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A Note from the Authors
Businesses employ people, and part of employing people 
is compensating them for their labors. Labor costs often 
represent the largest company expenditure as well as the 
most complex one. Payroll accounting is very detailed, 
deadline driven, and of utmost importance for the suc-
cessful functioning of a business. The changing, detailed 
nature of payroll accounting involves legal challenges, 
economic changes, technological advances, and—above 
all—governmental obligations. As we sought payroll 
accounting materials for study by our students, we real-
ized that not many textbooks about the subject existed. We 
are passionate about college education. Our aim in Payroll 
Accounting 2016  is to provide instructors with a payroll 
accounting text that allows them to teach students how to 
navigate this highly specialized and extremely necessary 
aspect of accounting.

When we began updating the materials for Payroll 
Accounting 2016, we noticed how quickly payroll informa-
tion changes and how much it mirrors societal evolution. 
We continue to rely on the guidance of our colleagues, 
instructor feedback from the first edition, and the informa-
tion gained from our peers. Additions to the second edition 
reflect industry and student needs, and we continue to fol-
low these trends to inform future updates.

Our approach to payroll accounting is different from 
other existing texts because we have chosen to include 
both the financial and managerial accounting pieces so that 
students can understand both the techniques involved and 
the importance of their work in the broader scope of busi-
ness. We have worked very hard to present content that 
is concise, thorough, and easy to follow. We are excited 
to produce this work through McGraw-Hill because of 
the top-quality teaching and learning resources that the 
company makes available. Teaching traditional payroll 
accounting and Internet-based financial accounting via 
McGraw-Hill’s Connect platform for several years has 
been a wonderful experience for both our students and 
ourselves.

Our text features many interesting real-world connec-
tions throughout. We’ve drawn examples from many dif-
ferent disciplines to help make payroll accounting come 
alive for teachers and students alike. Two discussions are 
unique: (1) the content in Chapter 5 that explores labor 
planning (Learning Objectives 5-5 and 5-6) and (2) the 
discussion in Chapter 6 about the function of labor costs 
in business and employee benefit reports as strategic tools 
(Learning Objective 6-7). We believe that this informa-
tion contributes to a comprehensive understanding of 

payroll accounting in the 21st century and that it will make 
accounting students more valuable to the organizations 
they work for in their careers.

Many payroll frauds and scandals occur in the real 
world. Payroll fraud continues to be a major source of loss 
for companies, and it is surprising to find how commonly 
it happens. We’ve included examples of the frauds that 
employees have perpetrated in recent years. One notable 
case that highlighted the scope of payroll fraud involved a 
$700 million scheme that resulted in hundreds of jobs lost 
and for which the perpetrators remain at large. Students 
are interested in these stories, which enliven and enrich 
class discussion. We’ve also included a section in each 
chapter about ethics and internal controls to teach students 
how to prevent payroll fraud and to identify potential data 
breaches. We believe that this information about internal 
controls will become increasingly important as sensitive 
personnel information becomes more readily accessible 
with the inclusion of cloud-based payroll systems.

Payroll accounting and the associated fields of econom-
ics and finance are continually evolving. As a result, the 
payroll industry contains an ever-changing array of rules 
and regulations, and the “Trends to Watch” box in each 
chapter will highlight the trends known at the time of pub-
lication. On the legal front, we are watching the ripple 
effects of the Supreme Court’s legalization of same-sex 
marriages upon businesses and employees. The intersec-
tion of this legislation and the Affordable Care Act has 
affected employee benefits and tax reporting. Other trends 
we are watching include issues of cybersecurity that chal-
lenge the notion of secure electronic payroll deposits and 
cause internal control guidelines and new regulations 
to respond to the changing needs of the economy. In the 
“Internet Activities” sections at the end of each chapter, 
we provide Internet links for students who want to explore 
payroll topics in more depth.

In addition, we provide both a continuing prob-
lem, which is located at the end of each chapter, and a 
full-quarter additional comprehensive problem, located in 
Appendix A. Technological integration of the continuing 
problem and Appendix A within Connect provides a good 
tool for student learning. Smartbook, LearnSmart, and 
walk-through examples of tax forms are used to reinforce 
the questions and key terminology. A shortened version of 
Appendix A is another option for instructors who want a 
comprehensive problem with fewer payroll periods.

From our perspective, payroll accounting is complex 
enough to warrant specific attention in the curriculum. 
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prior accounting information. We have included materials 
to show the integration of payroll in other aspects of both 
managerial and financial accounting as well as business 
operations. Within Appendix E, we have provided materi-
als that allow readers to learn about payroll within the con-
text of their own state’s legal framework and links to each 
state’s revenue department to facilitate specific learning. 
We hope that you enjoy reading and learning from this text 
as much as we enjoyed writing it.

Jeanette Landin
Paulette Schirmer

Payroll Accounting 2016 is designed to fit the needs of terms 
as short as 3 weeks and as long as 15 weeks. The instructor 
may choose to assign the exercise sets found at the end of 
each chapter, the Continuing Payroll Project in each chap-
ter, or the Comprehensive Project that encompasses an 
entire quarter of payroll accounting. We designed the con-
tent to give instructors curricular flexibility by offering many 
options for formative and summative assessments.

We are proud of what we have accomplished with 
this text and strongly believe that we have taken payroll 
accounting education to a higher level of rigor. The content 
of Payroll Accounting 2016  is rich in its detail, yet read-
ily understandable by students who may have little or no 
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Based on feedback from our reviewers and users, we 
have made several changes to this second edition of 
Payroll Accounting. We appreciate all the feedback we 
have received and user recommendations because they 
have helped us create a stronger, more complete text. 
The changes we have made have added clarity, updated 
information, and additional opportunities for students to 
demonstrate their understanding of the concepts presented. 
For instructors, we have revised our learning objectives to 
incorporate Bloom’s taxonomy verbs and have correlated 
the learning objectives with End-of-Chapter exercises. The 
answers for the Stop & Check sections are now included at 
the end of the chapters.

The following are specific changes to each chapter.

Chapter 1
In Chapter 1, we updated payroll-related legislation to 
reflect as many changes as possible prior to publication. 
We have included specific information about the effects 
of the Affordable Care Act on payroll management with 
regards to reporting requirements. We addressed guidance 
from the U.S. Department of Labor about payroll treatment 
of same-sex marriages, a topic that is continuing to evolve. 
We incorporated information about the changing nature of 
exempt worker classification and discussed cloud-based 
payroll accounting practices.

Chapter 2
In Chapter 2, we included highlights of upcoming guid-
ance about employees that will be issued by the Equal 
Employment Opportunity Commission. We included some 
payroll-specific items about the current debate about min-
imum wage. We added information about applications 
available via smartphones and tablets that foster improved 
accuracy and increased employee involvement in time 
tracking and payroll file maintenance. We discussed 
proposed paycard legislation that would both facilitate 
employee access to compensation and guard employees 
against fraud. We included a graphic to clarify document 
retention requirements.

Chapter 3
Chapter 3 opens with updated minimum wage and tipped 
minimum wage information. We added depth and clarity 

to the discussion of overtime calculations, especially for 
piece-rate workers. We included statistical informa-
tion about Incentive Stock Options and executive pay, 
topics that are becoming discussed more frequently by  
government officials. We added information to the discus-
sion of special pay situations and exercises to for students 
to apply their learning.

Chapter 4
We extended our discussion of insurance coverage with 
details about employer mandates under the Affordable 
Care Act. We created a chart to help students under-
stand the differences among employer-sponsored retire-
ment plans and clarification about Section 125 (cafeteria) 
items. We included step-by-step guidance about using the 
wage-bracket tables in Publication 15 to determine federal 
income tax withholding amounts. The discussion of post-
tax deductions includes more detail about mandated post-
tax deductions and limits on amounts that may be withheld. 
We offered a detailed explanation about the computation 
of grossed-up pay and figure with explicit details about 
paper paychecks.

Chapter 5
In Chapter 5, we have updated employer payroll tax infor-
mation, especially as it pertains to FUTA and SUTA 
amounts. We have included guidance about employee 
compensation not subject to FUTA. All tax forms have 
been updated with the current year’s editions. Figure 5-8 
has been included to depict statistics about employer ben-
efit costs to offer students a more complete picture of how 
payroll affects business profitability, reflecting payroll 
accounting’s effect on managerial accounting. End-of-
Chapter Exercise sections contain questions about Forms 
W-2 and W-3 so students may practice this skill.

Chapter 6
Chapter 6 opens with a discussion about employee reten-
tion and connects the payroll procedures discussed in the 
previous chapters to financial accounting concepts. We 
have updated the transactions to reflect current-year tax 
rates and have updated all accounting reports to match 
the presentation students will see in the End-of-Chapter 
Exercises. 

Changes to the Second Edition
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Appendix F: Payroll Certification 
Information
We have included information from the American Payroll 
Association about its Fundamental Payroll Certification 
(FPC). Upon completion of their payroll course, students 
could consider obtaining this certification to add to their 
career portfolio.

Appendix A: Comprehensive Payroll 
Project
We have changed the location of Wayland Custom Wood-
working to the state of Utah to facilitate computations of 
State Withholding Tax. We have included explicit instruc-
tions about the completion of employee paychecks.

Appendix D: State Income Tax Tables
We have included included tax rates for each state in 
Appendix D. This new information includes tax brackets, 
both married and single, and marginal tax rates.
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Chapter 

Payroll Practices and 
System Fundamentals

LEARNING OBJECTIVES

After studying Chapter 1, you should be able to:

 LO 1-1 Understand the Purpose of Studying Payroll Accounting 

 LO 1-2 Discuss the Legal Framework for Payroll Accounting

 LO 1-3 Discuss the Ethical Guidelines for Payroll Accounting 

 LO 1-4 Identify Contemporary Payroll Practices

 LO 1-5 Compare Payroll Processing Options for Different 
Businesses

 LO 1-6 Differentiate Between Exempt and Nonexempt Workers

The payroll system of a company is the backbone of its employees’ 
records and serves many functions. The most obvious and visible role 
for a company’s payroll department is the employee pay and benefits 
management function. However, a well-designed payroll system can 
do so much more. Payroll systems are an integral part of job planning 
and strategic human resource management, cost management for 
products and services, and benefits analysis for a company. In this 
chapter, we will explore the need for a payroll system, legal require-
ments, ethical guidelines, best practices, and variations in payroll 
practices among different-sized companies.

1
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As times change, new legislation will be enacted, and existing laws are sometimes 
repealed and amended. For example, Vermont Governor Peter Shumlin proposed an addi-
tional 0.7% payroll tax effective in 2016 to offset employee healthcare costs related to the 
Affordable Care Act.

The payroll accountant’s job is one of consistent and continual learning and research to 
ensure that the company is complying with all current regulations and reporting require-
ments. Many states, but not all, have additional payroll tax laws.

(See www.americanpayroll.org/weblink/statelocal-wider/ for more information)

(concluded)

However, the IRS sued Windsor for unpaid taxes because her same-sex mar-
riage violated DOMA. The U.S. Supreme Court found that DOMA violated 
Windsor’s Fifth Amendment right to liberty and overturned DOMA. The IRS sub-
sequently dropped its lawsuit. (Source: www.supremecourt.gov)

Which Law?

&CHECK
STOP

 1. Requires employers to verify the employee’s legal 
right to work in the United States?

 2. Protects the rights of disabled workers?

 3. Governs the management of retirement plans? 

 4. Protects discrimination of workers older than age 40?

 5. Creates safe work environments for employees?

 6. Mandates equal pay for equal work?

 7. Extends medical benefits for terminated employees?

 8. Ensures that child support obligations will be paid?

 9. Protects workers and families with pre-existing  
medical conditions?

 10. Enforces payment of monetary damages because of 
discrimination?

 a. COBRA 

 b. ERISA

 c. Civil Rights  
Act of 1991

 d. PRWOR

 e. IRCA

 f. ADEA

 g. HIPAA

 h. ADA

 i. OSHA 

 j. Equal Pay  
Act of 1963

LO 1-2 Discuss the Legal Framework for Payroll Accounting

Why did businesses start withholding taxes from people’s paychecks? Federal income tax 
withholding was temporarily instituted in 1861 as a way to recover from the high costs 
of the Civil War; this tax was repealed in 1872. Throughout the 19th century, cities were 
growing in the wake of the Industrial Revolution, as factories and companies increased 
automation and institutionalized mass production. People were moving from rural to urban 
areas in unprecedented numbers, and the need for infrastructure and civil services grew. 
Roads needed to be built, law enforcement personnel needed to be increased, and outbreaks 
of disease prompted a need for sanitation systems. Therefore, the U.S. Congress formalized 
the permanent continuation of the federal income tax instituted during the Civil War as a 
means to fund the infrastructure improvements of the booming cities. After many failed 
attempts to reinstate a federal income tax, Congress passed the Sixteenth Amendment to 
the U.S. Constitution in 1913. This version incorporated a tiered income tax including 
exemptions and deductions to limit the tax imposed on wages earned (see Figure 1-1).

© Michael A. Keller/Corbis
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LEGAL ENVIRONMENT

To say that the legal environment of payroll is continually evolving is an understatement. 
During the early part of the 2010s, we have witnessed the following legal challenges:

 • Modification of language in employee handbooks to refine terminology and remove 
offensive wording.

 • Official revisions to define the term supervisor as it pertains to employee discrimination.
 • Employer liability for accidents following alcohol consumption at employer functions.
 • Repeal of the Defense of Marriage Act, which changed the definition of married couples 

to include same-sex unions.

Some trends to watch include the following:

 • IRS revenue rulings about FICA refunds resulting from employee overpayment of taxes.
 • Increasing numbers of states legislating paycard use to protect employee rights and 

improve access to wages.
 • Enhanced enforcement of the Equal Pay Act by the EEOC to protect the rights of women 

and minorities.

Trends to Watch

Exempt vs. Nonexempt

&CHECK
STOP

 1. What is the difference between exempt and nonexempt workers?

 2. What is the difference between an employee and an independent 
contractor?

Salaried workers may be classified as either exempt or nonexempt. According to the 
FLSA, exempt employees must meet certain criteria: salary level, salary basis, and job 
duties. Exempt workers must meet all three tests to be considered exempt from FLSA 
wage and overtime requirements.

A primary difference is that nonexempt salaried individuals receive overtime pay for any 
hours exceeding 8 per day and 40 per week. We will discuss overtime calculations in depth 
later in the text. The difference between salaried and hourly workers in reference to overtime 
calculation is that the salaried workers will receive 8 hours of pay, even when not working the 
full 8 hours, and do not receive overtime when they work more than 40 hours per week.

Hourly (nonexempt) employees receive a predetermined amount per hour of work 
performed (or fraction thereof). Hourly employees must receive overtime pay for hours 
worked in excess of 8 per day and 40 per week. Some employers may make an election 
that permits four 10-hour shifts; should the election be made, the employee would be sub-
ject to overtime rates only after the 10 hours per day and 40 hours have been performed.

Certain individuals who work for a company are classified as independent contractors. 
These individuals may work for a firm, but the firm can control only the content and delivera-
bles of the individual’s work. The firm does not control the manner in which the work is done 
or provide the tools that the individual uses to complete the work. An independent contractor 
is not considered an employee of the firm and is not subject to any payroll-related laws.

Photodisc/Getty Images
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 1-1A. Anya is a candidate for the position of sales manager with the foot-
wear department of a major retail outlet. She is going to be required to 
supervise several employees and can determine the direction in which 
she will complete the assignments given to her. What classification of 
employee should she be, exempt or nonexempt? Explain.

 1-2A. John is the office manager for a small mortgage brokerage. Because 
it is a small office, he is required to keep track of all employee records 
and pay both employees and contractors. What differences exist 
between exempt and nonexempt employees?

 1-3A. Kristina is the accounting manager for a small, local firm that has full- 
and part-time staff. What are FLSA requirements as far as minimum 
wage is concerned?

 1-4A. Jeff is an accountant for his firm, a medium-sized company with 125 
employees. The firm has traditionally maintained the administration of 
its payroll. His co-worker, the only other accountant in the firm, retires. 
Because of budget concerns, the firm chooses not to refill the position. 
What options does Jeff have regarding administration of the payroll?

 1-5A. Consolidated Construction obtained a job working for a nearby inter-
national airport, a project contracted with the federal government for 
$500,000, welding the support structures for the new extension of the 
terminal. What laws govern the wages Consolidated Construction pays 
to their welders for this project?

 1-6A. Juan is the office manager and payroll clerk for his company, which is 
composed of 12 employees. An employee, Joe, stops by Juan’s office 
and wants to view his payroll record. What privacy regulations must 
Juan consider before granting his co-worker access?

LO 1-6

LO 1-6

LO 1-4, 1-5

LO 1-1, 1-2

LO 1-1, 1-2

Exercises Set A

 1. What is the purpose of a payroll system?

 2. What are some differences between large- and small-company payroll 
practices?

 3. What is certified payroll? Which companies must use it?

 4. Why might it be a good idea to let employees manage their pay records? What 
are some of the pitfalls?

 5. What are some ways that a payroll system may protect a company in the event 
of a visit from a government auditor?

 6. What is payroll outsourcing? When might a company consider outsourcing its 
payroll?

 7. Give three examples of federal laws that are essential to ensure legal, fair hir-
ing practices.

 8. What are the major types of payroll processing methods?

 9. What are two laws governing the taxes that employers must withhold from 
employees?

 10. What are two of the main provisions of FLSA?

 11. Why was the Social Security Act of 1935 important? What did it provide?

 12. What are the advantages of a computerized payroll system over a manual 
system?

Review Questions

LO 1-1, 1-2
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Text Features

Chapter Opener
Each chapter opens by focusing on a payroll accounting 
topic related to a real-world company, to set the stage for 
the topic of the chapter.

Stop & Check
The Stop & Check feature allows students to review their 
understanding of the content just read. It also enables 
instructors to conduct formative assessments at multi-
ple points throughout each chapter, testing the students’ 
understanding informally as well as offering opportunities 
to expand on the material.

Trends to Watch
Each chapter contains a feature box that con-
nects payroll-related recent events with industry 
trends that shape the future of the profession. 
These trends offer instructors more opportu-
nities to expand upon chapter topics, fostering 
discussion and application.

End-of-Chapter Exercises
Students can demonstrate their understanding 
through exercises designed to complement the 
chapter’s learning objectives. Each chapter has 
two alternative sets of exercises (A and B) to 
allow flexibility in classroom instruction and 
assessment.
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 1-1. You have been hired as a consultant for a company facing an IRS audit of their 
accounting records. During your review, you notice anomalies in the payroll 
system involving overpayments of labor and payments to terminated employ-
ees. What should you do?

 1-2. Lee Chen is the accountant for a local nonprofit organization. He has been 
tasked with managing the costs of the payroll so that staffing levels may remain 
the same even if funding levels change. He considers outsourcing the payroll 
to a payroll processing company. What are some factors that Lee should con-
sider in his decision? Why are these factors important?

Critical Thinking

The Brinker Restaurant Group, owners of restaurant franchises such as Chili’s Grill 
and Bar and Maggiano’s Little Italy, was sued by its employees for not providing 
adequate meal and rest breaks for employees. According to the California Labor 
Code §512 and Wage Order no. 5, employees must be provided with rest peri-
ods—specifically, a 30-minute meal break—every five hours that they work. After  
10 hours of consecutive work, the employee must be given a second meal break. 
The California Supreme Court ruled that the rest breaks had to be offered, but the 
employer did not have to ensure that the employee actually rested.

What do you think? Should employers ensure that employees on breaks not per-
form any work? Why or why not?

In the Real World: 
Scenario for 
Discussion

 1-1. Using the website www.jstor.org, search for articles about payroll-related laws 
or relevant employment legislation. Once you find an article, summarize the arti-
cle, and explain how the legislation influenced contemporary payroll practices.

 1-2. Visit the website of the American Payroll Association at www.americanpayroll 
.org. On the right side of the Home page, you will find articles about recent 
developments in payroll practices and legislation. Choose an article and cre-
ate a presentation to your class about how its content affects payroll practice.

Internet Activities

Match the following terms with their definitions:

1-13B. USERRA  a. A provision of the Sarbanes–Oxley 
Act

1-14B. U.S. v. Windsor  b. Instituted a tiered income tax on 
workers

1-15B. Mandatory auditor rotation  c. Prohibited employment of individu-
als younger than 16 years of age

1-16B. HIPAA  d. Strengthened the child support 
provisions of PRWOR

1-17B. Lilly Ledbetter Fair Pay Act  e. Legislation that governs the treat-
ment of military service personnel

1-18B. Sixteenth Amendment  f. A worker who is not subject to a 
company’s direction or its payroll 
laws

1-19B.  Walsh-Healey Public Contracts 
Act

 g. Repealed the 180-day statute of 
limitations on equal pay complaints

1-20B. Independent contractor  h. Mandates completion of form I-9

1-21B.  Personal Responsibility, Work 
and Family Promotion Act of 
2002

 i. The case responsible for the U.S. 
Supreme Court’s repeal of DOMA

1-22B. IRCA  j. Protects the confidentiality of 
employee medical records
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 1-3. Want to know more about the specifics of some of the concepts in this chap-
ter? Check out these websites:

www.dol.gov/esa/whd/regs/compliance/hrg.htm

www.taxhistory.com/1943.html

www.workerscompensationinsurance.com

www.Kronos.com

www.adp.com

www.paychex.com

Toni Prevosti is opening a new business, Prevosti Farms and Sugarhouse, which is 
a small company that will harvest, refine, and sell maple syrup products. In subse-
quent chapters, students will have the opportunity to establish payroll records and 
complete payroll information for Prevosti Farms and Sugarhouse.

Toni has decided that she needs to hire employees for the business to grow. Com-
plete the application for Prevosti Farms and Sugarhouse’s Employer Identification 
Number (Form SS-4) with the following information:

Prevosti Farms and Sugarhouse is located at 820 Westminster Road, Bridgewa-
ter, Vermont, 05520 (which is also Ms. Prevosti’s home address), phone number 
802-555-3456. Bridgewater is in Windsor County. Toni has decided that Prevosti 
Farms and Sugarhouse, the responsible party for a sole proprietorship, will pay its 
employees on a biweekly basis. Toni’s Social Security number is 055-22-0443. The 
beginning date of the business is February 1, 2015. Prevosti Farms and Sugarhouse 
will use a calendar year as its accounting year. Toni anticipates that she will need to 
hire six employees initially for the business, three of whom will be agricultural and 
three who will be office workers. The first date of wages will be February 16, 2015. 
Toni has not had a prior EIN.

Continuing Payroll 
Project: Prevosti 
Farms and 
Sugarhouse
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 1-1. You have been hired as a consultant for a company facing an IRS audit of their 
accounting records. During your review, you notice anomalies in the payroll 
system involving overpayments of labor and payments to terminated employ-
ees. What should you do?

 1-2. Lee Chen is the accountant for a local nonprofit organization. He has been 
tasked with managing the costs of the payroll so that staffing levels may remain 
the same even if funding levels change. He considers outsourcing the payroll 
to a payroll processing company. What are some factors that Lee should con-
sider in his decision? Why are these factors important?

Critical Thinking

The Brinker Restaurant Group, owners of restaurant franchises such as Chili’s Grill 
and Bar and Maggiano’s Little Italy, was sued by its employees for not providing 
adequate meal and rest breaks for employees. According to the California Labor 
Code §512 and Wage Order no. 5, employees must be provided with rest peri-
ods—specifically, a 30-minute meal break—every five hours that they work. After  
10 hours of consecutive work, the employee must be given a second meal break. 
The California Supreme Court ruled that the rest breaks had to be offered, but the 
employer did not have to ensure that the employee actually rested.

What do you think? Should employers ensure that employees on breaks not per-
form any work? Why or why not?

In the Real World: 
Scenario for 
Discussion

 1-1. Using the website www.jstor.org, search for articles about payroll-related laws 
or relevant employment legislation. Once you find an article, summarize the arti-
cle, and explain how the legislation influenced contemporary payroll practices.

 1-2. Visit the website of the American Payroll Association at www.americanpayroll 
.org. On the right side of the Home page, you will find articles about recent 
developments in payroll practices and legislation. Choose an article and cre-
ate a presentation to your class about how its content affects payroll practice.

Internet Activities

Match the following terms with their definitions:

1-13B. USERRA  a. A provision of the Sarbanes–Oxley 
Act

1-14B. U.S. v. Windsor  b. Instituted a tiered income tax on 
workers

1-15B. Mandatory auditor rotation  c. Prohibited employment of individu-
als younger than 16 years of age

1-16B. HIPAA  d. Strengthened the child support 
provisions of PRWOR

1-17B. Lilly Ledbetter Fair Pay Act  e. Legislation that governs the treat-
ment of military service personnel

1-18B. Sixteenth Amendment  f. A worker who is not subject to a 
company’s direction or its payroll 
laws

1-19B.  Walsh-Healey Public Contracts 
Act

 g. Repealed the 180-day statute of 
limitations on equal pay complaints

1-20B. Independent contractor  h. Mandates completion of form I-9

1-21B.  Personal Responsibility, Work 
and Family Promotion Act of 
2002

 i. The case responsible for the U.S. 
Supreme Court’s repeal of DOMA

1-22B. IRCA  j. Protects the confidentiality of 
employee medical records
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Appendix 

Wayland Custom Woodworking is a firm that manufactures custom cabinets and wood-
work for business and residential customers. Students will have the opportunity to estab-
lish payroll records and to complete at least a month of payroll information for Wayland.

Wayland Custom Woodworking is located at 1716 Nichol Street, Logan, UT 84321, 
phone number 435-555-9877. The owner is Mark Wayland. Wayland’s EIN is 91-7444533, 
and the Utah Employer Account Number is 999-9290-1. Wayland has determined it will 
pay its employees on a semimonthly basis.

Students will complete the payroll for the final quarter of 2015 and will file fourth quar-
ter and annual tax reports on the appropriate dates. When writing out the dollar amount for 
each check, spell out all words and present cents as fractions of 100. For example, $1,250.50 
would be One Thousand Two Hundred Fifty and 50/100. 

At the instructor’s discretion, students may complete a short version, which contains the 
payroll transactions beginning December 1. Directions for completion of the short version 
follow the November 30 transactions.

The SUTA (UI) rate for Wayland Custom Woodworking is 2.6% on the first $31,300. 
The state income tax rate is 5.0%.

Rounding can create a challenge. For these exercises, the rate for the individuals is not 
rounded. So take their salary and divide by 2,080 (52 weeks times 40 hours per week) for full 
time, nonexempt employees. For example, Varden’s salary is $42,000, and he is a nonexempt 
employee, so the calculation will be $42,000/2,080, which would give you $20.19231 per hour. 
After this hourly rate is determined, then it can be applied to the number of hours worked.

Exempt employees salaries are divided by 24 (the number of payroll periods with a 
semimonthly pay frequency). For example, Chinson’s salary is $24,000, and he is a full- 
time exempt employee, so the calculation will be $24,000/24, which would give you 
$1,000 per pay period. After the gross pay has been calculated, round the result to only two 
decimal points prior to calculating taxes or other withholdings.

Federal Withholding Allowance $166.70 per allowance claimed
FUTA Rate (less Section 125 health insurance) 0.6% on the first $7,000 of wages
Semimonthly Federal Percentage Method Tax (less 
401(k), less Section 125 health insurance)

Appendix C, Page 270, Table 3

Utah SUTA (UI) Rate (Employer) (less Section 125 
health insurance)

2.6% on the first $31,300 of wages

Utah State Income Tax Withholding (Employee) (less 
401(k), less Section 125 health insurance)

5.0% (see Table 1)

A
Comprehensive Payroll 
Project: Wayland 
Custom Woodworking
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Critical Thinking Exercises
Want to challenge your students further? The Critical 
Thinking exercises require students to consider complex 
real-world situations that build confidence and turn learn-
ing into mastery. These exercises offer possibilities for 
team presentations or class debate.

In the Real World: Scenar-
ios for Discussion
Each chapter contains a discussion scenario that 
is drawn from real-world events. These scenarios 
encourage the expansion of chapter content and allow 
students to apply their learning to real situations.

Internet Activities
The Internet Activities at the end of each 
chapter offer students the chance to use 
their Web navigation skills to expand 
on their learning. These exercises attract 
tech-savvy learners, allowing them to 
form their own understanding of payroll 
concepts on their own terms.

Continuing Problem: 
Prevosti Farms and 
Sugarhouse
Starting with Chapter 1, each chapter has 
an integrated, continuing problem—about 
fictional company Prevosti Farms and 
Sugarhouse—that matches the chapter 
content and affords students a mac-
ro-level understanding of how each 
piece of payroll fits together.

Comprehensive Problem
The Comprehensive Problem (Appendix A) allows students to 
track a quarter’s worth of payroll transactions for a company. This 
Comprehensive Problem offers instructors increased flexibility in 
teaching and assessment by offering a simulation equivalent to a full 
quarter of a fictitious company’s payroll activities, including payroll 
transactions, pay processing, and tax form completion. The Compre-
hensive Problem may be presented in different lengths—as short as 
one month or in its three-month entirety—to meet curricular needs.
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Required=Results

®

McGraw-Hill Connect®   

Learn Without Limits
Connect is a teaching and learning platform that is proven 
to deliver better results for students and instructors. 

Connect empowers students by continually adapting 
to deliver precisely what they need, when they need 
it, and how they need it, so your class time is more 
engaging and effective.

Mobile

88% of instructors who use Connect 
require it; instructor satisfaction increases 

by 38% when Connect is required.

Students can view  
their results for any 

Connect course.

Analytics

 Using Connect improves passing rates 
by 10.8% and retention by 16.4%.

Connect’s new, intuitive mobile interface gives students and instructors 
flexible and convenient, anytime–anywhere access to all components of 
the Connect platform.

Connect Insight®
 

Connect Insight is Connect’s new one-of-a-kind visual 
analytics dashboard—now available for both instructors 
and students—that provides at-a-glance information 
regarding student performance, which is immediately actionable. By presenting 
assignment, assessment, and topical performance results together with a time 
metric that is easily visible for aggregate or individual results, Connect Insight 
gives the user the ability to take a just-in-time approach to teaching and learning, 
which was never before available. Connect Insight presents data that empowers 
students and helps instructors improve class performance in a way that is efficient 
and effective.
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SmartBook®  

Proven to help students improve grades and study more 
efficiently, SmartBook contains the same content within 
the print book, but actively tailors that content to the 
needs of the individual. SmartBook’s adaptive technology 
provides precise, personalized instruction on what the 
student should do next, guiding the student to master and 
remember key concepts, targeting gaps in knowledge and 
offering customized feedback, and driving the student toward 
comprehension and retention of the subject matter. Available 
on smartphones and tablets, SmartBook puts learning at the 
student’s fingertips—anywhere, anytime.

Adaptive

Over 4 billion questions have 
been answered, making McGraw-

Hill Education products more 
intelligent, reliable, and precise.

THE FIRST AND ONLY
ADAPTIVE READING
EXPERIENCE DESIGNED
TO TRANSFORM THE
WAY STUDENTS READ

More students earn A’s and 
B’s when they use McGraw-Hill 
Education Adaptive products.
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Payroll Form Problems
Templated payroll forms are integrated into Connect and 
are assignable. Students can complete the forms in these 
problems to gain a better understanding of how payroll 
forms are prepared in today’s digital world.

End-of-Chapter Content
End-of-Chapter Content is a robust offering of review and 
question material designed to aid and assess the student’s 
retention of chapter content. The End-of-Chapter content 
is comprised of both static and algorithmic exercises, 
which are designed to challenge students using McGraw-
Hill Education’s state-of-the-art online homework tech-
nology. Instructors can also assign test bank questions to 
students in both static and algorithmic versions.

Technology Features

Final PDF to printer



xv

lan72196_fm_i-1 xv 09/03/15  12:36 PM

This second edition of Payroll Accounting would not have been possible without the 
patience, guidance, and encouragement of Steve Schuetz, Brand Manager; the diligence 
and commitment of Jonathan Thornton, Product Developer; the support and leadership of 
Dana Pauley and Brian Nacik, Content Project Managers; the incredible form templates 
designed by Kitty O’Donnell; and the amazing artwork of Srdjan Savanovic, Designer. 
We further want to thank Michelle Nolte, Marketing Manager; Melissa Homer and Lor-
raine Buczek, Content Licensing Specialists; Patricia Plumb, Director of Digital Content 
Development; Xin Lin, Digital Product Analyst; Kevin Moran, Digital Product Developer; 
and the compositing team at SPi Global. Special thanks goes to Anna Hoppmann, Digital 
Asset Librarian, and to Connie Schleisman and the Technical Support team for facilitating 
our online access and asset location needs. Thanks go to our project development team 
who handled every formatting request with professionalism.

A very special acknowledgment goes to the accounting students at Empire College 
who bravely tested and offered critical feedback on our comprehensive project during its 
early stages. We want to thank Allison LeBon for her assistance with the Benefit Analysis 
Report. Thank you also must go to Samantha Cox and Rick Street for the critical feedback 
and insights they offered to help us develop this second edition. We also wish to thank 
Samantha Cox, Paige Paulsen, and Rick Street, who helped us maintain the integrity of 
our work. We appreciate the patience and accommodations given by many of our col-
leagues, especially Tara Vrabec, Scot Arehart, and Roxanne Hamilton, who helped us 
balance our work and production schedules so that we could complete this textbook.

Countless other colleagues have offered their feedback, insights, and inspiration during 
various stages of this project. We want to extend sincere thanks to the reviewers and  
TACTYC session attendees who helped us shape the second edition:

lan72196_fm_i-1 xv 09/03/15  12:36 PM

Acknowledgments

Mark Bell
Maysville Community & Technical 
College

Michael Belleman
Saint Clair County Community 
College

William Brothers
Southwestern Community College

Gay Lynn Brown
Northwest Florida State College

Christine Crosby
York Technical College

Judy Daulton
Piedmont Technical College

Susan Davis
Green River Community College

Julie Dilling
Moraine Park Technical College

Lisa Gray
Valencia College

Steven Houston
Community College of Baltimore 
County

Anthony Newton
Highline Community College

Joseph Nicassio
Westmoreland County Community 
College

Paige Paulsen
Salt Lake Community College

Jamie Payton
Gadsden State Community College

Our heart-felt thanks to all who have helped make this project a reality.

Jeanette Landin
Paulette Schirmer

Ronald Pearson
Bay de Noc Community College

M. Jeff Quinlan
Madison Area Technical College

Brian Schmoldt
Madison Area Technical College

Regina Shea
Community College of Baltimore 
County

Carolyn Strauch
Crowder College

Dominique Svarc
William Rainey Harper College

Melissa Youngerman
National Technical Institute for the 
Deaf

Final PDF to printer



xvi

lan72196_fm_i-1 xvi 09/03/15  12:36 PM

CHAPTER 1
Payroll Practices and System Fundamentals 2

CHAPTER 2
Payroll System Procedures 32

CHAPTER 3
Gross Pay Computation  82

CHAPTER 4
Employee Net Pay and Pay Methods 112

CHAPTER 5
Employer Payroll Taxes and Labor Planning 148

CHAPTER 6
The Payroll Register, Employees’ Earning Records, and  

Accounting System Entries 204

APPENDIXES
 A. Comprehensive Payroll Project: Wayland Custom Woodworking 245
 B. Special Classes of Federal Tax Withholding 285
 C. Federal Income Tax Tables 293
 D. State Income Tax Information 316
 E. State Revenue Department Information 322
 F. Payroll Certification Information  329

GLOSSARY 331

INDEX 335

Brief Contents

Final PDF to printer



xvii

lan72196_fm_i-1 xvii 09/03/15  12:36 PM

Chapter 2
Payroll System Procedures 32
Document Destruction and Arthur Andersen’s 
Downfall 33
 2-1  Identify Important Payroll Procedures and Pay 

Cycles 34
   Pay Cycles 35
 2-2  Prepare Required Employee  

Documentation 36
   Employees versus Independent Contractors 36
   Reporting New Employees 37
   Entering New Employees into the  

Database 43
 2-3  Explain Pay Records and Employee File 

Maintenance 44
   Pay Records 44
 2-4  Describe Internal Controls and Record Retention 

for a Payroll System 47
   Review of Time Collected 48
   Overtime Approval 49
   Approval for Leave of Absence or Other Unpaid 

Time Off 49
   File Security 49
   Alternating Duties and Cross-Training 50
   Best Practices Involved in Employee File 

Maintenance 50
   Electronic Records 51
   Payroll as a Non-Solo Effort 52
   Document Retention Requirements 52
 2-5  Discuss Employee Termination and Document 

Destruction Procedures 54
   Employee Termination 54
  Trends to Watch: Payroll Procedures 56
  Summary of Payroll System Procedures 57
  Key Points 57
  Vocabulary 58
  Review Questions 58
  Exercises Set A 58
  Exercises Set B 61
  Critical Thinking 69
  In the Real World: Scenario for Discussion 69
  Internet Activities 69
   Continuing Payroll Project: Prevosti Farms and 

Sugarhouse 69
   Answers to Stop & Check Exercises 79

About the Authors v

Preface x

Chapter 1
Payroll Practices and System  
Fundamentals 2
Payroll Challenges for the World’s Largest Employer 3
 1-1  Understand the Purpose of Studying Payroll 

Accounting 4
 1-2  Discuss the Legal Framework for Payroll 

Accounting 8
 1-3  Discuss the Ethical Guidelines for Payroll 

Accounting 11
   Responsibilities  11
   The Public Interest  12
   Integrity 12
   Objectivity and Independence 12
   Due Care 13
 1-4 Identify Contemporary Payroll Practices 13
   Privacy Protection 15
 1-5  Compare Payroll Processing Options for Different 

Businesses 16
   Large Businesses 18
   Small Businesses 19
   Computer-Based Systems 19
   Manual Systems 20
   Outsourced Payroll Systems 21
   Certified Payroll 21
 1-6  Differentiate between Exempt and Nonexempt 

Workers 22
  Trends to Watch: Legal Environment 23
   Summary of Payroll Practices and System 

Fundamentals 24
  Key Points 24
  Vocabulary 24
  Review Questions 25
  Exercises Set A 25
  Exercises Set B 27
  Critical Thinking 28
  In the Real World: Scenario for Discussion 28
  Internet Activities 28
   Continuing Payroll Project: Prevosti Farms and 

Sugarhouse 29
  Answers to Stop & Check Exercises 29

Contents

Final PDF to printer



xviii   Contents

lan72196_fm_i-1 xviii 09/03/15  12:36 PM lan72196_fm_i-1 1 09/03/15  12:36 PM

 4-3  Compute Social Security and Medicare Tax 
Withholding 123

   Social Security Tax 123
   Examples of Social Security Tax Computations 123
   Medicare Tax 124
   Examples of Medicare Tax Computations 124
 4-4 Apply State and Local Income Taxes 125
   State-Specific Taxes 125
   Local Income Taxes 125
 4-5 Explain Post-Tax Deductions 126
   Charitable Contributions 126
   Court-Ordered Garnishments 126
   Union Dues 127
   Additional Withholding 127
 4-6 Analyze Employee Net Pay 128
   Pay Computation Steps 128
 4-7 Discuss Employee Pay Methods 129
   Cash 129
   Check 129
   Direct Deposit 130
   Paycards 131
   Trends to Watch: Taxes and Payment 

Methods 132
   Summary of Employee Net Pay and Pay 

Methods 132
  Key Points 133
  Vocabulary 133 
  Review Questions 133
  Exercises Set A 134
  Exercises Set B 136
  Critical Thinking 139
  In the Real World: Scenario for Discussion 140
  Internet Activities 140
   Continuing Payroll Project: Prevosti Farms and 

Sugarhouse 140
  Answers to Stop & Check Exercises 145

Chapter 5
Employer Payroll Taxes and Labor 
Planning 148
Benefits Analysis and Employee Economic Security 149
 5-1  List Employer-Paid and Employee-Paid 

Obligations 150
   Social Security and Medicare Taxes 151
   Federal and State Unemployment Taxes 152
   Other State and Local Employer-Only Payroll 

Taxes 155
 5-2  Discuss Reporting Periods and Requirements for 

Employer Tax Deposits 156
   Lookback Period 156
   Deposit Frequencies 156
 5-3  Prepare Mid-Year and Year-End Employer Tax 

Reporting and Deposits 157
   Form 941 157
   Schedule B 160

Chapter 3
Gross Pay Computation 82
The Minimum-Wage Controversy: What Constitutes a 
Living Wage? 83
 3-1  Analyze Minimum Wage Pay for Nonexempt 

Workers 84
   Minimum Wage 84
   Tipped Employees 84
 3-2 Compute Gross Pay for Different Pay Bases 88
   Salaried Workers 88
   Hourly Workers 90
   Commission Work 91
   Piece-Rate Work 93
 3-3  Calculate Pay Based on Hours and Fractions of 

Hours 95
   Hourly Calculations 95
   Quarter-Hour System 96
   Hundredth-Hour System 97
 3-4 Apply Combination Pay Methods 97
   Base Salary Plus Commission 98
   Payroll Draw 98
   Incentive Stock Options (ISOs) 99
 3-5 Explain Special Pay Situations 99
   Compensatory Time 100
   On-Call Time 100
   Travel Time, Wait Time, and Sleeping Time 101
   Sub-Minimum Wage Situations 101
  Trends to Watch: Employee Compensation 102
  Summary of Gross Pay Computation 102
  Key Points 103
  Vocabulary 103
  Review Questions 103
  Exercises Set A 104
  Exercises Set B 106
  Critical Thinking 108
  In the Real World: Scenario for Discussion 108
  Internet Activities 109
   Continuing Payroll Project: Prevosti Farms and 

Sugarhouse 109
  Answers to Stop & Check Exercises 110

Chapter 4
Employee Net Pay and Pay Methods 112
The Pros and Cons of Paycards 113
Deductions from Gross Pay 114
 4-1 Identify Pre-Tax Deductions 114
   Insurance 114
   Retirement Plans 115
   Cafeteria Plans 115
 4-2  Determine Federal Income Tax Withholding 

Amounts 116
   Federal Income Taxes 116
   Wage-Bracket Method 117
   Percentage Method 118

Final PDF to printer



  Contents   1

lan72196_fm_i-1 xviii 09/04/15  10:57 AM lan72196_fm_i-1 1 09/04/15  10:57 AM

   Other Payroll-Related Journal Entries 212
   Payroll Accruals and Reversals 212
 6-5  Generate Payroll-Related General Ledger 

Entries 214
   General Ledger Posting Practices 217
 6-6  Describe Payroll Effects on the Accounting 

System 217
   Payroll-Related Business Expenses 217
 6-7  Explain Payroll Entries in Accounting 

Reports 218
   Labor Reports 220
   Trends to Watch: Economic Effects of 

Payroll 221
   Summary of Payroll Register, Employees’ Earn-

ings Records, and Accounting System Entries 221
  Key Points 222
  Vocabulary 223
  Review Questions 223
  Exercises Set A 223
  Exercises Set B 229
  Critical Thinking 236
  In the Real World: Scenario for Discussion 237
  Internet Activities 237
   Continuing Payroll Project: Prevosti Farms and 

Sugarhouse 238
  Answers to Stop & Check Exercises 243

Appendixes
Appendix A: Comprehensive Payroll Project: 
Wayland Custom Woodworking 245

Appendix B: Special Classes of Federal Tax 
Withholding 285

Appendix C: Federal Income Tax Tables 293

Appendix D: State Income Tax Information 316

Appendix E: State Revenue Department 
Information 322

Appendix F: Payroll Certification 
Information 329

Glossary 331

Index 335

   State Tax Remittance 160
   Form 944 160
   Unemployment Tax Reporting 164
   Matching Final Annual Pay to Form W-2 166
 5-4  Describe Payroll Within the Context of Business 

Expenses 170
   Employees and Company Framework 171
 5-5  Relate Labor Expenses to Company 

Profitability 171
   The Labor Distribution Report 171
 5-6  Complete Benefit Analysis as a Function of 

Payroll 173
   Annual Total Compensation Report 174
   Trends to Watch: Employer Taxes and Benefit 

Analysis 175
   Summary of Employer Payroll Taxes and Labor 

Planning 177
  Key Points 177
  Vocabulary 177
  Review Questions 178
  Exercises Set A 178
  Exercises Set B 188
  Critical Thinking 199
  In the Real World: Scenario for Discussion 200
  Internet Activities 200
   Continuing Payroll Project: Prevosti Farms and 

Sugarhouse 200
  Answers to Stop & Check Exercises 203

Chapter 6
The Payroll Register, Employees’ Earning 
Records, and Accounting System Entries 204
Employee Retention Becomes a C-Level Concern 205
 6-1 Create a Payroll Register 206
   Payroll Register Retention 207
 6-2  Transfer Payroll Data to the Employees’ Earnings 

Records 207
   The Employees’ Earnings Records and Periodic Tax 

Reports 208
 6-3 Describe Financial Accounting Concepts 209
   Debits and Credits 209
   The General Journal 210
   The General Ledger 210
 6-4  Complete Payroll-Related General Journal 

Entries 211
   Employee Pay-Related Journal Entries 211
   Employer Payroll-Related Journal Entries 212

Final PDF to printer



2

lan72196_ch01_002-031.indd 2 08/21/15  03:57 PM

Chapter 

Payroll Practices and 
System Fundamentals

LEARNING OBJECTIVES

After studying Chapter 1, you should be able to:

 LO 1-1 Understand the Purpose of Studying Payroll Accounting 

 LO 1-2 Discuss the Legal Framework for Payroll Accounting

 LO 1-3 Discuss the Ethical Guidelines for Payroll Accounting 

 LO 1-4 Identify Contemporary Payroll Practices

 LO 1-5 Compare Payroll Processing Options for Different 
Businesses

 LO 1-6 Differentiate between Exempt and Nonexempt Workers

The payroll system of a company is the backbone of its employees’ 
records and serves many functions. The most obvious and visible role 
for a company’s payroll department is the employee pay and benefits 
management function. However, a well-designed payroll system can 
do so much more. Payroll systems are an integral part of job planning 
and strategic human resource management, cost management for 
products and services, and benefits analysis for a company. In this 
chapter, we will explore the need for a payroll system, legal require-
ments, ethical guidelines, best practices, and variations in payroll 
practices among different-sized companies.

1
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Payroll Challenges for the  
World’s Largest Employer
Walmart, based in Bentonville, Arkansas, is the largest American employer accord-
ing to 24/7 Wall Street. As of fiscal year 2014, Wal-Mart Stores, Inc., (d.b.a. Wal-Mart) 
employed 2.2 million workers, making it the largest private employer in the world. 
More than 1.4 million of Wal-Mart Stores’ employees work in the United States. As of 
February 2015, Wal-Mart Stores announced that it would increase the minimum start-
ing wage to $9.00 per hour for more than 500,000 employees due to long-standing 
pressure from labor organizations, and that the average wage for full-time workers 
will rise to $13.00 per hour. This wage increase represents an additional $1 billion 
in personnel costs to the company. As of 2014, Walmart retained its top spot in the  
Fortune 500 ranking of companies with the largest revenue, $476.3 billion, and more 
than $16 billion in profits. (Sources: Reuters, Fortune Magazine, 24/7 Wall Street)

The need for organized payroll practices grows in proportion 
to the business size. Companies have many options for their 
payroll management, depending on the firm’s structure and 
size. In Chapter 1, we will explore the basics of payroll systems, 
including legal and ethical issues involved with employee pay.
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LO 1-1 Understand the Purpose of Studying Payroll Accounting

Unlike many other types of accounting, payroll affects most (if not all) members of an 
organization. Payroll errors could lead to serious internal and external problems. Internal 
errors may cause a company to pay excessive wages for unneeded overtime, forego prof-
its, or employ the wrong number of workers during seasonal or other workflow changes. 
Managers use internal reports about labor usage, staffing levels, and employee compensa-
tion trends to ensure operational effectiveness. Organizational decision makers use these 
reports to control labor costs, hire additional employees to meet surge demands, and man-
age the cost of goods sold. Payroll errors can result in governmental fines, taxes, or legal 
charges related to the violation of labor laws. External reports are provided to the Inter-
nal Revenue Service (IRS), state government tax departments, and many more agencies, 
depending upon the nature of the company.

According to the United States Bureau of Labor Statistics in 2015, the accounting 
industry is expected to increase 13% through 2022. Salaries can range between $34,960 
for financial clerks and $63,550 for accountants with bachelor’s degrees. (Source: www 
.bls.gov/ooh)

The legislative framework governing employers’ payroll systems is very complex. 
These laws reflect societal evolution over time. Note how some of these laws have been 
challenged or changed since their inception.

The Equal Pay Act of 1963 mandated that males and females be paid equally for equal 
work. If an employee feels that they have been paid unequally and the only clear delinea-
tion is based upon gender, the employee has legal options to rectify the situation.

 ∙ First, they should gather documentation regarding the differential and determine if the 
other employee in question is willing to substantiate the difference.

 ∙ Second, they should speak with their supervisor to question the pay differential.
 ∙ Should the supervisor be unwilling to discuss or adjust, an attorney may become a nec-

essary third step.

This Act was modified by the Lilly Ledbetter Fair Pay Act of 2009, which removed 
the 180-day statute of limitations on claims of unequal treatment.

In 1979, Lilly Ledbetter, an employee of Goodyear Tire and Rubber Company, 
started at the same rate of pay as males in the same position. Over time, she 
was declined raises by management, which based its decisions on negative 
reviews that Ms. Ledbetter later claimed were discriminatory. Under the provi-
sions of the 1963 Equal Pay Act, the claimant had 180 days to file a complaint. 
Although the U.S. Supreme Court agreed with her discrimination claims, it ruled 
in favor of Goodyear because of the lack of timeliness of Ms. Ledbetter’s filing. 
This ruling ultimately led to the Lilly Ledbetter Fair Pay Act of 2009. (Source: 
www.govtrack.us)

The Civil Rights Act of 1964 prohibited discrimination based on race, creed, color, gen-
der, or national origin. Since 1964, this Act has been extended by Executive Order 11478 
to protect people with AIDS, pregnant workers, people with different sexual orientations, 
and people with disabilities. In 2015, discussions about LGBT employees’ rights and 
workplace treatment have sparked debates about equal treatment based on sexual orienta-
tion and gender identity. (Source: www.eeoc.gov)

The Age Discrimination in Employment Act of 1967 (ADEA) prevents mandatory 
retirement of older employees (older than age 40) and prohibits age-based discrimination 
in hiring.
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The Occupational Safety and Health Act of 1970 (OSHA) defined and enforced 
healthy and safe working environments for employees. Employee safety programs and 
personal protective equipment represent an additional cost to the employer, but fines for 
noncompliance and payments made following workplace injuries are often far more costly.

The Employee Retirement Income Security Act of 1974 (ERISA) regulates the man-
agement of retirement and pension plans. ERISA has been extended by the Consolidated 
Omnibus Budget Reformation Act of 1986. During the recession of 2007–2009, the value 
of some employee retirement funds decreased, causing employees to postpone retirement. 
The Internal Revenue Service imposes limitations on retirement plan contributions, and 
those limits have shifted to reflect the need for employees to recoup losses sustained 
during the recession.

© Martin Barraud/Caia Image/Glow 
Images, RF

Several landmark cases followed ADEA enactment. Some of the most nota-
ble cases involved commercial airline pilots who were discriminated against 
based on their age, not their ability to pilot an airline. In the case of Trans World  
Airlines v. Thurston (1985), the defendant disputed the FAA’s mandatory retire-
ment age for pilots, claiming that older pilots should be given the same rights 
as disabled pilots, which involves reassigning these individuals as flight engi-
neers. The U.S. Supreme Court upheld Thurston’s claim but denied the double 
damages that Thurston sought. (Source: legal-dictionary.thefreedictionary.com)

In CIGNA v. Amara (2011), the U.S. Supreme Court ruled on communications 
issued by retirement plan administrators. CIGNA was found in violation of ERISA 
because of its misleading and incomplete communications to plan participants 
that resulted in misunderstandings about the benefit level due to the partici-
pant. The Court ruled that the benefit level accrued under the plan needed to 
be commensurate with the benefits received upon the participant’s retirement. 
(Source: www.nixonpeabody.com)

The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) extended 
medical benefits for terminated employees at the employee’s expense. The federal gov-
ernment, in response to the high unemployment rates at the start of 2010, briefly subsi-
dized COBRA insurance. The temporary reduction in COBRA remains available, but only 
for employees who were terminated between September 1, 2008, and March 31, 2010. 
The repeal of the Defense of Marriage Act (DOMA) in 2013 forced employers to offer 
COBRA coverage to same-sex spouses. (Sources: U.S. Department of Labor, SHRM)

The Immigration Reform and Control Act of 1986 (IRCA) requires employers to verify 
that employees are legally able to work in the United States. The form I-9 is the most com-
mon payroll-related application of this law. Immigration and citizenship laws require the 
collection of information within an I-9, and retention is three years from date of hire or one 
year from date of termination (whichever is longer).

H.R. 399, Secure Our Borders First Act of 2015–2016, would strengthen immi-
gration restrictions, affecting the number of immigrant workers available. Agri-
business is a $374 billion industry that is heavily dependent on immigrant 
workers. (Sources: www.congress.gov, immigrationimpact.com)

The Americans with Disabilities Act of 1990 (ADA) extended the provisions of the Civil 
Rights Act of 1964 by ensuring that people with disabilities have the same opportunities © Image Source/PunchStock, RF
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as those without mental or physical impairment. This law applies to employers with 15 or 
more employees on the payroll, including full-time and part-time workers.

The Civil Rights Act of 1991 granted employees who have been discriminated against the 
chance to be paid monetary damages through legal proceedings. This act applies to Amer-
ican employers and American-controlled employers with internationally based operations.

In the case of Pollard v. DuPont (2000), Sharon Pollard sued DuPont for her 
managers’ knowledge of a hostile work environment created by sexual harass-
ment. Under Section VII of the Civil Rights Act of 1964, Ms. Pollard would not 
have received compensation for her complaint. However, the 1991 revision 
of the Civil Rights Act allowed her to receive $300,000 in compensation for  
damages. (Source: www.oyez.org)

The Family and Medical Leave Act of 1993 (FMLA) granted employees the right to take 
medical leave under reasonable circumstances without fear of job loss. The employee may 
have to take unpaid leave, but medical benefits must continue under FMLA provisions. 
Upon return from family leave, the employer must provide an equivalent position with 
equivalent pay, benefits, and terms of employment. The employer has many responsibil-
ities under the FMLA that involve employee notification of benefits and processes while 
on leave. The repeal of DOMA provoked the need to clarify the term “family member.” In 
2015, the U.S. Department of Labor updated the definition of spouse to include same-sex 
marriages, regardless of where they live. (Source: U.S. Department of Labor)

In the case of Young v. Wackenhut, the plaintiff was on unpaid leave according 
to FMLA provisions. Ms. Young had completed all forms provided by Wacken-
hut, her employer; however, Wackenhut neglected to issue a specific, individual 
notice about requirements involved with her return to work. The New Jersey 
District Court ruled in favor of Ms. Young because Wackenhut did not satisfy all 
stipulated notification requirements of FMLA. (Source: www.lexology.com)

The Uniformed Services Employment and Reemployment Rights Act of 1994 
(USERRA) governs the rights of military service members in terms of length of military 
service, return to work, and accommodations for injured veterans. USERRA was amended 
as to service members’ rights in 2005. In 2011, USERRA was further amended by the  
Veterans Opportunity to Work, which allowed USERRA to recognize claims of a hostile 
work environment resulting from an individual’s military status.

The U.S. Department of Labor investigates many cases involving service mem-
bers’ rights. A notable case involved an Army reservist, Colonel Scott Harrison, 
who served multiple tours in the Middle East, during which he received many 
rank promotions for his military work. His civilian employer denied him pro-
motions, stating that his military service detracted from his work performance. 
USERRA states that a service member must receive the same promotions and 
compensation that they would have received if they had not been absent for 
military purposes. Colonel Harrison received a promotion plus $96,000 in lost 
wages because of USERRA. (Source: U.S. Department of Labor)

The Personal Responsibility and Work Opportunity Reconciliation Act of 1996 
(PRWOR) mandated that employers file a new hire reporting form within 20 days after 
an employee initially commences work. This act protected children and needy families 
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by enforcing child support obligations. The child support provisions of PRWOR were 
strengthened by the passage of the Personal Responsibility, Work and Family Promo-
tion Act of 2002.

The Health Insurance Portability and Accountability Act of 1996 (HIPAA) protects 
workers and their families who have pre-existing medical conditions from discrimination 
based on those conditions. The Ebola outbreak in 2014 led to additional guidance about 
HIPAA rights and notifications to interested parties, including employers, during emer-
gency situations,

In Equal Employment Opportunity Commission v. Boston Market (2004), the 
plaintiff claimed that Boston Market, an employer, sought access to employ-
ees’ private psychological and medical records. Although the Supreme Court 
ultimately found that state law was more stringent than HIPAA legislation, Bos-
ton Market was found in violation of patient privacy law by seeking communi-
cation with medical professionals without prior specific authorization. (Source:  
www.americanbar.org)

The Sarbanes–Oxley Act of 2002 (SOX) provided criminal penalties for violations of 
ERISA. SOX provides protections for whistleblowers and mandates the rotation of audi-
tors among publicly owned companies. Costs of SOX compliance have sparked discussion 
about the Act’s effectiveness, especially following the 2008 financial crisis.

An employee of Countrywide Mortgage, a Bank of America subsidiary, alerted 
OSHA officials to fraud in the company’s financial records. This employee led 
internal investigations that revealed significant fraud in monetary transactions, 
as well as a history of retaliation against other whistleblowers. In 2011, the U.S. 
Department of Labor found Bank of America to be in violation of the Sarbanes–
Oxley Act’s whistleblower provision and awarded $930,000 to the employee. 
(Source: www.osha.gov)

The American Recovery and Reinvestment Act of 2009 (ARRA) provided tax credits 
for employers and employees through the Making Work Pay provisions. Changes in with-
holding allowances reduced the amount of taxes collected from workers, and unemployed 
individuals received between $400 and $800 on their tax return based upon specific qualifi-
cations within the act. Although ARRA’s provisions have expired, parts of it were reinstated 
through the American Taxpayer Relief Act of 2012 (ATRA). Many of the ATRA provisions 
were extended through 2015 by the extension of the Work Opportunity Tax Credit.

The Defense of Marriage Act of 1996 (DOMA) restricted payroll-related taxes and 
benefits to include only traditionally married couples, denying married status to people 
in same-sex unions. The U.S. Supreme Court overturned DOMA in its ruling in U.S. v. 
Windsor on September 6, 2013; the Internal Revenue Service subsequently mandated that 
all married same-sex couples must be treated as married for all tax purposes. The repeal of 
DOMA had a ripple effect throughout all phases of payroll because of the need to amend 
business and personal tax return filings back to 2011, owing to the three-year amendment 
rule. The effects of DOMA’s repeal have had a ripple effect on employee rights, highlight-
ing the need for additional legislative clarification.

(continued)

In U.S. v. Windsor, Ms. Windsor and her wife were recognized as a married 
couple by the State of New York and her compensation was taxed accordingly. 
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As times change, new legislation will be enacted, and existing laws are sometimes 
repealed and amended. For example, Vermont Governor Peter Shumlin proposed an addi-
tional 0.7% payroll tax effective in 2016 to offset employee healthcare costs related to the 
Affordable Care Act.

The payroll accountant’s job is one of consistent and continual learning and research to 
ensure that the company is complying with all current regulations and reporting require-
ments. Many states, but not all, have additional payroll tax laws.

(See www.americanpayroll.org/weblink/statelocal-wider/ for more information)

(concluded)

However, the IRS sued Windsor for unpaid taxes because her same-sex mar-
riage violated DOMA. The U.S. Supreme Court found that DOMA violated 
Windsor’s Fifth Amendment right to liberty and overturned DOMA. The IRS sub-
sequently dropped its lawsuit. (Source: www.supremecourt.gov)

Which Law?

&CHECK
STOP

 1. Requires employers to verify the employee’s legal 
right to work in the United States?

 2. Protects the rights of disabled workers?

 3. Governs the management of retirement plans? 

 4. Protects discrimination of workers older than age 40?

 5. Creates safe work environments for employees?

 6. Mandates equal pay for equal work?

 7. Extends medical benefits for terminated employees?

 8. Ensures that child support obligations will be paid?

 9. Protects workers and families with pre-existing  
medical conditions?

 10. Enforces payment of monetary damages because of 
discrimination?

 a. COBRA 

 b. ERISA

 c. Civil Rights  
Act of 1991

 d. PRWOR

 e. IRCA

 f. ADEA

 g. HIPAA

 h. ADA

 i. OSHA 

 j. Equal Pay  
Act of 1963

LO 1-2 Discuss the Legal Framework for Payroll Accounting

Why did businesses start withholding taxes from people’s paychecks? Federal income tax 
withholding was temporarily instituted in 1861 as a way to recover from the high costs 
of the Civil War; this tax was repealed in 1872. Throughout the 19th century, cities were 
growing in the wake of the Industrial Revolution, as factories and companies increased 
automation and institutionalized mass production. People were moving from rural to urban 
areas in unprecedented numbers, and the need for infrastructure and civil services grew. 
Roads needed to be built, law enforcement personnel needed to be increased, and outbreaks 
of disease prompted a need for sanitation systems. Therefore, the U.S. Congress formalized 
the permanent continuation of the federal income tax instituted during the Civil War as a 
means to fund the infrastructure improvements of the booming cities. After many failed 
attempts to reinstate a federal income tax, Congress passed the Sixteenth Amendment to 
the U.S. Constitution in 1913. This version incorporated a tiered income tax including 
exemptions and deductions to limit the tax imposed on wages earned (see Figure 1-1).
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During the Great Depression of the 1930s, the stock market collapsed, financial institu-
tions went bankrupt, and companies released workers or ceased business operations. The 
government needed money to fund programs that would stimulate economic recovery. 
Additionally, the need for a social welfare system emerged as the number of displaced 
workers increased. The 1930s became a decade of landmark employment legislation 
that defined the legal environment for employers and employees, most of which remains 
enforced in 2015.

In 1931, Congress passed the Davis-Bacon Act, creating a standard of wages for 
governmental contracts more than $2,000. The higher standard wages created under the 
Davis-Bacon Act brought additional revenue to small businesses and the communities 
where the workers on the contracts lived, bought groceries, and purchased other services 
or goods. The Davis-Bacon Act combined more than 60 different federal statutes, provid-
ing a prevailing wage and wage classification strategy to guide employers and contractors.

In 1935, the Social Security Act (SSA), also known as the Federal Insurance  
Contributions Act (FICA), established a contribution-driven fund that would help the 
average U.S. worker achieve a level of financial stability when he or she became too old or 
infirm to work. A contribution-driven fund’s employees and employers pay a percentage 
of gross earnings into the Social Security fund. Originally, the fund was designed to be 
earmarked for a specific individual upon retirement, but it now also provides assistance for 
families who experience diminished wages and working situations because of infirmity of 
the worker or a family member. Social Security is synonymous with Old-Age, Survivors, 
and Disability Insurance (OASDI).

Medicare tax, a government-mandated health insurance program for individuals older 
than 62 years of age, was also included in the SSA legislation. The viability of the Social 
Security and Medicare system has been debated in recent years because of changes in eli-
gible recipients that are beyond the scope of the program’s original purpose.

The Walsh-Healey Public Contracts Act of 1936 affected governmental contractors 
providing goods or services exceeding $10,000. This act required companies to pay work-
ers a minimum wage for all hours worked under 40 per week and time and a half (regu-
lar pay times 1.5) per hour for any hours over 40 per week. The Walsh-Healey Act also 
prohibited the employment of individuals younger than 16 years of age. Compliance with 
this act is enforced through the Employment Standards Administration Wage and Hour 
Division of the Department of Labor. These standards also apply to workers within the 
District of Columbia.

As another part of its social welfare legislation, the U.S. Congress passed the Federal 
Unemployment Tax Act (FUTA) along with the Social Security Insurance (SSI) Act 
as a way to help displaced workers, individuals from the workforce who find themselves 
unemployed and meet certain state or federal qualifications. FUTA and its state coun-
terpart, SUTA, are based upon the wages earned by the employees. Unlike Social Secu-
rity taxes, only employers pay FUTA. Some states require employers and employees to 
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FIGURE 1-1
Timeline of Payroll Legislation.
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