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The Economics Of Independent Contractors 

Law360, New York (February 8, 2016, 11:21 AM ET) --  

A recent wave of lawsuits concerning classification of workers as independent 
contractors has generated tremendous pressure on employers causing them to 
rethink relationships and voluntary contracts. Ambiguities in laws governing 
whether a worker is classified as employee or independent contractor expose 
companies to costly litigation that may result in expensive settlements. For 
instance, in June of 2015, a Fortune 100 company agreed to pay $228 million to 
settle a misclassification claim. 
 
Lawsuits challenging independent contractor status are not isolated to a specific 
industry and affect startups as well as more established companies and some of 
the most recognized brands in the world. These cases pose several interesting 
questions: What is the economic rationale for independent contractors? What is 
an independent contractor versus an employee? Are independent contractors losing economic benefits 
due to misclassification? 
 
Economic Rationale 
 
Economists frame a firm’s choice to use independent contractors or employees in terms of external and 
internal markets. A firm exists to convert resources into products or services for consumption. 
Production cannot occur without the firm incurring costs. Firms attempt to minimize costs of production 
through an efficient economic structure, which can be achieved through internal markets, external 
markets or a combination of both. 
 
The structure of the firm itself is characterized by a series of implicit and explicit contracts subject to 
continuous renegotiation in order to enhance efficient production. A firm could procure all resources 
needed to produce and deliver the final product to the consumer through use of contracts with service 
providers (independent contractors or proprietors) in the open market. 
 
However, if the work to produce the final product requires more team collaboration and supervision 
from management, it may be more efficient for the firm to negotiate contracts that internalize these 
open market service providers and make them employees. This is, in essence, the difference between 
the firm’s choice to use an independent contractor or an employee to produce its output. While some 
resources or services may be efficiently obtained in the open market, others must be transformed and 
managed internally by the firm. It is a matter of incentives and experimentation. 
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While firms make the choice about whether to use external or internal markets, workers also make a 
personal choice about their employment situation. Regardless of whether it is for a full-time or part-
time job, or for work as an independent contractor, the worker enters into an agreement to provide a 
service in return for pay. Similar to the firm, the worker’s decision on whether to enter into such an 
agreement hinges on economic efficiency for the worker. Workers measure efficiency both financially 
and through their preferences of different working arrangements. 
 
For example, rideshare drivers sign contracts that allow them to use software in return for a fee for each 
fare they earn. These contracts do not stipulate when or how often the drivers must work, leaving the 
drivers in charge of their own hours and how much income they can earn. 
 
In rideshare arrangements, the driver may have decided that working as an independent contractor is 
preferable to another occupation or working as an employee driver. Independent contractors need to 
assess if the portion of the fare they receive will cover operating costs: insurance, maintenance and gas. 
 
Does this same portion of the fare generate the revenue needed to cover similar costs associated with 
employee status: health insurance, retirement savings, unemployment insurance, short-term and long-
term disability, social security, and other payroll taxes? 
 
For IRS purposes, independent contractors must impute a wage for personal income taxes that is 
generally the wage paid to an employee in comparable work. That same fare portion returned to the 
independent contractor ought to provide something left over as a profit. 
 
From an economic sense, an independent contractor ought to carefully consider the possibility of 
potential profit before entering into a contract. Further, a driver should decide whether the fluctuation 
of hours and wages is something that they are willing to accept. While some people may be partial to 
more structured employment, a federal study of contingent and alternative employment arrangements 
found that more than eight out of 10 independent contractors prefer their work arrangement to a nine-
to-five job (Bureau of Labor Statistics, February 2005).[1] This survey suggests that a significant amount 
of contractors prefer the flexibility and financial rewards of their work arrangement over the stability 
and structure offered by the traditional employer-employee relationship. Worker preferences for 
amenities and factors such as cost of living and leisure play an important role in predicting labor market 
outcomes and have been studied extensively.[2],[3] 
 
Given this discussion, it may seem surprising that there have been an increasing number of workers 
claiming that they are misclassified as independent contractors. They claim that regardless of the 
contract they signed, they are legally entitled to employer-provided benefits enjoyed by traditional 
employees. In a number of rideshare suits, drivers are claiming that they are misclassified as 
independent contractors and should be reimbursed for expenses like fuel and vehicle maintenance. 
 
Statutory Concepts of Independent Contractor Versus Employee 
 
So how do regulators determine whether a worker is correctly classified as an independent contractor? 
No single definition of independent contractor exists. Instead, employers and regulators use vague 
guidelines and tests to classify workers as employees or independent contractors. 
 
In a series of articles appearing in Law360, Reibstein et al. described the definition of an independent 
contractor from the legal and regulatory perspectives.[4] 
 



 

 

The legal/regulatory perspective is in stark contrast with the economic perspective. For instance, rather 
than considering the use of internal and external markets to explain contracting work, two federal 
agencies provide tests meant to classify a worker as an independent contractor or an employee. The IRS 
uses the “common law approach” to make this distinction, which involves determining whether the 
employer or the worker is the controlling agent. 
 
Alternatively, the U.S. Department of Labor uses the “economic realities” test in their evaluation of this 
question. While the “economic realities” test also takes into account the degree of control each party 
has, it tends to focus on who relies on whom financially in the relationship (see DOL Guidance 2015, 
2016).[5],[6] Although states generally consider either one of these tests when ruling on the 
classification of a worker, they also consider the “ABC rule,” which has aspects from both of the 
aforementioned classification tools. 
 
Increased legal/regulatory effort to circumscribe independent contractor arrangements seems to derive 
from the theory that independent contractors lose substantial benefits relative to employees doing the 
same work. We have already noted that it is unlikely that an independent contractor would enter into 
an arrangement unless all costs were covered as well as an expectation of profit to himself. We next 
examine if employees are better able to obtain economic benefits relative to an independent 
contractor. 
 
Lost Economic Benefits 
 
Plaintiffs claim that because they are misclassified as independent contractors, they are deprived of 
benefits employers must legally provide. Plaintiffs argue they shoulder taxes that should be split 
between the employer and employee. However, these arguments do not acknowledge the fact that 
employees who receive these benefits recognize their costs in lower wages. In other words, regardless 
of whether the law designates the employer as the provider of benefits and payer of taxes, the worker 
will end up paying for them in the form of reduced wages. This situation can be illuminated through an 
investigation of tax incidence, or the analysis of who ends up bearing the burden of a tax. 
 
For example, consider Social Security taxes which are levied on classified employees and independent 
contractors. A 2015 update to Social Security taxes requires that employer and employee each pay 6.2 
percent on earnings up to $118,500, while the self-employed (including independent contractors) pay 
12.4 percent on earnings up to $118,500. In this case it seems that employers have an overwhelming 
incentive to misclassify their employees as independent contractors in order to avoid a 6.2 percent 
Social Security tax, among other taxes. 
 
While it may seem as though the independent contractor is getting a raw deal because they are forced 
to pay these taxes that the employer “shirks,” regardless of who is nominally responsible for the tax, 
economists agree that the burden of payroll taxes falls exclusively on the worker in the form of lower 
wages. That is to say that while the law states that employers must pay 6.2 percent, they pass this 
amount dollar per dollar onto the worker. This same logic can be applied to other benefits workers claim 
they lose because of misclassification. Economists have found all taxes and employer-provided benefits 
are in fact paid for by employees. 
 
In the case of employer-provided health care plans, Jonathan Gruber, the architect of the Affordable 
Care Act, found that the real burden of employer-provided health care was on the employee in the form 
of reduced wages (Gruber 2001).[7] As a side note, recall that employer-provided health care became 
popular during World War II when employers granted health care coverage and expanded benefits as a 



 

 

way to get around wage and price controls and reward employees in lieu of pay. 
 
Economists widely agree that workers pay the full costs of taxes and employer-provided benefits directly 
or through reduced wages: 
 
Health Insurance 

 “ ... health insurance is not a gift, but something employees pay for with 
reduced wages. Even the most generous employer cannot very long pay its 
employees more than the value of what they produce” (Congressional Budget 
Office).[8] 
  

 “ ... the costs of health insurance are fully shifted to wages” (Jonathan 
Gruber).[9] 
  

 “This study has found strong evidence that workers pay for their health costs in 
the form of reduced compensation” (Louise Sheiner).[10] 
  

 “The cost to employ any worker in terms of total compensation is the sum of 
cash wages and fringe benefits. Employers will offset increases in labor costs 
from providing health insurance by shifting cost to workers through lower 
wages” (Anna D. Sinaiko).[11] 
  

General Payroll Taxes 

 “Most analysts conclude that both the employee’s and employer’s share of 
payroll tax is borne by the employee” (Joint Committee on Taxation).[12] 
  

 “[The] CBO assumes — as do most economists — that employers’ share of 
payroll taxes is passed on to employees in the form of lower wages than would 
otherwise be paid” (Congressional Budget Office).[13] 
  

 “Individuals pay high payroll taxes — directly and through forgone wages ... ” 
(WSJ Commentary, Martin Feldstein).[14] 
  

 “ ... payroll tax is born entirely by the wage earners” (Okner and Pechman).[15] 
  

Social Security 

 “Social Security is treated as either exclusively or predominantly as a payroll tax 
on labor ... ” (Davies, St-Hilaire and Whalley).[16] 
  

 “This [his analysis] shows a direct and complete trade-off between the basic 
wage and the tax per worker, or a 100 percent shifting of the tax burden at the 
expense of labor’s basic wage ... the presence of a payroll tax on employees 
tends to reduce the wage in dollar by roughly the amount of the tax” (John 



 

 

Brittain on Social Security Payroll Taxes).[17] 
  

Overtime Pay 
 
Overtime pay is also the focus of numerous misclassification lawsuits. Much like the economic rationale 
illustrating the equality in real pay between independent contractors and employees, the same intuition 
can be used to illustrate the trade-off that occurs when employers are forced to pay hourly wages and 
overtime to once salaried workers. 
 
Take for example a recent reclassification of workers by an international technology giant, where 7,000 
salaried and technical support workers were reclassified as eligible for overtime as part of a settlement. 
Base pay was cut by 15 percent, leaving the total earnings of workers unaffected.[18] 
 
To explore further, consider the fixed-job model of employment, where parties negotiate an 
employment contract that covers both wages and hours worked. In this type of situation, hourly wages 
depend partly on how many hours an employee works, including overtime hours. However, employers 
and employees only concern themselves with total hours worked and total pay for those hours, not 
wages.[19] This model predicts that employers respond to higher overtime costs by reducing regular 
wages, in turn leaving total earnings unchanged. 
 
The economic intuition is supported by economists from both sides of the ideological spectrum who 
recognize that employers offset all or almost all of the cost of overtime premiums with lower base 
wages: 

 David Bell and Robert Hart (2003) examined labor market data from Great 
Britain, where they found that the average British firm pays a 28 percent 
overtime premium. They further discovered that these companies in turn pay 
lower base wages and that average hourly earnings remain constant regardless 
of how many hours of overtime employees work.[20] 
  

 Stephen Trejo (2003) examined overtime and hours using data on average 
overtime hours by industry between 1970 and 1989 where he concluded that 
his “finding is consistent with a model of labor market equilibrium in which 
straight-time hourly wages adjust to neutralize the statutory overtime 
premium.”[21] Trejo (1991) also examined data on household pay and earnings 
from the 1970s. He concluded that employers offset roughly half the cost of 
overtime requirements through lower base wages.[22] 
  

 Mikal Skuterud (2007) examined the effect of a Canadian law reducing the 
overtime threshold for nonunion hourly workers from 44 to 40 hours a week. 
Consistent with the definition and results of the fixed-job model, he found no 
effect on the overtime hours worked by women, no increases in employment 
rates, and lower base wages for employees working more than 44 hours a 
week.[23] 
  

 Kuroda and Yamamoto (2012) examined managers during the most recent 
economic recession. They found that even in periods of recession, overtime-
exempt employees earn the same average hourly pay as overtime-eligible 



 

 

employees. They also found that in response to court decisions granting 
overtime eligibility to name-only managers at a major fast food chain, the 
restaurant cut their base salaries by an amount that offset the exact amount of 
the increase.[24] 
  

 Recent research from Anthony Barkume (2010) updated Trejo’s 1991 work using 
data from the 2000s. He concluded that employers offset 80 percent of new 
overtime costs with lower base wages.[25] 
  

Conclusion 
 
It would appear that independent contractors are able to be at least as well-off financially as their 
employee counterparts. All employer-provided benefits are paid for by employees themselves either 
directly or in reduced wages. The overtime issue is similar. Employers forced to pay hourly rates plus 
overtime instead of salaries will adjust pay rates so that compensation is the same. Meanwhile, 
independent contractors enjoy the ability to exercise greater control over their work arrangements. 
 
—By Charles Diamond, Ph.D., Peter Cahill and William Crowley, Charles River Associates 
 
Charles Diamond is a vice president in CRA’s New York office. Peter Cahill and William Crowley are 
analysts in CRA’s New York Office. 
 
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
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