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COMPREHENSIVE INDEPENDENT CONTRACTOR (C.I.C.) BUSINESS MODEL:
AN OPTION WHOSE TIME HAS COME Sity 2009©
by DAVID SITY, CPA
 
Bankruptcy or financial survival:  this is what independent contractors could mean to many American businesses in the economic reality of the new millennium.  Yet, the concept still raises a specter of myths and stereotypes in the minds of many business leaders.  

This article will present some of the myths and realities about independent contractor status.  It will also include a sample cost-benefit analysis comparison. 

OVERVIEW


Many businesses already utilize independent contractors in a wide array of capacities.  The current employee-based model will continue to flourish, even though that model will incorporate an increasing number of independent contractors.  Department of Labor statistics predict a steady increase in the number of independent contractors in the near future. (1) (2) (3)  

If set up properly, a solid “Comprehensive Independent Contractor (C.I.C.) Business Model” might save a large, multinational corporation millions, and possibly billions, of dollars.  Misclassification can prove to be a financial Armageddon.  


Conceptually, a true “Comprehensive Independent Contractor Business Model” is quite different from an employee-based business model.  It is based on a simple concept:  there are no employees.    It is not necessarily a temporary employment situation.  Each and every position can be filled by a genuine independent contractor.  Each independent contractor must comply with the federal Twenty Common Law Factors as well as with an additional set of specific independent factors.  


 
A “Comprehensive Independent Contractor Business Model” (C.I.C.) might not be the best fit for every business; however, it can prove to be a cost-saving, counter-balancing option for many businesses in the future.  Naturally, there are businesses which might be better off by simply turning over a few operations to independent contractors.  However, in some cases, this “C.I.C. Business Model” might save a business from bankruptcy, preserve the jobs of workers, and enable a consulting or public accounting firm to retain an established client.  


As for clients already facing bankruptcy, it is sometimes possible to turn loss into opportunity.  Indeed, the one scientific experiment that goes awry often proves to be more valuable than the ninety-nine which produce expected results.  Bankruptcy and the restructuring process can sometimes furnish new opportunities unthinkable under better circumstances.  It is wise to seize fresh opportunities seldom presented outside a marginal window of time and chance.  The use of independent contractors could prove to be one of those opportunities.

 
Every business leader should be given the opportunity to assess the pros and cons of this option.  Consulting and public accounting firms should be willing and able to present their clients with all available legal alternatives to financial problems.  They should also be equipped to offer a complete range of services.  Conversion operations can easily complement other services a firm already offers.
GLOBAL ECONOMIC FACTORS


In regard to foreign labor markets, the Chinese often employ slave labor practices while some Chinese workers literally work for no wages/benefits whatsoever.  Child labor and exploitation is rampant in such countries as India, Pakistan, Indonesia, etc.,.  How does our nation compete with this type of unfair competition? (1)(2)

A sliding trade imbalance, a rising federal deficit, and a declining U.S. dollar are all connected to competitive global markets. (2)   Multinational markets have served well to create a myriad of new products, services, and supplies to meet increasing consumer demand.  These markets have subsequently stimulated fiscal circulation.  

They have also served to converge upon U.S. national self-sufficiency and sovereignty.  Economic revival could be hindered by a “jobless recovery” (which is somewhat of an oxymoron and contradiction in terms).  The use of a “C.I.C. Business Model” serves to keep American jobs at home and restore a favorable balance of trade overseas. 
HISTORY & BACKGROUND

The current Employee-Based Business Model started out innocently enough.  During World War II, businesses were having trouble attracting and retaining qualified workers.  So, they offered benefits, such as insurance, to attract these workers.  This became a type of silken spider web.  No one stopped to consider all sides of a spider web are sticky.  Eventually, many businesses became committed to paying unaffordable pension and health care costs.  

Certain businesses also found they had blackmailed themselves into accepting ever increasing union demands and occasional extortion.  General Motors and Chrysler are the most notable examples of public failure resulting from excessive benefit costs.  


In November 2009, Ford announced it had a third quarter profit of $997 million.  With this information in hand, UAW members voted overwhelmingly against a contract which would have instituted a limited “no-strike” clause and brought wages into line with those at General Motors and Chrysler.  Little was gained by the seventy to seventy-five percent of UAW members who voted against the contract offer.  

  In a similar fashion, Ford could soon face the same fate as GM and Chrysler.  Ford employees could experience the same illusionary gains experienced by GM and Chrysler workers.  At those two automakers, bankruptcy has separated many of these qualified employees from their silken spider webs.  Financial collapse has tossed many employees onto the streets with little recourse or assurance for the future.  Those employees who were retained also experienced severe pay cuts anyway.  These massive, silken spider webs actually lulled employees into a false sense of security.


One option attractive to qualified workers might include allowing independent contractors, executive or otherwise, to receive negotiable stock options as part of their contracts.  As with Microsoft, the equitable distribution of stock options between “employees” and “independent contractors” only becomes an issue if comparable factors are deemed to exist between the classifications of “employee” and “independent contractor.” (4)  After agreeing to pay back taxes based on an IRS audit, Microsoft effectively admitted its control over independent contractors was consistent with its control over employees.  This is only one of the Twenty Common Law Factors.  


Once Microsoft agreed with the government regarding classification and back tax payments, the newly reclassified employees were legally entitled to back pay in the form of stock options.  More recently in 2007, a similar case occurred. (4)  FedEx attempted to employ two classes of drivers:  employees and independent contractors.  The IRS determined the control factors over the employees and independent contractors were comparable in nature.  Therefore, the two categories were not held to be mutually exclusive of one another.  A strategized introduction and proper setup of a “C.I.C. Business Model” vastly reduces the subjectivity of interpretation of the Twenty Common Law Factors.
Anytime a business hires independent contractors to perform tasks which are comparably defined as being similar to tasks performed by employees, the risk of violating the Twenty Common Law Factors is high.  In terms of broader legal application, the issue would have more to do with consistency and control rather than any specific allocation of stock options.
CURRENT TRENDS


The “C.I.C. Business Model” also serves to avoid government mandated rationing of executive compensation by fiat.  It minimizes government interference in a company’s internal decision-making process.  Federal “Czars” would have less control over these external contractual decisions.  It is anyone’s guess as to how far-reaching the influence of the “Pay Czar” might eventually extend.  The new “Job Czar” might soon regulate any business holding government contracts or any business deemed “financially essential” to the U.S. economy.  


The government has already violated contractual obligations regarding compensation for corporate executives working for companies which received taxpayer “bail-out” money.  Federal authorities have refused to honor their agreement with executives to supplement salaries of one dollar per year with end-of-year bonuses.  Independent contracts are more likely to be honored since the relationship between an independent contractor and a company differs substantially from that of an employee to a company.    


Individualized designer contracts allow both businesses and independent contractors to customize or tailor contracts to meet the unique needs of all parties concerned.  Generic, “one-size-fits-all” contracts are passé.  It is possible for a business to limit conversion to only one group, such as executives, for example.   


Hiring, compensation, and benefit decisions as well as the terms and length of employment are left to executive management discretion vis-à-vis the acceptance or rejection of an independent contractor’s competitive bid.  These bids might be either individual or organized.  Of course, executive decisions will vary according to labor costs and other operating needs.


Everyone from the CEO to front-line managers to janitors to clerks to factory workers can be classified as independents, providing their actual job activities comply adequately with the Twenty Common Law Factors.  Current outsourcing, job-sharing, and work-at-home trends can coincide well with these activities. (1)  For example, both working mothers and stay-at-home moms welcome flexible options.


A “C.I.C. Business Model” diminishes hiring reductions resulting from uncertainty surrounding the fluid government healthcare debate.  The overall cost of Medicare proved to be nine to ten times greater than that of its original estimates.  Based on this history of government administration, we can look forward to a trillion dollar government estimate for a public option turning into a ten trillion dollar expenditure.  If a national healthcare system is implemented, a “C.I.C. Business Model” also removes this enormous expenditure for healthcare from the business sector.


Seven of the myths surrounding independent contractors include:
Myth #1
Conversion to independent contractor status is too risky. 

The biggest legal risk is misclassification of independent contractors with whom the client has already contracted.  Misclassification of status and mistakes in complex compliance procedures could easily cost a large business tens of millions of dollars, and a multinational corporation possibly even billions.  This is a preventable problem.  As for those states having more onerous anti-independent contractor laws than the federal government, legal means to deal with such laws certainly exist.*  These legal means would also address federal compliance.


There are additional independent factors outside of the Twenty Common Law Factors which the IRS considers.  These other factors apparently have little technical legal bearing, yet they remain extremely important to a client’s overall legal position.  While relatively inexpensive methods exist to implement these factors, precise planning is crucial.  Correct utilization of these independent factors is imperative because they strengthen a client’s general legal status by reducing government “wedge” issues.  


In addition, businesses relying on the “Safe Haven” provisions in Section 530 of the Revenue Act of 1978 might soon find they are not as safe as they thought. (5)  (6)  When President Obama was a U.S. Senator, he introduced legislation in 2007 to totally eliminate the “Safe Haven” provision. (5)  (6)  There has also been recent discussion regarding a potential increase in the payroll tax.

When a company utilizes independent contractors, third-party union lobbying efforts and costly challenges from union-paid litigation are also no longer considerations.  The singular voice of union representation can not always necessarily reflect the diverse opinions and needs of its membership and collective constituencies.  By law, independent contracts are exempt from third-party interference.

Independent contracts are by definition less easily abrogated by the government than traditional employee contracts.  This is because Congressional legislation would be required to void the Uniform Commercial Code.  

Myth #2
Conversion to independent contractor status is too new and untried. 

The current employee-based system is neither new nor untried.  It has lead to bankruptcies and many of the economic problems we now face.  It is time to try something new.  Productivity must increase, not merely stagnate, if America wishes to be globally competitive.  

Independent contractors are not really new.  They have been around since Biblical times and as long as there have been covenants or contracts between individuals.  Independent contracts work because they are advantageous to the mutual benefit of all concerned parties.

Myth #3
Conversion to independent contractor status is too costly. 

What is the cost of going out of business?  Specific simple and inexpensive methods exist to manage risk.  I have developed a set of specific guidelines to address the costs and risks of implementation.  (Please see the sample cost-benefit analysis/comparison at the end of this article.)

Proper implementation is comparatively cost effective in relation to ignoring compliance.  The cost of implementation would not compare to that of projected future labor expenditures.  Annual aggregate savings resulting from conversion to a “C.I.C. Business Model” would exceed combined initial and long-term cumulative conversion costs.  


The reason is quite simple.  The whole point of using independent contractors is to reduce costs per worker and to obtain a higher quality and/or quantity of work, increasing productive output.  Therefore, the financial ability to hire more workers and produce products or services at lower cost is enhanced.  Profit margins subsequently increase with expanded output and production.  This occurs in direct proportion to efficient use of labor.

       Creating a “C.I.C. Business Model” for a specific industry requires a team effort.  Initial conversion costs involve planning:  retaining independent contractor specialists, operational and organizational specialists, and tax and legal professionals.  Actually, there are only long-term conversion savings.  That is the whole point;   generating sufficient savings allows a business to continue operating.  In a “C.I.C. Business Model,” a company is put out of the employee-benefit business.  


The vicious cycle of high ancillary employee labor costs and turnover rates can be ended with proper independent contractor procedural compliance.  The excessive, financially destructive costs related to health insurance, unemployment taxes, frivolous discrimination lawsuits, vacation pay, sick leave pay, pensions, Social Security taxes, Medicare taxes, and other employee-related expenses no longer exist.  Union strikes do not shut down a company for weeks or months at a time, so businesses do not have to interrupt the efficient flow of resources.  This allows a business to hire and retain a sufficient number of workers and to remain solvent.  

Myth #4
Conversion to independent contractor status is too cumbersome. 

What is cumbersome is the current employee-based system.  Is there anything more cumbersome than government bureaucracy imposed upon a business?


Complex areas of independent contractor conversion reside within the planning stages.  Designers will need to simplify the operational plan for all levels of labor and management.  If implementation is done properly, the time frame is relatively minimal.  However, full implementation could take up to one year.  


Conversions must follow a detailed plan.  Haphazard or inconsistent planning or implementation of a conversion plan is illustrated by the unfortunate experiences of FedEx (2007) and Microsoft (1990). (4)  Currently, the majority of businesses using independent contractors are applying the concept haphazardly and/or inconsistently.  This situation allows the IRS and state revenue departments to exploit the dark side and convert workers to employee status at considerable expense to business, workers, customers, and shareholders.  On the other hand, if a “C.I.C. Business Model” is applied properly, there is nothing on which the IRS or state revenue departments can hang their onerous rules.   

Myth #5
The average worker wants a union and will never accept independent contractor status.  Employee status is security.

  This might have held true back in the fifties.  Contemporary trends suggest otherwise. (1)(2)(3)  Genuine security in the new millennium will arise from a worker’s independence in strategizing his own negotiation within a rapidly transitioning corporate structural environment.  At the time of this writing, the federal government claims the unemployment rate is 10.2% and scheduled to go higher, while some economists estimate actual national unemployment figures to be closer to 20%.  In many union-controlled states, unemployment rates are 25% or higher.  

The largest unions have rejected a symbiotic relationship with business, just as in the past, businesses had rejected a symbiotic relationship with workers.  As with General Motors and Chrysler, the old scenario known as “killing the goose which lays the golden eggs” has taken the forefront.  Unbridled union demands have destroyed employee jobs and livelihoods, rather than saving them.  

Myth #6
Only traditional employment status prevents rampant worker exploitation.  

The worst form of financial employee abuse is called bankruptcy.  This abuse results in employees losing their jobs, incomes, livelihoods, health insurance, pensions, and retirement savings.  A true “Comprehensive Independent Contractor Business Model” is designed with a symbiotic business-worker relationship in mind.  

Some businesses might be tempted to emulate the example set by telephone book distributors.  Temporary independent contractors are paid as little as seventeen cents per address to deliver telephone books.  This is not even half of what the post office charges for delivering a one ounce letter.  Attempting to implement any wide-scale “telephone book distribution model” on a long-term basis would be an open invitation for new government regulation.  You can rest assured this “telephone book distribution model” would not go unnoticed by government officials, and a new round of regulatory fervor would ensue.   



Comparatively speaking, American shortcomings pale relative to foreign exploitation of slave labor.  Increased American employment serves to diminish the demand for foreign slave labor.
Myth #7
If a business converts to one hundred percent independent contractor status, it will lose good workers and be unable to compete in the global marketplace.  (1)(2)

According to experts, independent contractors are generally more likely to be college-educated, self-reliant, motivated, and responsible for managing their own financial well-being. (1) (2) (3)  A business which attempts to use a “C.I.C. Business Model” as only a method of temporary employment could lose quality workers.  However, the utilization of long-term, organized bids combined with direct, individualized negotiations with independent contractors has been shown to enable businesses to retain their best qualified and most experienced workers.  

Offering negotiated stock options and other incentives as part of an independent contractor agreement is one option which can increase worker retention, while such packages also attract higher qualified workers.  Businesses can still retain these workers at a lower overall cost.  Also, both labor and management can maintain their independence, autonomy, flexibility, and latitude to negotiate.  Finally, any number of alternative options to traditional company benefits already exist and only need to be implemented by independent contractors. 


Workers will be loyal to themselves and to their own self-interest.  In order to further that self-interest, they often have an intense desire to remain with a company and see it succeed.  The loyalty of an independent contractor is to the company rather than to any specific manager.  Therefore, their ultimate loyalty is to the shareholders.  The “Comprehensive Independent Contractor Business Model” is democratic, yet competitive, extremely flexible, and dynamic. 
COST-BENEFIT ANALYSIS IN A GOOD ECONOMY


  For businesses concerned with taxes and government regulations, there is an additional benefit.  Traditional employees are insulated from recognition of the true cost of government tax and regulation.  Specifically, the full impact of taxation is hidden via the insidious tax withholding system.  


As business owners, independent contractors are not insulated because they pay both components, or halves, of employment tax.  Consequently, they can directly witness the full extent and impact of taxation upon their income as they measure both sides to the equation.  Regular employees cannot miss money they have never seen except in the form of a seemingly meaningless figure on a pay stub.  



Please refer to the end of this article for a sample cost-benefit analysis in a good economy.  This cost-benefit analysis is based upon estimates in a healthy economy.  These estimates present a more conservative breakdown than that from those found in an unhealthy economy.  In an unhealthy economy, business savings would actually be more substantial due to greater competition for employment.
SUMMARY

Utilization of a “C.I.C. Business Model” can empower American businesses to compete globally. (2)   Rather than outsourcing jobs to foreign countries, utilization of independent contractors might be one of the few remaining avenues allowing American companies to compete within the multinational marketplace.  

Currently, businesses are losing their best qualified and most experienced workers.  In 2009, poor economic conditions resulted in a record number of bankruptcies and employee layoffs.  Under a “C.I.C. Business Model,” worker-related costs are lower, so more workers retain employment.  This is because all positions are open for either individual or organized competitive bid.  Competition attracts a better, more educated worker. (1)  This results in better products and services for the consumer as well.  Shareholders also benefit.

Capitalism works.  A “Comprehensive Independent Contractor Business Model” is not only predicated upon economic and market competition between corporate franchises and industries, but also upon fair competition for the means of production as well:  that is, labor itself as expressed in terms of individual merit.  Neither management nor labor can maintain an unfair advantage over the other by exploiting exclusive monopolies, not if America is to compete in the world today.  Competition generates from within.  Internal frameworks parallel market competition.  The corporate model itself is a microcosm of the free marketplace, as well as a reflection of the workplace.  Levels of competition complement one another.

The multiple challenges of the new millennium will require the increasing use of independent contractors. (1)(2)(3)  An expanded role for the full-service consulting or CPA firm requires the ability to provide clients with a wide-ranging spectrum of service options which should complement one another.  This means presenting businesses with all their options, both pro and con.  This also requires members of consulting and CPA firms to be knowledgeable in far more than just the Twenty Common Law Factors.  

Once a client has been informed of the clear and consistent facts available, then he must make the final decision.  There is no need to sell the idea to a client; the financial data and expertise of a CPA or consulting firm should speak for itself.  Examples of successful conversions can be utilized as models for smaller companies struggling with employment issues.

In conclusion, the initial implementation of a “Comprehensive Independent Contractor Business Model” requires some acclimation, but it is essential for American business to evolve beyond the stratified management-labor relationships of the past.  When the climate changes rapidly, failure to evolve promptly usually results in mass extinction of those species least suited to survival.  This is better known in anthropological circles as punctuated equilibrium, growth in spurts.  

The climate has changed for the American people and American business.  The questions are:

1. How will American business evolve to address the change? 
2. Will American business have time to acclimate?

Will America devolve to implement the temporary, opportunistic model, as illustrated by the telephone distribution example cited earlier?  Or, will America evolve to recognize there is a necessary, symbiotic relationship between workers and business?  
During the Great Depression in the 1930’s, Americans did not recognize this relationship.  As a result, both management and labor overreacted to the detriment of all concerned.  When workers requesting unemployment benefits marched on a Ford plant in Detroit, Ford called in security guards and police who fired upon the crowd.  The result was some sixty thousand people thinking seriously about becoming Communists and simply taking over all American business.  This incident occurred within the heartland of the United States.  
Past conflicts often resulted in violence.  Today, such conflicts are more likely to translate into the form of unrealistic and uncompromising union demands.  Recognition of a symbiotic relationship reduces the risk of overreaction and coercion.  These types of conflicts can manifest themselves in a variety of ways. 
Future actions of the federal government are also unpredictable within the current political environment.  One thing is certain:  those businesses shackled to static modes of operation will no longer remain serious contenders for expansion within the future global marketplace.
In order for a “Comprehensive Independent Contractor Business Model” to make a business successful, the relationship between labor and management must be cooperative.  To remain in business, business must be fair to workers, and workers must recognize there are financial limits to what a business can afford.  Properly and fairly applied, rules will benefit everyone and expand the “economic pie” for the entire country.  Consistent with this, those firms offering their clients premium quality service will assume leadership positions in the twenty-first century.
*These particular legal details could be explored in greater depth within another forum outside this article.
David Sity is a CPA (WI) who worked as an Employment Tax Specialist with the IRS for over fourteen years.  Mr. Sity has developed a set of specific guidelines which can be expanded for use in any number of businesses or industries.   Any consulting or CPA firm interested in his services for:

1.  the determination of employment status of workers for its        business clients, or;
2. worker conversion, or;
3. the initiation and application of a “Comprehensive Independent Contractor Business Model,” or;

4. operational/re-organizational analysis  for its clients, or;
5. commercial editing; 

may contact Mr. Sity, CPA at:

AalborgSity@gmail.com
	SAMPLE COST-BENEFIT ANALYSIS/COMPARISON IN A GOOD ECONOMY

	This example will assume 1000 employees are receiving an average wage of $100,000.
	

	For simplicity, the maximum Social Security wage is assumed to be $100,000.
	
	

	HR related costs are estimates.  Actual costs will vary.  I.C. costs are based on supply and demand.**

	
	
	
	
	 
	
	
	

	
	
	Costs to business   
	
	Costs to business
	

	Description
	AS EMPLOYEES
	        AS INDEPENDENT CONTRACTORS

	Regular pay
	$92,307,692 
	
	Gross Pay
	
	
	

	Est. Sick Leave - 2 weeks
	$3,846,154 
	
	Regular Pay (assume $30/hour)
	$62,400,000 

	Est. Vacation time - 2 weeks
	$3,846,154 
	
	 [Could range from $15-$30/hour]
	

	Gross Pay [est. $48/hour]
	$100,000,000 
	
	Sick Leave & Vacation Time
	I.C.'s expense

	Employer share: S.S/Medicare
	
	
	  S.S. & Medicare
	
	

	[$100M x 7.65% =]
	$7,650,000 
	
	[7.65% x 2 x gross pay =]
	I.C.'s expense

	State Unemployment Comp.
	
	
	
	
	
	

	[$7,000 x 1,000 x 2.5% =]
	$175,000 
	
	State UC
	
	
	$0 

	Federal Unemployment Comp.
	
	
	
	
	
	

	[$7,000 x 1,000 x .08% =]
	$5,600 
	
	Federal UC
	
	
	$0 

	Payroll Processing Costs
	
	
	
	
	
	

	[$1 x 26 payments x 1,000] =
	$26,000 
	
	Vendor Pay processing costs
	

	H.R. Costs to comply with
	
	
	[$.10/ payment x 26 x 1,000]
	$2,600 

	  Federal/State regulations
	
	
	H.R. Contracting Costs
	
	

	$10 per each $10,000 in pay
	
	
	 [$100/year x 1,000 =]
	
	$100,000 

	[($100M/10,000) x $10 =]
	$100,000 
	
	
	
	
	

	Health Insurance
	
	
	Health Insurance
	
	I.C.'s expense

	[$500 x 12 months x 1,000 =]
	$6,000,000 
	
	
	
	
	

	Pension
	
	
	
	Pension
	
	
	I.C.'s expense

	[$200 x 12 months x 1,000 =]
	$2,400,000 
	
	
	
	
	

	Worker Comp. Insurance
	
	
	Worker Comp. Insurance
	
	I.C.'s expense

	Assume $5 per $10,000 in pay
	
	
	
	
	
	

	[($100M/10,000) x $5 =]
	$50,000 
	
	
	
	
	

	Term Life Insurance
	
	
	Term Life Insurance
	
	I.C.'s expense

	Assume $1 per $10,000 in pay
	
	
	
	
	
	 

	[($100M/10,000) x $1 =]
	$10,000 
	
	
	
	
	 

	Disability Insurance
	
	
	Disability Insurance
	
	I.C.'s expense

	Assume $.10 per $10,000 pay
	
	
	
	
	
	

	[($100M/10,000) x $.10 =]
	$1,000 
	
	
	
	
	

	TOTAL BUSINESS COSTS
	$116,417,600 
	
	TOTAL BUSINESS COSTS
	

	
	
	
	
	  [At $30 per hour]
	
	$62,502,600 

	
	  [At $15 per hour]
	
	$31,302,600 

	
	
	
	
	
	

	
	
	   
	

	.
	             
	 


POTENTIAL SAVINGS RANGE**:  $53,915,000 to $85,115,000
** Savings will vary from job to job, business to business, and industry to industry.  In a good economy, the bid price could approximate an employee’s average salary.  In a bad economy, the bid price would be substantially lower.
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