
How To Tie Out Total Payroll Expenses on Profit and Loss to W-2s/W-3:

Please follow these steps:

1.Obtain Form W-3 from payroll company – this is the summary of all the W-2s filed in a year

2. Obtain Year End Payroll Summary preferably by employee that shows the gross wages, deductions, and

taxes for each person and in total for the salon

3. Use the Year End Payroll Summary to tie to the Form W-3. This is how each wages box on the W-3 is

calculated:

Box 1 Wages, tips, and other compensation

Gross wages (including tips) 

Less any pretax retirement plan contributions (401k, SIMPLE IRA)

Less any pretax benefits like health insurance premiums, dental insurance premiums, and vision

insurance premiums

Box 3 Social Security wages

Gross wages (including tips) 

Less any pretax benefits like health insurance premiums, dental insurance premiums, and vision

insurance premiums

Less reported tips

Box 5 Medicare wages and tips

Gross wages (including tips) 

Less any pretax benefits like health insurance premiums, dental insurance premiums, and vision

insurance premiums

Box 7 Social security tips

Equals total tips on the Year End Payroll Summary

Now that you know how the W-3 ties to the Year End Payroll Summary you can then tie the Year End Payroll

Summary to the Profit and Loss to verify the wage expense.

4. The total of the wage expense accounts on the P&L (commission salaries, retail commission, owner

salary, salon manager salary, bonus & profit sharing expense, vacation pay, sick pay, front desk salaries, etc)

should tie to the Gross wages less tips or Box 3 of the Form W-3. 

The salon should not show tips as an expense because the tips come from the clients that is not

income to the salon. The employees are taxed on tips (Box 1 and 5) but wages paid by the salon

should be close to Box 3 of the Form W-3 (Gross wages less tips). 

5. If the total of the wage expense accounts on the P&L are within $5,000-$10,000 of Box 3 (Gross wages

less tips), that is reasonable (depending on overall gross payroll and gross sales)

6. You also want to ensure that payroll tax expense for the employer is reasonable. That means that the

employer’s share of Social Security and Medicare along with federal and state unemployment expenses

are about 8-12% of total wage expense.

7. If you follow these steps and within a reasonable range, you can rest easy knowing the wages are

reasonable to what the tax filings show.



Here is an example to further illustrate:

1.In the example screenshots below you can tie to the W-3 by using this payroll summary and start with

Gross Pay ($1,337,590.13) and subtract the pretax items (dental, health and vision insurance (total of

$36,187.77)) to tie to Box 1 wages of $1,301,402.36. The total tips on the W-3 and the payroll summary

match so then in this example, the total wage expense on the P&L should be close to Box 3

($1,040,779.61) but plus the pretax items (36,187.77) or $1,076,967.38. 

2.On the P&L screen shots below, you can see the total of the wage expense accounts total to

$1,072,571.77 which is close to what they should be of $1,076,967.38. 

You may need to take into account the payroll accrual entries that occurred on 1/1 and 12/31 of the

current year. They could throw off your totals if the payroll accrual liabilities are materially different in

the current year compared to the prior year. 

3.The payroll tax expense is also reasonable by taking the total payroll taxes expense of 100,844.30

divided by the gross wages of $1,076,967.38 = 9.36%. This is within the 8-12% acceptable range. 
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