UNIT 3. ACCOUNTING SYSTEMS FOR PAYROLL AND PAYROLL TAXES

3.1 INTRODUCTION

In this chapter you will be acquainted with the basics of accounting for payroll and payroll taxes. Accounting systems for payroll and payroll taxes are concerned with the records and reports associated with the employer-employee relationship.  It is important that the accounting system provide safeguard to ensure that payments are in accordance with management’s general plans and its specific authorizations.

All employees of an organization expect and are entitled to receive their remuneration at regular intervals following the close of each payroll period. Regardless of the number of employees and the difficulties in computing the amounts to be paid, the payroll system must be designed to process the necessary data quickly and assure payment of the correct amount to each employee.

The system must also provide adequate safeguards against unauthorized payments to employees and other misappropriations of funds.

Various federal, state, and local laws require employers to keep accurate payroll records and to prepare reports and submit to the appropriate governmental units. These records must be kept for specified periods of time and be available for inspection by those responsible for enforcement of the laws. Besides, payroll data may be useful in negotiations with labor unions, in settling employee complaint, and in determining rights to vacations, sick leaves, and retirement pensions.

Here, in this chapter, you are going to learn intensely and worked through the major concepts that are common to most payroll systems such as the employee’s earnings record, payroll sheet (or register), and journal entries related to payroll. Each of these concepts is illustrated and discussed by taking into account the current tax law of the country. As much as possible the chapter attempts to give you adequate knowledge about payroll systems in Ethiopia, however, if you come across any confusion or difficulties you can consult the authorities in the Ministry of Finance or Inland Revenue Administration in your locality, or refer the various proclamations especially; Proclamation No. 286 / 2002, the council of ministers regulation No. 78 / 2002. And Article 33 or proclamation No. 64 / 1975.
  

3. 2 IMPORTANCE OF PAYROLL ACCOUNTING

Accounting for payroll is particularly important because:
1. Payroll often represents the largest expense that a company incurs.
1. Both federal and state governments require that detailed payroll records be kept and 
1. Employees are sensitive to payroll errors or irregularities. To maintain good employee morale payroll must be paid on a timely and accurate basis.
What is payroll?
Payroll is the parts of payment b/n employee and employers payroll for employee income but for Employers expense and cost of labours direct or indirect.

Record payroll data
Payroll system is checked and set up if necessary to ensure that employee data is included
Payroll data is checked and discrepancies are clarified with designated persons
 Employee pay period details, deductions and allowances are entered in payroll system in accordance with source data
Payment due to individual employees is calculated to  accordance with employee source data 
Payroll system
Computerized
Manual
Employee data
· allowances
· deductions
· employee details
· pay periods
· rates of pay
· tax declaration forms
· tax file number
Pay period details 
· salary(BS)
· wage(WG)
· bonus(BO)
· commission(CO)
· Over Time(OT)
· Others
Deductions and allowances
· car allowance
· health insurance
· income tax
· pension contribution
· travel allowance
Source of data 
· employee earnings and payroll register
· employee record and history
· employee timesheets
Payroll preparation 
· calculation of gross Earning(GE)
· calculation Taxable income(TI)
· calculation Employee income tax (EIT)
· calculation Pension contribution(PC) 
· calculation taxation and other deductions(IT & OD)
· net pay and cheques(NP)
Employee entitlements 
· annual leave provisions
· child support
· long service leave provisions
· sick leave provisions
Legislative requirements  Ethiopian Tax laws such as:
· Employment Declaration
· Code of Professional Conduct
·  payroll tax or Employee IT
Payroll reports 
· financial reports
· human resources reports
· other management reports
Payroll related terms
Salary
· an amount paid to employees on monthly or annual basis 
· Compensations to employees on monthly or annual basis are termed as salaries.
Wages 
· Refers to payments for manual labors that are paid on the number of hours worked or the number of units produced.
Pay period:  the length of time covered by each payroll payment
Pay day: is the day on which wages or salaries are paid to employees, usually the last of the pay period
A payroll registers (sheet): the entire list of; 
· employees 
· employees gross earning, 
· deductions, and 
· Net pay for a particular payroll period.

Gross Earnings: The totals pay to an employee before deductions for the pay period
Payroll Taxes:
· Taxes levied against the employer on the payroll of the firm. 
· It is an additional payroll related expense to an employer.
Withholding Taxes:
· taxes levied against the earnings of employees of an organization 
· withheld by the employer of an organization 
Payroll deductions: All the reductions from the gross earnings of an employee such as:
· withholding taxes, 
· union dues, 
· credit association pays etc
Net pay: The gross earnings after subtracting all the deductions. It is some times known as take home pay amount
Earnings:  money earned by an employee (s) of a firm from various sources. Includes:
· Basic salary or Regular earning 
· Allowances:
· Overtime earning 
· Bonus:
1. Basic salary or regular earning 
· A flat monthly salary of an employee that is paid for carrying out the normal works of employment and subject to change when the employee is promoted.
· Allowances: money paid monthly to an employee for special reason which may include:
2. Allowances: money paid monthly to an employee for special reason which may include:
· Position allowance: for bearing a particular office responsibility
· House allowance: to cover housing cost of the individual employee
· Hardship allowance: to compensate for an inconvenient circumstance caused by the employer.
· Desert allowance: because of assignment to a relatively hot region
· Transportation (fuel) allowance: to cover cost of transportation up to the work place
· Medical Allowance: to compensate for Health or Life insurance caused by the employer.
3. Overtime earning - is the amount payable to an employee for overtime work done.
In Ethiopia According to Article 33 of proclamation No 64/1975 the workers can get overtime earning based on the rates listed below:
A worker shall be entitled to be paid:
1.  At a rate of 1 ¼ times his ordinary hourly rate for overtime work performed before 10:00 P.M in the evening.
2.  At the rate of 1 ½ times his ordinary hourly rate for overtime work performed between 10:00 P.M in the evening and 6:00 o'clock in the morning (6:a.m).
3. Overtime work performed on the weekly rest day shall be paid at a rate of two (2) times the ordinary hourly rate of payment.
4.  At a rate of two and half (2½) times the ordinary hourly rate for overtime work performed on a public holyday.  
4. Bonus; an amount paid to employees who achieved better results
 Gross earnings of an employee may therefore include:
· the basic salary, 
· allowances,
· bonus, and
· Overtime earnings.
Deductions: these are subtractions made from the earnings of employees. Includes:
· Employee Income Tax
· Pension contributions 
· Other Deductions
a) Employee Income Tax: in Ethiopia every citizen is required to pay something in the form of income tax from his/her earning of employment. In this case a progressive income tax system is applied on the gross earnings of each employee save the first 600 birr. The first Br. 600 of the earning of an employee is free of income tax. It is an exemption.
b) Pension contributions - permanent employees of an organization are expected to pay or contribute 7% of their basic (monthly) salary to the government pension trust fund. This is made in some NGO’s and businesses by keeping a fund known as Provident Fund.  
On the other hand, the employer also expected to contribute towards the same fund 11% of the basic salary of every permanent employee of it. This total is called payroll taxes expense to the employer organization.
Consequently, the total contribution to the pension trust fund of the Ethiopian government is equal to 18%  of the total basic salary of all permanent employees of an organization (i.e. 7% comes from the employees and the 11%comes from the employer).
c) Other Deductions: Employees may individually authorizes additional deductions such as:
· To pay health or life insurance premiums.
· To pay loans from the employer or credit association.
· To pay for donations to charitable organizations etc.
· Ultimately, the sum of the employee's income tax, pension contributions, and other deductions gives the total deductions from the gross earnings of an employee.
· The income tax proclamation 286/2002 stated the following about employment income tax and its computations:
1. The first Six hundred  (Br.600) incomes from employment shall be exempt from payment of income tax in all cases.
2. The tax on income from employment over Six hundred  (Br 600) shall be charged, levied and collected monthly according to the following schedule.








	
	
Taxable monthly income (In Birr)
	Rate of tax (%) on Every Additional income

	1
	Over Br. 600 but not exceeding 1650 on the next 1050 
	10%

	2
	Over 1650 not exceeding 3200 on the next 1550
	15%

	3
	5250 - 3200 on the next 2050
	20%

	4
	Over 5250 but not exceeding 7800 on the next 2600
	25%

	5
	Over 7800 but not exceeding 10900 on the next 3100
	30%

	6
	Over 10900 
	35%



Payroll preparation
· Payroll preparation takes place within designated timelines in accordance with organizational policies and procedures
· Employee entitlements are calculated, recorded and reconciled in accordance with legislative requirements
· Total payments for pay period are reconciled, and irregularities are checked and corrected, or referred to designated persons for resolution
· Arrangements for payment are made in accordance with organizational and individual requirements
· Authorization of payroll and individual pay advice is obtained in accordance with organizational requirements
· Payroll records are produced, checked and stored in accordance with organizational policy and security procedures
	S/N
	Basic Salary
	Rate
	Deduction

	1
	From 0-600
	0%
	0

	2
	“ 601-1650
	10%
	60.00

	3
	 “1651-3200
	15%
	142.50

	4
	“3201-5250
	20%
	302.50

	5
	“5251-7800
	25%
	565

	6
	“7801-10900
	30%
	955

	7
	from10900 Over
	35%
	1500


· According to income tax proclamation the following categories of payments in cash or
 benefits in kind are exempted from taxation.
1. Medical costs incurred by employer for treatment of employees.
2. Transportation allowances paid by employer to its employees (not exceeding Br.300) and ¼ of basic salary but not greater than br.800.00.
3. Reimbursement by employer of traveling expenses incurred on duty by employees.
4. Traveling expenses paid to transport employees from elsewhere to place of employment and to return them upon completion of employment.
5. Pension contribution, provident fund and all forms of retirement benefits contributed by employers in an amount that does not exceed 15% of his/her monthly salary of the employee. 

Illustration: Ethio Relief Agency pays the salary of its employees according to the Ethiopian Calendar month. The forth-coming date relates to the month of Tikimt 2009.
	 
	 
	 
	 
	OT 
	Duration of 
	Basic

	Ser.
	 
	Basic 
	Monthly 
	Hours
	OT 
	Salary 

	No.
	Name of Employee
	Salary
	Allowance
	Worked
	Work
	Per Hour

	01
	Bontu Tola
	2,080 
	100
	10
	Up to 10 p.m.
	13

	02
	Petros challa
	640 
	-
	8
	10p.m. to 6a.m
	4

	03
	Abdu Mohammed
	1,280 
	-
	6
	Weekly Rest Days
	8

	04
	Chaltu Gudeta
	960 
	50
	-
	-
	6

	05
	Yerosa Boru
	480 
	50
	10
	Public Holiday
	3



· The agency usually expects a worker to work 40-hours in a week and 
· During Tikimt 2009 all workers have done as they have been expected. 
· All workers of this agency are permanent employees except Petros Challa. 
· The monthly allowance of Yerosa Boru is not taxable. 
· Abdu Mohammed agreed to have a monthly Birr 200 be deducted and paid to the credit Association of the agency as a monthly saving.


INSTURCTIONS: Based on the above information;
1. Compute gross earnings, deductions and net pay of each employee
2. prepare payroll document for the month Tikimt, 2009
3.  prepare amount of income tax pension& charge
4.  Record the necessary payroll entries for the month of Tikimt, 2009 for the payment.
Illustration: AK Agency pays the salary of its employees according to the Ethiopian Calendar month OF September 2011
	No
	Name of employment
	Basic salary
	Allowance
	Over time

	01
	Saba Hailu
	4560
	500
	1200

	02
	Abera Jima
	3570
	500
	1500

	03
	Bacha Balch
	2750
	200
	700

	04
	Balcha Roba
	5300
	700
	

	05
	Belachew Defaru
	1540
	350
	178



Additional information 
· Employer.........................11%
· Pension contribution.......7%
· Paid bank service charge ..... 20% each employee
· All employees are permanent
· Allowance are non-taxable
Task 2.1 Calculate gross earnings, deductions and net pay of each employee
Task 2.2 prepare payroll document for the month September 2011
Task 2.3 prepare amount of income tax pension& charge
Task 2.4 Record the necessary payroll entries for the month of September 2011 for the payment.












Illustration: AK Agency pays the salary of its employees according to the Ethiopian Calendar month OF September 2011

	No
	Name of employee
	Basic salary
	Allowance 
	Overtime worked hrs 
	Overtime worked Duration 

	1. 
	AB
	5500
	500
	8
	Holidays

	2. 
	BD
	3470
	500
	15
	10p.m. to 6a.m

	3. 
	DD
	3750
	200
	7
	Up to 10 p.m.

	4. 
	CD
	5600
	700
	12
	10p.m. to 6a.m

	5. 
	CB
	2540
	350
	5
	Weekly Rest Days



1. Allowance of each employee not taxable, pension contribution for employer 11% and employee 7% all employees permanent
2. Bank service charge 20 Birr each employee, employer the month of income tax payable and charge paid to the concerned parties.
3. Recorded the necessary payroll entry for the month of September 2011 for the payment.

INSTRUCTION
Task 2.1 Compute gross earnings, deductions and net pay of each employee
Task 2.2 prepare payroll document for the month September 2011
Task 2.3 prepare amount of income tax pension& charge
Task 2.4 Record the necessary payroll entries for the month of September 2011 for the payment.
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