This document is a collection of various articles explaining why cash, and gift cards are taxable as income to your employees (regardless of the amount) and how those taxes eat up half your award budget.

You call this a bonus?
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TRAVERSE CITY, Michigan (AP) -- Some bonus. 

Hourly workers at Tower Automotive received $15 gift cards redeemable at Meijer grocery-retail stores before Thanksgiving. Then the automotive supplier decided the cards were "same as cash" gifts subject to federal and state income taxes totaling 36.75 percent. 

That means the "gift" will take $5.51 out of the workers' next paychecks. 

"It's got a lot of people ticked off," said Donald McKee of Kingsley, a welding technician. "This is the lowest they've gone yet to give us something and then take it back." 

United Auto Workers Local 5110, which represents about 300 hourly workers, has filed a contract grievance over the matter. Some workers also have returned the gift cards rather than pay the tax. 

Visit www.billsims.com for articles on TAX FREE Gift Certificates and more!
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Is Your Incentive Program a Ticking Time Bomb?

By Bill Sims, Jr.

A life insurance company in South Carolina awarded its employees with gift $5 and $10 gift certificates to local department and discount stores without taxing them. The assumption was that they shouldn't be taxed, since they weren't being awarded cash.  The Internal Revenue Service took a different view. Citing numerous laws and sections of the tax code, they argued that gift certificates are merely disguised compensation. The insurance company was forced to research and document every gift certificate awarded to every employee over a 4-year period since their incentive program began. When the smoke cleared, the original $65,000 worth of gift certificates cost this company well over $180,000 in taxes, penalties, interest, and legal fees to resolve the dispute.

Is your incentive program a ticking time bomb? Thousands of companies are at risk from either an OSHA or IRS audit in these areas.  Here are the basic things you need to know to stay out of hot water… 

Common Myths about Taxes and Employee Awards

Here is a list of the most common inaccurate beliefs that we encounter as we talk with managers at Fortune 500 companies....

· Myth Number One…

"Gift Certificates don't have to be taxed since they are not cash, right?"

WRONG.  The IRS tax code section says...

"For purposes of paragraphs (b)(2)(iii) and (iv) of this section, the term "tangible personal property" does not include cash or any gift certificate…

Similarly except as otherwise provided in paragraph (d) of this section, a cash equivalent fringe benefit (such as a fringe benefit provided to an employee through the use of a gift certificate or charge or credit card) is generally not excludable under 132(a) even if the same property or service acquired (if provided in kind) would be excludable."

This is why Toyota spends $1,000,000 on Sears gift certificates per year, and pays $920,000 in income taxes so the $1,000,000 will not have to be taxed to the employees...can you believe $920,000 lost to taxes?

· Myth Number Two…

"As long as you keep it under $400 per person per year, the government lets you award whatever you want tax free, correct?"

WRONG. The tax code limits these "qualified award plans" as follows....

*Awards must be tangible gift items, no cash or gift certificates or gift cards are allowed.

*Awards for safety can ONLY be awarded to 10% of your employees a year, e.g. if you have 500 people, only 50 can win something. That doesn't do you much good if you're trying to reward everyone (a fundamental ingredient in good incentive programs).

· Myth Number Three…

"Aren't logo'd gifts tax free?"

Actually, the tax code is quite clear here too. Logo'd gifts UNDER $4 US in value are tax-free. Anything OVER that is taxable---whether it has a logo or not is immaterial.

Developing a tax-free incentive program--without injury-hiding.

Carefully structuring an award program to navigate around the legal landmines allows you to develop a program that is tax-free AND legal. Using an incentive consultant will help ensure you make sure that you avoid tax trouble.

In the same vein, proper development of incentive program rules is a critical piece. Here again, using an incentive consultant will put you on the "fast track" and help you develop rules based on the best practices of other firms without reinventing the wheel.

Safety incentives are alive and well in the year 2000. We applaud managers who vigorously question the status quo and are not afraid to shake things up as they look for other ways to improve their safety and recognition process.

As someone once said, "Sacred Cows make the best hamburgers." 

Contact Information: Bill Sims, Jr. is President of Bill Sims Award of Excellence, an incentive consulting firm based in Columbia, S.C.  Email: bill@2billsims.com and website: www.billsims.com. Phone: 800 690 1860.


BILL SIMS
AWARD OF EXCELLENCE
We Keep Your Profits From Going Up In Smoke!

Here is a list of the most common inaccurate beliefs that we encounter as we talk with managers at Fortune 500 companies....

· Mistake Number One…

"Gift Certificates don't have to be taxed since they are not cash, right?"

WRONG.  The IRS tax code section says...

"For purposes of paragraphs (b)(2)(iii) and (iv) of this section, the term "tangible personal property" does not include cash or any gift certificate…

Similarly except as otherwise provided in paragraph (d) of this section, a cash equivalent fringe benefit (such as a fringe benefit provided to an employee through the use of a gift certificate or charge or credit card) is generally not excludable under 132(a) even if the same property or service acquired (if provided in kind) would be excludable."

This is why Toyota spends $1,000,000 on Sears gift certificates per year, and pays $920,000 in income taxes so the $1,000,000 will not have to be taxed to the employees...can you believe $920,000 lost to taxes?

Some companies hope to hide the gift card by printing on it, “Not redeemable for cash.” Actually this is just wishful thinking. The IRS rules state that if you can add more money to the card to get a better gift or if you can get change back it is a cash substitute. And should be taxed as such.

Hoping to sneak it by the IRS?

A life insurance company in South Carolina awarded its employees with gift $5 and $10 gift certificates to local department and discount stores without taxing them. The assumption was that they shouldn't be taxed, since they weren't being awarded cash.  The Internal Revenue Service took a different view. Citing numerous laws and sections of the tax code, they argued that gift certificates are merely disguised compensation. The insurance company was forced to research and document every gift certificate awarded to every employee over a 4-year period since their incentive program began. When the smoke cleared, the original $65,000 worth of gift certificates cost this company well over $180,000 in taxes, penalties, interest, and legal fees to resolve the dispute.

· Mistake Number Two…

"As long as you keep it under $400 per person per year, the government lets you award whatever you want tax free, correct?"

WRONG. The tax code limits these "qualified award plans" as follows....

*Awards must be tangible gift items, no cash or gift certificates or gift cards are allowed.

*Awards for safety can ONLY be awarded to 10% of your employees a year, e.g. if you have 500 people, only 50 can win something. That doesn't do you much good if you're trying to reward everyone (a fundamental ingredient in good incentive programs).. Service Award plans aren’t much better—you are limited to one award item given away every 5 years.

· Mistake Number Three…

"Aren't logo'd gifts tax free?"

Actually, the tax code is quite clear here too. Logo'd gifts UNDER $4 US in value are tax-free. Anything OVER that is taxable---whether it has a logo or not is immaterial.

· Mistake Number Four…Big Ticket Items

All too often we hear from managers who have told employees they’ll be doing a drawing for a car or a cruise vacation. And the IRS is very clear that employers must withhold tax on this type of award. Since employees quickly become livid at their 5 figure income tax bill, usually the employer has to eat the tax and gross up the employee’s award.

One construction firm bought a $20,000 Harley Davidson Motorcycle and awarded it to an employee who won a safety contest. When he received his income tax bill, he filed a Union Grievance. The employer wound up paying another $17,000 in income taxes in addition to the cost of the motorcycle. Let’s hope they at least got a happy biker from their ordeal.

· Mistake Number Five…Confusing Recognition with Compensation

Surveys show that companies consistently use cash or cash substitutes (gift cards, Visa Debit Cards, etc.) as motivators.

Yet studies show that you have to award ten times as much cash to equal the recognition value of a tangible gift item. (Think about it…what wedding gifts do you remember most? That Anniversary clock that still faithfully ticks away on your mantle? Or the $50 bill your Aunt and Uncle gave you?)  In an impressive study by Goodyear, two groups of 500 tire dealers were given identical sales award programs with only one difference—one group received cash, and the other one received merchandise awards. The merchandise group outperformed the cash group by a factor of three to one. (See www.billsims.com for the Goodyear Study)

For over 20 years,  employee surveys consistently rank a need for recognition as more important than more money. 

So, a key question to ask about your award is: “Will this be perceived as a trophy?” or just viewed as a pay bonus?

Using a tax free award merchandise program will not only help reduce or eliminate taxes, it will help meet a basic employee need—recognition.

· Mistake Number Six…Our employees don’t make that much, so taxes will be lower for us than 40%….

Here are the hidden taxes managers conveniently forget…

35% Federal Income Tax

7% State Income Tax

13% Unemployment Tax

Medicare, Social Security, and Workmen’s Comp costs (yes these are tied to payroll and can run as high as 25% for some industries.”

Administrative expense to report, calculate and pay taxes on small awards

· Mistake Number Six…Going Cold Turkey from Cash to a Non Cash Program

Once you start a large budget cash or gift card program, it’s very hard to take it away.

Many companies find out the hard way, when employees perceive the change as a negative, take away move.

Instead, work to slowly wean off of cash over a period of 3 years. Structuring the change carefully makes it easier to swallow for your employees.

Developing a tax-free recognition plan

Carefully structuring an award program to navigate around the legal landmines allows you to develop a program that is tax-free AND legal. Use a recognition consultant who knows the ropes to make sure that you avoid tax trouble.

Employee recognition programs are alive and well in the year 2004. We applaud managers who vigorously question the status quo and are not afraid to shake things up as they look for other ways to improve their recognition process.

As someone once said, "Sacred Cows make the best hamburgers." 

Contact Information: Bill Sims, Jr. is President of Bill Sims Award of Excellence, an incentive consulting firm based in Columbia, S.C.  Email: bill@2billsims.com and website: www.billsims.com/53. 

Phone: 800 690 1860.


Safety Incentives: Why Cash Isn't King - 03/12/2004

A Reprint from OCCUPATIONAL HAZARDS.
When employers are deciding on the types of incentives to use to motivate safe behavior in workers, one question often arises: Which is best, money or merchandise?

by Sandy Smith 
There seem to be as many incentive and motivational options out there as there are reasons to motivate employees. Trips, cars, watches, gift certificates, days off, lunches and dinners: you name it, and companies have used it to reward employees for exhibiting and promoting safe behaviors. But one subject that is hotly debated is whether to reward safe behavior with cash incentives.

Scott Jeffrey, Ph.D., an assistant professor in the Department of Management Sciences at the University of Waterloo in Ontario, supports the idea of tangible, or non-cash, incentives. He says non-cash incentives often have a "trophy value" that monetary rewards lack. When employees are deciding to participate in a motivational program, they take into consideration two things: the perceived value of the award and the effort required to earn it.

When employers are deciding that money-versus-merchandise question, he says the psychological processes used by employees to determine the value of incentives must be taken into consideration.

Four Psychological Processes
Four psychological processes directly affect the perceived value of an award and increase the value of earning the award, says Jeffrey. The perceived value of the award is impacted by:

· Evaluability – It is more difficult to assign a dollar figure to non-cash awards, often allowing them to have a perceived value that is higher than their actual value. 

· Separability – Participants often view money as part of their compensation. They do not view it separately from their income, as they would a trip, a gift certificate, a watch or other types of recognition. 

Jeffrey says employees also evaluate the value of earning the award, which is impacted by:

· Justifiability – Many non-cash incentive awards are viewed as luxuries that employees normally cannot justify purchasing, thereby making them attractive incentives. 

· Social reinforcement – One of the most important rewards for a job well-done, says Jeffrey, is acknowledgement from one's peers, supervisors, family and friends. Tangible rewards offer more opportunities for social reinforcement, he adds. 

Jeffrey says that all four psychological processes come into play when employees are deciding if they want to participate in a motivational program.

"Insights into this decision-making process come from expectancy theories," says Jeffrey, "which hold that effort exerted in pursuit of a reward is positively related to the value of the reward offered for performance."

He notes that rewards for safety in the workplace – unlike incentives tied to sales performance or production performance – should be rewards for good behavior in general rather than for specific behaviors or goals. In other words, he says, the program should be for an overall improvement in safe behavior, rather than for a specific goal of working for a period of time with no injuries.

"This makes it of critical importance to give awards (cash or non-cash) as an acknowledgement of past general good behavior rather than specific behaviors. It is a subtle difference," he admits, "but an important one."

He says non-cash incentives are better than cash because "they are less likely to be seen as an attempt to control behavior, which often leads to the association of the reward with the behavior and does less to internalize the value of the general behavior."

Tangible Results for Tangible Incentives
Jeffrey's findings are supported by a recent study sponsored by the SITE Foundation, which funds research related to the incentives industry.

According to Frank Katusak, executive director of the SITE Foundation, the study showed that "tangible incentives increase work performance by an average of 22 percent." 

Key findings of the survey found:

· Incentive programs aimed at individuals increased performance by 27 percent. Programs aimed at teams increase performance by 45 percent. 

· Some 92 percent of workers surveyed indicated that they achieved their goals because of incentives. In addition, 57 percent of corporations surveyed reported that objectives were met or surpassed, and 92 percent reported objectives were surpassed, met or at least partially met. 

· Incentive programs structured with employee input work best. 

· Long-term incentives are more powerful than short-term incentives (44 percent gain for programs beyond a year versus a 20 percent gain for programs less than one month). 

"Incentives work to motivate employees," says Katusak. "It's just a matter of finding out which incentives to use."

When structuring a safety motivation or incentive program, Jeffrey suggests employers take these steps:

Make awards special – If the employee is less likely to purchase the item because he or she can't justify the cost, then making the award special will increase the value of earning it and motivate greater effort to earn it. Using infrequently purchased items or services as rewards increases the trophy value of the award.

Capitalize on social reinforcement qualities – Honor employees publicly when goals are achieved, and in communications with employees, encourage them to think about the admiration that will result in achieving the award and the performance that lead to it.

Vary award types to meet employees' diverse needs – When employees can choose from a variety of awards, the perceived value of the award increases because it is an award the employee wants.

Minimize the potential for "loss aversion" – Switching from a cash incentive program to a non-cash incentive program can result in loss aversion – the perception that losing something hurts more than receiving something of equal value. So, says Jeffrey, non-monetary incentives should have a higher perceived value than the cash.

Consider other potential benefits – For example, vacation travel used as an incentive might bring the company rewards because the employee will be better rested and more relaxed when he or she returns to the job.

Cash Versus Other Rewards
Jeffrey said he believes that employees often miss the point when they've been rewarded for safe behavior with cash. 

He equates cash incentives for safety to rewarding children with cash for good grades. Children should want to receive good grades for the intrinsic value of the rewards a good education can bring to them. The same is true of working in a safe manner, says Jeffrey. There is intrinsic value in being safe, and any motivational programs should promote that concept, rather than reward employees for not suffering an injury. 

"If you begin rewarding for specific behavior, the purpose of that behavior becomes the receipt of rewards rather than the personal benefits of behaving in that manner," he notes. "Incentives should be used to engender employees to be safe. You want to encourage an overall philosophy of safe behavior."

- Sandy Smith

AWARD OF EXCELLENCE

We Keep Your Profits From Going Up In Smoke!
Here's more proof that gift certificates and debit cards are TAXABLE as income. 

Note the recent story on CNN below...

Colonial Life was audited and fined back taxes and penalties and interest on Walmart Gift Cards they awarded . The IRS now takes the position these are taxable as income. The original $30,000 budget that Colonial Life

invested became an administrative nightmare as the company was fined another $60,000 in back interest, penalties, and fines.

It is in part due to this danger, that Toyota spends $1,000,000 on gift certificates per year, and pays $920,000 in income taxes so the $1,000,000 will not have to be taxed to the employees....can you believe $920,000 lost to taxes?

Pertinent rules from the IRS Website regarding taxability of Gift Certificates... http://www.irs.gov/individuals/page/0,,id%3D14787,00.html says... Employee Compensation

If your employer gives you a turkey, ham, or other item of small or nominal value at Christmas or other holidays, the value of the gift is not income. However, if your employer gives you cash, a gift certificate, or similar item that you can easily exchange for cash, the value of the gift is additional taxable salary or wages regardless of the amount involved.

http://www.irs.gov/formspubs/page/0,,id%3D79377,00.html it says....

Achievement Awards

This exclusion applies to the value of any tangible personal property you give to an employee as an award for either length of service or safety achievement. The exclusion does not apply to awards of cash, cash equivalents, gift certificates, or other intangible property such as vacations, meals, lodging, tickets to theater or sporting events, stocks, bonds, and other securities. The award must meet the requirements for employee achievement awards discussed in chapter 2 of Publication 535, Business Expenses.

Alan J. Treeter

Proof that Walmart, Sears and other gift certificates are taxable...

Alan J. Treeter, C.P.A.

PO Box 8273

Greenwood, SC 29646
864-223-9691

November 16, 1993

Mr. Bill Sims, Jr. 102 Lake Vista Dr. Chapin, SC 29036

Dear Bill:

At your request I have performed a search for authority to the position that general Gift Certificates given to employees are treated as cash gifts by the internal Revenue Service. A general gift Certificate is one that is redeemable for unspecified merchandise. Under Internal Revenue Code Section 274 the value of these Gift Certificates would be income to the employee, subject to all employment related taxes, and would be deductible by the employer as compensation. On the other hand, a program like the Buck Program, which awards a tangible gift to employees' qualifies as tax free, subject to IRS guidelines.

I have included the following documents to support this position: 1. Internal Revenue Service Regulation Section 1.274-3

Also, I discussed this matter with Mr. Riddle of the IRS on November 10, 1993 who concurred with my position. Mr. Riddle can be reached at 1-800-829-1040.

Again, gift Certificates for general merchandise are equivalent to cash and are not considered tangible personal property.

Very truly yours,

End of Document.

Copies of the Tax Guide Supporting This Position

1.274-3 Disallowance of deduction for gifts.
For purposes of paragraphs (b)(2)(iii) and (iv) of this section, the term "tangible personal property" does not include cash or any gift certificate other than a nonnegotiable gift certificate conferring only the right to receive tangible personal property. have previously been awarded by the employer to more than 10 percent of the employees of the employer (excluding employees described in clause (ii)), or (ii) such item is awarded to a manager, administrative clerical employee, or other professional employees.

Service or safety achievement awards. Noncash awards for length of service or safety achievement under a qualified plan are excluded from employees' wages and are exempt from FITW up to $1,600 if the average cost of all such awards for the year does not exceed $400; for awards made under a nonqualified plan, the exempt cost is limited to $400. A "qualified plan" is a permanent, written plan or program that does not discriminate in favor of officers, shareholders, or highly compensated employees. To be excluded from wages from under either kind of plan, the award must be given as part of a meaningful presentation and under circumstances indicating that it is not a disguised form of compensation. Awards must consist of tangible personal property; no cash, gift certificates, or other cash equivalents are allowed.

NOTE* Length-of-service awards are not excludable from income from income if the employee has been with the employer for less than five years or has received an award during the current or preceding four years. Safety achievement awards can apply only to jobs involving substantial safety risk; typical office jobs don't qualify.

Similarly except as otherwise provided in paragraph (d) of this section, a cash equivalent fringe benefit (such as a fringe benefit provided to an employee through the use of a gift certificate or charge or credit card) is generally not excludable.... For example, the provision of cash to an employee for a theater ticket that would itself be excludable is not excludable.
