
Prof Albrecht’s Notes

Payroll Accounting
Intermediate Accounting 2

When a company does its payroll (weekly, monthly or

however), various taxes and other amounts are withheld from

the company payment to employees.  The company pays these

amounts directly to the appropriate agency.  In addition,

certain taxes are levied on the employer.

The following taxes are levied on an employee every time a

payroll is paid:

(1) Federal, state and local taxes

rAmount of tax = x% times (gross wages for period less pension/401/healthcare

contributions)

(2) Social security tax

rAmount of tax = 6.2% multiplied by gross wages for period, up to a ceiling of $X

accumulated wages for year (the ceiling was $97,500 for 2007, 102,000 for 2008, and

$106,800 for 2009 and future years, 117,000 in 2014) [The tax rate on employees was

4.2% for recent years.  In January, 2013, the tax was increased from 4.2% to 6.2%, a

substantial increase. ]

(3) Medicare tax

rAmount of tax = 1.45% multiplied by gross wages for period (there is no ceiling)

Other common deductions from each employee's paycheck are:

*  Pension/401 contributions by employee

*  Healthcare premiums (usually not subject to income taxes)

*  Union dues

Wage expense is equal to the gross wage (100%) for the period.  The amount paid to the employee is

equal to the gross wage for the period less deductions for income taxes, social security, medicare,

pension, healthcare and dues.  ¡Qué lástima!  It seems as if the more I work the less I get paid.

Taxes are also levied on the employer company:

(1) Social security tax

rAmount of tax = 6.2% multiplied by  (gross wages for period, up to a ceiling of $X

accumulated wages for year; the ceiling was $97,500 for 2007, 102,000 for 2008, and

$106,800 for 2009, and future years, 117,000 in 2014)
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(2) Medicare tax

rAmount of tax = 1.45% multiplied by gross wages for period.  There is no ceiling.

(3) Federal and state unemployment taxes

rAmount of STATE tax = 5.4% multiplied by (gross wages for period, up to a ceiling of

$7,000 accumulated wages for year) [Note, the state rate and the state defined taxable

wage base can vary.  A majority of states have a taxable wage base greater than

$7,000.  The state unemployment tax rate can be higher or lower than the federal rate. 

Frequently, state agencies reward selected companies (with a good history of

employees not drawing much unemployment) with low tax rates (1-3%).]

rAmount of FEDERAL tax = 6.2% multiplied by (gross wages for period, up to a ceiling

of $7,000 accumulated wages for the year.  The rate of 6.2% is decreased (credited)

up to as much as 5.4% by the rate paid in state unemployment tax.  If the state rate is

higher that 5.4%, a minimum of 0.8% is paid in federal unemployment tax.  If the

state rate is lower, then more than 0.8% is paid in federal unemployment tax.   If the

state rate is 5.4% or higher and grants a rate lower than 5.4% to a particular company

because it has low employee turnover and has saved the state from making large

payments, then the federal government credit incorporates the savings, and the federal

unemployment tax rate is 0.8%.

The 7.65% employees pay to social security and medicare is matched by 7.65% the company pays.  Of

course, if the company wasn't taxed, it would be able to pay the employee more.  In effect, each

employee’s total social security and medicare tax bill is 15.30%!  So, the social security tax is a higher

rate than what most people pay in federal income tax.

Other company expenses related to payroll are:

*  Company contribution to pension/401 fund on behalf of employees

*  Company share of employee healthcare cost.

Several journal entries are required for the accounting system.

The first entry is to record wage expense, and accruals for taxes payable and deducted from the

employee pay check

Wages expense (gross wages) XXX

Fed. income taxes payable XXX

State income taxes payable XXX

Social security/Medicare payable XXX

Pension/401 payable XXX

Healthcare payable XXX

Union dues payable XXX

Wages payable (to employee) XXX
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Simultaneously, an entry is made to accrue (accumulated but not yet paid) for wage taxes that must be

borne, and paid for by the company.  This is accompanied by an accrual for the company’s payroll

taxes.

Payroll Tax expense XXX

Social security/Medicare payable XXX

State unemployment tax payable XXX

Federal unemployment tax payable XXX

In addition, there are entries for fringe benefits.  There can be accruals for sick pay and vacation pay, as

well as the employer pick-up for health-care and pension.  All of the following can have debits to either

compensation expense or payroll tax expense.  I am using some other account titles to show the variety

in practice.

Compensation (wages) expense XXX

Accrued sick pay XXX

Accrued vacation pay XXX

Healthcare (wages) expense XXX

Healthcare payable XXX

Pension/401 (wages) expense XXX

Pension/401 payable XXX

Total expense for compensation includes (1) wage (including compensation for absences due to

vacation and illness), (2) payroll taxes, (3) fringe benefits.

Numbers for each journal entry don't come out of thin air.  Detailed records are kept for each

employee. Amounts required for computations are: gross wages for period, wages taxable for federal

income tax, wages taxable for state/local income tax, wages taxable for social security, wages taxable

for medicare, wages taxable for state unemployment and wages taxable for federal unemployment. 

When using a spreadsheet for computing payroll amounts, I use the following columns

monthly gross wages

monthly income taxable wages

monthly social security wages

monthly medicare wages

monthly state unemployment wages

monthly federal unemployment wages

accumulated gross wages

accumulated income taxable wages

accumulated social security wages

accumulated medicare wages

accumulated state unemployment wages

accumulated federal unemployment wages
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pension payment

federal income tax payment

state income tax payment

social security tax payment

medicare tax payment

SUTA tax payment

FUTA tax payment

wages expense (debit)

deductions (credit)

net cash payment (credit)

payroll tax expense (debit)

total payments (credit)

Payroll Example

An employee makes $10,000 per month, and makes income tax deductible contributions toward

healthcare of 10% of wages.  Fringe benefits are sick pay and vacation pay (accrued at 10% and 15%,

respectively, of gross wages; as well as an employer contribution of 10% toward healthcare.  The

relevant tax rate information is:  the social security tax rate is 6.2% (for both employee and employer)

on the first $117,000 of gross wages, the medicare tax is 1.45% on gross wages, the federal income tax

is 12% of wages net of health & pension deductions, the state income tax is 3% of wages net of health

and pension deductions, federal employment tax is 6.2% of wages (less a 5.4% credit for state

unemployment), and the state unemployment tax is 8% of the first $14,000 of gross wages, then how

should the company account for January and February wages?

The first step is to calculate wages for each tax purpose:

Gross Soc Sec Medicare F/S Inc Tax Fed UT State UT

Wages Wages Wages Wages Wages Wages

Jan 10,000 10,000 10,000 9,000 7,000 10,000

YTD totals 10,000 10,000 10,000 9,000 7,000 10,000

Feb 10,000 10,000 10,000 9,000 0 4,000

YTD totals 20,000 20,000 20,000 18,000 7,000 14,000

Then, based on the monthly amount for each tax and the appropriate tax rate, compute the amount of

monthly tax:
Soc Sec Medicare Fed Inc Tax St Inc Tax Fed UT State UT

Tax Tax Tax Tax Tax Tax

Jan 620 145 1,080 270 56 800

YTD totals 620 145 1,080 270 56 800

Feb 620 145 1,080 270 0 320

YTD totals 1,240 290 2,160 540 56 1,120
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January entries to record the payroll accrual are::

Jan Wages expense (gross wages) 10,000

Fed. income taxes payable 1,080

State income taxes payable 270

Social security payable 620

Medicare payable 145

Healthcare payable 1,000

Wages payable (to employee) 6,885

Jan Payroll Tax expense 2,025

Social security 620

Medicare payable 145

State unemployment tax payable 56

Federal unemployment tax payable 800

Jan Compensation expense 3,500

Accrued sick pay 1,000

Accrued vacation pay 1,500

Health care payable 1,000

In a period when an employee needs to use sick pay, the above regular payroll accruals are made.  But

then, an additional entry is made to adjust wages expense and substitute in its place accrued sick pay.

Accrued sick pay xxx

Wages expense xxx

105© 2014 by W. David Albrecht. .


