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Any discussion of improving the bottom line (net income) must deal with both increasing revenues and decreasing expenses. When focusing on the expense side, the payroll cost is one of the first areas highlighted. In most companies, payroll and payroll-related expenses are the major items in the list of operating expenses, and practices affecting payroll will have a significant impact on the net income (loss).

In establishing policies and procedures for controlling payroll costs, three separate areas must be considered:


Direct payroll


Fringe benefits


Payroll taxes

DIRECT PAYROLL

The cost of maintaining a workforce has increased dramatically. In many cases, companies had to institute massive layoffs in order to control their payroll costs. Recent studies have shown that such layoffs often have short-term results and are followed by overworked employees, low employee morale, and disappointing results. While some layoffs might be necessary, many alternatives exist, such as normal attrition, reduced hours, buyouts, etc.

Payroll and personnel practitioners must have plans in place for the periods when business slows. A properly planned personnel policy manual and employee benefit manual will help to guide a company through these difficult times.

Full-Time Employees

An employer can realize many benefits from establishing personnel policies directed toward the long-term retention of employees. In order to retain employees, companies must provide a pleasant work environment, challenging employment opportunities, clearly defined and interesting job responsibilities, and most important, a satisfying compensation package.

It is very important that a company does not overstaff itself. Determining the right number of employees to have is a decision that should involve every manager in the company. The payroll budgeting process needs input from the operating divisions, from the Human Resources Department, and from the Finance Department. These plans should be both short-term (one year) and long-term (five years).

Employee Raises. Employees expect periodic raises. These increases must be given for good work, and they must be distributed fairly. An overly generous raise to one employee can lead to friction within the working staff and could involve the defection of important personnel. In some cases, the only solution might be to give every employee the higher raise. This will increase payroll costs significantly. More and more companies have adopted nonwage benefits as a means of curtailing salary increases. Many of these fringe benefits (discussed later) are nontaxable to the employees and are exempt from employer payroll taxes.

Work Schedules. A closer look at different work schedules might also appeal to the employees. Studies have found that these alternative work schedules have led to increased employee satisfaction and increased productivity. Another important advantage to the employer is a decrease in employee absenteeism. As employees have more free time during the normal “9 to 5” workday, some of their personal activities (meetings with school teachers, dentist appointments, etc.) can be attended without taking a “sick” day off from work.

The major types of work schedules include:

Compressed Workweek (e.g., 4/40 workweek)

Staggered Work Schedule (7 to 3, or 10 to 6, instead of 9 to 5)

Flexible Work Schedule (hours flexible around core time)

Controlling Overtime. The use of overtime by a company indicates a lot about a company’s personnel strategies. Companies that pay little or no overtime are probably overstaffed and are losing money by paying too much in salary costs. Companies that have substantial payments to employees for overtime do not have enough full-time employees and are losing money by paying for overtime hours at a pay rate of at least 1 and 1/2 times the regular rate of pay. The best policy for saving on wages is to authorize only the right amount of overtime. This decision requires proper recordkeeping so that analysis can be made of the types of jobs performed by the workers.

Other strategies that can be used to cut down on overtime hours include:

1.
Designating the workweek so that no more than 40 hours will be included in one of two weeks. A workweek can be any 7 consecutive 24-hour periods. It can start on any day of the week and any hour of the day.

2.
Employees who have multiple job duties with different pay rates should agree to be paid overtime based on the kind of work being done during the overtime hours. The company should then try to arrange the employee’s work schedule so that the overtime work is on the job with the lowest hourly rate.

3.
Establishing a guaranteed wage plan that will keep overtime costs at a minimum. Under this plan, which is permitted by the Fair Labor Standards Act, the employer guarantees the employee a certain wage each week for a set number of hours. The employee then receives this set pay regardless of the number of hours worked in any workweek and is paid an extra half-hour premium for any hours over 40. This plan works well in situations where the working hours vary greatly from week to week. To be approved under the FLSA, the plan must be in writing as part of an employment contract, and the contract must specify a regular rate of at least $5.15 per hour, plus overtime pay for hours over 40 of at least time and a half.

EXAMPLE

The Parson Company has employees on duty around the clock to handle plumbing emergencies. The company guarantees each plumber $750 per week for an average workweek of 50 hours (average hourly rate of $15.00 per hour). In a two-week period, John Parker worked 38 hours and 48 hours. His pay for the two weeks would be computed as follows:


Week 1
38 hours

$750

Week 2
48 hours
$750



8 hrs. O.T. ( $7.50 =

60
$810
Time-Off Policies. With employees’ increased emphasis on leisure time activities, an attractive vacation, personal days, and holidays package has grown in importance. To appeal to prospective employees, a company must have a competitive time-off package.

Vacations. It is important that policies concerning vacations be clearly defined. Giving employees the right to carry over vacation time from one year to the next can lead to unexpectedly high financial liabilities when employees retire. Allowing employees to carry over unlimited time affects the employer in a number of ways:

Lengthy vacation disrupts work schedules.

Vacation pay at higher rate than when earned.

High pay obligation to retirees.

EXAMPLE

Ken Langston started working for the Cameron Company at the beginning of 2000. His starting wage rate was $20.00 per hour, based on a 40-hour week, and he has received a $1.00 per hour increase each year since 2000 (in 2004, $24.00 per hour). Langston was also entitled to two weeks vacation every year, which he was allowed to accumulate from one year to the next. He did not take any vacation until 2004 when he used his accumulated 10 weeks to travel to Europe and the Far East.

The 10 weeks that he accumulated will be paid to him at his hourly rate when he takes the vacation (2004).


$24.00 ( 40 hours ( 10 weeks = $9,600
However, he earned the vacation at the following amounts:


2000 — $20.00 ( 40 hrs. ( 2 weeks =
$1,600


2001 — $21.00 ( 40 hrs. ( 2 weeks =
1,680


2002 — $22.00 ( 40 hrs. ( 2 weeks =
1,760


2003 — $23.00 ( 40 hrs. ( 2 weeks =
1,840


2004 — $24.00 ( 40 hrs. ( 2 weeks =

1,920



Total
$8,800
This policy of unlimited vacation carryover has cost the Cameron Company an extra $800.00 in payroll cost.

With this type of vacation policy, it is not unusual to owe some long-term employees up to six months of vacation pay. It is important that a limit be set on the amount of vacation days that can be carried over to the following year. Even a policy of no carryover would be more beneficial to the employer. There is no federal law that requires an employer to give any vacation to employees. Therefore, the employer can structure the vacation policy as the company desires.

Sick Days.  The excessive use of paid sick days by employees can also be very costly to the employer. Some employees feel that sick days should be used or they will be lost. Most companies that grant sick days do not allow the sick days that are not used to be carried over to the next year. This promotes the idea that these days should be taken even if the employee is not sick.

A policy of allowing sick days to be carried over up to a specified limit might promote a better view of sick days by employees. This gives the employee more security should a major illness or accident occur. Another policy that would promote a more reasonable use of these sick days would be the granting of “bonus” days off to employees who were not “sick” during the year. These days could be taken off at any time just like an extra vacation day or two.

Personal Days.  The policy of giving personal days to employees will also help to alleviate the “sick day” problem. Once again, these are days off (e.g., 2 or 3 days per year) that the employee can use anytime. The main purpose of these days is to give employees time off to attend to personal needs (e.g., parent/teacher meetings, funerals, etc.) and to eliminate the use of sick days for these personal needs.

Cafeteria Days.  Another plan that some employers have adopted is to lump all the days together and give the employee that number of days off. If an employee is sick or is attending a funeral or is taking a vacation day, it would come off the total. Once an employee has used all of the days in the year, any more days off would be unpaid.

EXAMPLE

The Hess Company in the past has given its employees the following number of days off each year:


10 days vacation


12 sick days


  2 personal days


24 total

In 2004, the company has now changed its days-off policy to a cafeteria type plan of 20 days off for each employee.

Part-Time Employees

The use of permanent part-time employees has always been a cost-saving policy employed by many companies. The savings can be substantial. Many workers who want only part-time employment are as interested in their work schedules as their rate of pay. In many cases, they might accept a lower pay rate in order to work the hours that they desire.

Companies also feel that an employee who commits to the company for the “40 hours” should receive a higher hourly rate than an employee who can commit for only 15 hours. Another cost-cutting option is to exclude these part-time employees from the company’s fringe benefit package. These employees might also be excluded from earning vacation days or sick days or being paid for holidays. However, it is important to check the regulatory standards for the definition of “part-time” work. Guidelines are established by the various state wage and hour laws and the Employee Retirement Income Security Act (ERISA).

Job Sharing. In this situation, two half-time people split one job. They share the work hours and the responsibilities. This type of job situation would appeal to workers who have outside commitments in either the mornings or afternoons. The company benefits from reduced turnover and increased employee morale. The company also cuts costs in terms of pay and benefits.

EXAMPLE

The Croft Company is about to hire a switchboard operator and is considering the possibility of filling the position on a job-sharing basis. Jack Kenny, the manager of the Human Resources Department, put together this cost-savings analysis:


FULL-TIME OPERATOR


$10.00/hr ( 40 hrs. ( 52 weeks 
=
$20,800


$10.00/hr ( 8 hrs. ( 15 days
=

1,200

(replacement for vacation & sick days)




Total cost
=
$22,000



Estimated cost of benefits (30%)
=

6,600



Total cost

$28,600

JOB-SHARED OPERATORS


$8.50 ( 4 hrs. ( 250 days 
=
$
8,500


$8.50 ( 4 hrs. ( 250 days
=
8,500


(no vacation or sick days or pay for


 company’s 11 holidays)


Estimated cost of benefits
=

0


Total cost
=
$17,000
Work Sharing. During times of business slowdown, instead of laying off employees, some companies have adopted a different strategy. It involves no layoffs but a slowdown for all employees. Employees work a shorter than normal workweek and have their salaries reduced accordingly. Then, they receive partial state unemployment compensation benefits for the lost days’ pay. This option is available in over 15 states. The cost savings realized by the company come from the reduced labor costs and the savings on severance pay packages. When business does improve, the company increases the work hours and does not have to incur the expense of hiring and training new employees.

Vacation Hires. Part-time summer employment can also prove to be a cost saving measure. The temporary help in the form of college or high school students will provide extra help and replacement help during vacation periods and holiday seasons. Once again, the pay rates will be lower than the full-time employee, and the benefit package will not be extended to these temporary hires.

Temporary Hires. Since many companies would rather have too few employees than too many, they are forced to hire new employees during periods of peak activity. This alternative is much less costly than paying current employees overtime pay rates. These new hires are kept for only short periods of time and are laid off when business activity returns to normal. The hourly rates paid to these temporary workers are lower than those paid to the permanent employees, and the benefit cost is zero.

Nontraditional Workers

During periods of fluctuating workforce needs, the use of nontraditional workers can provide huge payroll and payroll tax savings. These workers are not employees, for the common-law relationship of employer and employee does not exist. Since these workers are not employees, the company does not incur any fringe benefit costs and does not incur any payroll taxes on the payments made to these workers.

Independent Contractors. These are persons who follow an independent trade, business, or profession where they offer their services to the public. The independent contractor is self-employed and is his or her own employer.

Some of the tests for independent contractor status include:


1.
Hire, supervise, and pay assistants.


2.
Determine the sequence of their work.


3.
Set their own hours of work.


4.
Work for as many employers as they wish.


5.
Are paid by the job.


6.
Make their services available to the public.


7.
Have an opportunity for profit or loss.


8.
Furnish their own tools.


9.
Have a substantial investment in their trade.


10.
May be dismissed only under the terms of a contract.

Even though the company does not pay payroll taxes on payments made to independent contractors, the IRS must be notified if payments made to the contractor total $600.00 or more during the year. The company must send Form 1099–MISC to the IRS and the independent contractor. These forms are filed by the end of February in the following year. Misclassification of workers as independent contractors can result in fines and penalties to the employer.

Temporary Help Agencies. Another method of saving on payroll costs during periods of expansion involves utilizing temporary help agencies. As workloads increase, the use of this temporary help is an attractive cost-saving alternative to paying expensive overtime pay rates. The worker is an employee of the temporary help agency, and the contracting company has no control over the hiring and firing of these workers. The temporary help agency assumes the liabilities for payroll taxes and fringe benefits. In addition, the contracting company does not provide sick time, vacation time, or holiday time to these workers. When workers are needed for a limited period of time, the use of the agency’s employees can prove to be extremely cost effective. However, the agency must be reputable. If the agency fails to pay the payroll taxes or violates any employment practice laws, the business using the temporary help may be held responsible for these taxes and awards.

Leased Employees. In this situation, the employer releases its employees who are then hired by a leasing company. The employees are then leased back to the original employer. The leasing company performs all of the responsibilities of the employer and as such pays the wages, payroll taxes, and benefits. The original employer pays the leasing company for the services of the leased workers through their accounts payable system.

Businesses with fewer than 100 workers generally use this type of labor pool because small business concerns cannot qualify for low group insurance rates and in most cases do not offer pension benefits. Some larger businesses sometimes use leased employees for segments of their workforce, such as those with particular skills or for particular locations. Even though the cost of a leased worker might be 30% above the wages paid to employees, a savings still results when payroll taxes, fringe benefits, days off, and payroll administrative functions are considered. In some cases, if a business offers a retirement plan, the contract between the client company and the leasing company will include provisions that make the leased employees eligible for the retirement program of the client company.

FRINGE BENEFITS

Paying an employee’s salary is only a start in determining the cost of employment. Other costs associated with the employee that are covered by the employer can increase the “real” cost significantly. Recent studies have indicated that an average employer pays an additional 40% of base salary in fringe benefits and payroll taxes.

Some of the more obvious fringe benefits available to employees include insurances (health, life, dental), pensions, profit-sharing plans, bonuses, educational assistance, etc. Also included are days off (sick leave, vacation time, holidays, and personal days). Other benefits not as prevalent would be legal assistance, psychological assistance, increased disability insurance, family leave, meals, and vision care.

Cost Savings Device

Some employers try to use an attractive benefit package as a way to control runaway wage increases. They feel that the extra cost of adding new benefits to the fringe benefit package is more than offset by the goodwill that it creates. The cost of the benefit can also be offset by a reduction in the normal pay raises. These nonwage payments to employees can assist them in keeping up with rising costs, and in some cases nonwage payments are not considered taxable compensation and are exempt from employer’s payroll taxes.

Insurance Plans. One of the more generous fringe benefits that a company can offer its employees is insurance coverage. The total cost or a portion of the cost can be absorbed by the employer. This benefit can be worth a few thousand dollars, and it is tax-free to the employee and a deductible business expense to the employer. The types of insurance coverages offered include health, life, dental, pharmaceutical, and vision. The only limit to their tax-free status applies to life insurance. Life insurance provided by the company in excess of $50,000 is considered to be a taxable fringe benefit to the employee. The cost of the premiums on the amount of the policy over $50,000 is considered taxable wages.

EXAMPLE

Shirley Von Nostity works for the Sinclair Company. As a full-time employee, she is covered under the company’s life insurance program and has life insurance equal to twice her annual salary. Currently, Von Nostity has a salary of $45,000, which means her insurance coverage is $90,000 ($45,000 ( 2). Based on regulations, the cost of the premiums on the $40,000 of insurance over the $50,000 limit is taxable.

The insurance charts provided by the IRS show that at Von Nostity’s age (43), the monthly premium per $1,000 of coverage above $50,000 is 10 cents. Therefore, the Sinclair Company at some time during the year must include $48.00 (40 ( 0.10 ( 12) in the taxable compensation and deduct taxes from Von Nostity’s paycheck to cover this taxable fringe. The company is also liable for employer’s payroll taxes on the $48.00.

De Minimus Fringe Benefit. These are such insignificant benefits that it is impractical to keep account of them. The item given to the employee has such minimal value or the employee receives the benefit so infrequently that the process of applying a cost to it and then tracing it to a particular employee would be cost deficient. Examples of this type of fringe benefit include personal use of company telephones and fax machines, tickets to sporting events, holiday gifts, and Christmas luncheons.

Working Condition Fringe. These are services or properties provided by the employer in connection with the employer’s business. The employee could deduct for tax purposes these business expenses from his or her salary if the employee had paid for them. Many of these types of fringe benefits center around employer-provided vehicles, parking privileges, and flights on company-provided aircraft.

Awards. If the award is being given due to length of service or safety record, it will not be taxable to the employee if the employer can deduct the cost of the award. Also, the award must be tangible, personal property.

Qualified Discounts. These employee discounts on merchandise sold by the employer can be a tremendous cost savings to employees. Government regulations state that the merchandise discount offered cannot exceed the profit margin on the item. If the discount applies to a service, the discount cannot exceed 20% of the regular price.

EXAMPLE

Rachel Trout works for the Pottery Works, and as an employee she may purchase merchandise at substantial discount off the retail prices. She recently purchased a complete place setting that was marked at a price of $110.00. The employee discount was 30%, so Trout paid $77.00. The Pottery Works marks up this type of pottery 55%; therefore, the employee discount does not exceed the profit margin and qualifies as a nontaxable benefit.

No Additional Cost Services. The company offers these services to their customers. Due to excess capacity, the company can make these services available to their employees without incurring additional expense. Examples of these types of services include hotel reservations, airline tickets, travel passes, and free admissions.

Nominal Gifts. Merchandise gifts that have nominal value are not considered a taxable fringe benefit. The most common example of this type of gift is food products, such as turkeys or hams, given to employees at various holiday seasons.

Meals and Lodging. The value of meals and lodging furnished employees for the convenience of the employer is not considered wages and is not subject to payroll taxes. Even though the IRS places no specific value on meals and lodging, the agency applies a reasonable prevailing value test. Meals during regular working hours given to employees because there is no other place to eat are considered to be for the “employer’s convenience.”

Elimination of Fringe Benefit Cost

The easiest way to save on fringe benefit costs is not to have them. However, in today’s business environment, it is a competitive advantage to be able to offer an attractive fringe benefit package to prospective employees. Employees should be made aware of the advantages of their nonwage package, both in terms of benefits and tax savings.

The employment of nontraditional workers saves the employer all of the benefit costs—no insurance coverage to worry about, no vacation or sick days taken, no family leave absences, just a payment made at the end of the week for their services.

PAYROLL TAXES

The obvious reduction in payroll taxes (FICA, FUTA, and SUTA) can be achieved by reducing payroll. We have already discussed the use of nontraditional workers as a means of savings on fringe benefit costs. This also applies to payroll taxes since these payments are not considered wages. The tax rates that would be saved follow:

FICA (OASDI)
— 6.2% of first $88,200 (estimated 2004) of earnings


(HI)
— 1.45% of total earnings

FUTA

— 0.8% of first $7,000 of earnings

SUTA

— rates and limits set by each state

Another strategy to reduce these payroll taxes is to make payments that are not considered wages. Many of these were mentioned in the discussion of fringe benefits. Some of the more familiar tax-free benefits include:

Meals and lodging for employer’s convenience.

Contributions to Simplified Employee Pension plans (SEP).

Educational assistance payments for job-related courses.

Medical and accident claims.

Moving expense reimbursement to a new job location.

Group term life insurance up to $50,000 of coverage.

Retirement payments.

Advances and reimbursements of ordinary business expenses.

Controlling Unemployment Taxes

A joint federal-state program funds the unemployment insurance program. Employer contributions to FUTA defray the administration costs of running the unemployment program. Employer contributions to their SUTA provides compensation to employees during periods of temporary unemployment. Since the FUTA tax is a set rate, the cost savings for the SUTA taxes can be achieved by controlling the taxable wage base and the assigned state tax rates.

Taxable Wages. Chapter 5 presented the definitions of employer, employee, and wages. This information is needed so that unemployment taxes are paid only on workers properly classified as employees and on payments properly classified as taxable wages.

Assigned Tax Rates. The tax rate applied to each employer within a particular state yields the funds used by that state in paying benefits to its unemployed workers. Under each state’s experience-rating system, a state assigns an unemployment rate to each employer in the state according to the employer’s stability of employment. The fewer number of employees laid off, the better the experience rating and the lower the tax rate. The most common formula used to determine rates is the reserve ratio formula:


Reserve Ratio = 


The reserve ratio is then plugged into a table of tax rates to arrive at the employer’s assigned rate. Each state sets a range of tax rates. In Kentucky, for instance, the tax rates range from 0.0% to 9.0%.

EXAMPLE

The King Company, an employer in the state of Kentucky, had a reserve account balance of $14,500 at the beginning of 2004. During the year, the company paid state unemployment taxes of $19,000 and had benefits paid to its unemployed workers of $16,500. The company’s average payroll is $500,000. It computes its reserve ratio as follows:


$14,500 + $19,000 – $16,500 = 
[image: image1.wmf]Ratio
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$500,000

$17,000

=


This reserve ratio converts into an unemployment rate of 2.0% according to Kentucky’s table of equivalent tax rates.

To keep this rate as low as possible, employers must review all unemployment claims to be charged to the company. Claims made by former employees based on false information must be disputed with the state employment agency. The more approved claims against the company, the higher will be its tax rate.

Personnel Records.  The whole process of hiring, managing, and firing employees must be directed toward achieving a low employee turnover. Effective strategies that must be employed include hiring for the long-term, keeping job satisfaction a priority, and terminating unsatisfactory employees. It is also extremely important that the company keep personnel files up to date. Records of misconduct and attendance history must be part of an employee’s personnel file. This type of documentation will be crucial if the company must attend a hearing in order to dispute an unemployment claim.

Voluntary Contributions.  In some states, employers may obtain reduced unemployment rates by making voluntary contributions to the state fund. The voluntary contributions increase the balance in the employer’s reserve account so that a lower contribution rate may be assigned for the following year. Thus, the new lower tax rate will save the employer more in future state unemployment tax payments than the amount of the voluntary contribution.

EXAMPLE

The Englesbe Company is assigned a SUTA tax rate of 4.2% because their reserve ratio is 6.3%. The part of the reserve ratio/tax rate table that affects the company is:


Ratio 5.5 – 6.5% = 4.2% Tax Rate


6.6 – 7.6% = 3.9% Tax Rate

The company’s average payroll for SUTA computation purposes is $620,000. In order to qualify for a lower SUTA rate of 3.9%, the company would have to raise its reserve ratio to 6.6%. This would mean that the company must voluntarily contribute $1,860.00 [$620,000 ( (6.6 – 6.3%)].

Self-Insurance Option. Some states also allow employers to self-insure themselves against unemployment claims. In most cases, the payments made to the company in that particular type of insurance business are lower than the taxes that would be paid to the state’s unemployment fund.

Cafeteria Plan.  These plans allow employees through salary conversion to use pretax dollars to pay their share of insurance coverage (health and dental). The arrangement allows the employee to save social security taxes on the amount of the salary conversion. Naturally, the employer will also save on his or her part of the social security taxes.

Eligible employees use the cafeteria plan to pay for their share of premiums on health and dental insurance with pretax dollars. The amount used to pay the employee’s share of the insurance premium is taken out of the paycheck before federal income tax and social security taxes are computed.

EXAMPLE

Tom Ward has joined the company’s cafeteria plan, and an analysis of his savings follows:




With Plan
Without Plan

Taxable Income
$28,000
$28,000


Deducted Premiums

1,200





$26,800
$28,000



FICA Tax
$
2,050
$
2,142


FICA Tax Savings
$
92

This would also apply to the company’s portion of the FICA tax.

This option is even more attractive to the employee if the federal income tax liabilities are also considered.

Avoiding Penalties.  Violations of the federal and state regulations governing the payment of all types of taxes can prove costly to the employer. The Internal Revenue Service imposes penalties for:

Failure to file employment tax returns.

Failure to pay over-employment taxes.

Failure to make timely deposits.

Failure to furnish wage and tax statements.

Failure to furnish information returns.

Failure to supply identification numbers.

A working knowledge of the rules and regulations concerning the payment of all taxes and the filing of the appropriate forms at both the federal and state levels can save a company countless headaches and unnecessary costs.

Questions for Review

1.
What advantages have been realized by the use of alternative work schedules?

2.
What are some of the effects on the employer of a policy that allows the employees to build up unlimited vacation time?

3.
What can be done to encourage employees to use sick days appropriately?

4.
What are some of the savings to employers by the use of part-time employees?

5.
What is work sharing?

6.
What are some of the common types of nontraditional employees?

7.
Does the IRS require any reporting for payments made to independent contractors? If yes, what?

8.
What is a de minimus fringe benefit?

9.
When are meals and lodging furnished to employees not considered taxable wages?

10.
List the taxes incurred by employers due to wages paid to their employees.

11.
What is the formula used to compute an employer’s reserve ratio for the purpose of a state unemployment tax rate?

12.
List the failures that an employer can make that will cause the Internal Revenue Service to impose penalties.




CC–1

_877471853.unknown

_1029157058.unknown

