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Chapter 15: Accounting for Compensation
 Fundamentals of Intermediate AccountingWeygandt, Kieso, and Warfield
 Prepared byBonnie Harrison, College of Southern Maryland,
 LaPlata, Maryland
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Chapter 15Accounting for Compensation
 After studying this chapter, you should be able to:Explain the accounting for salary and bonuses.Describe the accounting for stock compensation
 plans under generally accepted accounting principles.
 Explain the controversy surrounding stock option plans.
 Identify types of pension plans and their characteristics.
 1
 2
 3
 4
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Chapter 15Accounting for Compensation
 After studying this chapter, you should be able to:
 Identify the components of pension expense.
 Utilize a worksheet for employer’s pension plan entries.
 Explain the accounting for prior service cost and gains and losses.
 Describe the reporting requirements for pension expense in financial statements.
 5
 6
 7
 8
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Employee Related Liabilities
 Employee-related liabilities are thefollowing:
 salaries or wages owed to employees at end of theaccounting period
 payroll deductions compensated absences bonuses
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Employee Payroll Deductions
 Payroll deductions are taxes and miscellaneous deductions
 Taxes are: social security tax (6.2% on a maximum of $84,900 of
 wages), medicare tax (1.45% on all wages), and income tax withholding at a predetermined rate
 Miscellaneous (employee) deductions are: insurance, union dues, and other discretionary deductions
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Employer Payroll Taxes
 Employer matches each employee’s FICA tax (social security and medicare taxes)
 Employer also pays unemployment tax (FUTA) at 6.2% on the first $7,000 of wages of each employee (employer allowed credit not to exceed 5.4% for amount paid to state).
 State Unemployment laws differ (normal range is 3 to 7 percent)
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Employer and Employee Payroll liabilities: example
 Given: Employee’s gross earnings: $10,000 FICA Tax (7.65%) $ 765 Income Tax withheld $ 1,320 SUTA (state: 5.4% on $7,000) $ 378 FUTA (federal: 0.8% on $7,000) $ 56
 Provide journal entries for employee’s payroll deductions and for employer’s payroll tax expense

Page 8
                        

Employer and Employee Payroll liabilities: example
 Employee’s payroll deductions: Wages and salaries expense $ 10,000 FICA Payable $ 765 FIT Payable $ 1,320 Cash $ 7,915Employer’s payroll tax expense: Payroll tax expense $ 1,199 FICA Payable (matching) $ 765 FUTA Payable (federal) $ 56 SUTA Payable (state) $ 378

Page 9
                        

Employee Compensated Absences
 Compensated absences are absences from employment for which employees are paid (ex/ vacation, sick, holiday)
 A liability for such absences must be accrued if: employer’s liability relates to services already rendered
 by employees, AND the liability relates to employee’s vested or accumulated
 rights of employee, AND payment of the compensation is probable, AND
 the amount can be reasonably estimated. The liability is recognized in the year earned by employees
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STOCK COMPENSATION PLANSSTOCK COMPENSATION PLANS
 These plans provide employee incentives and may be:
 Stock option plans: incentive plans [IRS approved], or non-qualified plans
 Stock appreciation rights Performance plans
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Stock Option Plans: Accounting Issue
 The important dates are: (see next slide) the grant date of options, the vesting date, and the exercise date of options Corporations recognize compensation
 expense by: the intrinsic value method or the fair value method (recommended)
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Stock Options: Important DatesStock Options: Important Dates
 Workstart date
 Vesting date
 Date, employeecan firstexerciseoptions
 Exercisedate
 Employeeexercisesoptions
 Grant date
 Options are
 granted toemployee
 Expirationdate
 Unexercisedoptionsexpire
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Determining Employer’s Compensation Expense
 Under intrinsic value method, compensation expense is the difference between:
 the market price of the stock (at grant date), and the exercise price of options (at grant date) Under fair value method (recommended), the
 compensation expense is: the fair value of stock-based compensation
 (options) paid to employees for their services The FMV of options depends on share price changes,
 expected dividends , etc.,
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Intrinsic Value Method: The Measurement Date Intrinsic Value Method: The Measurement Date
 Compensation expense is determined as of the MEASUREMENT date (usually the grant date.)
 Measurement Dateis:
 Grant date, if both the number of shares offered and option price are known.
 Exercise date, if facts depend on events after grant date.
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Options: Allocating Compensation Expense Options: Allocating Compensation Expense
 Compensation ExpenseCompensation Expense
 > The service period is the period benefited by employee’s service.
 > It is usually the period between the grant date and the vesting date.
 is determined as of the measurement date
 and is allocated overthe service period
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Illustration
 Given: Jan 1, 03 (grant date): 10,000 options granted;
 one option = one share; Par value = $1. Exercise price: $60; Market price (grant date): $70 Options may be exercised at any time within the
 next ten years. Service period is 2 years (given). The fair value of options is $ 220,000 (given). Determine compensation expense and journalize.
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Intrinsic Value Method - IllustrationIntrinsic Value Method - Illustration
 Total Compensation Expense (determined at grant date): 10,000 options * [$70 - $60] = $100,000 total expense
 Annual expense (recognized evenly over service period): $ 100,000 / 2 years = $ 50,000 annual expense.
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Intrinsic Value Method: Granting Options
 January 01, 2003 (Grant date): No entry
 December 31, 2003:Compensation expense $ 50,000
 Paid-in Capital (Options) $ 50,000
 December 31, 2004:Compensation expense $ 50,000
 Paid-in Capital (Options) $ 50,000
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Intrinsic Value Method: Exercising Options
 Assume that 2,000 options were exercised on June 1, 2005.
 June 1, 2005:Cash (2,000 * $ 60) $120,000Paid-in Capital (Options) $ 20,000
 Common Stock $ 2,000Paid-in (Excess) $138,000
 Assume that the remaining options were not exercised.
 January 01, 2013 (Options expiration date)Paid-in Capital (Options) $ 80,000
 Paid-in (Expired Options) $ 80,000
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Fair Value Method - IllustrationFair Value Method - Illustration
 Total Compensation Expense (determined at grant date): $ 220,000 total expense (given)
 Annual expense (recognized evenly over service period): $ 220,000 / 2 years = $ 110,000 annual expense.

Page 21
                        

Fair Value Method - Entries
 January 01, 2003 (Grant date): No entry
 December 31, 2003:Compensation expense $ 110,000
 Paid-in Capital (Options) $ 110,000
 December 31, 2004:Compensation expense $ 110,000
 Paid-in Capital (Options) $ 110,000
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Fair Value Method: Exercising Options
 Assume that 2,000 options were exercised on June 1, 2005.
 June 1, 2005:Cash (2,000 * $ 60) $120,000Paid-in Capital (Options) $ 44,000
 Common Stock $ 2,000Paid-in (Excess) $162,000
 Assume that the remaining options were not exercised.
 January 01, 2013 (Options expiration date)Paid-in Capital (Options) $ 176,000
 Paid-in (Expired Options) $ 176,000*
 *$220,000 - $44,000
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Types of Pension Plans
 A pension plan provides benefits to retirees for services provided during employment
 There are defined contribution and defined benefit plans

Page 24
                        

DEFINED CONTRIBUTION PLANS
 Employer contributes a defined sum to a (third party) plan trust
 Plan accumulates assets and makes distributions to retirees
 Employer’s annual expense is equal to annual contribution needed [employees are beneficiaries]
 If contribution made is less than pension expense , employer accrues a liability
 If contribution > expense, employer accrues an asset
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Defined Contribution Plans:Employers’ journal entries
 Contribution madeis less thanthe pension expense
 Pension expense Dr Cash Cr Prepaid/Accrued Cr Liab
 Contribution madeis more
 than pension expense
 Pension expense DrPrepaid/Accrued Dr Cash Cr
 Asset
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Defined Benefit Plans The employee is promised a certain amount of
 BENEFITS at retirement (usually periodic) The trust accumulates assets The employer remains liable to ensure benefit
 payments Employer is the trust-beneficiary
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A Note on Record-Keeping:Employer’s and Plan’s Books
 The employer keeps certain accounts in its own books and certain other accounts [related to the pension plan]in MEMO form.
 Memo means: outside the employer’s formal books. “Off-balance sheet” is another way of saying it.
 The pension work sheet keeps track of all relevant entries. The debit and the credit entries are split between formal books and memo records!
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Interaction of Employers’ Formal Books and Memo Records
 EMPLOYER’SFORMALBOOKS
 OF ACCOUNTrecord
 annual amounts, such as:
 pension expense, returnon plan assets and
 other amounts to beannually amortized
 or recognized
 MEMO RECORDS ARE
 MAINTAINEDBY EMPLOYERREGARDING
 TOTAL PLAN ASSETSAND PROJECT BENEFIT
 OBLIGATION
 Amounts are periodically recognized
 in formal accounts
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General format of Employer’s Books and Memo Entries
 Formal Books Memo Record
 Pension Cash Pre/expense Acc
 PBO Plan UPSC Assets
 1,000 dr
 1,300 dr
 1,100 cr
 1,000 cr
 1,300 cr
 1,100 dr
 Servicecost
 Interestcost
 ActualReturn
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Pensions - Terminology
 A plan is said to be “funded”, when employer makes contributions to trust
 In contributory plans, employees bear part of the cost or contribute voluntarily
 In non-contributory plans, employer bears the entire cost
 In qualified plans, employer can deduct its contributions and earnings from fund assets are not taxed
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Benefit And Contribution Plans: A Comparison
 Contribution Plans Benefit Plans Employer contributions
 are defined
 Retiree benefits depend on fund performance
 Retirees bear the investment risk
 Retiree benefits are a fixed amount
 Employer contributions to the plan depend on promised benefits to retirees
 Employers bear the investment risk
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Actuaries and Pension Accounting
 Pension calculations involve ACTUARIAL ASSUMPTIONS
 Assumptions involve: MORTALITY RATES, EMPLOYEE TURNOVER, FUTURE SALARIES, INT. RATES.
 These are probability estimates
 These are probability estimates
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Measurement of Pension Cost: Components
 Service cost Interest cost Actual return on plan assets Amortization of unrecognized prior service
 cost Gains and losses:
 Plan assets and pension liability
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Pension Cost: Service Cost Component
 Service cost is the expense caused by the increase in Projected Benefit Obligation (PBO) payable to employees because of services rendered during the current year
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Pension Cost: Service Cost Component
 RET
 1 yearof
 additionalservice
 Additional PBO benefits payable at retirement due to additional year of serviceThe present value of
 the additional PBO payable [as of year end]
 Service Cost
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Pension Cost: Interest Cost Component
 Pensions are deferred compensation
 The promised employee benefits are a liability of the company
 The company pays interest on the beginning balance of the PBO
 The settlement rate determines the interest expense.
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Settlement Rate and Discount Rate
 The settlement rate is the rate at which pension benefits could be effectively settled
 The discount rate is used to discount pension benefits (payable in future) to present value amounts
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Actual Return on Plan Assets
 Actual Return on Plan Assets Equals:
 Plan assets end of the plan year less: Plan assets at the beginning of the plan year less: Employer contributions to the plan during the
 year add: Employee benefits paid out of plan assets
 during the year
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Why We Adjust for Estimated Return on Plan Assets...
 Using actual return on assets will expose funding pattern to swings in market fluctuations
 Actuaries use an estimated return Any differences between actual and estimated
 returns are recorded in an Unexpected Gains and Losses account and amortized to pension expense
 This procedure insulates pension calculations from sudden market value changes.
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Unrecognized Prior Service Cost [UPSC]: Definition
 Employees may be granted additional pension benefits for services performed in PRIOR periods.
 Benefits may be granted : upon INITIAL plan adoption, or through a plan amendment. Interest cost is based on PBO + UPSC
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Unrecognized Prior Service Cost [UPSC]: Accounting
 The UPSC is allocated to pension expense based on the remaining service-years of the concerned employees.
 Unamortized Unrecognized Prior Service Cost is shown on books of pension plan: NOT on company’s books.
 The employer records only the periodic amortization of Prior Service Cost.
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PENSION DISCLOSURES
 Service cost Interest cost Expected return on assets Other deferrals and amortization
 * These disclosures provide information that should be useful in predicting future pension expense*
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SFAS 106: Post-Retirement Benefits Other Than Pensions
 Accounting for Healthcare Benefits and Other welfare benefits
 Beneficiaries include retirees, spouses, dependents and designated beneficiaries
 Accounting entries and worksheet treatment essentially the same as for pensions
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