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The Payroll Process

Pay employees and
any collected
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Payroll Process — Gross Pay

Employee’s can be paid a monthly or weekly salary but may also be
paid hourly wages.

Hourly employees are paid for the number of hours worked during
a pay period (i.e. daily, weekly or biweekly). They are paid a set
hourly wage but can earn overtime if they work more than 40 hours
in a week or in some cases, more than 8 hours in a day.

Salaried employees are paid a yearly salary that is divided into a
monthly or weekly amount for purposes of periodic payment.
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Payroll Process — Gross Pay

Hourly wages are calculated in the following way. Note that states
mandate a minimum hourly wage that employees must be paid.

1) Regular Hours Worked x Regular Rate = Gross Pay (Regular)

+
2) Overtime Hours Worked x Overtime Rate = Gross Pay (Overtime)

The two summed together =Total Gross Pay
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Payroll Process — Gross Pay

Let’s look at an example. An employee is paid $9/hour to be a
cashier in a retail outlet. If that employee works 45 hours in a week,
their pay is calculated as follows:

Regular Pay 40 x9= $360

+
Overtime Pay 5 X(9+4.5) = $67.5
Time + 1/2

Gross Pay $360 + $67.5 = $427.50
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Payroll Process — Gross Pay

Salary employees are paid based on an annual salary, thus, they
receive a fixed amount every payroll period. They are not typically

paid for overtime although they often work more than 40 hours per
week.

Example — Annual Salary / Pay Period = Gross Pay per Period

$48,000/ 12 = $4,000 Gross Pay per month
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Payroll Process — Gross Pay

Some salaried employees are paid a low base salary plus
commission. These are sales positions where the owner or
manager wishes to incent the employees to sell more products. The
more they sell, the more their pay is.

Commissions are often calculated as a % of the employees sales

for a period. In this example, the employee is paid a base salary of
$24,000/ year plus 5% of their sales. She/he is paid monthly and in
January sold $60,000 of clothing.

Base = $24,000/ 12 = $2,000
Commission for = .05 x $60,000 = $3,000
Total Gross Pay = $2,000 + $3,000 = $5,000/month
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Payroll Process — Gross Pay

Some employees are paid according to the number of pieces or
units they produce during a pay period.

There is always a requirement that the minimum wage always be
paid for hours worked. Therefore, a comparison needs to be made
to ensure minimum wage is met.

Day | Hours | Pieces | Piece Pay | Hourly Pay

1 8 700 70.00 60.00 After totaling the pay for the
2 8 600 60.00 60.00 period under both Piece and
3 8 550 55.00 60.00 Hourly, we can see the Piece
A 3 75 57.50 Bo.6E Pay is greater, thus, this is the
s s 370 37.00 37.50 Gross Pay for the period.

s279.50 s277.50 | —
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Payroll Process — Deductions

Now let’s discuss deductions.

' J Deductions
e '
A =
Federal Income Tax 4o
1
State and City Income Taxes

f o @

Insurance and Penslons Charlty Union Dues
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Payroll Process — Taxes

Some payroll deductions are mandatory for all US employees and the
employer is only a collection agency. These include Federal Income
Tax, Social Security Tax and Medicare Tax.
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The rate for these taxes is set by the Federal government and does
change over time. You must monitor the rate for changes as they occur.
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Payroll Process — Taxes

The w-4 form determines how much Federal tax the employer withholds. It
is based on the allowances that the employee claims.
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Payroll Process — Deduction Tables

While a rate is provided for mandatory deductions, there are also
tables that assist in determining the amount to withhold base on
gross income.

> These tables are published by the federal government for
federal income tax.

> Employees can be penalized by the federal government for not
withholding enough tax during the year so it is important to use
the correct table.

These forms, along with others, is found at http://www.irs.gov.




Slide 12

Payroll Process — Deductions

Social Security and Medicare Tax

Currently, the tax rate for social security is 6.2% and Medicare is
1.45% for both the employee and the employer.

- Gross Pay x 7.65% = Employee contribution
- Gross Pay x 7.65% = Employer contribution

For example, if an employee earns gross pay in one week of
$1,000, the calculation is $1,000 x .0765 = 76.50 (both the
Employee and Employer pay this amount for a total of $153)
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Payroll Process — Deductions

Social security is only paid on income less than $118,500 in 2015.

Thus, once an employee earns $118,500 in one year, they only pay
1.45% of gross pay for Medicare. No more for social security. The
income cap typically increases each year with inflation.
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State taxes

State Income Tax is also a mandatory deduction in those states that
it is paid. State tax rates vary widely from 0 in Florida to 13% in
California.
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Payroll Process — Deductions

There are other mandatory deductions such as:

Union Dues which can be mandated if the employee belongs to a
union.

Child Support which is mandated by the courts.
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Payroll Process — Deductions

Employees may also request

voluntary deductions be Voluntary benefits offerings
withheld from their pay. :
These deductions must be ,5’5:;1"”:'}: — 85%

authorized in writing.
e e 630,0

Common voluntary

deductions include health el =RO/
. e 26%
insurance, 401K plans, after

tax investments, charity, life o 599,
insurance, vision, dental,

etC. Do e murise 3_ o,;,

Laxg-9em con marmen | 33(?/6

See Podiand’s Sty Avad S50y o« Pl woe Posalbo Tiasksy & Beyuad




Slide 17

Payroll Process — Voluntary Deductions

Deductions such as insurance are
set amounts each pay period. They
are agreed upon and authorized by

the employee before the start of PavrotL DepucTion Form

each year. (S st ]
. |

Investments before tax such as 401k (=] .

plans and other after tax investment - - - ]

plans are often calculated like taxes [SSE = e |

as a percentage of gross pay. ~

There is typically no max amount
that can be invested after tax,
however, you cannot invest more R

than $18,000 in a 401k plan each . » - |
year for those under 50 years old
and $24,000 for those over 50.
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Payroll Process — Net Pay

Net Pay is the amount that the employee receives each Pay
Period after all required deductions from Gross Pay.

Gross Pay 500.00
Deductions:

Federal Income Tax 45.26

Social Security Tax 34.96

Medicare 16.52

Company Health Plan 85.00 181.74

Net Pay $318.26
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Payroll Process — Recording

Once the payroll has been calculated, it must be entered into the
accounting records.

The payroll is recorded in the:
- Employee earnings records
- Company payroll records
- Journal entries for accounting records
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Payroll Process — Recording

Each employee will have an earnings record which is a cumulative
record of all their payroll information.

The format will vary with different systems; however, the following
information is normally recorded:

> Personal Information such as name, address, phone,
department, emergency contact and deductions

> Employee number
> Salary rate

> Pay date, Gross Pay, List of Deductions, Net Pay for each pay
period and year to date.
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Payroll Process — Earnings Record
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Payroll Process — Payroll Record

The Company Payroll Record lists much of the same
information as the Employee Payment Record; however, all
the employees are listed in this record by pay period.
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Payroll Process — Payroll Records
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Payroll Process — Recording

> Journal entries are made from the Company Payroll Record.

> The Company Payroll Record columns are totaled at the end of
each pay period.

> Those totals are entered into the Journal as one compound journal
entry.
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Payroll Process — Recording Net Payroll

Recording Employee Pay and Deductions

Date Description Post Debit Credit

2015 Ref.

Apr18 | Wage Expense 5,365.27
Income Tax Payable (Federal) 874.36
Income Tax Payable (State) 612.25
Social Security Tax Payable 346.58
Medicare Tax Payable 265.18
Union Dues Payable 645.00
Health Plan Payable 746.59
Wages Payable 1,875.31

To record weekly payroll.
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Payroll Process — Employer Expenses

Employers must pay several additional taxes and expenses that are
considered part of the employee’s benefits to which the employee
does not contribute.

These include:

> Worker’s compensation insurance — Employee is paid a % of
their regular pay if they are injured on the job. State mandate!

» FUTA or Federal Unemployment Insurance — If an employee is
laid off, they can collect unemployment insurance to help cover
the cost of their living expenses.

> Health Insurance — Often an employer will pay a significant
amount of an employee’s health insurance.

> Employer portion of Social Security and Medicaid.
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Payroll Process — Recording

Recording Employer Contributions

Date Description Post Debit W
2015 Ref.
Apri8 | FUTA Expense 162.00
Social Security Expense 346.58
Health Plan Expense 863.14
Worker Compensation Expense 379.00
FUTA Payable 162.00
Social Security Payable 346.58
Health Plan Payable 863.14
Worker Compensation Payable 379.00
Record weekly employer contributions.
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|
Payroll Process — Making Payments

The next step is to record payments into the Cash Payments Journal with each
employee listed in the Memo column, the total payroll amount in the General Ledger
column and the individual paycheck amounts, by employee, in the Cash column.

Remittances to the government are normally listed individually and only one check is
written for the total due. The individual payment amounts are listed in the General
Ledger column with the total payment in the Cash column.

Remittances for other deductions are summed and listed separately with amounts in
the General Ledger column and the Cash column.

Date Account Memo  Pst.  Accts Purch  Compt  Soft Gen. Cash Ck
Debit Rf. Pay. Disc.Dr  Purch  Purch Led. Dr Cr No
20 Dr Dr Dr
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Payroll Process — Vacation & Sick Pay

Some companies will provide pay for other occasions that occur
during the year.

Vacation Pay — The company may have a process where employee
may earn vacation hours. When the employee uses these hours to
take a vacation, the company will pay the employees from the
earned vacation hours that have accumulated.

Sick Pay - The company may have a process where employee may
earn sick hours. When the employee uses these hours due to an
illness, the company will pay the employees from the earned sick
hours that have accumulated.
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Payroll Process — Accruals

Certain accruals are recorded each pay period for vacation pay and
sick pay. For every hour or week worked, an employee will earn
paid time off. The accrual is recorded each time payroll is
processed with the following entry:

Dr: Vacation and Sick Pay Expense $XXX.XX
Cr: Vacation Payable $XXX.XX
Cr: Sick Pay Payable XXX XX

When employee’s use their vacation and sick pay:

Dr: Vacation Payable $XXX.XX
Dr: Sick Pay Payable $XXX.XX
Cr: Cash $XXX.XX
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Payroll Process — Internal Controls

Employees have been paid in excess of earned wages in the following ways:

L

¢ Overstating hours worked

¢ Unauthorized pay rates

¢ Adding fictitious employees

¢ Continuing to pay terminated employees
¢ Distributing duplicate payroll checks
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Payroll Process — Internal Controls

Segregation of Duties
in Payroll Processing is
Critical

Paying the
Payroll and
Distribution




Questions

and
ANSWers



Review Questions:

1. The following is true about Social Security taxes:
A. Both the employee and employer pay 7.65% of employee salary
B. Social Security is capped at $98,000 income
C. Medicare tax has a cap of $108,500 income
D. All of the above

2. Payroll is recorded in the:
A. Employee earnings records
B. The company payroll records
C. Journal entries for accounting records
D. All of the above

3. True or False: Overtime pay is calculated as overtime hours worked x the
overtime rate which is typically time + 1/2.

4. True or False: Commissions are calculated as a percentage of base salary.

5. True or False: Voluntary deductions include charitable donations, pretax savings
and medical insurance.



Answer Key:

1. A
There is no cap on Medicare and the Social Security cap is $108,500.

2. D
Payroll is recorded in the employee earnings records, the company payroll
records, and the journal entries for accounting records.

3. A
True. Overtime pay is calculated as overtime hours worked x the overtime rate
which is typically time + 1/2.

4. B
False. It is calculated as a percentage of sales.

5 A
True. Voluntary deductions include charitable donations, pretax savings and
medical insurance.



