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Statement of the 
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U.S. Senate Committee on Health, Education, Labor and Pensions 

“Payroll Fraud: Targeting Bad Actors Hurting Workers and Businesses” 

November 12, 2013 

 

The Campaign for Quality Construction (CQC) is comprised of the six leading construction 

specialty trade associations, which together represent industries comprised of more than 27,000 

contractor firms that perform mechanical, electrical, sheet metal, plumbing, air conditioning, 

steel erection, trowel trades, painting, glazing, flooring and related work. 

 

The CQC is actively involved at all levels of public policy to ensure that construction owners and 

taxpayers receive full value for their construction dollar and urges the Congress to take strong 

action on behalf of taxpayers and legally compliant employers who are at a competitive 

disadvantage because they cannot compete with bad actor employers who commit payroll 

fraud and otherwise engage in various schemes to evade tax and employment law by 

misclassifying their employees.     

 

Independent contractors play a vital role in our economy but too many employers are able to 

game the system and evade labor, employment, and tax laws by taking advantage of the many 

loopholes in current law. Employee misclassification schemes in construction have nothing to do 

with career enhancement or individual entrepreneurship, but rather everything to do with unfair 

low-wage competition.   

 

Federal laws and policies should be reformed to favor law abiding companies. Stronger 

employment and tax laws at the state and federal level with more effective enforcement should 

be enacted to eliminate the current competitive advantages for those who abuse the system to 

line their own pockets at the expense of their competitors, of the government and the taxpayer 

and of workers. 

 

Payroll Fraud, Employment Misclassification Schemes Highly Prevalent in Construction 

 

Unfair and abusive employment practices are widely acknowledged by public policy experts to 

be epidemic in the construction industry.  Construction projects are temporary by nature, engage 

multiple levels of contractors and subcontractors, and employ a highly mobile workforce, all of 

which combine to make the industry especially vulnerable to abuse.  Ever-evolving schemes give 

unscrupulous employers a huge advantage in a highly competitive, head-to-head bid industry.  

 

As early as 1984, an Internal Revenue Service study found overall, 15 percent of employers 

misclassified their employees, but the rate was 19.8 percent in construction.  A U.S. Department 

of Labor Employment and Training Administration study reported $198 million tax loss annually 

due to misclassification.  That study noted that the construction industry was a major offender. A 

2005 study conducted in Maine reported that 14 percent of construction employers misclassified 

workers while in other industries it was 11 percent. In Massachusetts, a 2004 study showed that 

misclassification in construction was calculated to be at 24 percent, higher than all other 

industries by six percent. Significantly, in 2008, a Michigan study showed 26 percent of 

construction employers misclassifying their workers.  The same study showed that construction 

employers engaged in payroll fraud through other schemes more frequently than other 

employers. State studies and task forces repeatedly show illegal employment practices to be 

significant in the construction industry.     
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Misclassification/Classification Schemes: A Calculated Business Decision   

 

Businesses that avoid properly classifying workers as employees do not have to pay 

unemployment insurance taxes, workers’ compensation premiums, or the employee’s portion of 

Social Security and Medicare taxes.  Additionally, they do not pay or withhold payroll taxes on 

behalf of their employees. It is estimated that businesses can save at least 30 percent in labor 

costs by using misclassification schemes, but in the end they are simply committing payroll 

fraud. 

 

Legally compliant employers abide by federal and state labor laws, including the Fair Labor 

Standards Act. They abide by minimum wage and overtime laws, and are more likely to provide 

benefits such as vacation and sick leave, health care coverage and retirement.   

 

CQC employers maintain high wage and benefit standards.  They embrace a system that includes 

training, health and welfare benefits, pension benefits, and career advancement training as a way 

to ensure an adequate supply of highly-skilled trade persons who are compensated and classified 

correctly as employees. Trending misclassification schemes threaten to degrade the quality of 

high workforce standards in the vitally important construction industry.   

 

As further evidence that employers are deliberately trying to avoid tax and employment law, one 

can see how business owners are stretching the law in creative ways.  No longer do firms simply 

misclassify employees as independent contractors.  Firms in construction and other industries use 

labor brokers, form LLCs so that employees become owners filing not a 1099 but a K1, establish 

sophisticated check cashing schemes, and require workers to purchase a shell franchise.    

 

While CQC contractors adhere to ethical employment relationships and practices, they are 

increasingly forced to compete in the private and public market against unlawful, unethical 

companies that deliberately engage in payroll fraud to gain an unfair competitive advantage.  

 

Misclassification and Fraud Cost All Levels of Government Needed Revenue    

 

The federal government has budget deficits and has an increasing responsibility to collect owed 

revenue. Addressing payroll fraud is not about increasing taxes, it is about increasing 

compliance.  It is not a union versus non-union issue; it is about going after the bad actors.  It is 

estimated that independent contractors under-report their income by about 30 percent.  Those 

workers paid off-the-books are unlikely to report their income at all. 

 

Paul Alexander, Strauss Engineering, Stafford, Texas, wrote in a letter to the Governor of Texas 

when the Texas State Legislature was considering legislation to address the problem in the 

construction industry, “They break the law to underbid law abiding contractors like me, and to 

add insult to injury, I am subsidizing those who are gaming the system with impunity.”  Mr. 

Alexander’s point is that the lawful business owner pays a double penalty through lost economic 

opportunity and then again as a taxpayer because higher taxes and premiums are levied to make 

up for the dollars lost to the government and the community.   

 

Government and academic studies estimate that the federal government loses at least $3.5 billion 

annually on average.  State studies show a much higher figure. These serious budget issues 

cannot be ignored. Texas loses $35 million each year in unemployment taxes alone as a result of 

improper classification.  Maryland estimated it was losing $20 million or more in unemployment 

taxes due to misclassification.  Ohio did a comprehensive study and found it was losing $35 
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million a year in unemployment taxes, $103 million a year in workers’ compensation premiums, 

and $223 million in lost state (not including federal) income tax revenue.   

 

Solutions:  States Alone Cannot Change the Trend; The Federal Government Must Act 

 

The federal government and the states need the most effective tools possible to go after the bad 

players. Business owners who commit payroll tax fraud rely on lax state and federal enforcement 

to cheat the government and taxpayers and that ultimately disadvantages lawful contractors.  

 

Some 37 states have addressed the problem at some level. A large percentage of the state laws 

passed deal directly with the construction industry.  But it is not enough; states alone cannot fully 

address this problem. It should be noted this is a problem growing in scope and tactics. It is a 

growing problem in janitorial services, trucking and language interpretive services. Employers 

are resorting to creative schemes to avoid paying federal Social Security and Medicare and 

unemployment taxes, while also avoiding overtime pay, state unemployment taxes, and workers’ 

compensation premiums.    

 

CQC supports many of the recommendations in an August 2009 Government Accountability 

(GAO) report on ensuring detection and prevention of misclassification.  Studies show an 

epidemic rise of worker misclassification with some reports stating as many as 30 percent of 

businesses are engaging in payroll fraud.  Others suggest it could be higher when new schemes 

are included. 

 

The CQC also supports the U.S. Department of Labor cracking down on misclassification in 

combination with other Labor Department actions.  However, the IRS needs to do more and 

Congress must act, both to “un-handcuff” the IRS and to strengthen the Department of Labor in 

its efforts on this issue.   

 

The CQC has supported legislation in successive Congresses to deal with the issue.  It supports 

and recommends the following changes to IRS and employment law:   

 

 Amend or eliminate Section 530 safe harbor provisions of the IRS code to create a new 

statutory standard with more realistic standards for deeming a worker to be a non-

employee and to end the moratorium on allowing the IRS to close loopholes and provide 

guidance. 

o Eliminate the ability of employers to rely on industry practice as a basis for 

claiming safe harbor.  It defies common sense to say that if enough employers 

in an industry cheat, it should be deemed legitimate. 

o Allow IRS to prospectively reclassify workers while guaranteeing no retroactive 

assessments would be allowed. 

o Allow IRS to issue regulations or revenue rulings on employee/independent 

contractor status. 

o Create administrative procedures to allow workers to petition Treasury for a 

determination of employment status. 

o Prohibit employer retaliation against an individual petitioning for review of 

employment status. 

 Narrow the circumstances under which the Secretary of Treasury may reduce the 

penalties for failure to deduct and withhold income taxes or the employee’s share of 

FICA taxes. 
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 Require affirmative notifications by those who contract with independent contractors, 

including written statements to each independent contractor of their federal tax 

obligations and the loss of labor and employment protections, and their right to seek a 

status determination from the IRS.  Failure to comply in a timely manner would be 

subject to penalties.   

 Require annual reports from the Secretary of Treasury and the Secretary of Labor on 

worker classification schemes and to identify and track complaints and enforcement 

actions. 

 Maintain current list of employee “exclusions” to assure true independent contractors are 

not adversely affected by new legislation. 

 

Finally, The CQC promotes immigration reform that supports lawful employers and solves the 

problem of undocumented workers in order to level the playing field for companies that abide by 

the law.  The CQC also supports a fair and efficient worker verification system such as E-Verify 

and would support a new law requiring businesses E-Verify individuals contracted as 

independent contractors. However, reform should not impose vicarious liability on contractors 

by separate employers or lower tier contracting parties. CQC cautions Congress against 

authorizing a new expanded guest worker program for skilled trades and additionally supports 

strict controls in the program to avoid guest workers admitted for low skilled classifications from 

migrating to construction. Additionally, CQC supports flexibility in Administration programs to 

deal with skilled workforce shortages in the future.     
 

As the problem grows in construction and other industries, it is time for Congress to join states 

and take action to eliminate loopholes and schemes that currently enable firms to use a business 

model that eliminates the employer-employee relationship.  Without action, responsible firms 

will be priced out of the market place. We urge you to consider these sorely needed reforms.    

 
The Campaign for Quality Construction (CQC) is an employer-based construction coalition representing 

approximately 27,000 employers.  It is comprised of the leading specialty contracting firms in the nation 

and include the Finishing Contractors Association International (FCA), the International Council of 

Employers of Bricklayers and Allied Craftworkers (ICE), the Mechanical Contractors Association of 

America (MCAA), the National Electrical Contractors Association (NECA), the Sheet Metal and Air 

Conditioning Contractors’ National Association (SMACNA), and The Association of Union Constructors 

(TAUC).  These groups represent more than 25% of the total building construction industry volume in 

this country and employ approximately 500,000 skilled workers.  Specialty contractors hold a market 

share of more than 60% of non-residential building construction.  Our members employ highly trained 

and highly skilled workers who are well compensated in wages, health and pension benefits – core 

components of a strong and sustainable workforce. 

 

 
 

 

The employers who comprise the CQC are leading members of Taxpaying Employers Against 

Misclassification (TEAM).  Union and non-union employers in diverse industries have banded 

together, to focus on payroll fraud and employee misclassification schemes. Membership and 

information can be viewed at www.nomisclassification.org 
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