The Anatomy of a Payroll Transaction
Payroll transactions are among the most complex transactions we will deal with in this course.  Although not intrinsically difficult, payroll transactions involve numerous accounts: employer expenses, employee withholdings, and assorted liabilities. The pages that follow are designed to enhance your understanding of this important area. However, before getting into the details of transactions, some definitions are in order.

Straight time and overtime rates: Federal wage and hour laws—especially the Fair Labor Standards Act [FSLA]—determine whether employees have to be paid at premium rates for overtime. Criteria for exemption from the overtime premium requirements of the FSLA are fairly clearly specified in the Act, and dealing with the nitty-gritty of such matters is beyond the scope of the course. Suffice it to say that organizations can get in deep trouble with the Federal government over FSLA violations.
 

Overtime is usually defined as hours in excess of a certain number of hours per day [usually 8] or per week [usually 40]. I have a friend who is a journeyman union pipe fitter. [Pipe fitters do things with pipe other than plumbing—gas lines, steam lines, heating systems, etc.] Several years ago he was assigned to a job which provides an interesting example of calculation of overtime. For several weeks he was working “seven tens”—that’s seven days a week, ten hours/day. I don’t know what his hourly rate was, but let’s assume it was $30.00/hour
 for the purposes of this illustration.

	Determination of hours worked
	Base Rate
	Factor for overtime premium
	Extension

	8 hours/day for 5 days = 40 hours
	$30.00
	n/a
	$1,200

	2 hours/day for 5 days at time-and-a-half [the O.T. premium for the 2 hours in excess of 8 hours /day]
	$30.00
	1.5
	450

	8 hours at time-and-a-half on Saturday
	$30.00
	1.5
	360

	2 hours on Saturday at double time
	$30.00
	2.0
	120

	10 hours on Sunday, all at double time
	$30.00
	2.0
	600

	Total wages for the week

	
	
	$2,730


Federal and state income taxes should be self-explanatory. Note, however, that taxes withheld from employees are different from the organization’s income tax liability. While both are remitted to the government by the employer, one represents a liability for funds held in trust for the employee, while the other represents an expense to the employer itself.

FICA (a.k.a. Social Security): FICA stands for the Federal Insurance Contribution Act. FICA taxes are paid in equal proportions by the employer and the employee. The proceeds are used to provide workers with supplemental retirement, employment disability, and medical benefits. Technically, there is a Social Security portion and a Medicare portion, although the distinction is lost to most of us who see nothing but the total impact on our paychecks. The employee share is deducted from the paycheck and is a liability to the employer. The employer share is an expense to the employer (often called simply payroll expense, which should not be confused with wages and salaries) and is also a liability to the employer. The FICA tax is levied as a fixed percentage of wages, although earnings beyond a certain point are exempt. Current tax rates are 5.3% for FICA and 0.9% for Medicare, for a total of 6.2%. The maximum taxable income is $110,100 for FICA; there is no upper limit on taxable income for Medicare.

Federal and State Unemployment Taxes (SUTA and FUTA): These are taxes which are levied by the Federal and state governments to provide unemployment benefits to workers who have been laid off or who are out of work for certain other reasons. The taxes are paid by the employer, and are therefore an expense (and also a liability until paid). Like the FICA tax, unemployment taxes are levied as a fixed percentage (the amount depends on the taxing jurisdiction) of wages, with wages beyond a specified maximum exempt from the tax. The current federal rate is 6.2%. However there is a credit for contributions to state unemployment taxes of up to 5.4%, so the resulting Federal rate may be as low as 0.08%. State rates are determined by complex formulas. Rates may vary from employer to employer. A variety of factors are taken into account in determining the rates, including the stability of employment. Firms that have frequent layoffs typically have higher SUTA rates. 

Other items: Employers may also withhold amounts for union dues, United Way contributions, medical, disability, or life insurance, pension plans, professional memberships, and assorted other purposes. These become liabilities to the employer. In some cases (e.g., pension plans) there may also be a required contribution by (and hence, an expense to) the employer. 

So how does the accounting for all this work? To illustrate the structure of a typical payroll transaction, assume that an employee earned $3,000 for the month of January; we’ll assume that our hypothetical employee works in Washington state, so there is no state income tax to worry about. The calculation of both the net pay and the employer expenses is shown on the left hand side of the screenshot on the next page. The corresponding journal entries are on the right. 
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How it all gets reflected on the books

Payroll calculations Account Debit | Credit
[Calculated] Total

Line Item Rates | Amounts | impact | |Salary expense S 3.00000
Wages expense [= gross
pay] $ 3.00000| |Payroll expense s 3000
Employee share of Social
Security 530%| 5 159.00 [Wages payable 5 233900
Employee share of Medicare | 090%[§ _27.00 Payroll taxes payable s 37200
Total FICA withheld § 18600 [Withholding liabil S 45000
Federal income tax withheld
[rate is assumed for purposes
of illustration] 15.00%| 5 45000|5 45000 | |Health insurance premiums payable s 12500
Employee share of health
insurance coverage
[assumed] S 2500|5 2500 |SUTA payable s 3000
Total deductions S 66100 [FUTA Payable s 2400
Net pa 5 2.339.00] [Proof [total] 5 3340005 3.34000

Here i the employer. only portion of the process

Payment of wages, taxes and health insurance premiums

Employer share of Social

Security 530%| 5 159.00 [Wages payable 5 233900

Employer share of Medicare | 090%[ 5 27.00 Payroll taxes payable s 37200

Total employer share of FICA] § 18600 [Withholding liabil S 45000

SUTA 10%|5 30005 3000] [Healthinsurance premiums payable |5 12500

FUTA 06%[ 5 2400[s 2400 [SUTA payable s 3000

Employer share of health

insurance coverage [assumed

dollar amount] S 10000 |FUTA Payable s 2400

Total expense to the

employer above and beyond f——— |Cash [separate checks to the

the actual wages eamed (5 3000) |respecive payees] S 334000
Proof [total] § 3340005 3.34000

Note that the "actual” total cost to the employer here is about|
11% more than just the wage--and we have not considered
vacation time, paid holidays, sick leave, maternity leave, and|
a host of other things in this simple example.





Employers have a significant legal obligation to remit the remit the employer share of the taxes and the taxes withheld from the employee to the government within specified time limits. Failure to do so is a serious offence. I have seen numerous newspaper accounts of small businesses getting into real trouble with the IRS because they thought they could postpone these payments during times of a cash shortage.

Comic Strip Characters Revolt: Sample Payroll Problem

Comic Strip Characters Revolt [CSCR] was founded when a group of comic strip characters got together and decided that they were tired of being objects of humor and derision. Dilbert, Dogbert, Jeremy Duncan and his parents [Zits], Hagar the Horrible and his Viking marauders, Beetle Bailey, Sarge and General Halftrack [Beetle Bailey], Linus, Snoopy, Charlie Brown, Lucy and Pigpen, Calvin and Hobbes and the Wizard of Id have decided to write a joint comic strip which features their creators as humorous characters. 

CSCR is subject to the following rules and procedures for payroll:

· Any hours in excess of 40 hours per week are paid at time and a half for hourly workers. Salaried workers get no extra compensation for extra hours worked. They get full pay even if they are short some hours.

· Each employee pays 1/3rd of their total health insurance premium; CSCR pays the other two thirds. Dewey, Cheatham and Howe underwrites the health insurance plan.

· CSCR matches the employee pension contribution up to a maximum of $40.00 per month.

Jeremy Duncan, the CEO of CSCR has hired you to do their payroll. The data in the table on the following page represent a partial list of the payroll activity for the 2-week payroll period ending January 29th. 
	Employee
	Hourly [H] or Salaried [S]
	Total  hours worked
	Straight time hours worked
	O.T. hours worked
	Hourly rate
	Weekly salary
	Federal income tax [assumed]
	Employee contribution to health insurance premium
	Employee Contribution to pension fund

	Duncan, Jeremy
	S
	35
	35
	0
	n/a
	$1,000
	$150
	$20
	$100

	Brown, Charlie
	S
	43
	43
	0
	n/a
	750
	100
	20
	20

	Snoopy
	H
	40
	40
	0
	$15.00
	n/a
	70
	10
	50

	Hobbes
	H
	50
	40
	10
	$12.00
	n/a
	75
	20
	40

	Hagar
	H
	45
	40
	5
	$10.00
	n/a
	40
	10
	20

	General Halftrack
	S
	44
	44
	0
	n/a
	800
	200
	20
	20

	Lucy
	H
	35
	35
	0
	$10.00
	n/a
	25
	10
	0


The following tax rates apply: 

	Tax
	Employer Share
	Employee Share

	FICA [Social Security/Medicare]
	5.3%/0.9%
	5.3%/0.9%

	State Income
	
	4.00%

	State Unemployment
	1.00%
	

	Federal Unemployment
	0.80%
	


Required:

1. Prepare a payroll register for the payroll period ended January 29th. Use the Excel template hyperlinked in the syllabus. Prepare the journal entries for all relevant transactions. Show account balances as of the close of business on January 29th. Use the Excel template available at http://www.plu.edu/~myersgm/cscrtemplate.xlsx.
2. Fast forward to February 15th, at which time remittances are made to the Federal and state governments, Dewey, Cheatham and Howe and the Comic Strip Characters Pension Fund [CSCPF]. Prepare the journal entries to reflect the payment to the respective agencies.

� I once worked for an organization that did get into protracted mess over FSLA requirements. One particular employee felt she should be exempt from FSLA rules—it was a “status” thing—the difference between having to fill out a time sheet or not. However, her job description and other criteria clearly put her in the nonexempt category.


� At the time the mean hourly union wage for this sort of job was about $28.00/hour; this guy has many years of experience, so $30.00 per hour is not unreasonable.


� This sounds great until you think how much free time this guy has. He’s married, with a family, and he is doing heavy physical labor. You can’t keep this up indefinitely! It did continue for a couple of months, as I recall.


� It was a reduction in the employer share of the FICA tax that the U.S. House of Representatives squabbled over so endlessly at the end of 2011. The rates quoted here are from � HYPERLINK "http://www.ssa.gov/oact/ProgData/oasdiRates.html" ��http://www.ssa.gov/oact/ProgData/oasdiRates.html� and are current as of this writing. All data and calculations here are for purposes of illustration only. Always use current, official government documents as the basis for withholding and remission of Federal and State taxes. 


� Copyright © Gerald M. Myers 2010. All rights reserved.
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