can obtain his or her own substitute without the principal’s
approval shall be evidence of independence,”); see Taylor v Industrial Acc Comm’n, 216 Cal. App. 2d 466,
475 (1963) (freedom to engage others to do deliveries supported mdemndent contractor status).

Evidence of that freedom abounds here, for most carriers have used helpers or substitutes without
permission: some carriers have paid someone to help them fold newspaﬁers (evéryday or just Weekends) while
delivering the newspapers on their own (SMF § 240); some Mw delivered areas under a spouse’s name (SMF
§241); some have utilized family members to help them (SMF  242); some have paid substitutes to deliver
areas without i’nt_‘orming cither The Sacramento Bee or Large Distributors (SMF 9243).

Some sﬁeciﬁc examples are illustrative. Carrier Pete Mitrou has subcontracted his entire delivery area
so that he performs no work other than managing substitutes (SMF § 244). Carrier Kevin Goosby typically did
not deliver himself but rather used 10-11 bsubcolntx.actors (SMF 1[‘.245). He decided how much to pay them and
which areas they would service (SMF 246). He had his contractors deliver in contiguous delivery areas and .
paid them the equivalent of over $20 per hour (SMF §247). He also had them sign contracts he j:repared '
himseif (SMF 1248). Plaintiff Langford, instead of personally delivering newspabers, teamed with another
carrier, Kelly, to create a combined delivery area, serviced by Langford énd Kelly and Langford’s
subcontractors (SMF § 249). Langford and Renslow testified they only worked five days a week (/d ).
Plaintiff Sawin, like Langford, also regularly teamed with another person to fulfill her contract (SMF § 250).

And of course there is evidence the other way. Plaintiff Trahin personally delivered hlS own
newspapers (SMF §206). And some Plaintiffs contend that The Sacramento Bee controlled theu' use of
substitutes and helpers (SMF 324)

Thus, carrier experiences have ranged from those who never used substltutes or helpers (SMF §252) to
those who, like carrier Kevin Goosby, use many helpers daily (/d)). Evenas s to those carriers who never
enlisted any help, individual testimony is needed to see if they did so by choice. Whether can‘ierﬁ actuatly had

the right to select substitutes and helpers can be established only on a case-by-case basis.

B See also In ve FedEx Ground Package Sys at *4 (finding that the ability to use helpers and substitutes was
factor favoring independent contractor status of delivery drivers and supported summary Judgment against
drivers claiming they were employees).

29

MEMORANDUM OF POINTS AND AUTHORITIES SUPPORTING MOTION TO STRIKE CLASS ALLEGATIONS
' ‘ 490




R A oommema v en e e e e

O 0 ~1 A U A WD

o0 ~J (=, [9] ¥~ VS N — (=] O - -] -~ (@8 W S W (%) — o

3 There is no commonality as to control over when results are perfdrmed.

When each carrier chooses to arrive at distribution centers to pick up newspapers (if at all) can range
from as early as midnight to as late as 3:00 a.m. (e.g., Alfred Caraveo) (SMF { 12). While there is a delivery
deadline, that is siniply a fimction of the contractual result bargained for. Contrary to what i’laintiffs may |
argue, a delivery deadline does not demonstrate control over the means of mﬁeﬁng contractual results; rather,
delivery by a deadline 15 a result. Bohanmon, 16 Cal. App. 2d at 200-01 (obligation to deliver paper af earliest
pbssible time was a feature of the final result); 22 Cal. Cal, Code Regs. § 4304-6(cX4) (“Timeliness of delivery
may be indicated by agreement for delivery or completion of a route by a certain hoiu'.”).

. There is no commonality as to control over where services are performed.

Deliveries obviously must be to the subscriber’s home, but that is merely a function of the contractual
result, not common proof of the newspaper’s control. Determining how carriers allocate their time (on
premises and off), and why, depends critically on individualized testimony. The Bee does not record actual -
hours worked, and thus does not record how much time carriers have spent on or off distribution center
premises (SMF §253). Some carriers would enter distribution centers only to pick up their newspapers and
would “fold on ﬂlé fly,” spending virtually no time on Bee or Large Distributor prgmises, while others spent
more time inside the centers preparing their newspapers (SMF § 123). Only individualized proof could
determine whether The Sacramento Bee dictated whcrc services were to be performed.

Nor is there common proof that The Sacra.mento Bee assigned delivery areas. There is a difference

|| between assigning a delivery area (whlch indicates control) and offering a delivery area that a prospective

carrier is free to accept or'reject (which does not indicate control). 22 Cal. Code Regs. § 4304-6(c)(4).
5. There is no commonality as to éontrol over how services are performed.

Plaintiffs allege thaf The Sacramento Bee “exercised control” over hcwspaper delivery (3AC 1 7), but
carriers were free to prepare and deliver their newspapers as they wished (SMF 197, 10, 11). The obligation to
deliver newspapers is simply a contractual result, which independent contractors can be expécted to achieve
without making them employees. The Bee Agreements placed “the manner aﬁd means of obtaining
[contractual results] ... entirely within the authority and discretion of the Contractor.” (SMF §7.) The |
Agreements empowered carriers to operate their businesses as .they choose, leaving them “free to accept or

reject any suggestions, iips, or instructions provided by [The Bee] regarding the manner and means by which

30

MEMORANDUM OF POINTS AND AUTHORITIES SUPPORTING MOTION TO STRIKE CLASS ALLEGATIONS
_ 491




V- B e - T 7. T N

10
11
12
13
14
15
16
17
18

19

20

21

22
23
24
25
26
27

28

[they] perform [their] obligations.” (SMF § 10.) See Isenberg v. California Employment Stabilization
Commission, 30 Cal. 2d 34, 39 (1947) (right to control manner and means is most important test; whether the
parties believe they are creating an employment relationship is also a factor to consider).

Sequence of delivery. One manner of completing the contract left entirely to the carriers is the sequence
of delivery. Some carriers do not vary their delivery order, yet others, like carriers Renslow, Langford,
Gallardo, and Tﬁplett; have spent significant time mapping routes to improve efficiency (SMF 131, 172, 185,
190, 254). This ability to determine delivery sequénce cuts against a finding of employee status. See Fleming,
71 Cal. App. 3d at 687 (factor suggesting independent contractor status was that the carrier could “deviate
from” delivery route provided by company). _ ' |

P!éintiffs themselves believe that The Sacramento Bee uses “computer systems and other means to
instruct class members on exactly how and when to deliver newspapers” (3AC { 7 at 7:10), but many other
carriers (i) never follow “right left lists,” (i) follow them but know they do not have to, or (jii) follow them
until they discover a better sequence (SMF 254). And carriers know they can change the order of delivery
(SMEF §254). Whether carriers could determine order of delivery is an issue for individual, not common, proof.

Interaction with distribution emplojees The Plaintiffs suggest that The Sacramento Bee givés
“instructions” on newspaper deliveries. Yet there is little uniformity in the nature and extent of carrier'
interactions with The Bee or with Large Distributors in preparing and delivering newspapers. Many carriers
have very little contact with The Bee or Large Distributors, and many receive no direction from The Bee or
Large Distributors as to the manner and means of contractual performance (SMF §255). While some Plaintiffs
ciaim they interfaced routinely with The Bee and/or Large Distributors, many carriers had little or no
interaction with The Bee or Large Disu'iButors (d).

Subscriber mformation The act of telling carriers who subscribers are and their final delivery orders is
an act enabling a party to achicve a contractual result already bargained for¥de1ivery of papers to subscribers,
éomplaint—ﬁee; this act is not, contrary to Plaintiffs, an instruction on the means or manner of accomplishing
that result. Thus, the issue of whether The Sacramento Bee or Large Distributors instructed carriers on how to
perform is not a matter of common proof. Even if some Plaintiffs received “instructions” that went beyond
merely identifying subscribers and their stated expectations, most carriers did not. There is 'simply no way to
address this issue on a class-wide basis—individualized testimony is required.
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6. Further undermining commonality is the existence of various Large
Distributors and the lack of standard operating procedures,

The diverse nature of any asserted common carrier experience becomes more fractured still when one
considers that many putative class members contracted with Large Distributors whose operations differ from
those of The Sacramento Bee’s. -As noted, throughout the class period, some carriers contracted only with The
Sacramento Bee, some contracted only with Large Distributors, and some contracted with both (sée supra, |
SectionIIT). As to The Bee itself, each distribution center has had different operations resulting in differences
among the experiences_ of their carriers. The Bee never had standaifd operating procedures for distribution
centers with regard to circulation practices; nor have the Large Distributors. Each center operated |
independently, with variations depending on individualized methods and practices (see supra, Section ILE.).
Authorities recognize the difficulty in certifying a class that involves geographically disperse Operaﬁons
operating in a decentralized manner.2? |

Second, as to the carriers who have contracted with Large Distributors, the disparate nature of the
carrier experiences are further compounded (see supra, Section II.D.). Each Large Distributor has its own
contraéts, facilities, and practices, implemented in an autonomous way, with no uniformity in operations vis-a-
vis carriers. A carrier’s experience would necessarily differ depending on the Large Distributor with whom the

carrier contracted. What is still more, a carrier who contracted with a Large Distributor could not establish

|| liability for The Sacramento Bee without proving an agency or joint-employer relationship between The Bee -

and the Large Distributor. Attempts to muster that proof will be ill-suited to class treatment, because no

common evidence supports an argument that Laige Distributos are either (1) agents of The Bee?” or (2) joint

24 See Castaneda v, Burger King Corp., 264 F.R.D, 557, 566 (N.D. Cal. 2009) (no commonality for proposed
92-store class because each location unique); Walsh v IKON Office Solutions, Inc., 148 Cal. App. 4th 1440,
1454-55 (2007) (in misclassification action the variance from office to office, based on unique features and
management styles, resulted in no commonality). See also McReynolds v. Merrill Lynch, Pierce, Fenner &
Smith Inc , 2010 U.S, Dist. LEXIS 80002, at *14-15 (N.D. Ill. Aug. 9, 2010} (denying class certification where
each plaintiff’s experiences varied based on management of various branches); Puffer v. Allstate Ins Co , 255
F.R.D. 450, 460-61 (N.D, Ill. 2009) (class certification denied given *“decisions made by hundreds of managers,
across varied business divisions and segments, with employees who perform entirely different functions, who
hold hundreds of different jobs, and who are scattered across a multitude of regions and office locations”);
Tracy v. Dean Witter Reynolds, Inc , 185 F.R.D. 303, 305 (D. Colo. 1998) (nation-wide discovery outside of
facility where plaintiffs worked not permitted where plaintiffs could not establish uniform policy or practice),
25 As to agency, “[a]n agent is one who represents another, called the principal, in dealings with third persons.”
Civ. Code § 2295. “An agency is either actual or ostensible,” Civ. Code § 2298. Actual agency occurs “when
the agent is really employed by the principal.” Civ. Code § 2299. Ostensible agency occurs when “the
principal intentionally, or by want of ordinary care, causes a third person to believe another to be his agent who
is not really employed by him.” Civ. Code § 2300. No Large Distributor is employed by The Bee; each is an

32

MEMORANDUM OF POINTS AND AUTHORITIES SUPPORTING MOTION TO STRIKE CLASS ALLEGATIONS
' 493




O 6 N A U b W N

—

=) ~ (=2} w k-8 W 8] — o O (-] ~ [+, w PN w N — o

employers with The Bee.2® For this separate and sufficient reason alone, the class allegations should be
stricken, | '

E. Class Certification Must Be Denied For Lack Of Common Proof On Secondary
Factors Evidencing Control -

1. Thereis no commonality as to whether carriers service multiple customers,
including competitors, at the same time, '

" Carriers have been free to engage in other businesses, inéluding thé delivery of competing newspaper
pfoducts (SMF ]261); &ee Taylor, 216 Cal. App. 2d at 475 (carrier’s delivery of newspaper published by other
companies cited as evidence of independent coﬂtractor status). Many carriers deliver other publications,
including those of Bee competitors, without any information of such deliveries in The Bee’s business records.
Carrier Katherine Potts-Sanker delivers Contra Costa Times, Vacaville Reporter, the Times Herald, N Y
Times, USA Today, and The Oakland Tribune under her contract with Large Distributor D&L; she also delivers

independent business that contracts with carriers on its own terms with no influence from The Bee, and without
holding itself out as a Bee agent (SMF §256). Plaintiffs, in contracting with Large Distributors, knew they
were independent businesses, not Bee agents (SMF §257). Moreover, there is no indication that The Bee
caused carriers to believe Large Distributors were its agents. To show an ostensible agency relationship, the
third party must bave dealt with the purported agent under a “belief in the agent’s authority and this belief must
be a reasonable one.” Hartong v. Partake, Inc , 266 Cal, App. 2d 942, 960 (1968). There is no evidence that
Plaintiffs, in contracting with Large Distributors, thought they were contracting with The Bee (SMF § 257).

% Asto joint employment, carriers contracting with Large Distributors lack common proof that The Bee had
(1) control over their wages, hours, or working conditions, (2) the power to cause them to work or prevent them
from working, or (3) “control of details” sufficient to create common law employment. Martinezv Combs, 49
Cal. 4th 35, 50 (2010) (analyzing employment relationship under Section 1194); Futrell v Payday :
Califorma, 190 Cal. App. 4th 1419, 1430-35 (2010) (determining that payroll company was not a Labor Code
employer). First, Plaintiffs cannot show by common proof that The Bee controlled their wages, hours, or
working conditions: “ ‘control over wages’ means that a person or entity has power or authority to negotiate
and set an employee’s rate of pay, and not that a person or entity is physically involved in the preparation of an
employee’s paycheck.” Id at 1432. Here, each Large Distributor negotiated with carriers on rates, hours of
warehouse operation, and how to interact, with no Bee oversight (SMF 4 258). Next, The Bee has no power to
cause carriers to contract with, or prevent carriers from contracting with, Large Distributors (SMF ] 259). Each |
Large Distributor contracts with carriers with no influence from The Bee (Id). Finally, The Sacramento Bee
has no “control of details” that would trigger the common law test of employment. Rather, carriers had their
own delivery businesses, not under The Bee’s control, providing their own supplies and tools, eamning piece
rates for deliveries, and agreeing to be independent contractors, not employees (SMF § 260). .

Resolving these issues would require distributor-by-distributor assessments as to whether each was an
agent or joint employer. Gerhard v Stephens, 68 Cal. 2d 864, 913 (1968) (not only would each putative class
member need to prove title to mineral rights, but “defendants would undoubtedly raise the defense of
abandonment of the mineral interests as to each alleged member of the class, which . . . creates a factual issue
as to the individual owner’s intent”); Kennedy v Baxter Healthcare Corp., 43 Cal. App. 4th 799, 811 (1996)
(as to class of users of latex gloves, “defenses will require individual litigation of clains, Health care workers
may have been using latex gloves for a period of time exceeding the statute of limitations, thus requiring an
examination of the viability of each plaintiff’s claim. Questions will arise concerning assumption of the risk and
comparative negligence™); Block v Mayor League Baseball, 65 Cal, App. 4th 538, 544 (1998) (“affirmative '
defenses of consent, waiver, or estoppel” would not be common; “trial court would be obligated to evaluate
each of these defenses for each member of the class,” which “weighed heavily against certification”).
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Daily Republic, San Francisco Chronicle, WSJ, and Sing Tao for The Daily Republic (SMF Y 261). Kevin
Goosby has contractéd with The Sacramento Bee and several Large Distributors, including South County
News, North Cbunty News, and M & M News (SMF § 261). Some carriers delivered competing newspapers,
others did not (/d.). The lack of common proof on this issue further reflects that certification is inappropriate,
and would require mini-trials as this evidence can only be obtained through individual testimony. -

2, - There is no commonality as to the degree carriers demonstrate business
acumen to maximize profit,

There is no uniformity in the contract terms negotiated (SMF §262). Because carriers vary in
sophisttcatlon, business acumen, and language skills, some have negotiated changes to contracts (SMF 1 263),
others knew they could negotiate terms of their con&aﬁts; but chose not to becausé they were satisfied with the
terms (id.). Carrier Pete Mitrou negotiated with WSNA for an additional $400 per month (in addition to a per
piece rate) (SMF § 264). Carrier Kevin Goosby negotiated for higher per-piece rates for his cdntracts that
included apartment deliveries (SMF §265). Carrier Tony Loveless negotiated for additional delivery areas
(SMF Y 266). Carrier Ray Eddy negotiated for a higher rate on Thanksgiving (SMF § 263).

Whether agreements were subject to negotiation is another factor that cahnot be shown through
common proof, but is Iﬁrovcn through individual testimony.>’ The Sacramento Bee contracted with carriers
through dozens of different managers at numerous distribution centers, and the identity of those managers
changed over the class period (SMF § 267). Likewisé, carriers have contracted with about 35 different Large
Distributors at numerous distribution centers (SMF § 268). (See section IL B supra regarding differences in
contracts used by Large Distributors.) .

The number of delivery areas a carrier has been able to manage has varied éonsidexably, from a single
area to as many as 30, as in the case of Kevin Goosby (SMF §269). At one point, Goosby earned $8,060 to
$8,500 every two weeks for all of his delivery services (SMF § 270).

Further reﬂectiﬁg differences among carriers in their level of business acumen are their differing
interaction with subscribers. The Bee Agreemehts did not prohibit carriers from contacting subscribers to
resolve complaints and provided that carriers would use best efforts to increase circulétion (SMF q§275). While
Plaintiffs claim that their interaction with subscribers was limited, Plaintiff Langford engaged in door-to-door

solicitations to sell subscriptions (/d). Other carriers interacted with subscribers frequently, providing

27 22 Cal. Code Regs. § 4304-6(c)(1).
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telephone numbers and unique written commm)ications to avoid complaints, while others did not (/d). Indeed,
the levels of subscriber interaction vary from very little to extensive (Id). Many deal with subscribers to
increase ﬁroﬁts or for other reasons; others do not (/d). This is yét another factor for case-by-case analysis.

A final factor reflecting variation in business acumen is the decision of how to obtain supplies. Many
carriers choose to buy their supphes from The Sacramento Bee (when it contracted with carriers) or Large
Distributors, whﬂe others have decided to buy supplies elsewhere or from various depending on the supply
(e.g., Ray Eddy) (SMF § 277)

3. There is no éommonality as to the duration carriers provide results.
 Plaintiff Sawin was under contract for years, while Plaintiffs Langford and Gallardo were under
contract for only a few months (SMF‘ 9278). Carrier Kevin Goosby, meanwhile, delivered newspapers for
over 20 years (SMF §279). The duration of single contracts also vary, from just a few weeks (e.g., WSNA’s

contracts) to over a year (SMF ¥ 280).

4, There is no commonality regarding the proposal, versus assignment of
delivery areas.

Whether the selection of delivery areas was subject to negotiation is another factor relevant to

| employment status.?3 Plaintiffs may suggest that their delivery areas were assigned, and that they had no

choice in their selection. But other carriers state that they had discretion in selecting them (SMF § 281). There
isno way to determine on a class-wide basis which carriers selected their delivery areas and which forcibly had
delivery areas aséigned to them, Thus, this issue also requires a case-by-case determination.

5. There is no commonality as to intent to be engaged in dehvery asan
independent contractor.

EDD regulations on the independent contractor status of newspaper carriers state: “A written
agreement signed by both parties shall be evidence of intent.” Every contract relevant here says the carrier is

an independent contractor. The Sacramento Bee Agreements recite that carriers are “indcpendexitly established

28 22 Cal. Code Regs. § 4304-6(c)(4) (providing that assignment of area ewdences employment, while offer of
area with opportunity to negotiate is evidence of independent contractor status),

29 22 Cal. Code Regs: § 4304-6(c)(1); see also Tieberg v. Unemployment Ins. Appeals Board, 2 Cal. 3d 943,
952 (1970) (e)ustence of agreement setting forth nature of relationship is “significant factor”), Isenberg, 30 Cal.
2d at 39 (parties’ belief they are creating employment relationship is factor to consider); Milsap, 227 Cal. App.
3d at 431 (same); see also In re FedEx Ground Package Sys. Inc., Employment Practices Ling.,

No. 3:05-MD-527 RM (MDL 1700), 2010 U.S. Dist. LEXIS 82216 at*3 (N.D. Ind. Aug. 11, 2010)
(Cahfonna law) (parties’ intent favored independent contractor status).
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business[es] and ... contract with [The Bee]. .. as [] independent contractor{s].” (SMF 9 7.)*°

Issues of carrier intent cannot be decided on a class-wide basis because carrier understandings diverge.
Some Plaintiffs may claim they never read their contracts and that The Sacramento Bee never explained the
contractor relationship. Yet many carriers clearly understood, per the Agreement language, that they were
independent contractors, not employees (SMF 9 283). Former Plaintiff Richard Galindo, an experienced
businessman who negotiated contracts as a banker and property manager (SMF ] 284), shared thatv
understanding, Determining this issue requires an examination of each Bee-carrier and Large Distributor-
carrier negotiation and interaction. Some Large Distributors had prospective camers complete questionnaires »
confirming cartier mdersfanding of independent contractor status; some did not (SMF  285).

These reasons make individual case-by-case analysis necessary to determine what each carrier
understood about the relevant contract and other documents, such as questionnaires.

F. There Are No Relevant Commonalities That Demonstrate Employee Status

1. Enforcing Contractual Results

A principal’s efforts to enforce contractual results do not evidence a right to control the manner and
means of performance.®! In Doe I'v. Wal-Mart Stores, Inc., 572 F.3d 677 (9th Cit. 2009) (California law),
employees of sﬁppliers to Wal-Mart sued Wal-Mart for unlawful employment practices in the suppliers’
factories. The suppliers’ employees claimed that Wal-Mart was liable as a joint employer because it had “the
‘right t(-)» control and direct the activities of Ithe person rendering service, or the manner and method in which the | .
work 15 performed’.” Id at 682 (quoting Service Empl Int’l Union v. County of Los Angeles, 225 Cal. App. 3d
761 (1990)). The court rejected this claim: ““A finding of the right to control employment requires ... a
comprehensive and immediate levél of “day-to-day’"auihority over employfnent decisiohs.’” Id, (quoting
Vernon v. State of Cal., 116 Cal. App. 4th 114, 127-28 (2004)). The plaint.iﬁ's could not prove that authority by
noting the Wal-Mart supplier contract dictated deadlines, product quality, niaterials to use, and prices, Jd Nor
could right to control be inferred from Wal-Mart’s monitoring of suppliers “to determine whether suppliers

3% While each Large Distributor contract is unique, all Large sttnbutor contracts likewise make plamn that the
camers are independent contractors (SMF § 282). .

3 See also In re FedEx Ground Package Sys., 2010 U.S. Dist. LEXIS 134959 (N.D. Ind. Dec. 13, 2010)
(control of overall process with pricing and results-oriented controls to ensure proper package dehvery isnot
determinative, because “what is dispositive here is the dnvers class-wide ab1l1ty to own and operate dlstmct
businesses, own multiple areas, and profit accordingly™).
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were meeting their contractual obligations, not to direct the daily work activity of the suppliers’ employees.” Id
The EDD regulations apply this legal principle to the newspaper industry: “The fact that a principal and |

carrier agree that the carrier shall deliver a newspaper to each customer on his or her area in a timely manner

and in a readable condition shall not be evidence of an employment relationship as long as other factors

indicate the absence of control by the principal of the manner and means of such delivery.” 22 Cal. Code Regs.
§ 4304-6(c)(4). Thus, when Plaintiffs focus on carrier mail, complaint charges, and exchanges of information
regarding subscriber needs, Plaintiffs confuse enforcing contract results with controlling how to achieve those
results, Thus, a newspaper can facilitate a carrier’s successful performance of contractual obligations by
alerting the carrier to customer complaints, without thereby controlling the means and manner of delivery.*

2, Responsibility For Expense.!ll .

Carriers and Large Distributors have been exclusively responsible to pay their own expenses and
maintain their own vehicles (SMF § 286); see Milsap, 227 Cal, App. 3d at 431 (employment status rejected
because delivery driver “furnished his own gas and oil” and “paid for whatever car repairs were necessary”).
Bee Agreements have required carriers to indemnify The Sacramento Bee and post a bond (SMF §287); 22
Cal. Code Regs. § 4304-6(c) (1) (contract provisions requiring carrier to post a bond and to indemnify the
newspaper provides evidence of independent contractor status). This commonality does not support class
certification, as it simply indicates that Plaintiffs are independent contractors.

3. Carrier Responsibility For Taxes
* Carriers are not paid emj:loyee benefits, and The Sacramento Bee has not withheld taxes or provided
social security or a W-2 statemént.(SMF 9 288); Fleming, 71 Cal. App. 3d at 685 (not withholding taxes

supports independent contractor status). This commonality does not support class certification, as it is simply

indicates the Plaintiffs are independent contractors.

3222 Cal. Code Regs. § 4304-6(c)(5) (“Subscriber complaints as to missed delivery, late delivery or delivery in
an unreadable condition may be taken by the principal and referred to the carrier without giving rise to the -
inference of either an employment or an independent contractor relationship. The fact that the principal

|| requires the carrier to respond to or correct such problems shall tend to indicate an employment relationship.

The fact that the principal responds to or corrects such problems directly and charges the carrier with a penalty
or with the principal’s cost of corrective action shall tend to indicate the existence of an independent contractor
relationship; the absence of such a charge will be evidence of employment. The fact that the principal gives the
carrier the option of either personally correcting the problem or being charged with a penalty or with the
principal’s cost of correction shall tend to indicate an independent contractor relationship.”). Here, too, Large
Distributor operations differ: Moonlighting and D&L do not charge for re-deliveries; Sactown and others do.
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4. Carriers Earn Through Results Achieved, Not Hours Worked
Carrier fees are on a basis other than the amount of hours worked (SMF § 289); see Isenberg, 30 Cal.
2d at 39 (noting that method of payment whether by job or time spent is a factor for consideration); 22 Cal.
Code Regs. § 4304-6(c)(2) (“Compensaticn to the carrier in the form of a flat fee per area or per copy delivered
shall be evidence of an independent contractor relationship.” (emphasis added)). This commonality does not
support class certification, as it is simply a factor indicating the Plaintiffs are independent contractors.
S Agreements Have Been For Fixed Durations ‘
Agreements have been fdf fixed durations, terminable for material breach with advance noﬁce (SMF
9290). These provisions suggest an independent contractor, not an employee. See, ¢ g, Fleming, 7 Cal. App.
3d at 687 (noting that comr‘ict provided for advance written notice of termination in holding that newspaper
carrier was independent contractor); 22 Cal. Codé Reg. § 4304-6(c)(6) (only termination with less than 30
days’ notice provides evidence of employment status). |
All of the individualized differences among carriers discussed above make class treatment

inappropriate, and would require'hundreds of individual mini-trials, defeating the purpose of class treatment.*®
G. Individualized Experiences Makes Class Certification Inappropriate

The foregoing demonstrates that variations predominate 'among carriers on the major factors relevant to
employee status.>* Because California law rcciuires that all these factors be considered, with the relationship.
determined from the whole situation, not just isolated facts,” the result is that “ ‘[¢]ach case must turn upon its
own pecnliar facts and circumstances.”® The Court of Appeal has noted that a trial court’s need “to evaluate
each of [defendant’s] defenses for each member of the class, weighed heavily against certification”). See Block
v. Magyjor League Baseball, 65 Cal. App. 4th 538, 541 (1998), '

33 In Ali, 176 Cal. App. 4th 1333, the court upheld the denial of class certification in an action alleging that a
cab company wrongfully classified drivers as independent contractors rather than employees. Common
questions of fact did not predominate, because there were variations in the drivers’ conduct, and because the
cab company did not exercise “pervasive control” over the drivers, who had latitude in managing schedules and
taking breaks, provided some of their own tools (different drivers used different tools), and negotiated their
contracts, creating variation in their contracts. Jd at 1349-50. Those same factors exist here.

3% Given space constraints it is impossible to restate the significant differences amongst carrier
subcontractors as well, but it should be noted that as the class definition includes them, each of their
individual relationships with carriers is also relevant, and are contained in information outside any
business records of The Sacramento Bee.

1{3° Brose, 183 Cal. App. 3d at 1086 (quoting Burlingham v Gray, 22 Cal. 2d 87, 103 (1943)).

* 1d. (quoting Schaller v Industrial Acc Comm’n, 11 Cal, 2 46, 52 (1938)).
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IV.  Elements And Defenses Of Labor Code Claims Are Not Subject To Common fmof

The fofegoing alone makes clear that class certification is inappropriate. Yet there are still more
individualized inquiries that would make any class action unmanageable: the numerous Labor Code elements
and defenses raise predominating mdmdual issues with respect to carricrs‘ and their contractors.

A, Outside-Salesperson Status Depends On Individualized Inquiries

One defense—asserted against claims for missed breaks, minimum wage, overtime, and recordkeeping
violations—is that the carriers are outside salespersons. California IWC Wage Order No; 1, § (1X(C), codifies
an “outside salesperson” exemption, Section (2)(M) defines “outside salespersons” as those “who customarily
and regularly work[] more than half the working time away from the employer’s place of business selling
tangible or intangible items or obtaining orders or contracts for products, services, or use of facilities.” In
California, a sale of a newsi)aper to a home-delivery subscriber occurs upon delivery. Sales and tax regulations
of the California Board of Equalization recognize newspapet industry practice: “Each delivery of a newspaper
or periodical pursuant to a subscription sale is a separate sale transaction.”’ Because delivering a paper is the .
sale of the paper, under California law, The Bee éontends that the carriers, even if employees, would be outside
salespersons on the basis that they spend most of their working time oqtsideThe Sacramento Bee premises
engaged in sales and sales-related activities—here the delivery of a newspaper pursuant to a subscription sale,
The merits of this defense are not subject to review here, as opposed to the detemlination of whether the
elements of the defense are subject to common proof.**

~ The court in In re Wells Fargo Home Mortgage Overtime Pay Litig , 268 F.R.D. 604, (N.D. Cal, 2010),

noted that the plaintiffs had failed to set forth a trial plan that would accurately separate those employees who
had suffered wage and hour violations from those who had not. That court knew of no case “in which a court
certified an overbroad class that included both injured and noninjured partles » Id at 612, Sumlarly here, only
hundreds of mini-trials would identify whether each carrier is subject to the outmdc-salesperson defense

B. Plaintiffs Lack Common Proof On Meal And Rest Claims

Employers must provide a meal break only for employees who work slnﬁs qf more than five hours, and
meal bréaks can be warved by mutual consent when the shift does not exceed six hours, Lab. Code § 512.

*7 California Board of Equalization Sales and Use of chs § 1590(b) (3).

%8 Umited Steel, Paper & Forestry v ConocoPhillips Co , 593 F.3d 802 (9th Cir. 2010) (mere possibility that
party might be unable to prove allegation is not determinative for purposes of class certlﬁcatlon)
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Employers must authorize and permit rest breaks only for employees who work shifts of at least 3.5 hdurs, and
rest breaks need not be taken or recorded.* '

There is no common proof to sustain class-wide claims of denied meal breaks. Plaintiffs cannot show
that each carrier provided delivery services more than five hours daily (a predicate for a meal claim). Lab.
Code § 512. Delivery can take as little as an hour (e.g., Alfred Caraveo), and as much as seven (e.g., Katherine
Potts-Sanker) (SMF §291). The amount of time also varies depending on the day of the week (Zd.)..

There is also no common proof to sustain a class-iavide claim of denied rest breaks. Plaintiffs cannot
show that all or even most putative class members worked at least 3.5 hours a day (a predicate for any rest
claim).. There is conflict even among named Plaintiffs: Trahin, Langford, and Gallardo delivered their
newspapers in three hours or less (SMF 9 292), while Sawin took about five hours (Id).

Moreover, even as to carriers working at least 3.5 hours, individualized inquiries still predominate
because employers need not ensure that breaks occur but rather neeti only make them available,*® Because the
specific reason for a missed break could vary—was itan individual choice or manager command?—it is
impossible to tell which carriers would be entitled to damages without individualized testimony, which
precludes class treatment.*!

Several Plaintiffs claim they never took a break, yet 0iher carriers stop for breakfast (e.g., Candice
Evans) or other breaks (SMF §293). Others know they can take breaks but choose not to (e.g., Regina
Villaforte) (SMF §294). Neither The Sacramento Bee nor a Large Dlstnbutor records carrier breaks, Carrier
expenences in taking breaks vary greatly, from Plaintiffs who claim they rarely took breaks to other carriers
who took breaks of varying iengths (SMF §293).. Some carriers, like Langford, provided their subcontractors
breaks, but the only way to discern whether this happened and the length of the break is by testimony provided
by individual subcontractors of each carrier. The individualized inquiries needed to assess liability preclude
class treatment of these claims. Additionally, because many carriers deliveied diﬂ'ereni products, not just The

Sacramento Bee, individualized inquiry is required to break down the hours for each alleged “employer.”

39 Wage Order No. 1, § 12(A). Moreover because the time spent performing contractual services varies s with
the number and type of areas, individualized i inquiries would be needed to see if any partlcular Large
Dislnbutor worked enough hows to qualify for a break.

40 See, e g, Brown v. Federal Express Corp , 249 F.R.D. 580, 584-86 (C.D. Cal. 2008) (plaintiffs must prove
that FedEx forced them to forego breaks, a burden that, to meet, would cause trial of individualized issues,
making class treatment inappropriate).

4 See Walsh, 148 Cal. App. 4th at 1458 (decertifying class).
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C. | Plaintiffs Lack Common Proof For Overtime Claims

Plaintiffs allege that The Sacramento Bee owes them seventh-day overtime (3AC § 31 at 11:15-19),
But carriers who use substitutes to dist:ibute on just one day per week are not entitled to seventh-day overtime,
As the facts show, it is not unusual fof carriers to use othérs to deliver on one or more days per week. For
example, Plaintiff Langford and, since 2009, Plaintiff Renslow, routinely used subcontractors, ‘as did carrier
Goosby. ‘Because overtime entitlement neéessarily differs among carriers, wnh no common proof available in
The Bee’s businéss records, the overtime claim is not amenable to class treatment. See Walsh v. IKON Office
Solutions, Inc , 148 Cal. App. 4th 1440, 1458 (2007) (ai‘ﬁnning decertification where “each individual [class]
member would have to establish entitlement to damagés (Liability) as well as the amount of damagcs”). This
factbr was critical in Sotelo, which cites this ground in denying class cerﬁﬁcatidn on an overtime claim. Slip
op. at 11-13. In addition, because many carriers delivered several products, not just The Sacramento Bee,
individualized inquiry would be required to break down the hours for each alleged “employer.”

D. Plaintiffs Lack Common Proof For Mlmmum-Wage Claims

Plaintiffs allege that The Sacramento Bee has “a consistent policy of failing to pay minimum wages”
(3AC {30 at 11:11-12). But individualized testimony 1s the only evidence regarding how many hours any
bar;ier worked in exchange for how much pﬁy where, as here, no one recorded which individuals worked
which hours (SMF §254). There is no common proof of damages on these highly individualized claims.*
‘While Plaintiffs conténd. that they were denied minimum wage, other carriers state that they were paid effective
wages well in excess of minimum wage (SMF §295). Carriers Katherine Potts-Sanker and Lorenzo Soria, for
example, estimate that, based on the time they spend on dehvery services, their effective hourly rates have

|| exceeded $20.00 an hour, carrier Michael Huffstutler estimates his effective hourly rate has exceeded $42.00 an

hour, and carrier Kevin Géosby has paid substitutes in excess of $20.00 an hour (/d). Thus, entitlement to
minimum wages, as well the amount of damages, necessarily differs among class members and depends upon

individual proof in the form of oral testimony that would be subject to credibility challenges.”

2 See, e g, Block, 65 Cal. App. 4th at 541 (certification denied where damages assessment would require |
analysis of each class members’ claim).

43 See Walsh, 148 Cal. App. 4th at 1458 (affirming decertification where “each individual [class] member
would have to establish entitlement to damages (liability) as well as the amount of damages”)
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| E. Plaintiffs Lack Common Proof For Reimbursement Claims

Invoking Section 2802, Plamtlffs seek reimbursement for mileage expenses incurred in their deliveries
(3AC 141 at 13:23-14:6). The Sacramento Bee never tracked carriers’ or their substitutes’ estimated ﬁﬁleage
for delivery area(s) (SMF 9296), and presumably, Plaintiffs’ common proof would be route mileage estimates
and IRS standard mileage allowances,* to compute money owed. That facile assumption ignores several
points. First, IRS rates simply aggregate a national average of various vehicle costs, including depreciation, oil
and gasoline, inaintenancé, accessories, parts, tires, and insurance. Actual figures for each item would vary
from carrier to carrief, location to lc,>cation. Depreciation allowance, for example, would vary with the initial
cost of purchase or lease: a used car costs less and »dcpreciatcs less than a new car. Other costs vary by locality.
Thus, the IRS standard mileage may overstate or understate actual expenses. Indeed, the cdnsulting firm the
IRS contracted with to calculate the Business Mileage Reimbursement Rate cautions against using the rate in
the case of drivers who use their vehicles for business on a daily basis, because that results in
overcompensation, Second, The Smﬁmento Bee can use actual and necessary expenses to challénge
presumptions based on IRS alldwanbes. See Gattuso v Harte-Hanks Shoppers, Inc ,42 Cal. 4th 554, 568-70
(2007) (employers may reir‘nburse employees for business-related expenses under Section 2802 by paying
them increased compensation, if empldyers apportion between cofnpensation for work performed and .
reimbursement for business-related expenses). Third, entitlemnent to mileage expenses reciuires proof that the
carrier, not a substitute, actually incurred the milcage. | _ |

Trms, the mileage expense for each carrier depends on (1) actual depreciation, (2) gas, repair, and
maintenance costs for each vehicle, (3) the miles dﬁven for personal use, third-party business use, or use by a
helper or substitute, (4) whether the foutes taken and vehicles used were reasonable, (5) whether insurance
costs involved excess coverage, whether the carrier had a bad dnving record, and whether the vehicle chosen
had unusually high insurance rates. |

Moreover, individual issues surround whether carrier expensés were reasonable. Was 1t reasonable to -

use the vehicle in question for business purposes? Was the insurance selected reasonable? Was the gas used at

* The IRS permits individual taxpayers to deduct expenses incurred in driving their own vehicle for business
purposes. Taxpayers generally can deduct either actual expenses or amounts computed with the standard
mileage rate The IRS, for this purpose, has created a standard mileage allowance, known as the Business
Mileage Reimbursement Rate. Some employers use this rate to compute employee reimbursement when an
employee operates an employee-owned automobile for business purposes. : :
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a required octane level? Were the routes used reasonable? What other work or personal business was
conducted during the use attributed to Bee deliveries? Did the carrier or carriers’ subcontractor even use a
vehicle? Further, The Sacramento Bee would be entitled, under Gattuso, to show that reimbursement of
e)'cpenses'was already included in payments previously made. Likewise, under Gattuso, each carriers’
knowledge that they were being paid an enhanced amount would require a person-by-person parade of carriers
to testify what they understood about their compensation, as well as an examination of Large Distributors’
compensation practices. |

Determining these facts requires individual inquiries that dwarf common issues. See, e g, Evans v
Lasco Bathware, Inc., 178 Cal. App. 4th 1417, 1430 (2009) (court can deny certification when extent of class-
member injuries require individualized inquires that defeat predominance); 4liv US.A Cab Ltd., 176 Cal.
App. 4th at 1350 (“When variations in proof of harm require individualized evidence, the requisite community
of interest is missing and class certification is improper.”). ' '

F. Plaintiffs Lack Common Proof For Wage-Statement Claims

Plaintiffs allege that carrier statements violate Section 226 (3AC 1 49-54).* But Section 226
authorizes damages only for injuries that a violation causes; ¢ the mere inadequacy of a wage statement does
not constitute injury. The carrier statements cannot provide common proof of injury, because whether an
inadequate carrier statement actually injured a carrier requires individualized inquiry. Moreover, carrier |
statements vary from Large Distributor to Large Distributor (SMF §297). There is no basis for class-wide
damages on this highly individualized claim.*’

G Plaintiffs Lack Common Proof For Their Gﬁm Of Training Pay

Plaintiffs allege that The Sacramento Bee owes them pay for their “training” time (3AC 9 44-45).
Plaintiffs refer to the practice of some former Bee Managers and Large Distributors having prospective carriers
ride along to see a delivery area before contracting. But Plaintiff Renslow, énd former Plaintiff Compton,

received no such training (SMF  298). Moreover, with respect to those carriers who used helpers and

45 Section 226 requires itemization of the wage rates and hours worked, among other things. .The Sacramento
Bee does not record time worked by independent contractors.

€ Lab Code § 226(e) (injury required). . )
1 See, ¢ g, Walsh, 148 Cal. App. 4th at 1458 (affirming decertification where “each individual [class] member -

would have to establish entitlement to damages (liability) as well as the amount of damages™); Block, 65 Cal.
App. 4th at 541 (certification denied where damages assessment required analysis of each class member claim),
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substitutes, like Plaintiff Langford, it is impossible to ascertain the extent to which such substitutés and helpers
were trained, if af all, and by whom. The “training pay” claim, much like the overﬁme and minimum wage
clairh, needs inherently individualized proof, for there are no records of “training” time. Rather, each carrier
claiming pay for “training” time would have to testify to establish any Iiabil@ty on that claim.
V. Plaintiffs Are Not Typical

For typicality, the “crucial inquiry is whether the plaintiffs are truly representative of the unnamed class
members.” Bartleitv Hawaiian Village, Inc., 87 Cal. App. 3d 435, 438 (1978). Piaihtiffs must show that

proving their claims would establish the claims of class members. See Fuhrman v Cal Satellite Sys , 179 Cal. |

App. 3d 408, 425 (1986), overruled on other grounds, (certification denied where plaintiffs Were not “similarly
Sitﬁated” to purported class and “each member must establish his or her right to recover on the basis of facts
peculiar to his or her own case™).

The Plaintiffs here are atypical because their‘exlieriences differ materially from those of putative class

members on core issues that go directly to issues determining liability:**

. Some Plaintiffs claim they never fully read the contracts they signed, while most camners have -

understood their status as independent contractors (SMF 4299).

. Plaintiffs claim they never negotiated contract terms, while other carriers did (SMF
1300).

. Several Plaintiffs claim they received direction from The Sacramento Bee, while other -
carriers claim they were never supervised in performing duties (SMF 9 301).

. Plaintiffs claim they were trained or instructed on how to prepare and deliver newspapers,
while other carriers claim they learned by example or from other carriers (SMF § 302).

. Several Plaintiffs claim they never took a meal or rest break; other carriers claim that
they took frequent breaks (SMF ¥ 303). _
. Plaintiffs claim that the use of substitutes and helpers was governed by The Bee, while
other carriers used who they wanted, without The Bee’s approval (SMF ¥ 304). .
e Plaintiffs maintain that they had to arrive at their distribution centers at specific times; other
carriers came and went as they pleased (SMF 4 305).
. Plaintiffs’ allege they were not paid minimum wage, while certain catriers testified they earned,

‘ after expenses, in excess of the minimum wage (SMF § 295).
Plaintiffs’ experiences vary significantly from other carriers (see supra § IV). While they can pursue

individual claims, they cannot represent carriers they do not resemble and who do not have similar claims,

8 See Akkerman, 152 Cal. App. 4th at 1101 (where named plaihtiﬁ" s factual circumstances diﬂ'efed from those
of absent class members, plamntiff’s claims were not typical of the class, nor was plaintiff adequate),
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VI.  Plaintiffs Are Not Adequate Class Representatives
A, Conflicts Among The Putative Class

The class device is inappropriate (and thus, not superior) where there is a substantial conflict amorig‘ the
putative class as to whether the action should proceed. Amchem Prods , 521U S, 591, 616 (1997) (sﬁpcrioﬁty
factor is “interest of members of the class in individually controlling the prosecution®).* Generally, class
members formerly associated with a defenciant are improper representatives of a class of members currently
related to the defendant®® Former carriers—including five of the six Named Plaintiffs—may never again
contract with The Bee or a Large Distributor, and are unaffected by any change to home-delivery contracts, and
want the damages available if the suit prevails. Effectively, Plantiffs demand that the autonomy of current
carriers cease. . | |

. Many current ceixﬁgrs have contrary interests: they like the freedom they enjoy as indépendent
contractors; they value the ability to control hours and implement efficiencies to increase profitability; aﬁd they
have no interest in being transformed ihtohourly laborers deprived of the liberty to select substitutes or helpers
(SMF §306). They have no one to represent them here except a single named Plaintiff—Renslow—who
avowedly disclaims any interest in representing them (SMF 1 160). Former carrier interests thus conflict with
those of current carriers who do not support this lawsuit. Where there is such a cor}ﬂict between-current_ and
former incumbents, courts have denied class certification on the basis of intra-class conflict.”' “

The same conflicts that render Plaintiffs inaciequate class representatives also foreclose their counsel’s
represeritatidn. The trial court mﬁst assess wheﬂxcr class counsel “is representing the interests of the class as a
whole and not simply the interests of the named representative plaintiffs.” Sharp v. Next Entertainment, Inc.,
162 Cal. App. 4th410,‘433 (2008).> |

*® The superiority requirement imposed by Federal Rule of Civil Procedure 23(b)(3) s essentially identical to
the requirement imposed by Section 382 of the California Code of Civil Procedure.

50 See Richmond v Dart Industres, Inc , 29 Cal. 3d 462, 470-71 (1981); see also Colburnv Roto-Rooter
Corp , 78 FR.D, 679, 681 (N.D. Cal, 1978) (class certification denied based on intra-class conflict).

5V Southern Snack Foods, Inc v J&J Snack Foods Corp , 79 FR.D. 678, 681 (DN.J. 1978) (certification
denied for former and current franchisees absent “compelling reason for the court to deviate from the general
rule that former class members are not adequate representatives of the class™); see also Van Allenv Circle K
Corp, 58 FR.D. 562, 564 (C.D, Cal. 1972) (certification denied when interests of present and former
independent operators were adverse); Matarazzo v. Friendly Ice Cream Corp., 62 FR.D. 65, 68 (E.D.N.Y.
1974) (class denied because “former store managers do not have the same interests of present store managers”).
52 See Cal Pak Delivery v UPS, Inc., 52 Cal. App. 4th 1, 12 (1997) (court must scrutinize counsel “to ensure
that all interests, including those of as yet unnamed plaintiffs are adequately represented”); Janikv Rudy,
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Denying certiﬁcaﬁon here does not preclude any individual right to recover. But requiring that suits

be brought individually would avoid the class conflicts rendering this case inappropriate for class treatment.*
B. Plaintiffs’ Credibility Problems Make Them Inadequate
A certifiable class needs representatives who can adequately represent class interests.*® An adequate

représentative must have qualifications and character that Plaintiffs in this case lack.”® Their credibility is badly
damaged because their deposition testimony repeatedly contradicts their swomn written discovery responses on
material points. These pervasive discrépancics suggest that their sworn discovery responses are the responses
of class counsel, not Plaintiffs themselves, and tﬁat they have allowed counsel to usurp their role.

Plaintiff Langford’s written discovery responses, for example, state that he only used one helper and
that he did so on “rare occasions,” but in deposition he admitted he used helpers almost every day, and has had
as many as seven different helpers (SMF § 307). He alsd stated in written discovery responses that he sad to
use string assembling and delivering newspapers, in deposition he admitted he never used string. (SMF 1] 310).
Likewise, although his written discovery responses state he typically spent more than 3.5 hours a day providing
services, in deposition he admitted that he spent less than 3.0 hours doing so on weekdays (SMF q 308).
Further, although his written discovery responses state he generally spent at least five hours on Saturdays and
Sundays assembling axid delivering newspapers, in deposition he admitted that he actually spent less than two
hours on Saturdays and Jess than three hours on Sundays, and that on certain days he spent no timé assembling
or delivering newspapers (the only time he spent was buying snacks ~ hot-dogs and potato chips — for his
distribution workers) (SMF §309). Langford’s credibility is further irreparably damaged, and his inadequacy
as aclass representatxvc is further underscored, by his admission that he routinely dnves his workers to the

distribution centers with a suspended driver’s license, and his refusal to answer quesuons d:rectly relevant to

Exelrod & Zieff; 119 Cal. App. 4th 930, 938 (1994) (duty of class counsel to unnamed class members “no less”
than that of class representative).
33 Each Plaintiff has available prompt remedies for unpaid wages by filing a wage claim with the Labor
Comrmssxon, under Section 98.

34 See Richmond, 29 Cal. 3d at 471; see also Cohen V. Bemgﬁczal Indust, Loan Corp , 337 U.S, 541, 549 (1949)
(class representative is “a voluntcer champion” upon whom absent class members depend for “dxhgcnce,

|| wisdom and integrity”).

% See Armour v City of Anniston, 89 F.R.D. 331, 332 (N.D. Ala. 1980) (plaintiff with demonstrated lack of
credibility and conscientiousness was inadequate rcpresentatwe), Cobb v. Avon Prods. Inc , 71 FR.D, 652
(W.D. Pa. 1976) (deceptive plaintiff was inadequate representative due to lack of forthnghtness and sincerity);
Dubin v Miller, 132 F R.D. 269, 272 (D. Colo. 1990) (“A plaintiffs lack of credibility and the impurity of his
motives can render him an madequatc’ class representative.”); Howard Gunty Profit Sharing Planv Super
Ct, 88 Cal App. 4th 572, 577-78 (2001) (class representative must have credibility and adequate knowledge).
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this lawsuit regarding his use of a vehicle in connection with newspapef delivery based on his Fifth

Amendment right against seif-incﬁminaﬁon (SMF §311).

LikeWise, in Plaintiff Trahin’s written discovery responses, he states that he spent more than 3.5 hours
performing éssembly and delivery on Su:idays, but in his deposition testimony he admits it took him less than
three hours (SMF § 312). | |

In Plaintiff Renslow’s discovery responses, he swore that The Sacramento Bee prélﬁbited
communicaﬁons with subscribers and that his interactions with subscribers were limitéd to occasional
greetings, l;)ut at deposition he admits he regularly communicated with subscribers and gave them his telephone
number to complain directly to him (SMF § 314). In his discovery responses he suggests that The Bee
prohibited carriers from changing the order of delivery areas, but at deposition he adrmtted todoingsoto -
reduce mileage and time (SMF §315), | , |

Plaintiﬁ‘_ Sawin’s written discovery responses state she only used her daughter and husband, .but her
deposition testimony confirms she used additional substitutes é.nd helpers (SMF 4 316). Her discovery
responses deny she could develop her own delivery sequence, But in deposition she adnﬁts she often did (SMF
§1317). Her discovery responses say that she was required to stay at the distribution center to prepare her
papers, but her deposition testimony confirms she did so elsewhere (SMF 318). Sawin’s written discovery
responses attest that The Sacramento Bee had “strict prohibitions” on carrier contact vwith subscribers, but at
deposition she admits that in practice she had oral and written communications with subscribers (SMF §319).

Gallardo’s written discovery responses state she would generally spend 3.5 or more hours assembling
and delivering newspapers, but she admitted at deposition that on Mondays through Saturdays she did not:
(SMF §320). Her written discovery responses suggest The Bee dictated her delivery sequence, but at

deposition she admits she modified the sequence of deliveries (SMF §321). Gallardo’s written dxscovery

responses state that, as a pracucal matter, she was required fo use The Sacramento Bee’s tubs and carts when
preparing her papers, but during deposition she said she never used them (SMF § 322).

Finally, Plaintiff Holliman’s written discovery responses state that any variance in her newspaper
pickup times was minimal due to The Sacramento Bee’s control, but at deposition she admits she picked up her
newspapers at a time of her choosing over a2t02.5 hour window of newspaper availability (SMF § | 323).

The discrepancies between Plaintiffs’ written discovery résponses and their sworn deposition testimony
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are so glarmg and pervasive that they cannot honestly be attributed to mistakes. That several of the Named
Plaintiffs falsely stated in their written discovery responses that they worked 3.5 hours a day is highly suspect

because that is the minimum mumber of hours to trigger eligibility for a rest break. Plaintiffs’ irreparably

damaged credibility disqualifies them as representatives. :

C. Plaintiffs’ Lack Of Knowledge About The Case And Failure To Monitor Class
Counsel Precludes Them From Being Adequate Representatives

An adequate class representative must know the case and manage the attorneys who would represent
the cla_ss.“ A class representative cannot be adequate with “so little knowledge of and involvement in the class
action that [he or she] would be unable or unwilling to protect the interests of the class against the possible

»57

competing interests of the attorneys.”™’ When class representatives fail to monitor counsel, “the result is

indistinguishable from the situation in which an attorney serves as both class counsel and class
representative.”*® _

The Plaintiffs here are inadequate in these respects. Renslow joined the suit “to go along with the rest
of them,” even though he “didn’t really understand anything” and, when asked if he understood what the
lawsuit was about, admitted, “Not really, no.” (SMF §324.) Simﬂarly, Plaintiffs misunderstand what they
seek to accomplish. Langford, when asked what he wanted, indicated he did not understand the question and
did not know what he could gain. (SMF §325.) |
| Plaintiffs’ counsel intervened to prevent Plaintiffs from tesﬁfyihg about their duties as class
representatives, the signiﬁc’énce of a class action, and the class claims (SMF §326.) When they were permitted

to answer, Plaintiffs revealed their ignorance of their role or whom they seek to represent. Renslow has even

1| said he had no problems with The Sacramento Bee or any Large Distributor and had no mterest in representing

other carriers (SMF §327). Given Plaintiffs’ inability to act as true class representatives, they are inadequate.

VIL Class Counsel Are Inadequate . ‘
A trial court properly refuses to certify a class where a plaintiff simply “lend{s] his name to a suit

{|%8 In re California Micro Devices Sec. Litig , 168 F.R.D. 257, 274-75 (N.D. Cal, 1996); Armour v Network

Associates, Inc , 171 F. Supp 2d 1044, 1048 (N.D. Cal. 2001).

57 Kirkpatrickv. J C Bradford & Co , 827 F.2d 718, 727 (11th Cir. 1987); see Apple Computer, Inc v
Superior Court, 126 Cal, App. 4th 1253, 1265-66 (2005) (citing Califorma Micro Devices, 168 F.R.D. at 275
(class litigation “must be monitored by an informed and independent plaintiff and simply cannot be left for the
lawyers to manage.”))

58 California Micro Devices, 168 ER.D, at 260.
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controlled entirely by the class attorney.”*® The irresistible inference here is that Plaintiffs have been puppets,
with counsel pulling the strings. The written discovery responses, prepared by counsel, systematically falsify
testimony, Current counsel should be disqualified, as their reckless behavior in representing individual clients
has jeopardized the litigation fate of a putative class that must rely on impaired class r<=.;$re'sz’:ntatives.60
VIII. A Class Action Is Not Sui:erior AndIs Unmamigeable

Plaintiffs must present a mmagéable method of presenting common proof for a trial of both liability
and damages.®! That task is impossiblé here, where no representative evidence could fairly be extrapolated to
all carriers and their helpers and substitutes, Rather, virtually every contested issue affecting liability and
damages requires individualized proof, including (1) how each carrier negotiated contracts, (2) whether each
carrier contracted with The Bee, with Large Distributors, or some combination, (3) WMch products each carrier
delivered, (4) where each carrier picked up newspapers, (5) when each carrier chose to arrive at pick-up points
(if at all) and on whét basis that decision was made, (6) the sophistication, business acumen, eiperience, and
outside employment of each carrici, (7) the nature and extent of cach carrier’s interactions with The Bee or -
Large Distributors, (8) the extent to which each carrier used substitutes or helpers, (9) the tools and equipment
each carrier used and how the carrier procured them, (10) how much and wﬁy each carrier varied the order of
delivery, (11) the number of areas each carrier managed, (12) the time each carrier and their subcontractors
took each day to provide results, (13) the reasonable mileage each carrier and their subcontractors expended, if
any, (14) each carrie;"s level of interaction with subscribers, (15) each carrier’s and thgir subcontractors’
'expenses and profitability, (16) whether each carrier, substitute, and helper had uncompensated “tramning” time,
and (17) whether each carrier, substitute, and helper could take breaks, did take breaks, and why any breaks
were missed. The inevitable result is numerous time-consuming and confusing mini-trials.

Plaintiffs’ inability to establish a manageable method of resolving the multitude of individual issues

inherenf here makes the case unsuitable for class certification.

5% Howard Gunty Profit Sharing Plan v Superior Court, 88 Cal. App. 4th 572, 579-80 (2001) (citing
Kirkpatrick v J.C Bradford & Co , 827 F.2d 718, 727 (11th Cir. 1987)). o

60 See Evans v IAC/Interactive Corp., 244 FR.D. 568 (C.D. Cal, 2007) (finding plaintiffs’ counsel inadequate
for including statements in plaintiffs’ declarations that were false); see also Byes v Telecheck Recovery Servs.,
Inc,173 FR.D. 421, 426-27 (E.D. La, 1997) (plaintiff’s false affidavit “indicates to the court that [plaintiff]
places blind reliance on her attorneys, but even more so, it reflects poorly on the adequacy of counsel”).

! Dunbar, 141 Cal. App. 4th at 1432 (plaintiff must not merely “mention a procedural tool” but “explain how
the procedure will effectively manage the issues™); see Pierce v. County of Orange, 526 F.3d 1190, 1200 (9th
Cir. 2008) (court did not abuse discretion in decertifying damages class and rejecting statistical sampling).
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|| DATED: February 15, 2011

CONCLUSION
The Plaintiffs cannot show that a class should be certified. A properly certified class has a strong

community of interest, but the proposed class is so vaguely defined and diverse that it would include:

. long-term carriers with multiple routes who have been successful entrepreneurs,
. short-term carriers who threw but a single route as unsuccesstul fly-by-night operators,
. persons who never contracted with either The Sacramento Bee or a Large Distributor,
. persons who never contracted with The Sacramento Bee, and for whom no business records
exist for fees paid, expenses incurred, and the days, hours, or type of work they performed,
+ . carriers who contracted only with The Sacramento Bee,
. carriers who contracted only with one or two Large Distributors, none of whom is a Defendant,
. former carriers interested only in money, '
. carriers who contracted with other newspaper companses,
. current carriets wanting to preserve existing arrangements, which would include Named
Plaintiff Renslow, who has no complaints against either The Bee or any Large Distributor,
. carriers who never worked enough hours to qualify for rest or meal breaks,
. carriers who never qualified for seventh-day overtime,
. carriers, including substitutes and helpers, who, during the class penod, never did a ride-along
or otherwise: got “training” with respect to delivery of The Sacramento Bee,
. carriers who almost always used substitutes and helpers, and carriers who never did.

The only thing bputative class members share in common is that they once agreed to help deliver
The Sacramento Bee Accordingly, The Sacramento Bee respectfully requests that the Court strike the

class allegations and permit the Plaintiffs to proceed with their claims individually.

Dean A. Martoccia
Erik B. von Zeipel -
Attorneys for Defendants -
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PROOF OF SERVICE
Ayala, et al., v. Antelope Valley Newspapers, et al.
Court of Appeal Case No. B235484
Supreme Court Case No. S206874

I am employed in the County of Orange, State of California. I am over the
age of 18 and not a party to the within action. My business address is 3 Hutton
Centre Drive, Ninth Floor, Santa Ana, California 92707.

On April 29, 2013, I served the foregoing document(s) entitled:

DECLARATION OF MICHAEL J. WRIGHT
IN SUPPORT OF MOTION FOR JUDICIAL NOTICE
v VOL.IIOFII EXHIBITS 5-13
on the interested parties in this action by placing [ ] the original [X] a true copy

thereof enclosed in a sealed envelope addressed as follows:
SEE ATTACHED SERVICE LIST

[X] BY FEDEX: I deposited such envelope at Santa Ana, California for
collection and delivery by Federal Express with delivery fees paid or
provided for in accordance with ordinary business practices. I am "readily

-familiar" with the firm's practice of collection and processing packages for
overnight delivery by Federal Express. They are deposited with a facility
regularly maintained by Federal Express for receipt on the same day in the
ordinary course of business. :

[X] BY MAIL: I deposited such envelope in the mail at Santa Ana, California.
The envelope was mailed with postage thereon fully prepaid. Iam "readily
familiar" with the firm's practice of collection and processing
correspondence for mailing. It is deposited with the United States Postal
Service on that same day in the ordinary course of business. I am aware
that on motion of party served, service is presumed invalid if postal
cancellation date or postage meter date is more than one (1) day after date
of deposit for mailing in affidavit.

I declare under penalty of perjury under the laws of the State of California

that the foregoing is true and correct. Executed on April 29, 2013, at Santa Ana,

California.

el cidhads

Elena Richards




Avala_ et al.. v. Antelope Valley Newspapers. et al.

Court of Appeal Case No. B235484
Supreme Court Case No. S206874

SERVICE LIST

Sue J. Stott

PERKINS COIE

4 Embarcadero Center, Suite 2400
San Francisco, CA 94111

(415) 344-7000

(415) 344-7050 Fax
sstott@perkinscoie.com

Eric D. Miller

PERKINS COIE

1201 Third Avenue, Suite 4900
Seattle, WA 98101-3099

(206) 359-8000

(206) 359-7338 Fax
emiller@perkinscoie.com

California Court of Appeal

Second Appellate District, Division 4
Ronald Reagan State Building

300 S. Spring Street

2nd Floor, North Tower

Los Angeles, CA 90013

Attorneys for Defendant-Respondent
ANTELOPE VALLEY
NEWSPAPERS, INC.

By FedEx

Attorneys for Defendant-Respondent
ANTELOPE VALLEY
NEWSPAPERS, INC.

By FedEx

By U.S. Mail



