Employee Benefit Plan Review
MISCLASSIFICATIONS OF NON-EXEMPT EMPLOYEES
AND SOME WAYS TO AVOID THEM
By Thomas H. Reilly
Misclassification of non-exempt employees continues to be a vexing problem for many
employers, especially in California. In some cases, misclassifications result from ignorance of
the law, such as an assumption that paying an employee a salary is, by itself, sufficient to exempt
the employee from entitlement to receive overtime premiums. In other cases, misclassifications
result from subtle legal distinctions, such as the Fair Labor Standards Act’s limitation of the
inside sales exemption to employers who meet the esoteric requirements of a traditional retail
sales or service establishment. Misclassifications also result from the natural migration of job
duties from one employee to another as businesses evolve. Regardless of the cause,
misclassifications of non-exempt employees inevitably lead to the same result – an expensive,
time-consuming lawsuit which can spread like wildfire to an entire classification of employees.
Avoiding misclassifications should be a priority for every business owner and human
resource professional. Gone are the days when employees were unaware of their legal rights in
the workplace. A search of the internet yields website after website purporting to educate
employees about their rights and offering representation to employees who have been
misclassified or otherwise denied an employment benefit. Employers, who are not vigilant or
who fail to obtain competent advice, are often the last to know they are underpaying their
employees and incurring liability for unpaid wages and penalties pay period after pay period.
A brief article is no substitute for competent legal advice and vigilance in auditing current
practices to ensure compliance. However, a review of fundamental principles and a description
of common pitfalls will provide a useful starting point for any employer.
1.

Review of the Basics.

Under both California and Federal law, employees are either exempt or non-exempt.
Under California law, non-exempt employees are entitled to receive overtime pay when they
work more than eight hours in a workday or 40 hours in a workweek. (Cal. Labor Code §510.)1
Under Federal law, i.e., the Fair Labor Standards Act (“FLSA”), 29 U.S.C. §§ 201, et seq., nonexempt employees are entitled to overtime pay when they work more than 40 hours in a
workweek. (29 U.S.C. §207.) Exempt employees, on the other hand, are expected to work until
the job is completed and are not entitled to overtime pay no matter how many hours they work.
All employees are presumed to be non-exempt and, therefore, entitled to overtime. This
means that an employer claiming an exemption has the burden of proving every element of an
applicable exemption. When an employer cannot prove by a preponderance of the evidence that
every element of an applicable exemption is met, the employee wins and is entitled to overtime
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pay. In California, the window of liability can extend back four years from the filing of the
employee’s complaint.
California law applies to all California employers, and the FLSA applies to enterprises
and employees engaged in commerce or in the production of goods for commerce. Most
employers are engaged in commerce as broadly defined in the FLSA. For this reason, in order to
qualify for exemption, a position must meet the requirements of both state and federal law. The
requirements are often similar, but there are differences. Employees are entitled to the protection
of whichever law is most beneficial to the employee. Complying with the requirements of one
set of laws while ignoring the other will not protect an employer from liability.
There are three primary exemptions under both California and Federal law: executive,
administrative and professional. (29 U.S.C. §213(a)(1); Cal. Labor Code §515; see, e.g., Wage
Orders § 1-2001, §1(A).) To be exempt under one of the three, a position must satisfy both a
salary test and a duties test. Under the salary test, an employee must be paid a predetermined
amount on a weekly or less frequent basis that is not subject to reduction because of variations in
the quantity or quality of work performed. With certain limited exceptions, an employee must
receive his or her full salary for any week in which the employee performs any work, regardless
of the number of days or hours actually worked. Under Federal law, the salary must be at least
$455 per week. (29 CFR §§ 541.600, 541.602.) Under California law, the salary must be at least
two times the state minimum wage (Cal. Labor Code §515), which is currently $9.00 per hour
but will increase to $10.00 per hour on January 1, 2016. By way of example, as of January 1,
2016, an exempt employee in California must be paid a salary of not less than $800 per week
($20.00 per hour x 40 hours), resulting in a minimum annual salary of $41,600.
The requirements of the duties test are determined by the class of exemption sought.
California’s duty requirements for the executive, administrative or professional exemptions are
generally more stringent. Therefore, an employer meeting California’s requirements in most
cases will also meet the Federal requirements. To qualify for the executive exemption under
California law, an employee must spend more than 50 percent of his or her work time (a)
managing the business or a customarily recognized department, (b) regularly supervising at least
two subordinate employees, and (c) exercising discretion and independent judgment. (See, e.g.,
Wage Order 1-2001, §1(A)(1), 8 Cal. Code Regs §11010(1)(A)(1).) To qualify for the
administrative exemption, an employee must spend more than 50 percent of his or her time (a)
performing non-manual work directly related to management policies or general business
operations of the employer or its customers, (b) exercising discretion and independent judgment,
and (c) assisting a proprietor or bona fide executive or working along specialized lines with only
general supervision.
(See, e.g., Wage Order 1-2001, §1(A)(2), 8 Cal. Code Regs
§11010(1)(A)(2).) To qualify for the professional exemption, an employee must be (a) licensed
and degreed in law, medicine, dentistry, optometry, architecture, engineering, teaching, or
accounting, (b) perform job duties commensurate with one of these recognized professions, and
(c) exercise discretion and independent judgment. (See, e.g., Wage Order 1-2001, §1(A)(3), 8
Cal. Code Regs §11010(1)(A)(3).) There are similar exemptions for certain “learned”
professions, where a person has an advanced degree and is working in a profession requiring that
degree, and for certain “artistic” professions such as actors and musicians. Under the FLSA (but
not California law), there is also an exemption for highly compensated employees earning at
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least $100,000 per year who customarily and regularly perform some normally exempt duties.
(29 CFR §541.601.)
In addition to the primary exemptions discussed above, there are limited exemptions
available under California and Federal law for outside and inside sales personnel. Under the
FLSA, an employee qualifies for the outside sales exemption when (a) the employee’s primary
duty is making sales or obtaining orders or contracts for services for which consideration will be
paid by the customer, and (b) the employee is customarily and regularly engaged away from the
employer’s place of business. (29 CFR §§ 541.500 - 541.504.) Under California law, an outside
salesperson is an employee who regularly works more than half the working time away from the
employer's place of business selling tangible or intangible items or obtaining orders or contracts
for products, services, or use of facilities. (See, e.g., Wage Order 1-2001, §§ 1(C), 2(J), 8 Cal.
Code Regs §§ 11010(1)(C), 11010(2)(J).) When applicable, the outside sales exemption is a
complete exemption from both overtime and minimum wage requirements.
By definition, inside sales employees do not qualify for the outside sales exemption.
However, they may qualify for a separate inside sales exemption under certain circumstances.
Under the FLSA, inside salespersons qualify for an overtime (but not minimum wage) exemption
when (a) the employee’s regular rate of pay is greater than one and one-half times the Federal
minimum wage, (b) more than half of the employee’s compensation for a representative period
derives from commissions on sales, and (c) the employer qualifies as a “retail or service
establishment.” (29 U.S.C. §207(i).) Although the FLSA does not specifically define “retail or
service establishment,” the Department of Labor has promulgated extensive regulations on the
subject. (29 CFR §§ 779.300 – 779.388.) In general, the business must sell goods or services
that are not for resale and the business must fit within traditional notions of a retail concept, e.g.,
selling goods to the general public, serving the everyday needs of the community, and standing
at the end of the stream of distribution.
California’s inside sales exemption applies to employees engaged in inside sales whose
earnings exceed one and one-half times the state minimum wage (currently $9.00 x 1.5 = $13.50
per hour), and who receive more than half of their compensation through commissions. (Wage
Order 4-2001, §3(D), 8 Cal. Code Regs §11040(3)(D); Wage Order 7-2001, §3(D), 8 Cal. Code
Regs §11070(3)(D).) Although California law does not impose the “retail sales or service
establishment” requirement, California’s inside sales exemption is only available to employees
regulated under occupational Wage Order 4 (Professional, Technical, Clerical, Mechanical and
Similar Occupations) or industry Wage Order 7 (Mercantile Industry). The inside sales
exemption is not available to California employers whose businesses fall under another Wage
Order.
Under both California and Federal law, overtime exemption requirements are fixed by
law and cannot be altered by the parties. Employers and employees cannot contractually
“waive” the requirements. To avoid misclassifications, employers must understand the basic
parameters of the law and ensure that they are consistently met. This is not an area in which
creativity is rewarded.
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2.

Common Pitfalls for Employers.
a.

Ignoring the Duties Test.

A persistent misunderstanding held by many employers is that paying an employee on a
salary basis automatically exempts the employee from overtime requirements. That is never the
case. As discussed above, the primary exemptions (executive, administrative and professional)
impose a salary test and a duties test. Paying a salary only meets half of the test. If the duties
test is not also met, the exemption is lost.
There are a number of reasons why this misconception continues to thrive in the
workplace. When employers pay salaries, they frequently set them at a level intended to
compensate employees for both straight time and overtime, i.e., they set the employee’s salary at
a level that is substantially more than what the employer expected to pay for straight time work.
Unfortunately, California no longer allows such arrangements and salaries paid to non-exempt
employees are deemed to compensate them for straight time only.
A second reason is that payment on a salary basis is often popular with employees. No
one enjoys keeping track of time and, in today’s hectic society, employees enjoy the flexibility of
being paid on a salary basis and working flexible hours. Because of this popularity, non-exempt
employees will go along with salary arrangements – until they discover that they are being
underpaid and denied overtime premiums. Once a claim is made, the employee’s perceived
acquiescence to misclassification is of no relevance and the non-exempt employee will recover
for unpaid overtime. A court or administrative hearing officer will take the agreed weekly
salary, divide it by 40 hours, and multiply the derived hourly rate by time and one-half for hours
worked in excess of eight hours in a workday or 40 hours in a workweek.
b.

Misapplication of the Inside Sales Exemption.

As discussed above, the inside sales exemption is available to a limited subset of
employers. Under California law, it is only available to employers who fall under Wage Order 4
(Professional, Technical, Clerical, Mechanical and Similar Occupations) or Wage Order 7
(Mercantile). Under Federal law, the inside sales exemption is only available to employers
whose businesses fit within the rubric of a retail sales or service establishment. Moreover, both
exemptions must be met or the employee will be entitled to overtime pay.
This exemption is somewhat unusual because the Federal test can be more difficult to
meet than the California test. For example, it is not unusual for an employer to meet the inside
sales requirements of Wage Order 4 or 7, but nonetheless lose the battle because the business is
not a “retail sales or service establishment” under the FLSA. Businesses engaged primarily in
selling goods or services to other businesses rarely, if ever, qualify as retail establishments and
their inside sales personnel are entitled to overtime pay for hours worked in excess of 40 hours
per week unless they meet the requirements of another exemption.
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c.

Migration of Job Duties.

Business organizations are dynamic. They add new levels of management and grow
vertically at one point in time, and then eliminate jobs and flatten out at the next. Employees
request job sharing arrangements. New classifications are added. New offices open and
underutilized offices close. Employees take leaves of absence for extended periods, resulting in
the reassignment of job duties. Employees resign and retire. Employees are promoted, demoted,
laid off and terminated. Nothing seemingly stays the same – except for the duties requirements
of the available exemptions.
As an employer’s organizational chart continuously evolves, the duties and level of
responsibility required to qualify for exemption do not change, and an employee, who was
legitimately exempt before a layoff or other reorganization, may be rendered non-exempt by a
reduction or other change in his or her job duties. By way of example, an accounting supervisor
would be exempt under the executive exemption if he or she spent more than 50 percent of the
time supervising two other employees, e.g., an accounts payable clerk and an accounts receivable
clerk. If a layoff occurs and one of the clerk positions is eliminated, the exemption would be in
jeopardy because the accounting supervisor would no longer manage at least two employees.
This problem could be corrected by assigning the accounting supervisor additional subordinate
employees as part of the reorganization, but not if the failure to meet all exemption criteria went
unnoticed by the employer.
3.

Conclusion.

Employment is a legal area in which an ounce of prevention is worth a pound of cure.
Once a lawsuit is filed, it is often too late to fix problems and secure exemptions. For this
reason, employers must be constantly vigilant and continuously monitor the compensation and
job duties of exempt personnel to ensure that all requirements of an applicable exemption are
met. When exemption qualifications are unclear or too close to call, employers should seek legal
advice. When job evolution causes an employee to fall below the line, additional duties should
be added and/or compensation adjusted to bolster the exemption.
California’s overtime and exemption requirements are detailed in the seventeen industryspecific and occupation specific wage orders (the “Wage Orders”) promulgated by the California
Industrial Welfare Commission. The text of each Wage Order is published in the California
Code of Regulations, 8 Cal. Code Regs §§ 11010 - 11170.
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