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Foreword

Bashker Biswas and I have known one another for over 40 years.
We first met when he joined the corporate compensation and ben-
efits practice at Control Data Corporation as a new college hire. Sev-
eral years later we met again at Skopos Corporation, where he led
the compensation practice for this computer-based human resources
application start-up. About five years ago, he joined me at Zain as
the director of the Corporate Total Rewards function. Zain is a mul-
tinational corporation based in the Middle East. In between, Biswas
worked at Coopers & Lybrand and PricewaterhouseCoopers as a
Director and a Senior Consultant in compensation and benefits
design. He also managed to sandwich a parallel career as a college-
level professor at various universities in the greater San Francisco Bay
area since 1984.

Over these years, I have witnessed first hand Biswas’ vast knowl-
edge and repertoire of compensation and benefit design skills, at the
national and international level. It is, therefore, a great honor for
me to contribute this foreword and to share with the reader my own
insights and appreciation for Biswas’ contributions to the advance-
ment of the practice of compensation and benefits design.

For most firms, people costs are the lion share of both direct and
indirect expenses. Managing it requires sound accounting, financial
management, and good business judgment. Biswas makes an excel-
lent case for extending the HR skill set to include accounting, finance,
and business management. I support the extension of the HR profes-
sional role from a technician’s point of view to a business professional.
As in most fields, there is art and science involved in HR. It has been
said that within the classical HR functions, employee relations has the
most art and the least science while compensation and benefits has
more science than art. The book does a great job of capturing the sci-
ence of compensation and benefit design.

Traditional human resources management has taught us that
sound compensation and benefit programs ought to meet three
important tests: (1) is it competitive? (2) is it fair?, and (3) is it consis-
tent? Biswas has extended these tests by two additional measures: (1)
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is it based on sound accounting and financial management principles?
and (2) does it advance the firm’s competitive advantage by making
the programs commensurate with an organization’s financial objec-
tives? These latter measures make the book seminal and a must-read
by students of the HR professional.

While traditional human resources management emphasized the
importance of evaluating compensation and benefit programs based
on their ability to attract, motivate, and retain superior human talent,
the contemporary view expressed by Biswas is that they also need to
be supported by sound accounting, financial, and business practice.
In the past 25 years, it has become fashionable for HR professionals to
describe their role as business partners. In my view, HR professionals
can rightfully claim that title only when bestowed on them by their
host organization. Senior management will recognize HR profession-
als as partners only when they demonstrate a working knowledge of
the organization’s financial and business imperatives and demonstrate
the ability to link HR programs to the accounting, financial, and busi-
ness results of the firm. Until then, the term, to many, has little or no
value.

As competition worldwide continues to grow, finding, honing, and
retaining a competitive advantage is becoming more and more elu-
sive. Experience teaches us that HR has a great opportunity to con-
tribute to this endeavor. How? If your firm has a more cost-effective
compensation and benefits program, by definition, it has an economic
advantage over less cost-effective firms. If your firm has a compensa-
tion program better tailored to advance the firm’s objectives, again by
definition, it has an operational advantage over firms that are unable
to focus people’s efforts. If your firm is more able to link rewards with
both individual and organizational financial performance, by defini-
tion, it has an employee relations advantage over firms that are unable
to pay for performance.

It is fashionable to hire compensation consultants from well
known consulting firms to come in and do the compensation and ben-
efit design work. My experience has taught me that what you will
get, at best, is a good boiler-plate solution, and at worst, a flavor of
the year, gimmicky proposal. External consultants, for all their tech-
nical knowledge, do not have an intimate knowledge of your firm, its
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aspirations, foibles, and driving force. They also often provide solu-
tions that are difficult to implement or expensive to maintain, mak-
ing the need for their service a never-ending dependency. Thus it
becomes imperative for HR professionals to develop their finance
and accounting skills. This book will help with that effort.

Finally, Biswas’ book reinforces the importance of custom design.
Every firm is unique! There are no two firms alike. Designing one
size-fits-all compensation and benefit programs to match current fads
or what is in vogue is foolhardy. His repertoire of design options is
intended to promote the notion of linking compensation and benefit
programs to the unique needs of the organization, from the account-
ing and financial perspectives. Biswas” work links design options with
a number of critical legal requirements.

Tony Tasca, Ph.D.

Retired HR Executive & International Consultant
Palo Alto, California

December 2012
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Preface

Accounting is the language of business. Human resource (HR)
management deals with the major asset of a business: the employee.
Therefore, when dealing with employee issues, shouldn’t HR profes-
sionals use the language of business? Shouldn’t a connection exist
between these important dimensions? Yet, as often noted by various
people, HR management and accounting (finance also) come from
different planets. This disconnect was discussed in an article pub-
lished in the WorldatWork journal' a few years ago, “Finance Is from
Mars, Human Resources Is from Venus,” by Wade Lindenberger,
CPA, and Kayoko Lindenberger, CBP, Employee Benefits Training
and Solutions. But both of these planets are from the same solar sys-
tem, and commonsense logic suggests that both should be connected
by the same force field.?

So, why are they not connected? What are the main disconnects?
What are the reasons for this disconnect? Why does the chasm exist?
Why the gaps? What can be done to strengthen the links? What are

the knowledge and skill gaps? What specific knowledge areas need to
be addressed?

This book seeks to answer these questions, discussing in detail the
specific connection points between accounting and finance and HR
management.

Throughout this book, accounting and finance are combined into
one discipline, although they are not necessarily the same. Simply
stated, accounting people are record keepers, and finance people
are the analyzers. However, both group’s core foundations are the
numbers of the organization. Both groups have to be proficient in the
language of business: accounting. Accountants keep the records of
the numbers and are responsible for reporting those numbers using

1 WorldatWork is a premier association, globally, for compensation and benefits
professionals.

2 Lindenberger, W., and K. Lindenberger, “Finance Is from Mars, Human Re-
sources Is from Venus,” Workspan, The Magazine of WorldatWork, January
2009, pp. 41-44.



PREFACE Xix

the guidelines and rules laid out for them by the rule-setting bodies
(GAAP, IFRS, SEC, AICPA,? and others). Finance people are ana-
lyzers and interpreters of the record. Therefore, a case can clearly be
made that accountants and finance people are from the same planet,
whereas HR professionals are from a different planet. The goal in this
book is to bring these two force fields closer together by imparting
to the HR community the finance and accounting skills needed (in
a comprehensive manner) to talk the language of business. But why
are these groups so far apart? After all, HR professionals also have to
talk the language of business if they want to make strategic business
decisions.

HR management as a function started off in the enlightened
period of management, when employee productivity enhanced
through improvement in morale, motivation, and commitment. Dur-
ing this period, work behavior started to be considered an important
element in overall organizational success. The origins were in Western
Electric via the Hawthorne studies. For the first time, studies showed
that management had to pay attention to the welfare of employees if
they were to achieve organizational success. From those early days,
management got a new focus: employee relations. Management hired
people to help them with employee welfare. These early employee
welfare professionals were usually called employee relation special-
ists. Specialist here was a stretch. These early staffers were mostly
administrators helping managers with the tasks associated with
employee welfare. But, then workers started seeing that they could
raise their bargaining power with their employers if they joined forces
to form unions. Managers started seeing that they needed staffers to
help them handle union-related issues, and thus came the advent of
labor relation specialists.

Along with the growth in labor relation professionals, organi-
zations during this period saw the growth of personnel administra-
tors. Managers hired personnel administrators to assist them with
employee management responsibilities. And so grew the functional

5 GAAP (Generally Accepted Accounting Principles), IFRS (International Finan-
cial Reporting Standards), SEC (Securities and Exchange Commission), AICPA
(American Institute of Certified Public Accountants).
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specialties of personnel management: recruitment, wage and salary
administration, policies and procedures, training and labor relations.

After Douglas McGregor’s bestselling book The Human Side of
the Enterprise started gaining traction, the personnel department was
renamed to HR management. The idea was to bring in more con-
sideration to the human side of an organization. Therefore, manag-
ers hired and sought the guidance of “people specialists™ the HR
professional.

HR people would be “people persons” (touch-feely or soft-skill
experts). They would be guardians of the people side of the business.
They would be advocates to management for the employee’s view of
things and simultaneously represent to employees the management
view of things. But the HR functions would continue to be responsi-
ble for helping managers with the day-to-day employee management
issues, such as recruiting, compensation, benefits, training, develop-
ment, and employee relations.

The skills and knowledge HR professionals needed to have to do
their jobs effectively remained uncertain, and still does. Senior man-
agers decided that HR professionals mainly needed people skills or
soft skills. However, what were really the required core competencies
vital for the HR professional? The answer was not clear and remains
unclear still today.

During the past 20 years, attempts have been made to define HR
core competencies. David Ulrich’s landmark book is a case in point,
Human Resource Champions.* Over the past 50 years, whether you
are an internal HR staff member or an outside HR consultant or even
an HR professor, it can safely be said that there still remains uncer-
tainty as to what knowledge, skill, and core competencies are needed
for the HR professional. Also, we remain unsure as to whether HR
management is indeed even a profession.

Let’s look at what the criteria are for a particular occupation to be
regarded as a profession. For a class of activities to be considered a

* Ulrich, D. Human Resource Champions: The Next Agenda for Adding Value and
Delivering Results, Harvard Business School Press, 1997.



PREFACE XXi

profession, the class jointly should have the following characteristics,
among others:

e The public must recognize the occupation as a profession.
e There needs to be a central regulatory body.

® There needs to be a code of conduct.

e There has to be a careful management of knowledge.

e The activities the profession engages in should satisfy an essen-
tial societal need.

* There must be an official recognition of professional status by
the government.

e There needs to be standards of competence.

From further analysis, consider these two intriguing charac-
teristics:®

* “A profession is based on one or more undergirding disciplines
from which it builds its own applied knowledge and skills.”

e “Preparation for and induction into the profession are provided
through a protracted academic program, usually in a profes-
sional school on a college or university campus.” This should be
accentuated with rigorous testing and examination. Based on
these criteria, many organizational activities certainly cannot be
considered a profession.

Over time, things have changed. Indeed, the times are still chang-
ing. Now organizations all over the world are in a period of turmoil.
Some call it creative destruction. Pressures have increased to create
efficiencies, to reduce expenses, to manage costs, to stay focused on
business strategies, to improve financial performance. This is the era
of the “lean mean fighting machine.” Intense global competition, scar-
city of resources, dried-up funding sources—all represent real organi-
zational success impediments. In most organizations, labor costs are
typically the largest cost component.

5 Adapted from a post written by R.J. Kizik, found at www.adprima.com/
profession.htm.
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Over the past few decades, there has been a great deal of talk
about the fact that HR professionals need to become a strategic busi-
ness partner. But this has not become reality. More so than ever, it
is now imperative that HR professionals understand and participate
directly in the strategic initiatives of their organizations. HR has to
move from a counseling role to a more primary role. Now financial
realities exert relentless pressures. Customers are more demanding,
and there is incessant pressure to reduce costs. Cost-effectiveness,
conserving resources, and regulatory pressures have great impact on
business operations. Turnover of critical talent remains a major con-
cern. Globalization requires human resources to think and act glob-
ally. Now more so than ever, overhead departments are being asked to
justify monies being spent for those departments. These departments
are being asked to justify their value add. Foremost under this scru-
tiny is the HR function. The perception is that in the HR department
a bunch of people sit around and do things that the senior manage-
ment cannot clearly understand; that is, the “line of sight” is unclear
between expenses made for this department and their staffs and the
organization’s overall financial success. Senior managers are asking
tough questions: Why are we doing this and that in the HR depart-
ment? Can we outsource these activities and save money? Why do
we need to staff this department with so many people? Are the large
salaries being paid to these HR folks really worth it? Are they doing us
any good? Can we do without them? Many business leaders wonder
whether they even need HR departments. And so, HR departments
are being asked to justify their activities using the language of busi-
ness: accounting and finance. An interesting article appeared on this
subject in the Fast Company magazine in August 2005 titled, “Why
We Hate HR.” This article looks critically at the role of HR depart-
ments® and stirred up a lot discussion and debate when it came out.

Here is the dilemma: HR professionals realize that their survival
depends on “coming to the table” (that is, being business savvy). It
also means directly tying in HR activities with business strategies in
the long term. At the same time, it also means tying these activities
and their associated expenditures with the short-term bottom line.

6 “Why We Hate HR,” by Fast Company staff, August 1, 2005.
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The dilemma occurs when we realize the current HR professional has
come to this line of work from a whole host of different backgrounds.
There are no common threads of knowledge, know-how, and skills in
the current repertoire of the HR professional. This is not true with the
accounting or finance professional. To work in their fields, accounting
and finance professionals must have professional qualifications (CPA/
CMA, BA/MA in accounting, MBA in finance, and so on). If they
do not possess these qualifications they would have to secure profes-
sional credentials from a recognized credentialing body. This focused
qualification credentialing does not exist in a comprehensive manner
for the HR professional.

The various professional HR associations have started creden-
tialing efforts, but these efforts remain voluntary. The WorldatWork
organization has successful credentialing programs for the compen-
sation and benefits professional (for example, Certified Compensa-
tion Professional [CCP] and Certified Benefits Professional [CBP]).
In addition, there are no specific college degree requirements for
working in the HR department. People working in HR departments
have college degrees starting from theater arts to advanced gradu-
ate degrees in electrical engineering. Also, many successful HR folks
have no college degrees whatsoever.

The orientations of the HR departments vary from organization
to organization. No common threads can be discerned. As evidence
of this, consider the mind-numbing plethora of terms and expressions
that HR departments use: talent management, succession planning,
organizational development, performance management, rewards
management, work-life balance, total rewards, onboarding, downsiz-
ing, delayering, resizing, competency framework, internal consulting,
assessment centers, and what not. No wonder HR consulting remains
a growth industry. This is not true in accounting and finance depart-
ments. Every accounting department has to keep the books, develop
and report financial information via standard financial statements,
and follow the standards developed by standard setting bodies (such
as the Federal Accounting Standards Board and the Securities and
Exchange Commission in the USA). Every finance department has to
analyze financial conditions using these standard rules and standards.

So, here we are: The HR professional is being required to talk the
language of business, but the HR professional does not necessarily
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know the language of accounting and finance. Many organizations
have efforts underway to develop the accounting and finance skills of
HR professionals. In a January 2009 article in the Workspan maga-
zine of the WorldatWork,” authors Wade Lindenberger, CPA, and
Kayoko Lindenberger, CBP, talk about American Express Company’s
mandatory effort through a training program to develop the “financial
acumen of our HR professionals.”

But we think this knowledge gap is huge. WorldatWork in its cre-
dentialing education courses does have a course titled “Accounting
and Finance for the Human Resource Professional.” But this general
course covers subjects in a broad manner without going into the spe-
cifics and details of the connections between HR management topics
and accounting and finance. This book is designed to fill this gap.

The HR department has many functions, including recruitment,
compensation and benefits, and training. Among them, compensa-
tion and benefits is the most technical, requiring hard skills. This is
because this function involves dealing with numbers. The activities
involved in compensation and benefits are therefore the most affected
by accounting and finance implications.

Also compensation and benefit expenses are often the largest indi-
vidual line item expense in any organizational setting.® Relevant data
shows that total compensation expenses in organizations fall within
20% to 60% of gross revenue. In the service sector, this percentage
is in the 50% to 60% range. If one considers salaries as a percentage
of operating expense, the range can be from 15% to 50%. Data from
the Bureau of Labor Statistics in 2008 suggests that in the healthcare
industry the salaries to operating expenses ratio was as high as 52%.
In for-profit service organizations, the ratio was 50%. In durable
goods manufacturing, construction/mining, and oil/gas, the ratio was
22%. And in the retail sector, the salaries to operating expenses ratio
was as low as 18%.

" Lindenberger, W., and K. Lindenberger, “Finance Is from Mars, Human Re-
sources Is from Venus,” Workspan: The Magazine of WorldatWork, January
2009, pp. 41-44.

8 In fact, in the national economy, wages represent nearly three quarters of total
costs.
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Compensation and benefits is the largest expense item for any
organization. Therefore, there is a need to clearly understand and
articulate the links between compensation and benefits and account-
ing (finance). It also suggests a need for a closer alignment of account-
ing (finance) with the activities of compensation and benefits.

Note, as well, that many financial problems can be explained by
compensation systems or by the specifics of the tax code. When one
cannot explain a firm’s behavior with economic logic, the real answer
may often lie in compensation systems. We will explore these connec-
tions in more detail throughout the book.

This book’s main objective is to fully examine the connection
between compensation and benefits and accounting (finance). This
book explores various aspects of accounting and finance as they relate
to compensation and benefit analysis.

HR-related accounting and finance implications are usually cap-
tured in accounting and finance texts in an unconnected manner. In
contrast, this book brings into focus in one single publication all of
these compensation and benefit and accounting (finance) topics, dis-
cussing the major compensation and benefit subfunctions one by one.
Within each subtopic, you learn the relevant accounting and finance
implications.

Throughout this book, the compensation and benefit topics that
have major accounting (finance) implications are discussed. Each
chapter deals with a specific compensation and benefit topic, with no
particular connective flow between the chapters. A lot of topics cov-
ered came from the author’s college lectures teaching accounting and
finance and from compensation and benefit courses.

In recent years, there has been a transformation from indepen-
dent applications of various compensation and benefits elements.
Now organizations focus on the total compensation system to man-
age total compensation costs and to educate employees on the true
costs of their total compensation package. A new term has been used
recently: total rewards. Total rewards nomenclature is just a different
way of referring to total compensation. Keeping this total compensa-
tion focus in mind, this book covers the major elements and program
costs wherever necessary.
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Before going into the detailed analytical connections between
compensation and benefits and accounting (finance), it is important
to understand the basics. So, defining terminology is an important
first step. The basic framework for the connection that currently
exists between the functions also needs to be understood. The first
chapter lays the foundation before detailed analytical connections are
explored.

When talking about compensation and benefits, you must consider
that a total compensation program consists of various elements. Nor-
mally, a total compensation structure includes the following elements:

e Base

¢ Cash incentives or bonuses

* Equity compensation

e Cash-based long-term incentives

e Executive compensation

e Sales compensation

¢ Expatriate compensation

¢ Risk benefits

¢ Retirement benefits

® Perquisites

e Other Benefits

This book analyzes the accounting and finance implications for
most of the elements of a total compensation structure. Note here
that some of the compensation and benefit topics are more influenced
by accounting and finance know-how than others. So, in this book, the
topics that have more of an accounting and finance angle are covered

in more detail. A good example of this is employee share plans and
pension accounting; these topics are covered in longer chapters.

Part I of this book discusses terms and key concepts to lay a con-
ceptual framework for the book.

e Chapter 1, “Introduction: Setting the Stage, covers the foun-
dations of the total compensation system. Terms are defined,
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concepts are explained, and connections to finance and account-
ing are established.

Chapter 2, “Business, Financial, and Human Resource Plan-
ning,” presents the connection between business/financial
planning and compensation and benefit planning. Assuming
that compensation and benefit expenses are indeed the high-
est expense category of any organization, Chapter 2 emphasizes
the importance and explains the connections between the two
critical planning processes.

Chapter 3, “Projecting Compensation Costs,” introduces a
financial projection model for forecasting fixed compensa-
tion costs. Again, the fixed element or the base salary of the
compensation package can be the highest cost element in any
organization. So, this discussion recognizes its importance by
explaining a detailed cost forecasting model and process.

Chapter 4, “Incentive Compensation,” deals with one of the
most important elements of the total compensation package:
incentive compensation. In an era of limited resources and cost
reduction, incentive compensation has become important. A
concept called pay at risk is being discussed a lot. This concept
suggests reducing the fixed or base component of the pay pack-
age below the market average and then increasing the incen-
tive component. The goal being the total cash compensation
(base plus incentive) will be targeted much above the average
in the market. If the financial goals of the company are met
or exceeded, the employee’s total compensation will be above
the market averages. The financial and accounting dimensions
of incentive compensation are explained. Some financially
rigorous metrics to be used as the triggering mechanisms for
incentive and compensation programs are introduced. These
concepts are economic value added, free cash flow, and resid-
ual income.

Chapter 5, “Share-Based Compensation Plans,” discusses all
the accounting and finance issues for share-based compensa-
tion plans. This area of a total compensation system has many
finance and accounting implications, and therefore the discus-
sions in this chapter are quite extensive.
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Chapter 6, “International and Expatriate Compensation,” cov-
ers all the finance and accounting dimensions of international
compensation programs. This chapter focuses especially on
expatriate compensation, which has many finance and account-
ing nuances.

Chapter 7, “Sales Compensation Accounting,” provides a
detailed analysis of the various accounting and finance issues
that impact the effective development, design, and administra-
tion of sales compensation programs. Sales commission plan
administration accounting is covered. This chapter briefly looks
at the software packages available for administering sales com-
mission plans.

Chapter 8, “Employee Benefit Accounting,” discusses the
accounting and finance issues impacting employee benefit pro-
grams. The accounting standards framework for employee ben-
efit plan accounting is also discussed.”

Chapter 9, “Healthcare Benefits Cost Management,” covers
employee healthcare benefits and costing. Because healthcare
benefits cost is the compensation cost component with the
highest inflation, this whole chapter is devoted to employee
healthcare benefit cost containment. This topic is a hot-button
issue in many contemporary debates and discussions.

Chapter 10, “The Accounting and Financing of Retirement
Plans,” covers retirement program financing and accounting
in its entirety and discusses defined contribution and benefit
plans in detail. This is another area of a total compensation sys-
tem dominated by accounting and finance implications, so we
devote a great deal of attention to thoroughly discussing all of
these implications. After studying this chapter, you can appre-
ciate all the finance and accounting nuances of defined benefit
retirement programs

% Financial reporting standards under U.S. Generally Accepted Accounting Prin-
ciples (GAPP) and the International Financial Accounting Standards (IFRS) are
covered.
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Part II of the book looks at various nontraditional concepts with
regard to finance and accounting implications for global HR manage-
ment. Key here are discussions about changing the accounting and
finance paradigm and considering HR investments, a financial asset,
that can be capitalized (rather than completely expensed as a period
expense'?).

Recently, human capital has been a widely discussed concept.
Such an expression implies that the human assets of a company are
capital assets, assets that generate value to an organization for a lon-
ger time period than just a single year. However, current account-
ing practice expenses these investments in the period in which they
occur. Researchers have suggested that this is a flawed assumption.
HR expenditures, they say, are investments, just like other intangible
assets, whose value is derived over a period of time. The basis of this
argument lies as the foundation of the concepts covered in Part II:

 Chapter 11, “Human Resource Analytics,” discusses the con-
cept of HR measurements or HR effectiveness measures. In
keeping with senior management’s demands to justify the
business value, the use of appropriate effectiveness measures
becomes very important. This chapter examines the various
appropriate HR effectiveness measures.

e Chapter 12, “Human Resource Accounting,” covers the
paradigm-shifting concept of HR accounting. Although this
concept has been around for a while, the accounting profession
has not yet endorsed it. Nevertheless, this chapter analyzes HR
accounting methodologies and discusses their pros and cons.

Accounting standards are referred to quite often in this book.
Currently in the United States, the governing standards are referred
to as the Generally Accepted Accounting Principles (GAAP).!! In
the global environment, the governing standard is the International
Accounting Financial Standards (IFRS). The movement to converge

10" Human asset contribution to organizational value generation increases over time.

I These standards are developed and promulgated in the United States by the
Financial Accounting Standards Board (FASB).
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these standards into one is well on its way. With the advent of the
global economy and preponderance of multinationals, the account-
ing profession realizes that it does not make sense to operate within
a dual standard framework: U.S. GAAP + IFRS. Therefore, an effort
is ongoing to converge the standards. A roadmap has been laid, and
a transition plan has been implemented. Therefore, both these stan-
dards are discussed, when relevant, throughout this book.

Although this book is U.S. centric, it also has wide coverage
of accounting and finance issues with implications for global HR
management.

Finally, note that the tax accounting implications for global HR
systems are discussed wherever appropriate in each chapter. If you
want to learn more about relevant tax issues, refer to legal and tax
publications.
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Introduction: Setting the Stage

Aims and objectives of this chapter
e Set the stage for the discussions in this book
* Discuss the concept of costs versus expenses
* Explain the concepts of OPEX and CAPEX
* Examine various compensation and benefit elements
* Discuss in detail the concept of base salary

e Discuss the treatment of compensation and benefit elements
within current accounting systems and structures

e Discuss the current accounting for human resource cost outlays

e Explain the current payroll accounting process for hourly and
salaried employees

This introductory chapter examines how finance and accounting
principles apply to compensation and benefit program design. The
discussion analyzes the current connections and proposes various con-
nection enhancements. In this chapter, you also learn the terms com-
monly used with regard to compensation and benefits. The chapter
also proposes modifications to the accounting process to accommo-
date a revised classification of compensation and benefit cost outlays
and transactions. Thus, the chapter lays the foundation for the finance
and accounting analysis of compensation and benefit transactions.

The words cost and expense are often used interchangeably. Are
human resource (HR) outlays costs or expenses? What is the differ-
ence? Where in the accounting structure and system can one find
HR expenditures? Are the current classifications within the account-
ing framework appropriate? What changes can one anticipate in the

3
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current expense/cost classification resulting from the changes in how
work is currently done and how it will be done in the future? These
and other questions need to be answered before discussing the vari-
ous specific techniques and analytical mechanisms within the finance
and accounting structure that affects HR management (and specifi-
cally compensation and benefits).

In this chapter, after answering some critical questions posed
here, the basic flow of compensation and benefits outlays,! as defined
by HR departments, is traced through the accounting framework and
structure.

The Cost Versus Expense Conundrum

The words cost and expense are used interchangeably in account-
ing. But a cost incurred can be an asset or expense depending on the
timing of accounting transactions and the concept of periodicity.

Especially in transactions like the acquisition of a physical asset,
the cost classification can become an important decision. When a
physical asset is acquired, many costs might be involved (for example,
purchase price, freight costs, and installation costs). So, the accoun-
tant has to decide which cost to include as an asset and which costs
to expense immediately. Those costs that are expensed immediately
can be called revenue expenditures. And costs that are not expensed
immediately but are included in asset accounts are referred to as capi-
tal expenditures. Some firms call these expenses operating expenses
(OPEX) and capital expenses (CAPEX). You'll read more about these
classifications later in this chapter.

An expense is, in actuality, a cost used up while producing the
sales revenue for the business. In other words, expenses are those
monetary outlays that flow through to the income statement. In con-
trast, costs that have not been used up remain a cost and are reported
on the balance sheet as an asset. Expenses are those costs that are nec-
essary to make sales within a specific period. A company can incur a

! This discussion uses the word outlay for HR monetary outflows because, as cov-
ered here, some questions exist as to the proper classification of these outflows
within prevailing accounting definitions of the terms cost and expense.
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cost and spend cash to pay rent in advance for a six-month period, for
example. On the day this transaction is made, however, a debit entry
is made to an asset account called Prepaid Rent. Only after a month
is over and the premises have been occupied for that month does an
expense transaction occur, and for that month only; five months of
the cost incurred for prepaying the rent stays on the balance sheet as
an asset.

Let’s take another example. Suppose a restaurant is gearing up for
a Christmas banquet for a big corporate event. The owners go out and
buy nonperishable restaurant supplies such as napkins and so forth.
The cost of this cash purchase is $5000. Now let’s suppose they use
up 30% of these supplies for this big corporate banquet. In this case,
$1500 is classified as an expense for that period (the month and year
when financial statements are prepared) and the remaining $3500 will
still be a cost but will be reported on the balance sheet as Restaurant
Supplies (an asset). In this case, this cost—an outlay of cash—is both
an asset and an expense.

Now, suppose that a business buys a piece of land to build a fac-
tory. The cost of that land never becomes an expense. That cost con-
tinues to be classified as an asset (because land is never depreciated).

If a hospital buys an MRI machine, any cash or credit purchase
is first carried as an asset on the balance sheet. Then, after that, a
periodic depreciation expense is recognized in the income statement.
So, here again, the entire cost of that MRI machine is not an expense
at the time of purchase. Instead, the expense is spread over the use-
ful life of the MRI machine. As a matter of fact, the historical cost of
acquiring the MRI machine is always shown on the balance sheet.
Depreciation taken each period is recorded as a period expense and
also recorded as a contra-asset in an account called accumulated
depreciation.

Now consider manufacturing businesses: Cost outlays within
a given period for direct materials, direct labor, and manufactur-
ing overhead directly used in making products that were sold within
that specific time period are considered expenses for that period
and are termed cost of goods sold. Cost of goods sold flows into
the income statement and is matched with revenue earned during
that period. But direct materials, manufacturing overhead (which
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includes indirect labor), and direct labor remaining in finished goods
or in work in process are considered assets. Therefore, here again,
not all costs are expenses. Some are assets (balance sheet), others
are expenses (income statement). So, in current accounting practice,
some employee monetary outlays are assets, some are expenses.

Furthermore, other transactions in a manufacturing company are
considered selling, general, and administrative expenses for a specific
period. Compensation outlays for the truck driver who delivers mate-
rials to the factory are considered expenses for a period. In contrast,
electricity used in the factory might be either an asset or an expense
depending on whether manufacturing overhead, including factory
electricity, is assigned to products as cost of goods or as work in pro-
cess inventory or finished goods inventory. But all electricity used in
the administrative offices is considered an expense for a particular

period.

Adding to the confusion, let’s consider monetary outlays for
research scientists. Suppose that a firm buys a laboratory machine for
a research lab. The cost of this machine might be $20,000, with an
additional $5,000 expense for installing the machine. As of the date
the firm acquires this machine, the accounting system increases an
asset account by debiting that account with the total purchase cost
of the machine plus all costs necessary to make the machine ready
to use. And then the accountant periodically records a debit entry
to a depreciation expense account spread over the useful life of the
machine, using an acceptable depreciation schedule. This expense is
then reported in the income statement, matching it against the cur-
rent period revenue.

If the same firm were to hire a research scientist during the
same period, however, the costs that the firm incurred to hire that
scientist—recruitment advertising, search fees (which can be quite
large), interviewing costs, and other hiring costs—will all be cur-
rently expensed and reported in the income statement. This can lead
to a distortion in income measurement because the research scien-
tist’s service will extend over more than one year. But currently, the
accounting rules require that all the HR cost outlays be expensed dur-
ing the current period.

Compensation-related outlays for these scientists are all consid-
ered expenses for the current period. In accounting systems, though,
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the cost outlays for physical products (the machines the scientists use)
are considered assets and are expensed only over a period of time
(their useful life).

The issue of reporting intangibles also needs to be discussed in
connection with the recording of HR outlays. Under current account-
ing standards, intellectual property that an employee brings and uti-
lizes within the employment setting is not considered a recognizable
asset. The current accounting system records as assets only certain
other intangibles such as copyrights, patents, and trademarks. The
irony is that the intangibles are the outputs of the employees with
specifically valuable intellectual property.

In many cases, a big difference can exist in book value versus
market value of the assets. For example, in a recent year Google had
stockholder equity of $22.7 billion, whereas its market value during
the same period as determined by multiplying Google’s market price
of its shares by the number of outstanding shares was about $179 bil-
lion. Such a wide difference undermines financial reporting. It can be
assumed that most of this big difference results from nonrecognized
intangibles. And one of the biggest intangibles is the value of Google’s
human assets. Part II of this book discusses this concept in greater
detail.

So, one can safely say that confusion abounds within current
accounting standards frameworks as to how and where HR monetary
outlays are classified in accounting systems.

CAPEX Versus OPEX

The expressions capital expenses and operating expenses are
often used in accounting and finance. Cost or expenditure outlays
can either be capitalized (spread out over a period of time) or taken
into a specific time period’s profit/loss—in other words, in the time
period they were incurred (revenue and expense recognition). This is
the difference between capital expenditures (CAPEX) and operating
expenditures (OPEX).

With reference to these classifications, employee-related expen-
ditures are classified differently by different groups. The HR-related
cost or expenditures can be classified either as CAPEX or OPEX.
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CAPEX remain capitalized (a balance sheet classification) until
these transactions become expenses for a specific time period. HR
accounting proponents suggest that for effective management report-
ing it might be better to aggregate these accounting entries into one
account. If done, it gives business decision makers a more complete
picture when making strategic and operational decisions affecting
employees.

The Current HR Cost-Classification
Structure

Let's now examine the fundamental elements covered in this
book. First, it is important that you understand the terminology com-
monly used in compensation and benefit analysis. After reviewing this
terminology, the discussion turns to these terms within the context of
the current accounting framework.?

Compensation and Benefit Elements

The most commonly used terminology related to compensation
and benefits within the organizations are as follows:

e Base salary: Base or basic or fixed pay describes the “fixed”
part of pay. This pay element is mainly paid to employees to
come to work (to attract employees). It is also paid to employ-
ees to do the assigned work by applying the required skills,
knowledge, and abilities using normal effort and demonstrating
necessary work behaviors. Basic pay is usually the largest com-
ponent of the total pay package. In other words, basic pay is the
amount of nonincentive wages or salaries paid over a period of
time for work performed. It may include additional payments
that are not directly related to the work effort.

Compensation professionals use the following methods to
determine base pay levels:

2 When the term accounting framework is used, it means here the accounting struc-
tures and framework as established under Generally Accepted Accounting Prin-
ciples (GAAP) and the International Financial Accounting Standards (IFAS).
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Job-based pay

Skill- or competency-based pay

Market-based pay
¢ A combination of these three

Compensation books adequately explain these methodologies.?
The professional organization WorldatWork* conducts semi-
nars and develops various publications explaining these meth-
odologies. Some compensation specialists have tried to define
precisely the distinctions between the terms base pay and
basic pay.

Chuck Czismar, in a blog post® from January 6, 2010, attempts
to create a distinction between the terms base pay and basic
pay. He says that base pay refers only to “non-incentive wages
and salary paid out over a twelve month period for work per-
formed.” He goes on to define basic pay as “the amount of non-
incentive wages or salary paid out over a twelve month period
for work performed, but including additional payments not
directly related to work effort.” He seems to be referring to
additional variable pay allowances and to 13th and 14th month
payments, prevalent in various countries.

The term fixed is used to distinguish this pay component from
others that are of a variable nature, such as bonuses, incentives,
and various contingent payments.

Base compensation has other flows (or changes), as well. Here
is a list of the cost flows (changes) that affect the base pay in
total:

e Part-time status to full-time status

e Full- time status to part-time status

* Change of status to nonpaid leave

* A temporary allowance (on and off)

3 Milkovich, G.T., and Newman, J. Compensation, 2008, McGraw-Hill, Irwin, New
York.

4 WorldatWork is the largest professional association of compensation and benefit
practitioners in the world.

5 www.internationalhrforum.com/2010/01/06/base-salary-not-so-basic/.
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* A temporary adder (on and off)

e Exempt employee to nonexempt and vice versa in the
United States

e Promotion increase

* Annual performance increment or merit increase
e Salary reductions

* Overtime payments

* Workers’ compensation (on and off)

e Salary differentials (on and off)

* General increases

¢ Step increases

* Cost-of-living adjustments

All these variables affect the total base pay expenses and there-
fore the total costs for employees in an organization. To under-
stand the real impact of employee-related expenditures, there
is a need to record and analyze all these expense triggers. Also
to forecast or budget these expenditures, all these inflows and
outflows need to be documented, tracked, and analyzed. But
the current accounting systems do not identify these flows
separately in any detail. The payroll systems aggregate these
pay transactions into a composite gross rate. To the account-
ing structure, it is not important to keep track of the various
employee flows (although some of these flows could be tracked
separately by payroll systems but not by accounting systems).5
If the salary is stated in monthly terms, these individual expense
transactions are tracked in the aggregate monthly stated salary.

Incentive compensation: Incentives or bonuses payments
are paid to an employee for achieving time-bound goals and
objectives. Terms such as incentive targets, objectives (bonus
objectives), measurements, and ratings are all contextual terms
used in most organizations. Incentive compensation refers to

6 The HR inflows and outflows referred to here are important to track for HR man-

agement but not for finance and accounting. An intermediate step is therefore
needed to track costs of the inflows and outflows for the use of HR professionals.



CHAPTER 1 ® INTRODUCTION: SETTING THE STAGE 11

contingent payments paid to employees only when certain pre-
determined financial or individual objectives are met.

e Allowances: Allowances are usually temporary adders to the
basic pay. Housing allowance, transportation allowance, and
education allowance are common. Allowances are widely used
in various countries. Allowances are paid for special situations
or conditions.

e Pay adders: Adders to base pay are common in the United
States. Overtime pay, callback pay, on-call pay are examples of
pay elements and are provided for work that is done beyond
normal working hours. These adders are governed by wage and
hour laws in most countries.

¢ Risk benefits: Risk benefits are payments made for medical,
disability, and life (actually death) situations. The benefits in
this category are provided to employees in lieu of direct cash
payments to mitigate the various life risks for employees and
their families.

¢ Retirement benefits: Retirement benefits are common com-
pensation elements that organizations provide to assist employ-
ees with their post-employment lives. Retirement benefits can
take the form of defined benefit or defined contribution plans.

e Equity compensation: Employee equity programs in the past
had been mostly provided to senior executives to motivate them
to increase shareholder value. This component of pay has seen
sweeping accounting changes over the past ten years or so. There
has been a growth of many different structures for these plans;
nonqualified stock options, incentive stock options, restricted
stock options, stock appreciation rights are a few. Accounting,
tax, and legal implications are integral to the design, develop-
ment, and administration of these programs. More recently,
issues surrounding executive compensation excesses, earnings
management, insider trading, ownership culture, stock option
pricing and expensing, dilution effects, and overhang have all
clouded this pay element with a lot of debate and discussion.

* Perquisites: Perquisites are elements of compensation that
are normally paid to senior executives. The practice is wide-
spread around the world. Most common are first-class travel,
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executive jets, country club memberships, executive physicals,
and financial planning. Perquisites can be direct cash payments
or are compensation payments in the form of expense reim-
bursements for approved executive benefits.

* Expatriate compensation: Expatriate compensation is made
to employees who are sent by companies to live and work
abroad. Within this overall category, there can be many sub-
categories of payments. Among them are cost-differential pay-
ments, housing differential payments, education allowance,
tax protection or tax equalization payments, moving expense
allowances and foreign-service premiums, and hardship and
special area allowances. An expatriate assignment occurs when
an employee is transferred to a foreign jurisdiction (different
from the headquarters country or the employee’s country of
permanent domicile).

The appendix at the end of this chapter describes all the terms
and words used in the field of total compensation. This will set the
stage for a comprehensive analysis of the finance and accounting
implications involved in compensation and benefit plan design.

The Current Accounting for
Compensation and Benefit Cost Elements

Now that you know the commonly used terms in compensation
and benefits, let’s explore how these compensation and benefits cost
elements are reflected in accounting systems.

If an employee’s job entails directly producing a product (as
part of a manufacturing operation), accounting systems classify that
employee as direct labor. Another common identifier for this group-
ing is touch labor. Touch labor refers to those people required to
touch the product during the manufacturing process. Those employ-
ees who are involved in the manufacturing process but are involved
in a supporting activity (such as the manufacturing manager or the
janitor who cleans the factory floor) are included in manufacturing
overhead. A commonly used term for this category is indirect labor.
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In cost accounting, manufacturing overhead is absorbed into unit
product costs through various mechanisms, such as job order cost-
ing and process costing. All the specific compensation elements are
lumped together by the accounting process into two accounts, nor-
mally called direct labor or indirect labor. Both of these account cat-
egories become a part of the cost of goods sold cost.

For manufacturing companies, the gross profit is calculated by
subtracting cost of goods sold from the revenue. In accounting, there-
fore, the employees directly involved in making a product contribute
toward the achievement of the gross profit of an organization. And
in manufacturing, companies” monetary outlays for those employees
not involved in making the product are considered period expenses.
Normally these expenses are part of the selling, general, and admin-
istrative expense account. The selling, general, and administrative
expense and other indirect expenses are deducted from gross profit
to derive the net income or loss.

Cost of goods sold in the service industry refers to the cost of
the employees or machines directly involved in providing the service.
Other items like electricity to run the machines and those employ-
ees who are not directly connected to providing the service are usu-
ally included as part of selling, general, and administrative expenses.
This is an overhead or indirect expense. And as stated before, these
expenses are deducted after the gross profit is calculated, to arrive at
the net profit or income.

Let’s look at an example for a construction company. In a construc-
tion company, the compensation paid to workers directly involved in
construction activities is a part of cost of goods sold, whereas employ-
ees who support them (estimators, clerks, material handlers) are
included in the selling, general, and administrative expenses.

Note that the actual practice of classifying employee expenses
either in cost of goods sold or in overhead expenses can vary from
company to company.

In a merchandising business, there are no raw materials, work
in process, or finished goods accounts. There is only a merchandise
inventory account. All purchases of goods bought for resale become
a part of the merchandise inventory account. Only when a specific
item sells is the acquisition cost of that item then transferred from
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the merchandise inventory account to the cost of goods sold account.
It is then subtracted from sales revenue to derive gross income or
profit. In merchandising businesses, all employee expenses are clas-
sified into general expenses, which appear on the income statement
after the calculation of gross profit or income.

In financial reporting, some employee costs are included in the
asset section of the balance sheet. In addition, employee-related
monetary transactions are often included in the balance sheet in a lia-
bility account called salary or wages payable. This suggests that some
earned wages have not been paid to employees.

A case can be made that most HR cost outlays can be classified as
assets. This argument might have some merit if you consider that the
compensation paid to software engineers, scientists, electronic engi-
neers, and development engineers is a CAPEX. A case can be made
that these types of employees are indeed the true assets of a company,
especially in high-technology and biotechnology firms. They have rare
skills, and losing one of these critical skills might result in a decrease
in the value of a business. But current accounting thinking does not
concur with this line of thought. Current accounting standards state
that expenditures should be included in financial statements only if
they are clearly measurable in monetary terms and there is reliability
and relevance. The accounting profession asserts that there are prob-
lems in determining relevant and reliable values for human assets.
Accountants believe that human capital measurements are not up to
par on reliability and accuracy. If accurate measurements are found,
perhaps human capital values can be included in financial statements.
But most likely, they would appear as footnote disclosures.

The point to note here is that the HR and payroll systems are
identifying employee expense outlays differently from accounting sys-
tems. Accounting systems do not capture the true cost flows for the
HR financial outlays.

Exhibit 1-1 summarizes all the compensation and benefit cost
flows. In one place, it shows the accounting flows of all total compen-
sation elements and also indicates the accounting classification most
likely used to record these transactions.
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Exhibit 1-1 A Summary of the Flows

HR Classification

Accounting Classifications

Base pay

Direct labor, indirect labor, selling, general and
administrative expenses

Could be an income statement expense

Could be an asset on balance sheet

Benefits

Direct labor, indirect labor, selling, general and
administrative expenses

Could be an income statement expense

Could be an asset on balance sheet

Incentives

Direct labor, indirect labor, selling, general and
administrative expenses

Could be an income statement expense

Could be an asset on balance sheet

Allowances

Direct labor, indirect labor, selling, general and
administrative expenses

Could be an income statement expense

Could be an asset on balance sheet

Adders to base

Direct labor, indirect labor, selling, general and
administrative expenses

Could be an income statement expense

Could be an asset on the balance sheet

Retirement Benefits

Define benefits

Pension expense on income statement

Net pension liability or asset on balance sheet

Define contribution

Pension expense

Stock related

Stock option expense

Perquisites

Expense: selling, general, and administrative
expense

Expatriate compensation

Selling, general, and administrative expense
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The Accounting of HR Cost Outlays — How Payroll
Systems Work

Now that you understand cost and expense classifications in gen-
eral and the HR designations of employee cost outlays, this section
covers how accounting systems currently report employee cost trans-
actions in the accounting cycle.”

Payroll departments are responsible for making payments to
employees. But not all employee payments are transmitted from
the payroll department. Some payments are made as expense
reimbursements.

Exhibit 1-2 shows the payment transactions normally disbursed
from payroll departments.

Exhibit 1-2 Payment Transactions Made from Payroll Departments

Employee Payment Category Accounting Disbursement Point
Base pay Payroll

Overtime Payroll

Pay adders Payroll

Incentives and bonuses Payroll

Allowances (including international Payroll

allowances)

Sales commissions Payroll*!

Stock program transactions Stock administration
Perquisites Payroll or accounts payable
Risk benefit outlays Accounts payable and TPAs*?
Workers” compensation disbursements Accounts payable and TPAs

Retirement program disbursements, plan Account payable, TPAs for 401(k)
contribution

*1 All payroll disbursements are those that involve tax-related deductions and involve accounting
transactions.

*2 Third-party administrator

=1

By accounting cycle it is meant: source documents are classified into the appropri-
ate account from the charter of accounts; then entries are journalized; then entries
are posted to the ledger; then the trial balance is developed; then period end
adjustments are recorded; then the post-adjustments trial balance is developed;
then the financial statements are created; then closing entries are entered; and
then finally post-closing trail balance is developed.
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Exhibit 1-3 indicates in summary form how a typical payroll pro-
cess works, which we explain in more detail.

Exhibit 1-3 Payment Transactions Made from Payroll Departments

The Typical Payroll Process Involves

Calculating gross earnings

Calculating employee withholding taxes

Preparing paychecks

Preparing the payroll register

Updating employee payroll registers

Preparing governmental filings

Journalizing into the general ledger payroll, payroll taxes
Posting these transactions to the general ledger

Preparing payroll reports

In addition, payroll systems track payment transactions differ-
ently depending on how pay is recorded in HR processes and systems.
Employee designations commonly use designations such as salaried,
monthly, weekly, or hourly. It should be noted that these are payroll-
related computational designations rather than what is conventionally
thought-an employee ranking or status designation. If an employee
is designated as an hourly employee, the computations in the payroll
system might be as in the following example.

Suppose that John Peters is one of six hourly (non-exempt)
employees who work for Bagan, Inc. Bagan has a biweekly payroll
process. Let’s also say that the biweekly period starts on March 16
and ends on March 30. The first week of this period started on March
16 and ended March 23. And during this period, John worked for 46
hours. Federal law in the United States stipulates that any nonex-
empt employee who works for more than 40 hours a week needs to be
compensated at a time-and-a-half rate for those extra hours.® In this

8 Note that in the USA, there are many differences between federal wage and hour
laws and state wage and hour laws.
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case, 6 hours are over the 40-hour limit. Suppose John’s hourly rate is
$25.20. In that case, his weekly gross pay is calculated in this manner:

40 hours @ $25.20 = $1,008.00
6 hours @ $25.20 x 1.5 or $37.80 = $226.80
Total gross earnings for the week = $1,234.80

In the United States, tax is withheld from the gross wage income
(which for John Smith is calculated based on his documented deduc-
tions on his W-4 form and withholding tax publication—Circular E,
provided by the Internal Revenue Service). After that, state income
tax withholding is also deducted from gross pay. In addition, the pay-
roll department must withhold Social Security taxes or FICA (Federal
Insurance Contribution Act). This tax is actually two taxes. One tax
is called the Old-Age, Survivors, and Disability Insurance (OASDI),
and the other is known as Medicare (hospital insurance). The rates for
OASDI and Medicare are, respectively, for 2012, 6.2%° and 1.45% of
gross wages. In addition to these deductions, other deductions will be
needed, such as the employee portion of an employee health insur-
ance program (if there are any for the organization).

To further illustrate the gross earnings to net earnings calculation,
now let’s assume that for the second week, the March 26 to March 30
pay period, John worked 40 hours.

So, here is the gross to net calculation:

Week 1 gross (which includes 6 hours of

overtime pay) 1,234.80

Week 2 gross (40 hours x $25.20) 1,008.00

Total gross for the pay period 2,242 .80
Deductions:

Federal income tax (assumed numbers in
this example) 215.74

9 There is currently a “tax holiday” in place that relieves employees of this deduction.
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Note

The federal withholding tax is derived after the employee com-
pletes and submits Form W-4, Employee’s Withholding Allowance
Certificate. This amount is based on marital status and the total
number of dependant allowances claimed on the certificate. The
amount of tax withheld is provided in the wage bracket table, pub-
lished by the IRS in Circular E.

State income tax 179.43

Note

The state income tax withholding is calculated in a similar manner
using allowances provided on the W-4 form and by using state
publications published for the purpose of calculating withholding

taxes.
OASDI tax (6.2% of gross pay) 139.05
Medicare tax (1.45% of gross pay) 32.52
Medical insurance copay (assumed number
for this example) 54.00
Total deductions 620.74
Net pay 1,622.06

Other possible payroll deductions and adjustments include the
following:

* City and county taxes, if any

* Before-tax employee contributions
401(k) employee contributions (disbursed to TPAs*)
Health savings account (disbursed to TPAs*)

Flexible spending accounts (disbursed to TPAs*)
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Employer Payments

Also note the potential employer payments made on behalf of an

employee:

* Federal Unemployment Tax (FUTA)

employee

Accounting Record Keeping

Workers’ compensation premiums

Statement Unemployment Tax (SUTA)

Employer-matching contributions for 401(k) plans

Employer portion of Social Security taxes paid on behalf of an

In the accounting process, employee payment transactions are
journalized, posted to the ledger, and recorded in the financial state-
ments in the manner shown in Exhibit 1-4.

Exhibit 1-4 Employee Payment Transactions

Financial
Account Title Affected Category Account  Statement
Product or service expense Expense Debit Income statement
Payroll tax expense Expense Debit Income statement
Workers” compensation Expense Debit Income statement
insurance expense
FICA payable Liability Credit Balance sheet
FICA Medicare payable Liability Credit Balance sheet
FIT payable Liability Credit Balance sheet
SIT payable Liability Credit Balance sheet
FUTA payable Liability Credit Balance sheet
SUTA payable Liability Credit Balance sheet
Medical insurance payable Liability Credit Balance sheet
Wages salaries payable Liability Credit Balance sheet

This is not necessarily the case in manufacturing companies,
where employee payments can be a part of work in process, finished
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goods, or cost of goods sold. Exhibit 1-5 gives a description of the
accounting entries recorded for payroll transactions.

Exhibit 1-5 Accounting Entries for Payroll Transactions

Date Cost of goods XXXXX

sold

General selling XXXXX

and admin

expense
FIT payable XXXXX
SIT payable XXXXX
FICA OASDI payable XXXXX
FICA Medicare payable XXXXX
Medical insurance payable XXXXX
Wages and salaries payable XXXXX
To record payroll for a period XXXXX

Date

Payroll tax XXXXX

expense
FICA OASDI payable XXXXX
FICA Medicare payable XXXXX
FUTA payable XXXXX
SUTA payable XXXXX
To record payroll tax expense XXXXX

for pay period, xx/xx/xxxx, and
then when payment is made to

employees
Date
Wages and XXXXX
salaries payable
Cash XXXXX
To record actual payment of XXXXX

current payment accruals

Note here that after these transactions are incurred they become
payables and remain on the balance sheet until those outlays are paid
out from cash. At that point, those transactions become income state-
ment accounts.
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Accounting for Payments Made to Salaried Employees

For employees who are classified as salaried, the payroll status is
normally stated as a monthly wage. This is not a job-level designation.
It indicates that in the payroll system these employees’ compensa-
tion payments are recorded on a monthly basis. In the United States,
salaried employees are usually exempt from the provisions of the Fair
Labor Standards Act. In other words, they do not have to be paid
overtime for any hours they work over 40 hours in a week.

Federal law in the United States that governs overtime earnings is
called the Fair Labor Standards Act, which is part of the federal wage
and hour legislation. All employers engaged in interstate commerce
have to adhere to the Fair Labor Standards Act. There are also state

wage and hours legislation with which employers must comply.!°

The payroll system pays these employees their fixed monthly sal-
ary on each pay date. If the pay period is biweekly, these salaried
employees are paid their monthly rate divided by two. The stated sal-
ary rate will be gross pay from which the employee’s specific payroll
deductions are subtracted. These deductions are similar to those used
for hourly employees (as described earlier in this chapter).

Other Technical Payroll Accounting and HR Issues

First, there is the issue of thirteenth- and fourteenth-month
payments made in many countries outside of the United States. Nor-
mally, in the United States, the workday is 8 hours in duration. In a
52-week year, that makes 2,080 work hours in a year:

8 hours a day x 5 days a week x 52 weeks in a year = 2,080 hours

In the United States, the number of hours employees can work
is 2,080. But we know that most employees take at least two weeks
of vacation during the year. Those two weeks are paid vacation days.
Therefore, in the 52-week year, the employee does not necessar-
ily work the entire 2,080 hours. If the employee takes a two-week

10" FLSA states that any nonexempt (not exempt from the law) employee who works
more than 8 hours in a day or 40 hours in a week has to be paid time and a half for
those additional hours. In a state such as California, if the employee works more
than 12 hours in a day or on the seventh consecutive day in a week, his or her pay
must be double time for those hours.
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vacation, he or she actually works 2,000 hours. But, employees are
paid their annual stated salary. This is because a salaried employee’s
stated salary is an annual amount. It could also be stated on a monthly
basis. In the latter case, you just have to multiply the monthly salary
by 12 to get the annual stated salary. Therefore, in the United States,
paid vacation is built in to the annual or monthly stated salary. Holi-
day pay is treated in the same manner.

In some countries, the monthly or annual salary covers only hours
actually worked. The vacation is paid as an extra month: the 13th
month. The 13th-month payment is identified differently in different
countries. In some countries, it is a bonus granted to all employees.
In other countries the Christmas bonus is a legal requirement. The
additional-month payment adds to wage costs. In Greece, which is in
economic chaos, the payment of the 13th month has become a politi-
cal issue.

The main purpose of this chapter was to explain how the account-
ing process and the HR process classify compensation and benefit
elements. As you learned, to accurately understand and record HR
financial transactions, processes have to be developed to record these
expenditures to better understand their impact on operational and
strategic business decisions. For example, the critical strategic and
operational decision about workforce reductions is often made based
on accounting data, which is much narrower in scope than HR inflows
and outflows classifications. If a more broadly scoped HR accounting
data-gathering process were adopted, business decision makers might
not be as willing to terminate the services of thousands of people so
readily. As you know, workforce reduction results in devastating con-
sequences for those employees who lose their jobs and for society as
a whole.

Key Concepts in This Chapter

Flow of compensation and benefits cost outlays
* Costs versus expenses

CAPEX

OPEX
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e Compensation and benefits cost elements

¢ Understanding base pay

* Base pay outflows

e Current accounting for compensation and benefit cost elements

e Payroll accounting

* Record keeping of HR cost elements within the accounting
cycle

e Technical issues with respect to compensation and benefit cost
elements

e The definition of all compensation and benefit terms

Appendix: The Terms

This appendix describes compensation and benefit terms in more
detail than described in the main body of this chapter:

* Base, basic, fixed, “come to work” pay: The “fixed” part of
pay. This element is provided to employees to come to work
and do the job by using the required skills, knowledge, abili-
ties, and appropriate work behaviors. Usually, this component
is based on market rates combined with some measure of the
internal ranking for the job or position, normally through a job-
evaluation system.

Base pay can also be identified in many other ways:

* Wage: A fixed regular payment typically paid on a daily
or weekly basis by an employer to an employee classi-
fied as a manual or unskilled worker. In economics, wage
is the part of total production that is the return to labor
as earned income as compared to dividends received by
owners. Some contend that wages are paid to daily work-
ers who are not necessarily employees. The implication is
that the word wage is used to define the money a worker
receives in exchange for labor (that is, physical labor).
There seems to be a connotation that wages are given in
exchange for physical labor and not brain power (physical
strength in contrast to intelligence).
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e Salary: A fixed regular payment typically paid on a monthly
or biweekly basis but often stated as an annual sum. This is
payment made by an employer to an employee as opposed
to a worker. In other words, it is a payment made to a pro-
fessional or a white-collar worker. A salary is a form of peri-
odic payment from an employer to an employee, as stated
in a recruitment contract. The payment differs from wages.
In wage payments, each job or hour is paid separately.
The distinction between salary and wages flows from the
fact that for salaried employment the effort and output of
“office work” is hard to measure in hourly terms.

e Compensation: The money received by an employee from
an employer as a salary or wage. Therefore, the word com-
pensation is used as an encompassing word covering both
wages and salaries. But the pure definition of this word is
money awarded to a person to compensate that person for
his or her time, effort, abilities, knowledge, experience,
and skills provided to an employer. This is the basis for
an exchange; employer pays compensation, the employee
provides the employer various personal attributes. When
the exchange is not fair from the point of view of either
party, there is dissatisfaction. Effective compensation is
based on various motivational theories. A discussion about
the theories is beyond the scope of this book.

 Pay: Pay means the giving of money to someone that is due
to him or her for work done. In other words, it explains the
giving of a sum of money in exchange for work done. It
also alludes to giving what is due or deserved. The notion
of payment arose from the sense of pacifying a creditor. I
want to pay him for his work (reward him, reimburse her,
compensate him, give payment to him or her, or remuner-
ate him or her).

In the current context, this concept needs some thought.
It is not just wages or salaries that are being provided.
Organizations are paying their human resources; they are
rewarding, they are remunerating. The concept here is that
the word pay should include both the perspectives of the
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giver and receiver of pay. This is a psychological transac-
tion as much as it is an economic transaction. Both the
supply (what the organization wants to provide) and the
demand side (what the employee, who is the creditor being
pacified) of the equation need to be considered to make
the transaction fair to both parties.

All too often, organizations (both private and public) look
at only the supply side and ignore the demand side (what
the employee wants), and therefore pay remains one of the
most emotionally disturbing work conditions.

* Remuneration: One will receive adequate remuneration
for the work one has done (that is, a payment, pay, salary,
wages; earnings, fees, reward, compensation, reimburse-
ment; formal emoluments). So, this word is also an all-
encompassing word.

* Rewards: A payment given in recognition of service, effort,
or accomplishment. Today, the concepts behind the termi-
nology listed here continue to evolve as part of a system
of reward that employers offer to employees. Salary (also
now known as fixed pay) is coming to be seen as part of
a total rewards system, which includes variable pay (such
as bonuses, incentive pay, and commissions), benefits and
perquisites (or perks), and other schemes employers use
to link reward to an employee’s individual performance.
Tying it into performance in a clear, understandable, and
acceptable way remains a continuing challenge. Good in
theory, but fraught with real-life issues.

* Incentives or bonuses: These payments are provided to
employees for achieving time-bound goals and objectives.
Words such as incentive targets, objectives (bonus objectives),
measurements, and ratings are all contextual terms used in
most organizations. In economics and sociology, an incentive is
any factor (financial or nonfinancial) that enables or motivates
a particular course of action. These payments or gifts are added
to what is usual or expected. Incentives are often amounts of
money added to wages on a seasonal basis, especially as a reward
for good performance (for example, a Christmas bonus).
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¢ Allowances: These items are not benefits but are additional
cash payments for special circumstances. These types of allow-
ances are widely used in various countries. They are sums of
money paid regularly to a person, specifically to meet speci-
fied life needs or expenses. It is an amount of money that can
be earned or received free of tax or tax neutralized; examples
are housing, education, hardship, transportation, special area
allowances, foreign service premiums, and tax protection or
equalization payments.

e Adders to base: These payments are common in the United
States. Overtime pay, callback pay, and on-call pay (also called
beeper pay) are common elements provided for work that is
done beyond normal work hours or under special circum-
stances. Overtime is provided for work done over standard legal
working hours. Callback pay is special pay provided to tech-
nical workers who are called back to work after normal hours
because they are needed to address a specific or an urgent sit-
uation. On-call pay is similarly an additional amount paid to
employees who are required to be on-call by their employers to
come into work when asked to do so. Beeper pay is provided to
employees who have to keep electronic beepers on all the time
so employers can access the workers on short notice.

e Risk benefits: Medical, disability, and life insurance. These
benefits are provided to employees in lieu of cash to mitigate
the various life risks faced by employees and their families.
Employee benefits are regarded as nonwage compensation pro-
vided to employees in addition to their normal wages. Benefits
can be regarded as transactions where the employee exchanges
(cash) wages for some other form of economic benefit. This is
generally referred to as a salary-sacrifice arrangement. In most
countries, employee benefits are taxable at least to some degree.
Some of these benefits are group insurance (health, dental, life,
and so on), medical payment plans, disability income protec-
tion, daycare, tuition reimbursement, sick leave, vacation (paid
and nonpaid), and Social Security. The purpose of the benefits
is to increase the economic security of employees and protect
them from unfavorable life situations.
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Retirement plans: Employers provide these benefits to assist
employees with their post-employment lives. Usually there are
two categories of retirement plans: the defined benefit plans
and the defined contribution plans. Defined benefits plans are
formula based, and defined contribution plans are contribution
based. The contributions are made by participating employ-
ees. The fundamental objective of these plans is to provide an
income-replacement payment. With this payment, participat-
ing employees should be able to replace a certain portion of
their preretirement income during their retirement years.

Equity compensation: This element in the past was mostly
provided to senior executives to motivate them to increase
shareholder value. But the equity compensation component of
pay has seen many changes over the past ten years or so. There
are many versions of these plans: nonqualified stock options,
incentive stock options, restricted stock options, stock apprecia-
tion rights, among others. There are many accounting, tax, and
legal implications to these plans. Some of the issues being dis-
cussed within this context are ownership culture, stock option
pricing, dilution, and overhang. The equity compensation ele-
ment has spawned specialists, legal experts, associations, and
interest groups (each with their unique opinions and view-
points). The important issues in equity compensation are (1)
whether these programs have any value if distributed all across
the whole employee population, even to the lowest employee
levels, and (2) whether the organizations that distribute stock
options widely to all levels of employees achieve an “ownership
culture.”

Perquisites: Many companies provide executives a wide vari-
ety of perks. This practice is widespread around the world.
The term perks is often used colloquially to refer to payments
because of their discretionary nature. Often, perks are given to
employees who are outstanding performers and those who have
seniority. Common perks include company cars, hotel stays,
free refreshments, leisure activities during work time (golf and
so on), stationery, and lunch allowances.
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currency fluctuations

cost-differential allowance and,
154-156

in expatriate compensation, 143
Czismar, Chuck, 9

D

death benefits, 197

deferred tax asset (DTA), 113,
119-120

defined benefit health and welfare
plans, defined contribution plans
versus, 190-191

defined benefit pension plans, 235
accounting standards for, 265-266
accounting systems for, 239-244

defined contribution health and
welfare plans, defined benefit plans
versus, 190-191

defined contribution pension
plans, 235

accounting systems for, 236-238

loans from, 238-239

reporting requirements, 265
demand planning, 38-39

demand versus supply in HR
analytics, 284-285

dependent care FSAs, 221
depreciation, 5
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direct labor, defined, 13

discount drug programs, 227
discounted free cash flow, 80, 278

displacement allowance, 138
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DTA (deferred tax asset), 113,
119-120

E

EBIT (earnings before interest and
taxes), 278

EBITDA, 80, 278
Economic Value Added (EVA), 80

as incentive compensation metric,

82-86
RI (residual income) versus, 86

economic value models. See
value-based models (HR accounting)
education allowance, 139
effectiveness metrics
benchmarking, 274-277
human capital effectiveness metrics,
277-279
internal HR operational metrics, 280
total compensation and benefits
effectiveness, 280-284
employee benefits. See also health and
welfare plans; retirement benefits
accounting classifications, 14
accounting standards for, 188-190
categories of, 188-189

claims incurred but not reported
(IBNR), 194-196

defined contribution versus defined
benefit plans, 190-191

elements of, 57

FASB ASC 965 standard, 191-197

financial reporting requirements,
202-207

healthcare costs

cost containment alternatives,
214-228

forecasting, 228-230

reasons for increases in,
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self-funding of health benefits,
198-201
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Employee Retirement Income
Security Act (ERISA), self-funding
of health benefits and, 198-201

employee share purchase plans
(ESPPs), 121-122
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salary costs, 59
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employer contributions, FASB ASC
965 standard, 192-193

employer payments in payroll
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equalization payments, 139

equity compensation, 11. See also
share-based compensation
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Income Security Act), self-funding
of health benefits and, 198-201

ESPPs (employee share purchase
plans), 121-122

estimating incentive payouts, 76
EVA (Economic Value Added), 80
as incentive compensation metric,
82-86
RI (residual income) versus, 86
evaluation in HR planning, 43
exceptions to sales commissions, 175

exclusions from income for expatriate

taxes, 149-150
executive compensation, 282
executive incentive plans, relationship
with HR planning, 50-51
exercising options, accounting for,
108, 110
expatriate, defined, 133
expatriate compensation
balance sheet system, 136-143
allowances, 138-140
example, 140-143

cost-differential allowance,
151-156
currency fluctuations, 154-156
currency fluctuations in, 143
defined, 12
elements of, 57
explained, 132-135
payroll systems and, 156-159
pension benefits, 159-161
stock option plans, 161-164
systems for, 134-135
tax implications, 143-151
calculating taxes, 148-150
tax equalization, 144-147
tax protection, 144
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expense allowances, 177-179
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expense reimbursements. See
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expenses
costs versus, 4-7
pension expense, 256-261
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gain, 260-261
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prior service cost, 259
return on plan assets, 258-259
service cost, 257
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expiration of options, accounting for,
109, 111

external labor market in HR
planning, 42

F

Fair Labor Standards Act (FLSA), 22
fair value, defined, 203

fair value expensing, intrinsic value
expensing versus, 101-103
FAS 123 standard, 103



FAS 123(R) standard, 113-114

FASB (Financial Accounting
Standards Board), employee benefits
standards, 188-190

FASB ASC 900s standards, 188
FASB ASC 965 standard, 189
administrative expenses, 196
benefit payments, 191
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explained, 191-197
postemployment benefits, 192
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obligations, 197

postretirement retirement benefit
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premium deficits, 192
premiums due, 191
premiums paid to insurance
companies, 193
FAVR (fixed and variable rate)
method, 181

FCF (free cash flow) as incentive
compensation metric, 81-82

federal income tax withholding, 19
federal per diem rate, 183

Financial Accounting Standards
Board (FASB), employee benefits
standards, 188-190

financial performance metrics.
See metrics
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financial reporting requirements.
See reporting requirements
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fixed pay. See base salary
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INDEX 329

Flamholtz model. See reward
valuation model (HR accounting)

flexible spending accounts (FSAs),
220-222
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forecasting
healthcare costs, 228-230
total compensation costs, 55-58
base salary costs, 58-67
importance of, 55-57
forecasting demand, 39
foreign service premium, 138
foreign tax credit, 148
forfeitures of stock options, 107-108

free cash flow as incentive
compensation metric, 81-82

FSAs (flexible spending accounts),
220-222

G

GAAP (General Accepted Accounting
Principles), 8
for employee benefits, 188-190
IFRS (International Financial
Reporting Standards) versus,
119-121
gain/loss on PBO in pension
calculations, 251-252
global payroll systems, 135, 156-159
global stock option plans, 161-164
Gould, Elise, 211
grade creep, 283

graded amortization (stock
options), 106

grant date (stock options), 105

gross pay, net pay calculations, 18-19
gross profit, calculating, 13

gross-up calculations, 147

group valuation (HR accounting), 299
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employee benefits

claims incurred but not reported
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defined contribution versus defined
benefit plans, 190-191

FASB ASC 965 standard, 191-197
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IFRS (International Financial
Reporting Standards), 201-202

postretirement health plan
obligations, 197
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health reimbursement arrangements
(HRAs), 218-220

health savings accounts (HSAs),
215-218

healthcare costs
cost containment alternatives,
214-228
consumer-driven healthcare,
214-222
corporate wellness programs,
225-227
discount drug programs, 227
self-funding of health
benefits, 228
Spousal coverage, 227
utilization reviews, 222-225
forecasting, 228-230
reasons for increases in, 209-214
health-promotion programs, 226-227

high-deductible health plans
(HDHP), 215

high-low rate, 183

historical cost model (HR accounting).

See acquisition cost model (HR
accounting)

home-country employees,
defined, 132
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house accounts, 175
housing allowance, 138

housing exclusion for expatriate taxes,
149-150

HR accounting
accounting standards and, 299-300
background on, 287-288
cost-based models, 292-296
acquisition cost model, 292-294
opportunity cost model,
295-296
replacement cost model, 294-295

physical assets versus human assets,
289-291

value-based models, 296-299

present value of future earnings
model, 296-297

reward valuation model,
297-299
valuation on a group basis, 299
HR analytics
background on, 272-273
effectiveness metrics
benchmarking, 274-277
human capital effectiveness
metrics, 277-279
internal HR operational
metrics, 280
total compensation and benefits
effectiveness, 280-284
importance of, 273-274
supply versus demand, 284-285
HR outlays
as assets, 14
costs versus expenses, 6-7
HR planning, 34-43
demand planning, 38
evaluation, 43
external labor market, 42
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importance of, 34-36
management action, 43
model for, 36-38
organization design and planning,
38-39
relationship with compensation
function, 43-52
executive incentive plans, 50-51
job analysis and classification
activities, 47-48
organization design and planning
activities, 48-49
program administration
activities, 49

program development activities,
44-47

total compensation activities,
51-52
supply planning, 40-42
HR process costs, 280
HR process cycle time, 280
HR service quality, 280

HRAs (health reimbursement
arrangements), 218-220

HSAs (health savings accounts),
215-218

human assets, physical assets
versus, 289-291

human capital effectiveness
metrics, 277-279

I

IAS 19 standard, 189, 201-202

IBNR (claims incurred but not
reported), 194-196

IFAS (International Financial
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IFRS (International Financial
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relationship with HR planning,
50-51
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82-86
free cash flow, 81-82
RI (residual income), 86-87
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incentive payout effectiveness, 283
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incentive stock options (ISO), 113

income exclusions for expatriate taxes,

149-150
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allowances, 138-140
example, 140-143
cost-differential allowance, 151-156
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tax implications, 143-151
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tax protection, 144
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Accounting Principles) versus,
119-121
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options, 116-121
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IRAs, 234
ISO (incentive stock options), 113

J

job analysis and classification activities

relationship with HR planning,
47-48

in total compensation function, 51
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K
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L
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lattice model for option pricing, 104
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learning costs, 293
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pension plans, 238-239
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M
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value versus, 7
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background on, 272-273
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as, 213-214
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as, 72-74

N
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net loss/gain in pension calculations,
260-261

net operating income after taxes
(NOPAT), 278

net pay, calculating, 18-19
new business, 169

new customer/new product bonus

plans, 173
nonaccountable plans, 177-179
nonqualified stock options, 113

NOPAT (net operating income after
taxes), 278

number of employees per HR
staff, 275

O

offer-acceptance ratios, 280
offshore pension plans, 161

operating cash flow as incentive
compensation metric, 80

operational financial plans, 33
OPEX (operating expenditures), 4

CAPEX (capital expenditures)
versus, 7-8

opportunity cost model (HR
accounting), 295-296

option pricing, 104
organization design and planning, 38-
39, 48-49
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overseas premium, 138

overtime pay, 18

P

participation rate (PR), 62
pay. See base salary
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accounting classifications, 14
defined, 11
pay at risk, 72-73
payment of retirement benefits in
pension calculations, 252
payroll systems
13th and 14th month pay, 22-23

expatriate compensation and,
156-159

salaried employees in, 22

tax implications for stock options,
120-121

transaction tracking in, 16-21

PBGC (Pension Benefit Guarantee
Corporation), 246

PBO (projected benefit obligation),
245, 247-252

PC&T (population change and
turnover), 63
pension benefit obligation, 245-252
calculating projected benefit
obligation (PBO), 247-252
measurement methods, 245

PBGC (Pension Benefit Guarantee
Corporation), 246

pension plan expense, 256-261
amortization of net loss or net gain,
260-261
components of, 244
interest cost, 258
prior service cost, 259
return on plan assets, 258-259

service cost, 257
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pension plans. See also retirement
benefits

accounting standards for, 265-266

accounting systems, reporting
requirements, 262-265

assets, 253-256

defined, 232

defined benefit plans, 235

accounting systems for,
239-244

defined contribution plans, 235
accounting systems for,
236-238
loans from, 238-239
pension benefit obligation,
245-252
calculating projected benefit
obligation (PBO), 247-252
measurement methods, 245

PBGC (Pension Benefit
Guarantee Corporation), 246

tax implications, 233-234

pension trust, employer responsibility

for, 239-240
per diem allowances, 183
performance management

process, 51
performance metrics. See metrics
perquisites, defined, 11
personal replacement cost, 294

physical assets, human assets versus,
289-291

planning process. See also forecasting

framework for, 30

HR planning, 34-43
demand planning, 38
evaluation, 43
external labor market, 42
forecasting demand, 39
importance of, 34-36
management action, 43
model for, 36-38

organization design and
planning, 38-39
relationship with compensation
function, 43-52
supply planning, 40-42
importance of, 31-32
strategic planning, 32-33

population change and turnover
(PC&T), 63

positional replacement cost, 294
positions, jobs versus, 295
postemployment benefits
FASB ASC 965 standard, 192
TAS 19 standard, 201-202

postretirement health plan
obligations, FASB ASC 965
standard, 197

postretirement retirement benefit
obligations, FASB ASC 965
standard, 196

PR (participation rate), 62
precertification reviews, 222-223

premium deficits, FASB ASC 965
standard, 192

premiums due, FASB ASC 965
standard, 191

premiums paid to insurance
companies, FASB ASC 965
standard, 193

prescription drug discount
programs, 227

present value of accuamulated benefits
(PVAB), 264

present value of future earnings
model (HR accounting), 296-297

presenteeism, 225
preventive services, 226

prior service cost in pension
calculations, 249-251, 259

problem anticipation in HR
planning, 49

product mix, 169

profit per employee, 275, 278

profit planning, 33



program administration activities,
relationship with HR planning, 49

program development activities,
relationship with HR planning,
44-47

projected benefit obligation (PBO),
245, 247-252

projecting. See forecasting
promotion (PRO) expenses, 64

purchase orders in sales compensation
plans, 176-177

PVAB (present value of accumulated
benefits), 264

Pyle, W.C., 288, 292

Q

qualified stock options, 113
quota clubs, 171

quota targets, list of, 169
quota-based plans, 172-173

R

recruiting, relationship with HR
planning, 43-44

reduction-in-force decisions, 291
regional system, defined, 135
regular federal per diem rate, 183
reimbursements

for employee expenses, 177-179

for travel expenses, 179-183
relocation expenses, 138

replacement cost model (HR
accounting), 294-295

reporting requirements
commission expenses, 167

defined contribution pension
plans, 265

employee benefits, 202-207
health and welfare plans, 202-207
pension plans, 262-265
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residual income (RI) as incentive
compensation metric, 86-87

restricted stock awards, 97-100, 162
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retirement benefits
accounting classifications, 14
accounting standards for, 265-266
accounting systems
for defined benefit plans, 239-244

for defined contribution plans,
236-238

reporting requirements, 262-265
defined, 11
defined contribution versus defined
benefit plans, 235
for expatriates, 159-161
explained, 232-234
pension benefit obligation, 245-252
calculating projected benefit
obligation (PBO), 247-252
measurement methods, 245
PBGC (Pension Benefit
Guarantee Corporation), 246
pension expense, 256-261
amortization of net loss or net
gain, 260-261
interest cost, 258
prior service cost, 259
return on plan assets, 258-259
service cost, 257
pension plan assets, 253-256

postretirement retirement benefit
obligations, 196

retirement factor, 241. See also
income-replacement ratio

retrospective reviews, 224

return on human resource
investments. See HR accounting

return on plan assets in pension

calculations, 258-259
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revenue expenditures, 4. See also
OPEX (operating expenditures)
revenue per employee, 275, 277

reward valuation model (HR
accounting), 297-299

RI (residual income) as incentive
compensation metric, 86-87

risk benefits, defined, 11

risk mitigation, healthcare benefits
as, 213-214

S

salaried employees
13th and 14th month pay, 22-23
in payroll systems, 22
salary. See base salary
salary budgeting, 51-52
salary programs, planning, 45
salary-compression problems, 45-46
sales bonus plans, 173, 175-177
sales commission payments
defined, 169
sales volume as trigger for, 170-171
sales compensation plans
accounting control and audit issues,
175-177
in accounting systems, 166-168
commission accounting software,
183-184
expense accounts, 177-179
structure of, 168-171
accounting impact on, 172-175

advantages of base, commission,
and bonus plans, 170-171

sales targets, 169
sales volume as commission
trigger, 170-171
travel allowances, 179-183
sales contests, 171
sales quota clubs, 171
sales targets, list of, 169
sales volume, 169-171

SARs (stock appreciation rights),
122-126

Schraeder, Mike, 73

self-funding of health benefits,
198-201, 228

selling, general, and administrative
(SG&A) expenses, 166

service cost in pension calculations,
248-249, 257

service inception date (stock
options), 106

settling-in allowance, 139

SFAS 35 standard, 188, 203

SFAS 87 standard, 266

SFAS 109 standard, 113

SFAS 110 standard, 188

SFAS 123(R) standard, 104

SFAS 158 standard, 243, 265-266

SG&A (selling, general, and
administrative) expenses, 166

share-based compensation

ESPPs (employee share purchase
plans), 121-122

explained, 96
restricted stock awards, 97-100
SARs (stock appreciation rights),
122-126
stock option plans, 100-103
accounting systems, 101-112
for expatriates, 161-164
international tax implications,
116-121
tax implications, 112-116
shipment commission, 173-174

short-term benefits, IAS 19
standard, 201

short-term incentives. See incentive
compensation

span of control factor, 283

spendable income, 143

split commissions, 174

split-payment arrangements, 154-155

spousal coverage, 227
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standard mileage method (automobile
allowances), 180-181

state income tax withholding, 19

statement of accumulated plan
benefits for defined benefit pension
plans, 264

statement of changes in accumulated
plan benefits for defined benefit
pension plans, 264

statement of changes in net assets
available for plan benefits, 205-206

statement of net assets available for
plan benefits, 203-205

stochastic rewards valuation model.
See reward valuation model (HR
accounting)

stock appreciation rights (SARs),
122-126

stock option plans, 100-103
accounting systems, 101-112

contingencies in stock plans,
111-112

examples, 106-112
exercising options, 108, 110
expiration of options, 109, 111
fair value versus intrinsic value
expensing, 101-103
forfeitures, 107-108
for expatriates, 161-164
international tax implications,
116-121
SARs (stock appreciation rights),
122-126
tax implications, 112-116
stock purchase plans, 121-122
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ESPPs (employee share purchase
plans), 121-122
restricted stock awards, 97-100

SARs (stock appreciation rights),
122-126
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accounting systems, 101-112
for expatriates, 161-164
international tax implications,
116-121
tax implications, 112-116
stop-loss coverage, 200
straight-line amortization (stock
options), 106
strategic financial plans, 33
strategic planning, 32-33
supply planning, 40-42

supply versus demand in HR
analytics, 284-285

T

talent management
demand planning, 38
forecasting demand, 39
organization design and planning,
38-39
supply planning, 40-42
talent reviews
defined, 40
in program administration, 49
tax equalization, 144-147
tax gross-up calculations, 147
tax implications
of expatriate compensation, 143-151
calculating taxes, 148-150
tax equalization, 144-147
tax protection, 144
of expense allowances, 177-179

international tax implications of
stock options, 116-121

of pension plans, 233-234
of stock options, 112-116
tax protection, 144, 146-147
tax withholdings, 18
federal income tax withholding, 19

state income tax withholding, 19
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TCN (third-country nationals), 133

termination benefits, IAS 19
standard, 202

terminology for compensation and
benefits, 8-12

theory of constraints in HR
planning, 43

third-country nationals (TCNs), 133

three-prong approach to retirement
security, 233

top-up offshore pension plans, 161

total compensation activities,
relationship with HR planning,
51-52

total compensation and benefits
effectiveness metrics, 280-284

total compensation costs
forecasting, 55-58
base salary costs, 58-67
importance of, 55-57
list of, 281
touch labor, defined, 13

training and development,
relationship with HR planning,
43-44

training costs, 280

training evaluation, 280
training investments, 275
tranche (stock options), 106

transaction tracking in payroll
systems, 16-21

travel allowances, 179-183

turnover rate, 278

U

underfunded pension plans, 254-255

unfunded defined benefit pension
plans, 246

uninsured people, costs of, 211

unions, effect on defined benefit
pension plans, 241, 255

upselling, 169

Ustian, Dan, 225

utilization reviews, 222-225
concurrent reviews, 223
precertiﬁcation reviews, 222-223

retrospective reviews, 224
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valuation on a group basis (HR
accounting), 299

value-based models (HR accounting),
296-299

present value of future earnings
model, 296-297

reward valuation model, 297-299
valuation on a group basis, 299
variable costing for sales
compensation plans, 166-167

VBO (vested benefit obligation), 245
vesting in restricted stock awards, 98

voluntary turnover, predicting, 279
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Wallace, James S., 87
wellness programs, 225-227
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