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Preface

In the preparation of this revision, we have been largely guided
by the helpful suggestions of teachers. Some of the differences and
similarities between this edition and the preceding one are men-
tioned below.

Introduction to the accounting cycle. It is important to acquaint
the student, at the very earliest possible point in the course, with
the entire cycle of bookkeeping procedures: journalizing, posting,
taking a trial balance, preparing working papers and statements,
and adjusting and closing the books. In the preceding edition,
this cycle, with the exception of adjusting entries, was covered in
the first three chapters. In this edition, the first four chapters are
again devoted to the ecvele, but they include some basic con-
siderations of adjusting entries. This change has been made for
two reasons: Making adjusting entries is part of the accounting
cycle; working papers hecome more purposeful when adjustments
are included in them.

In the preceding edition, the journal was not introduced until
the second chapter, and entries were made directly in ledger
accounts. In this edition, the journal is introduced in the first
chapter, after a basic discussion of the nature of accounts. Thus,
in conformity with one of the main objectives of the revision, the
student’s work, in his first assignments, is in closer accord with
reality.

The discussion of changes in the proprietorship equity has been
postponed to the second chapter. By limiting Chapter 1 to the
consideration of the recording of the original investment and changes
in assets and liabilities, and by devoting the second chapter to
changes in the proprietorship equity, the student is introduced
more gradually to the whole framework of accounts. Also, by
devoting an entire chapter to changes in proprietorship, it is
possible, in the first discussion of the subject, to give a realistic
and sequential presentation of the use and closing of income,
expense, and dividend accounts.

Corporate approach. The prefaces of preceding editions con-
tained the following statement: ‘“Students should obtain, at the
very beginning of the course, a clear concept,of net worth, or
capital. When the course begins with the individual proprietor-
ship, a needless source of confusion is introduced, as students find it

v



vi PREFACE

difficult to distinguish between the capital of the business and the
aggregate net worth of the proprietor.”” Reaction to the corporate
approach seems to have been very generally favorable, and that
approach has been retained. However, material on individual
proprietorships and partnerships appears much earlier in this
edition than in preceding editions.

Beginning with a nontrading business. In this edition, as in all
preceding editions, the illustrations and problems in the introduc-
tory chapters are based on the accounts of companies which derive
their income from fees for services rather than from merchandise
sales. It is thus possible to show more clearly how income and
expense affect the proprietorship equity, and to avoid the inventory
complications ip the first explanations of working papers, state-
ments, and closing entries.

Perpetual inventories in first merchandise chapter. To postpone
further the troublesome feature of dealing with an end-of-period
inventory not shown by the accounts, the first chapter dealing
with merchandising businesses (Chapter 5) utilizes a simple
perpetual inventory procedure. After the student has been
introduced to merchandise accounting, he is shown, in Chapter 6,
how to deal with periodic inventories.

Reduced emphasis on ridtes and bills of exchunge. The chapter
coverage on promissory notes has not been materially reduced, but
two-party drafts have been somewhat de-emphasized, and the
discussion of three-party commercial bills has been deleted, as
their use in business has been largely discontinued. Iewer note
and acceptance transactions appear in the terminal practice set
than heretofore.

Theory. To give an opportunity for review and synthesis, the
chapter on theory toward the end of the book has been retained,
with considerable revision. In addition, an effort has heen made to
give greater consideration throughout the text to matters of theory.

Assignment material. There are more problems and practice
sets than in any preceding edition, and there is a wide assortment
of problems—short and long, easy and difficult. As in the past,
they have heen designed to be specifically applicable to the related
text material. There are five kinds of assignment material:

Questions.

Group A problems. Envelopes of forms have been provided for this
assignment material; the forms are tailor-made to suit the require-
ments of the problems, and numerous devices have been employed to
reduce the student’s expenditure of time.

Group B problenis. Some teachers like to have their students prepare
solutions to some problems on ordinary columnar paper, without
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using the time- and labor-saving material provided for the A prob-
lems. Therefore the supplies provided for the Group B problems
consist of a pad of ruled forms -mostly journal, ledger, and analysis
paper.

Practice sets. An additional practice set has been provided for
assignment, after Chapter 11 (Specialized Books of Original Entry);
the content of the other practice set, designed for assignment
during the latter part of the second semester, has been materially
reduced. Books of original entry, ledgers, and other materials
required for the solution of the practice sets are included in the
envelopes of forms for the A problems.

A workbook. The material in the workbook has been designed as a
quick, but comprehensive, test of the material in the related
chapters.

We wish to acknowledge our obligation to the following people,
for their generous co-operation: Marcus H. Bean, Rutgers Uni-
versity ; Thomas A. Budd, University of Pennsylvania: Albert H.
Cohen, University of Michigan; Thomas M. Dickerson, Western
Reserve University; Oscar 8. Gellein, University of Denver;
Harold B. Goodall, Henry Ford Community College; Douglas R.
Haines, Rutgers University; H. M. Heckman, University of
Georgia; S. R. Hepworth, University of California; Charles E.
Johnson, University of Oregon: Robert E. Linde, University of
Michigan; Louis W. Matusiak, University of Detroit; Stuart B.
Mead, Michigan State College; Carl L. Nelson, University of
Minnesota; Wayne E. Shroyer, University of Denver; Warren L.
Slagle, University of Tennessee; Robert T. Sprouse, University of
Minnesota; . L. Sweeney, State University of Iowa: D. A.
Thomas, University of Michigan; William C. Tuthill, University of
Michigan: Harry H. Wade, State University of Iowa; S. M.
Wedeberg, University of Maryvland: John T. Wheeler, University
of Minnesota; Mrs. Nina L. Youngs, University of Minnesota.

Accounting research bulletins of the American Institute of
Accountants are copyrighted by the Institute. Quotation in this
text is by their permission.

H. A. FINNEY
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Foreword

The nature of accounting and its significance in the business
world can be described by noting the variety of work performed by
persons trained in the field of accounting.

(1) Installation of accounting systems: As a general rule, the first
accounting work performed for any business involves the
development of an accounting system. The accountant
studies the nature of the husiness, determines the types of
transactions that probably will occur, and plans or selects the
necessary forms and records in which the transactions of the
business may be recorded. As a business grows, it is
customary to review the accounting system from time
to time, and to initiate any desirable amplifications or
modifications.

(2) Record keeping: After the accounting system has been designed
and installed, the results of business transactions are
recorded in the accounting forms and records.

(3) Preparation of financial statements: At regular intervals the
accountant, using the financial data accumulated in the
accounting records, prepares statements showing the finan-
cial position of the business and the results of its operations.
Such statements furnish important information to manage-
ment, owners, investors, bankers, and governmental agencies.

(4) Auditing: Auditing is a procedure by which the accounting
records and statements are examined to safeguard against
fraud and error and to give assurance that these records and
statements are in accord with accepted accounting princi-
ples. Auditing is of two general classes:

(a) Continuous internal audit. Large businesses usually
have on their own payroll a stoff of accountants whose
duty it is to make continuous checks of the work
performed by the accounting departinent.

(b) Periodic audit by public accountants. To give added
assurance to the management and to outsiders, a
business may engage the services of an outside,
independent accountant to determine whether the
statements present fairly the financial position of the
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x FOREWORD

business and the results of operations in accordance
with generally accepted accounting principles, and to
express, in his audit report, an opinion on these
matters.

It should be mentioned that auditing is not the only service
performed by public accountants. They may, among other
things, install accounting systems, prepare or review tax
returns, and make special studies for their clients.

(5) Tax accounting: Most accountants have some contact with tax
matters, and many accountants specialize in this field.

(6) Budgeting: Although the preparation of budgets (plans and
forecasts for the future) may not he the exclusive responsi-
bility of the accountant, his understanding of the accounting
records and procedures and of the information previously
recorded makes him an important participant in budget
preparation.

(7) Cost accounting: Many accountants specialize in the field of cost
accounting. If a business manufactures the goods which it
sells, it is essential that it keep adequate detailed records
showing the cost of material, labor, and other items used in
the production of the various kinds of goods. Cost records
may also be maintained for the selling or distribution
phases of the business. The cost accountant participates in
determining how cost data shall be accumulated in the
records, and generally is charged with the responsibility of
interpreting cost information for management.

(8) Controllership: The controller is the chief accounting officer of a
business and the financial advisor to its management.
Controllership is a specialized field of accounting calling for
broad and thorough training in accounting and business
management.

(9) Special investigations: Frequently, special investigations requir-
ing a thorough knowledge of accounting principles and
procedures must be made for such purposes as establishing a
price for the sale of an entire business or a department
thereof, deciding whether a given activity is or might be
profitable, or determining the feasibility of retirement or
bonus plans.

From the above discussion of the work of the accountant, it is
obvious that record keeping is only one part of this broad field of
activity. However, once the accounting system has been designed
and installed, the work of record keeping is extremely important,
because the satisfactory accomplishment of most of the other
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accounting activities depends, to a great extent, upon the accuracy
and completeness of the accounting records. Therefore, a major
objective of the first course in accounting is to expose the student
to the procedures of record keeping. To master this phase of the
subject, problem and practice work is essential.

But a knowledge of procedures is not the only objective. To
understand why things are recorded as they are requires a knowl-
edge of accounting principles. And finally, the end product of the
accounting process, the financial statements, should be understood.

Some knowledge of accounting is valuable even to those who do
not expect to earn a living as accountants. Too often business
executives, investors, and others who need the information con-
tained in accounting statements but who have had no training in
accounting are unable to grasp wholly the significance of the
reports prepared for their guidance. A knowledge of the funda-
mentals of accounting would enable them more adequately to
analyze the reports of companies with whose management they
are charged, or in which they have placed their funds or con-
template placing them.

Accounting is now recognized as one of the very important
professions. Employment opportunities are varied and numerous,
and the compensation to be expected compares very favorably
with that in other professions. There is always an opportunity
for qualified accountants to obtain satisfactory employment with
government agencies, private business, and public accounting
firms.

As in any other honorable calling, the accountant should be a
person of integrity; he must also be possessed of a high degree of
analytical ability; he must not be averse to dealing with vast
amounts of detail; he should be tactful; and he should maintain a
personal appearance consistent with his professional status.
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CHAPTER 1
Assets, Liabilities, and Owners' Equity

The balance sheet. One of the major purposes of accounting
is to provide the information required for the preparation of a
statement showing the financial position of a business on a stated
date. This statement, called a balance sheet, shows the assets of
the business, its liabilities, and the owners’ equity. Following is a
simple illustrative balance sheet.

COMMUNITY TELEVISIONS

Balance Sheet
August 31, 19-

Assets Liabilities and Owners’ Equity
Cash e $2.895 00 Liabilities:
Aceounts receivable 1.250 00 Accounts payable $1,300 00
Installation and repair parts 3,800 00
Land 1.500 00 Owners’ equity:

Capital stock $8,000 00
Earned surplus 145 00 8,145 00

$9.445 00 $9,415 00

— —_——

&l

=]

Observe that the heading of the balance sheet shows (1) the
name of the business, (2) the name of the statement, and (3) the
date.

It will help us to understand the balance sheet if we consider
the nature of its elements: assets, liabilities, and owners’ equity.

Assets. Assets are things of value owned. Cash, accounts
receivable, notes receivable, merchandise, land, buildings, machin-
ery and other equipment, and patents are some of the assets that
may be owned by a business.

Things may have value for several reasons. Cash has value
because other things can be acquired with it. Accounts and notes
receivable have value because they can be collected in cash.
Merchandise has value hecause it can be sold for cash or can be
sold on account and the account can be collected in cash.

But things may have value although there is no intention to
convert them into cash. Land, buildings, machinery, and equip-
ment are assets of this nature; although it may be possible to
sell them, their value to a business lies primarily, not in their
salability, but in their usefulness in operations. Other assets, such
as patents, copyrights, and franchises, have value hecause of the
special rights that they give to their owners and because they
help to make operations profitable.

1



2 ASSETS, LIABILITIES, AND OWNERS' EQUITY [Ch. 1

Liabilities. Liabilities are debts; they are amounts owed to
creditors. Accounts payable, notes payable, mortgages payable,
wages payable, and taxes payable are some of the liabilities that
may be owed by a business.

Owners’ equity. The excess of the assets over the liabilities
of a business is the owners’ equity.

For instance,

If a business has assets in the amountof .. ............. $9,445.00
And has liabilities of ... . . e .. 1,300.00
The owners’ equity is.... . .. . . $8,145 00

Sources of owners’ equity. The owners’ equity in a corpora-
tion may come from the following sources:

From stockholders’ investments-—-Shown in the illustrative
balance sheet as Capital Stock.

From earnings—Shown in the illustrative balance sheet as
Earned Surplus.

In this chapter, we shall deal only with the portion of the own-
ers’ equity produced by stockholders’ investments.

The balance sheet equation. The assets of a business are
always equalled by the sum of the liabilities and the owners’ equity.
This fact can be expressed in the form of an equation, thus:

AsseETs = LiapiLiTies + OwnNers’ Equity
$9,445 = $1,300 + $8,145

The illustrative balance sheet on page 1 is an expression of this
equation.

Continuing balance sheet equality. The totals of the two
sides of a balance sheet are always equal because, no matter what
transactions occur, the assets of a business are always equalled by
the interests of the creditors and the owners. To demonstrate
this fact, let us consider a number of transactions of a business,
prepare a balance sheet after each transaction, and observe the
equality of the two sides of each balance sheet.

Issuance of capital stock. J.C. White, Henry Dobson, and J. B.
Hudson organized a corporation called Community Televisions.
The charter obtained from the state authorized the corporation to
issue eighty shares of capital stock of $100 par value per share;
this gave the corporation an authorized capital stock of $8,000.
We shall assume that White invested $4,000, and that each of the
other men invested $2,000.

Investments in a corporation are evidenced by stock certifi-
cates. An illustration of a stock certificate appears on page 3.
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Certificate No. 1 20 Shares

CAPITAL STOCK $8,000.00
80 Shares of $100.00 Par Value

THIS CERTIFIES THAT Henry Dobson is the
owner of Twenty Shares of the Capital Stock of

COMMUNITY TELEVISIONS

transferable only on the books of the Corporation by the holder hereof in per-
son or by attorney upon the surrender of this Certificate properly endorsed.
IN WITNESS WHEREOF, the said Corporation has caused this Cer-
tificate to be signed by its duly authorized officers, and to be sealed with the
seal of the Corporation at __ Chicago, Illinois  this 20th day of
July 19 cmee

(B Keclsor _ 7

~/  Secretary President

Stock Certificate

As evidence of his investment, Dobson received this certificate
for 20 shares of stock, with a total par value of $2,000. Certifi-
cates were issued to the other incorporators for their investments.

After the issuance of $8,000 par value of capital stock for
cash on July 20, the company’s halance sheet appeared as follows:

COMMUNITY TELEVISIONS

Balance Sheet
July 20, 19—
Assets Owners’ Equity
Cash. . ..... .. . $8,000 00 Capital stock $8,000 00

Purchase of land. The company planned to erect its own shop
building, and purchased two adjoining pieces of land on July 22 for
$1,500 each, paying cash. As a result of this transaction, the
company acquired a new asset (land) and decreased its cash. After
this transaction, the company’s balance sheet appeared as follows:

COMMUNITY TELEVISIONS
Balance Sheet

July 22, 19—

Assets Owners’ Equity
Cash............ $5,000 00 Capital stock... $8,000.00
Land.............. 3,000.00

$8,000.00 $8,000.00
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Sale of land. The management decided that more land had
been purchased than was needed, and one of the lots was sold to
G. E. Dutton on July 27 for $1,500, the amount it had cost the
company. No cash was received from Dutton on this date. This
transaction produced an account receivable asset of $1,500, and
correspondingly decreased the land asset. After this transaction,
the balance sheet appeared as follows:

COMMUNITY TELEVISIONS
Balance Sheet

July 27, 19 -
Assets Owners’ Equity
Cash $5.000 00 Capital stock $8.000 00
Account receivable—G. K.
Dutton 1.500 00
Land 1,500 00
© 8800000 5,000 00

Purchase of installation and repair parts. To conduet it
operations, the company will need a considerable quantity of
antennas and other installation and repair parts. Mr. White found
a dealer, O. E. Maltby, who was going out of business, and pur-
chased the dealer’s entire stock of such parts for the company on
July 28. Mr. Maltby said that he thought he could easily obtain
at least $4,000 for the parts by selling them at auction, but was
willing to accept $3,800 for them at a quick sale. It is a generally
recognized accounting principle that the accounting basis for
assets, at the date of their acquisition, is the cost thercof, regard-
less of value; therefore, the parts are shown in the following
balance sheet at their $3,800 cost. Delivery was postponed until
the company acquired or rented a building. No cash pavment was
made to Malthy on this date.

By this transaction, the company acquired a new asset (instal-
lation and repair parts) and incurred an account payable liability.
After this transaction, the balance sheet appeared as follows:

COMMUNITY TELEVISIONS
Balance Sheet

July 28, 19
Assets Liabilities and Owners’ Equity
Cash . . $ 5,000 00 Liabilities:
Account receivable-—G. L. Account payable—0Q. K.
Dutton . e 1,500 00 Malthy.. ............ $ 3,800.00
Installation and repair parts. 3,800 00
Land .. e il 1,500 00 Owners’ equity:
Capital stock............ 8,000 00
$11,800 00 $11,800.00

Collection on an account receivable. On July 29, $1,000 in cash
was received from G. E. Dutton, in partial settlement of his
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account. This transaction increased the cash asset and decreased
the account receivable asset. The balance sheet after this trans-
action appeared as follows:

COMMUNITY TELEVISIONS
Balance Sheet

July 29, 19—
Assets Liabilities and Owners’ Equity
Cash $ 6,000 00 Liabilities:
Account receivable—G. L. Account payable - O. K.
Dutton . 500 00 Malthy. . . $ 3,800 00
Installation and repair parts 3,800 00
Land  ....... 1,500 00 Owners’ equity:
_ Capital stock . . 8,000 00
$11.800 00 $11,800 00

Payment on an account payable. On July 31, the company paid
$2,500 to O. E. Maltby to apply on account. This transaction
decreased the account payable liability and also decreased the cash.
After this transaction, the balance sheet appeared as follows:

COMMUNITY TELEVISIONS
Balance Sheet

July 31, 19-
Assets Liabilities and Owners’ Equity
Cash $3.500 00 Liabihities:
Account receivable—G. K Account payable—O. K.
Dutton 500 00 Malthy ... $1.,300 00
Installation and repair parts 3,800 00
Land 1.500 00 Owners’ equity:
Capital stock - 8,000 00
$£)F .300 00 $9.300 00

Accounts. Itwould be impracticable to prepare a balance sheet
for a business after each transaction. Instead, the transactions are
recorded in the accounting records, and the information accumu-
lated in these records is used for the preparation of balance sheets at
periodic intervals.

Transactions cause increases and decreases in the assets, the
liabilities, and the owners’ equity. These increases and decreases
are recorded in accounts. The following illustration shows an
account form:

DATE EXPLANATION REF AMOUNT DATE EXPLANATION REF. AMOUNT
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You will observe that the account form has two sides, with
identical columns. The column headings (Date, Explanation, Ref.,
and Amount) shown in the preceding illustration do not usually
appear in accounts, but are included in the illustration to indicate
the purpose of each column.

The Date column shows the date of the transaction.

The Ezxplanation column may contain some short comment
indicating the reason for the entry. This column is used
only on rare occasions when it may be desirable to describe
some unusual transaction.

Ref. is an abbreviation of Reference. The use of this column is
explained later in the chapter. .

The Amount column shows the dollar amount of the entry.

4

Accounts usually are kept in a loose-leaf binder or in a file.
The binder or file, together with the accounts therein, is called a
ledger.

A separate account is kept for each asset, each liability, and
each element of the owners’ equity. The July 31 balance sheet of
Community Televisions on page 5 shows that, in order to record
the July transactions, the company needed the accounts listed
below. The accounts should be arranged 1 the ledger in the order
in which they will appear in the balance sheet, and they should be
numbered. The following list shows that some numbers have not
been assigned to any accounts; these numbers have been reserved
for other accounts which can be added in balance sheet sequence
later if required.

Account_ Number

Asscts:
Cash... . ... .. . . 1
G. E. Dutton 2
Installation and repair parts 10
Land ...... 15
Liabilities:
0. E. Malthy . . 20
Owners’ equity:
Capital stock. 50

Debit and credit. The left side of an account is called the debit
side; the right side is called the credit side. An entry on the left
side of an account is called a debit entry, or merely a debit; an entry
on the right side is called a credit entry, or a credit. The words deb:t
and credit are also used as verbs. When you make an entry on the
left side of an account, you are debiting the account. When you
make an entry on the right side, you are crediting the account.
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The difference between the total debits and the total credits in
an account is called the balance. If the debits exceed the credits,
the account has a debit balance; if the credits exceed the debits,
the account has a credit balance.

Debit and credit entries in accounts. As previously stated,
transactions cause increases and decreases in assets, in liabilities,
and in owners’ equity. Accounts have two sides so that increases
can be recorded on one side and decreases can be recorded on the
other side. The nature of the account determines the side to be
used for increases and the side to be used for decreases.

Asset accounts. Assets are shown on the left side of the balance
sheet. Consistency suggests that asset accounts should therefore
have balances on the left, or debit, side. For an asset account to
have a debit balance, it is necessary that increases and decreases
in the asset be recorded thus:

Any Asset Account
Increases Decreases

Liability and owners’ equity accounts. Since the liabilities and
the owners’ equity are shown on the right side of the balance sheet,
consistency also suggests that increases and decreases in liabilities
and increases and decreases in owners’ equity be recorded thus:

Any Liability Account or
Any Owners’ Equity Account
Decreases ' Inecreases

Summary statement of debit and credit procedure. 'The proce-
dures stated above may be summarized as follows:

In AsSET accounts:
Increases are recorded by debits.
Decreases are recorded by credits.

In Liasinity and OwWNERS' EQurry accounts:
Increases are recorded by credits.
Decreases are recorded by debits.

Recording transactions. To illustrate the debiting and credit-
ing of accounts, let us review the transactions of Community
Televisions, analyze each transaction to see what increases or
decreases occurred, and observe the debit and credit entries which
record these increases and decreases. To simplify the illustration,
skeleton accounts (often called ¢ T-accounts’) are used and only
the amounts of the debits and credits are shown. To help you
identify the entries, the debit and credit for each successive
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transaction are shown in italics. Asset accounts are shown below
at the left; liability and owners’ equity accounts are shown at the
right.

Capital stock was issued for cash, $8,000.

The cash asset was increased Debit Cash.
The owners’ equity was increased- Credit Capital Stock.
Cash Capital Stock
8,000 ' 8,000

Land was purchased for cash, $3,000.
The land asset was increased—-Debit Land.
The cash asset was deercased—Credit Cash.

Land
3,000 ‘\

Cash

8,000 3,000

Land was sold to ;. E. Dullon on account, $1,500.
An account receivable asset was acquired- Debit G. E.
Dutton.
The land asset was decreased (Credit Land.

G. E. Dutton
1,500

Land
3,000 1,500

Installation and repair parts were purchased from Q. K. Maltby on
account, $3,800.
A new asset (installation and repair parts) was acquired
Debit, Installation and Repair Parts.
An account payable liability was incurred- Credit O. E.

Malthy.
Installation and Repair Parts O. E. Maltby
3,800 | 3,800

Cash was collected from G. E. Dutton to apply on account, $1,000,
The cash asset was increased- -Debit Cash.
The account receivable asset was decreased— -Credit G. E.
Dutton.
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Cash

8,000
1,000

3,000

G. E. Dutton
1,500 ' 1,000

Cash was paid to O. E. Maltby to apply on account, $2,500.
The account payable liability was decreased—Debit O. E.

Malthy.
The cash asset was decreased Credit Cash.
Cash 0. E. Maltby
8,000 3,000 2,600 ‘ 3,800

1,000 2,600 |

How the words debit and credit came into use. The first
accounts kept were accounts with debtors. The account with
each debtor showed the amounts of sales made to him on account
and the amounts of subsequent collections. An entry for a sale
was the first entry in a debtor’s account and was recorded on the
left side of the debtor’s account, thus:

Name of Debtor
June 20 Sale 25 00 '
i

When a collection was received from the debtor, it was recorded
on the right side of the account, thus:

Name of Debtor
June 20 Sale 25.00 | July 12 Cash 10.00
|

As long as the customer owed anything, his account had a
balance on the left side; this balance was called a debit (a Latin word
meaning ‘‘he owes’’) balance.

The next accounts kept were those with creditors, and the
procedure alrcady developed for debtors’ acecounts was applied to
creditors’ accounts.  This procedure may be stated thus:

Name of Debtor or Creditor
Things given to him on account | Things received from him on account

l
As long as anything was owed to a creditor, his account had a
balance on the right side; this balance was called a credit (Latin for
‘““he trusts’’) balance.
Now that accounts are kept with such things as cash and
land, which cannot owe or trust, the words debit and credit are no
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longer used in their original meanings. Debit merely indicates the
left side of an account, and credit indicates the right side.

Journal and ledger. Although transactions could be recorded
directly in the ledger accounts, it is customary (for reasons stated
later) to use at least two bookkeeping records:

(1) A Journal.

The first record of a transaction is made in a journal.

The procedure of recording transactions in the journal is
called journalizing. A journal is called a book of original
entry.

The entry for each transaction shows what accounts will
later be debited and credited in the ledger.

(2) A Ledger.

The debits and credits to the various accounts, as shown
by the journal entries, are entered in the accounts by a
process called posting.

Journalizing. On page 11 are journal entries recording, in
chronological order, the transactions of Community Televisions
previously mentioned. Followingis the procedure for journalizing:

Analyze each transaction by asking yourself the question:
In what ways were the assets, the liabilities, or the owners’
equity of the business increased or decreased by this trans-
action? The answer to this question will indicate the
accounts to be debited and credited.

After each transaction is analyzed, it is recorded in the journal
in the following manner:

Write the date of the transaction in the Date column;
the year, month, and day of the month should be
written in the first journal entry on each page; entries
on the same page for subsequent transactions in the
same year and month need show only the day of the
month.

Write the name of the account to be debited, and enter
the amount of the debit in the left money column.

On the next line, write the name of the account to be
credited, and enter the amount of the credit in the right
money column. The name of the account credited
should be indented.

Write an explanation of the transaction.

Leave a blank line after each journal entry.

The account names written in journal entries should be the
exact names of the accounts as they appear in the ledger.
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The journal of Community Televisions appears below. The
transactions have been journalized, but the journal entries have
not been posted.
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Advantages of the journal. The journal serves three useful
purposes. In the first place, it reduces the possibility of error.
If transactions were recorded directly in the ledger, there would be
considerable danger of omitting the debit or the credit entry, or of
making two debit entries or two credit entries. This danger is
reduced to a minimum by using the journal. In the journal, the
debits and credits for each transaction are recorded together,
where an error of this kind would be readily ohserved. Of course,
similar errors may be made in posting to the ledger, but such errors
can be readily detected by tracing the account entries back to the
journal.

In the second place, the journal shows offsetting debit and
credit entries for each transaction, and thus provides a complete
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record of the transaction in one place. Also, the journal provides
ample space for an explanation of the transaction.

In the third place, the journal shows all of the pertinent facts
about the transactions in their chronological order.

Posting. Posting is the process of recording in the ledger
accounts the debits and credits indicated by the journal entries.

The procedure of posting consists of the steps stated below:

First post the debit member of the entry:
Turn to the account to be debited.
Enter on the debit side of the account:
In the Date column- -the date.
In the Reference column- the number of the journal
page from which the entry was posted.
In the money column— the amount of the debit.

Turn to the journal and, in the ‘““L. F.” (which means ledger
folio or page or account number) c¢olumn at the left of
the money column, enter the number of the account to
which the entry was posted.

Post the credit member of the journal entry in a similar
manner.

Entering the journal page number in the ledger and the account
number in the journal serves two purposes:

While the bookkeeper is posting, it shows how much of the
posting has been done. Thus, if the bookkeeper is called
away before the posting is completed, he knows that the
work should be taken up again with the first journal entry
showing no account number in the L. F. column.

After the posting has been completed, the numbers serve as
cross references between the journal and the ledger. This is
particularly helpful if the bookkeeper, when looking at some
account, wishes to find the journal entries from which the
postings were made.

The first journal entry of Community Televisions is repeated
below to show how the account numbers aie entered in the ledger
folio column.

o Journal (Page 1)
19— I e ]
July20§ Cash.......... ..... .. .. .. .. ...l 1 8,000|00

Capital stock.... ..................... .. 50 | 8,000{00
Issuance of 80 shares of stock at $100 par value. |
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After this journal entry is posted, the accounts affected appear
as follows:

13

(Zecorert: o)

A

After the completion of the posting of all of the journal entries,
the accounts appear as follows:

19—
July|20

19—| |
July|27

19—
July

19— |
July 22“

19—

July[31

Computing balances of accounts.

o Cash (Account No. 1)
rem ) i
1} 8,000{00)July|22 1} 3,000,00
1: 1,000/00 31 | 1 2,500'00
i R
G. E. Dutton (Account No. 2)
T 1— 0 me— v T T .
1‘1 1,500{00| July|29 ‘ 1} 1,00000
Installation and Repair Parts (Account No. 10)
R f - "
| 1» 3,800/00 L
. ' i i
Land (Account No. 15)
- " T 1 ] i
\ L, 3,000/00{July|27 1” 1,500(00
| ]
0. E. Maltby (Account No. 20)
- = 7 T o -— i
! 1j 2,500{00}July|28 1 3.800{00
Capital Stock (Account No. 50)
T e 1_19:_ T T __r—!'-_ -
| lJuly 20 i 1} 8,000(00

Accoun: balances may be

computed, and shown in the accounts, in the manner described

below:

Add the debit column of the account, and enter the total in
small pencil figures at the bottom of the column.
Add the credit column of the account, and enter the total in
small pencil figures at the bottom of the column.
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Enter the balance in small pencil figures in the Explanation
column: on the line of the last debit entry if the account has a
debit balance; on the line of the last credit entry if the
account has a credit balance.

The following illustration shows the procedure.

Cash
19— ‘ lto—, i o | T ’—
July|20 1| 8,000 OO‘IJuly 22| 1| 3,000l00
29 3.500.00 1' 1,000/00 1l 2,.500/00
9,000 00| | 5.500/00

If only one entry appears on either side of an account, a pencil
total of that side is, of course, unnecessary. If an account contains
only one entry, the amount of that entry is the balance of the
account, and it is unnecessary to write the balance again in the
Explanation column.

If an account contains only debit entries or credit entries, the
pencil total of the column shows the balance of the account, and
therefore it is unnecessary to enter the balance in the Explanation
column.

The trial balance. Double-entry bookkeeping derives its
name from the fact that the recording of each transaction requires
debit and credit entries of equal amount. Since the debit and
credit entries for each transaction are equal, it is obvious that
the total debit entries in all of the accounts should be equal to the
total credit entries. It is equally true that the total of the debit
balances in the accounts should be equal to the total of the credit
balances.

It is customary to check the equality of the debit and credit
balances in a ledger by listing and totaling them. Such a list is
called a trial balance. Following is the July 31 trial balance of
Community Televisions:

COMMUNITY TELEVISIONS

Trial Balance
July 81, 19—
Cash. .. . 3,500 00
G. E. Dutton §00 00
Installation and repair parts 3,800 00
Land.. . 1,500.00
O. E. Malthy . . .. 1,300.00
Capital stock.... . .. e R 800000
9,300 00 9,300 00

Uses of the trial balance. A trial balance is useful in checking
the mathematical correctness of the ledger. But it should be
understood that a trial balance proves nothing more than the
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equality of the debit and credit entries. The trial balance will
still ““balance” even though a transaction was not journalized, or
though a wrong account was debited or credited in the journal, or
though a debit or credit was posted to a wrong account in the
ledger, or though there was a failure to post both the debit and
credit of a journal entry.

A trial balance is also useful to an accountant whenever
periodic statements are to be prepared. Although it is possible
for the accountant to prepare such statements by working directly
from the ledger, it is much easier to use the account balances shown
by a trial balance. You will observe that the account balances
shown in the above trial balance are the same as those shown in the
balance sheet on page 5.

Accounts receivable and payable in the balance sheet. If there
are several accounts receivable and accounts payable, they may
be detailed and totaled in the balance sheet in the manner illus-
trated below: ’

Accounts receivable: Accounts payable,
John Doty $300 00 A. B. Sutton $1,000 00
Fred Hoyt . 175 00 Davis & Co 650 00 $1,650 00
Frank Lane. . 80 00 $555 00 T

However, in most businesses there are so many accounts
receivable and accounts payable that listing them would make the
balance sheet cumbersome. Moreover, balance sheets are olten
given to outsiders, such as bankers and other creditors, and are
frequently included in published reports; it might be inexpedient
for a business to disclose the names of its debtors and creditors.
For these reasons it is the usual custom to show, in the balance
sheet, only the totals of the accounts receivable and accounts
payable, thus:

Accounts receivable. $555 00 Accounts payable . $1,650 00

Notes receivable and payable. Although a separate account
is maintained for each account receivable and each account pay-
able, a separate account is not maintained for each note receivable
and note payable. All notes received may be debited to a single
Notes Receivable account, and all notes given may be credited to a
single Notes Payable account. The balances of these accounts
appear in the balance sheet without detailing of the individual
notes receivable or payable.

Compound journal entries. Sometimes the recording of a
transaction requires more than one debit and one credit. For
instance, assume that land which cost $10,000 was sold at cost, and
that U. S. Government bonds worth $6,000 and cash in the amount
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of $4,000 were received in settlement; the entry to record the
transaction is:
5,000 00

U. 8. Government bonds 6.
Cash 1,000 00

Land...
Sale of land.

Such entries, having more than one debit and /or more than one
credit, are called compound journal entries.

10,000 00



CHAPTER ¢
Changes in Owners' Equity. Closing the Books

Causes of changes in owners’ equity. The principal causes of
increases and decreases in the owners’ equity in a corporation are
stated below:

Discussed in Chapter 1:
Investments by stockholders.
Discussed in this chapter:
Income.
Expenses.
If the income of a husiness exceeds the expenses, a net
income is earned. If the expenses exceed the income,
a net loss is incurred.
Dividends to stockholders.

As an introduction to the accounting for income, expenses, and
dividends, we shall continue the Community Televisions illus-
tration through the month of August.

Income. Business operations are conducted with the cbject
of earning income. Community Televisions has a contract with
George Sloan, a television dealer, under which it expects to earn
income in the following ways:

Selling television sets on a commission basis.

Installing television sets and antennas.

Making inspections of television sets within thirty davs from
the date of sale.

Repairing television sets.

Because of the time required for setting up its shop, the only
income earned by Community Televisions during August con-
sisted of commissions on the sale of television sets.

Expenses. Community Televisions incurred two kinds of
expense during August:

Salaries expense—the three stockholders worked for the com-
pany; their salaries, totaling $900 per month, were expenses.
Office expense—Pending the time when the company could
move into its own quarters, Mr. White arranged with an
acquaintance for telephone, stenographic, and other office
services at a monthly cost of $125.
17
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Dividends. Dividends are distributions of assets to stock-
holders. Such distributions usually are made in cash. Dividends
reduce the owners’ equity, but they are mot an expense. The
company paid an $80 dividend at the end of August.

Debit and credit procedure. The first chapter stated a general
rule for recording increases and decreases in the owners’ equity.
This rule was:

In OwnEers’ EQuiTY accounts:
Increases are recorded by credits.
Decreases are recorded by debits.

In accordance with this general rule,

Income, which increases the owners’ equity, is credited to
income accounts.

Expenses, which decrease the owners’ equity, are debited to
expense accounts.

Dividends, which decrease the owners’ equity, are debited to
a Dividends account.

To provide detailed information about the operating activities
of a business, accountants’ customarily use a separate income
account for each class of income, and a separate expense account
for each class of expense.

Illustrative entries. The transactions of Community Tele-
visions during August are stated and journalized below.

Income. On August 16, Community Televisions collected $500
cash from George Sloan for commissions on television sales made
during the first half of the month. The journal entry to record
this transaction was:

Aug. 16 Cash e e e . 500 00
Commissions earned. . . 500 00
Commissions for first half of August.

On August 31, the company billed Sloan $750 for commissions
earned during the last half of August; no cash was received on this
date. The journal entry for the transaction was:

Aug. 31 George Sloan .. . 750 00

Commissions earned 750 00
Commissions for second half of August.

Expenses. The salaries and office expense previously men-
tioned were paid on August 31. The journal entries were:

Aug. 31 Salaries expense . .. .. 900.00

Cash. . . ...... ... oLl 900.00
Salaries for August.
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Aug. 31 Office expense....... e e e e e 125.00

Cash. . ...... .. 125.00
Use of office facilitics during August.

Dividend. The dividend payment was made on August 31, and
was recorded as follows:
Aug. 31 Dividends . 80 00

Cash .. 80.00
Payment of dividend to stockholders.

Complete journal. Following is Community Televisions’
journal containing entries for all of its August transactions:

Journal (Page 2)
19— A e
Aug.|16| Cash 500/00 !
Commissions earned 500!00
Commussions for first half of August.

31| George Sloan el 750|00
Commissions earned 750
Commussions for second half of August.

oo

31| Salaries expense 900,00

Cash 900,00
Salaries for August.

31| Oftice expense 125 00‘(
Cash
Use of office facilities during August.
31| Dividends .. |
Cash l § ! 80(00
|
|

125/00

Payment of dividend to stockholders.

Ledger. Following is the ledger of Community Televisions
after the posting of the August entries. The August entries are
shown in italics. Balances have been computed in all accounts
containing more than one entry.

Cash m
19— T T e} - o N
July|20 1|  8,000|00{July|22; 1j 3,000(00
20 11 1.000]00 31 1| 2,500{00
Aug.|16 2,805 00 2 50000} Aug.|31 2 900(00
9.500(00 31 2 125|100
31 2 80|00
6,.605/00
G. E. Dutton (2)
19— o N - - b
July |27 500 00 1} 1,500{00)July|29 1| 1,000/00
George Sloan 3)
19— '
Aug.|31 76000
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Installation and Repair Parts (10)
Jre i
July (2 1} 3,800[00
Land (15)
19— | N 19— T o
July|(22 1,500 00 1] 3,000(00{July|27 1} 1,500/00
O. E. Maltby (20)
19— | | l_ 19— T T T
July|31 al 2,500(00(July |28 1.300 00 1{ 3,800/00
Capital Stock (50)
] Te T T e I
July|20 1l 8,000{00
l
Dividends (52)
19— T ! ) o | B
Aug.|31 2 80[00 ! l
' I !
Commissions Earned 61)
I % —_ - - '—Z()—:;_—Il - _i: T
Aug. 16} 2 50000
. ]31 2 760/00
l 1.250{00
Salaries Expense (71)
1y Ty T Ty || N
Aug.|81 2 900 oot . }
Office Expense (72)
19— 1 T i |
Aug.|31 A 12 uot ‘
! | i
Trial balance. The following trial balance was taken from the

foregoing ledger.

Cash... . .
G. E. Dutton
George Sloan

COMMUNITY TELEVISIONS

Trial Balance
August 31, 19—

Installation and repair parts

Land . . .
0. E. Maltby
Capital stock
Dividends

Commissions earned

Salaries expense
Office expense.

2,895 00
500 00
750 00

3,800 00

1,500 00

80 00

900 00
. 12500
10,550 00

—_———

1,300 00
8,000 00

1.250 00
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Statement of income and expense. Most businesses are
engaged in a continuing ‘‘stream” of operations which are con-
ducted with the object of earning a net income. The success of a
business is largely judged by the amount of its net income.

Not until a business has ceased to function as a going concern
and has disposed of its assets and paid its liabilities is it possible
to compute, with absolute accuracy, the amount of its entire
net income or net loss. But it obviously would be unsatisfactory
to make no attempt to measure the results of the operations of a
business until its life span had been completed. To get an idea of
the success of a business, it is customary to prepare periodic
statements of income and expense. Such statements usually are
prepared at least once a year ; they may be prepared more frequently.

Illustrative statement. Following is the income and expense
statement of Community Televisions for August. It was pre-
pared by using the balances of the income and expense accounts
shown in the trial balance.

COMMUNITY TELEVISIONS

Statement of Income and Expense
For the Month of August, 19 -
Income:

Commissions earned $1.250 00
Fxpenses:

Nalaries expense $900 00

Office expense 125 00 1,025.00
Net income $ 225 00

Ohserve that the heading of the statement shows: (1) the name
of the business, (2) the name of the statement, and (3) the
period covered. The hecading of a balance sheet and the heading
of a statement of income and expense differ in this important
particular: the heading of a balance sheet shows the date on which
the stated financial condition existed; the heading of the state-
ment of income and expense shows the period covered by the
statement.

Earned surplus. The earned surplus of a corporation is the
portion of the owners’ equity derived from earnings. It is the
excess of the company’s aggregate net income since organization
over all dividends distributed to stockholders.

Recently it has been suggested that the words ‘‘retained
earnings’’ be used instead of ‘‘earned surplus.”” Surh substitute
terminology is gaining popularity. It is favored by many account-
ants who believe that the words retained earnings are more descrip-
tive and less subject to misunderstanding.

It is important to make a distinction between capital stock and
earned surplus, and to maintain this distinction in the statements
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and accounts, because the amount of the earned surplus usually has
a bearing on the amount of dividends which a corporation can
legally distribute. Furthermore, many statement users consider it
helpful to know how much of the owners’ equity resulted from
investments by stockholders and how much is attributable to the
retention of earnings.

Tllustrative statement. The amount of the retained earnings of
Community Televisions on August 31 is shown by the following
statement:

COMMUNITY TELEVISIONS

Statement of Earned Surplus
For the Month of August, 19—
Net income for the month—-per statement of income and expense $225 00
Deduct dividend 80.00

Earned surplus, August 31, 19— $1.45 00

== ——==x

If a company has any earned surplus at the beginning of the
period for which the statement is being prepared, this beginning-of-
period balance should be shown in the statement. See the illus-
tration on page 52.

Balance sheet. Using information presented in the trial
balance and the statement of earned surplus, the following balance
sheet may be prepared.

COMMUNITY TELEVISIONS

Balance Sheet
August 31, 19 -

Assets Liabilities and Owners’ Equity
Cash........ . $2,895 00 Liabilities:
Accounts receivable. . ..... 1,250 00 Accounts payable $1.300 00
Installation and repair parts . 3,800 00 , )
Fand.....oooeeiininnnn... 1.500 00 Owners’ equity:

Capital stock $8,000 00
Karned surplus 145 00 8,115 00

$9,445 00 $).415 00

Periodic nature of income, expense, and dividend accounts.
The statement of income and expense and the statement of earned
surplus cover a period of time. Therefore, the income, expense,
and dividend accounts used in the preparation of these statements
should show the increases and decrease: in the earned surplus
during that period.

It is a business custom to prepare statements annually: for the
twelve months ended on December 31 if the company is on a
calendar-year basis of accounting, or ending on some other date if
the company is on a fiscal-year basis. At the end of the accounting
year, whenever it may be, the income, expense, and dividend

accounts should show the changes in the earned surplus during the
year.
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Statements may also be prepared at monthly intervals. For
instance, assume that a company on a calendar-year basis pre-
pares statements at the end of January; the accounts will show
data for January, and the statement will cover that month. If
the company prepares statements at the end of February, the
accounts will show data for January and February, and the state-
ments will cover the two-month period. And so on, throughout
the year.

Closing the books. At the end of the accounting year (whether
it be a calendar year or a fiscal year), the books should be ¢ closed.”
The process of closing the books accomplishes two purposes:

A balance is produced in the Earned Surplus account which is
the amount of the earned surplus at the end of the year.

The income, expense, and dividend accounts are left with no
balances, so that, when entries are made in them during the
succeeding year, the account balances will show the results of
transactions during the succeeding year only, and will there-
fore furnish the data required for the preparation of state-
ments for such succeeding year.

Although it is customary to close the books only at the end of
the accounting year, we shall close the books of Conmimunity
Televisions at the end of August, to illustrate the procedure.

Closing income accounts. Income accounts are closed by
making and posting journal entries which transfer their credit
balances to the credit side of a new account called Profit and Loss.
Community Televisions has only one income account; it is closed by
the following journal entry:

Journal (Page 3)

19-
Aug.|31] Commissions earned
Profit and loss

To close the income account.

1,250)00

1,250(00
l

y
ﬂ |

The account numbers in the folio column of the journal show
that the postings have been made. Following are the two accounts
affected by this journal entry. In the following ledger accounts,
the debit and credit of each successive journal entry are shown in
italics, as an aid in identifying them.

Commissions Earned (61)

19— gl 19—
Aug.|31 1,250|00}Aug.|16 2 500/00
31 2| 75000
1,250]00 1,250{00
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L Profit and Loss (5})
i I ] ,'{'Zgﬁ 31 8l 1,260/00

The Commissions Earned account has now been closed ; that is,
it has no balance. This fact is indicated by the totals and rulings.
The closing entry transferred the credit balance of the Commissions
Earned account to the credit of Profit and Loss.

Closing expense accounts. Expense accounts are closed by
transferring their debit balances to the debit of the Profit and Loss
account. Community Televisions has two expense acecounts; they
are closed by making and posting the following journal entries:

Journal (Page 3 Continued)
|31 Profit and loss 55 S)Oblﬁ‘—' B
Salaries expense 71 900]00
To close the Salaries prcnw account. . '
31} Profit and loss 55 125,00
Office expense 72 I 12500
To close the Office Expense account. i i :
| L

The accounts affected by these closing entries are shown helow.

The two expense accounts are closed.

Salanes Expense (71)

19— | ‘ h IJ—] ) 1T
iu_g. 31 2l 900/00|Aug.131 3l 900joo
Oﬁice Expense (72)

o I N = - ik
Aug.[31 2 125/00|4ug.31 12500
Profit and Loss 55)

19— [ R T Ty i T
Aug. 131 3 900|00jAug.|31 3] 1,250/00

31 3 1256|00)

The Profit and Loss

account has a credit balance of $225, which is the amount of the
net income; the balance of this Profit and Loss account. should, and
does, agree with the net income shown by the statement of income
and expense on page 21.

Ruling closed accounts. You should observe the method of
ruling closed accounts. In the Commissions Earned account, note
the single rulings on the same line in the debit and credit money
columns, the totals, and the double rulings in three places on the
line below the totals. Since the expense accounts contain only one
entry on each side, totals are unnecessary, and the accounts are
ruled with double lines only.
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Single rulings extend across the money columns only, whereas
the double rulings extend across the date, reference, and money
columns.

Graphic summary. The effect of these closing entries is shown
graphically below. The amounts of the closing entries are shown
in italics. The numbers in parentheses indicate the sequence in
which the closing entries are made.

Salaries Expense Commissions Earned
900 900)- - - - - (1,250 500
A 750
. n
Office Expense E
126 1 126)-- 3 !
— | ety H '
:: 5 (2) Profit and Loss :
i L —900 ' 1,260«
] (3) i
e e ee e e e — 125

Closing the Profit and Loss account. The earned surplus was
increased by the $225 of net income earned during August. There-
fore, the Profit and Loss account is closed by transferring its $225
credit balance to the Earned Surplus account.

Journal (Page 3 Continued,
131] Profit and loss 55] 22500
X f =
larned surplus - 51
’ To close the Profit and Loss account and eredit ! ]
|
! o

Farned Surplus with the net income for August.
The two accounts affeeted by this closing entry are shown below :

225i 00

Profit and Loss (55)
T T Tio T
Aug.(31 3 900|00fAug.|31 3] 1,250/00
31 3 12500 .
31 g 226)00 ) _
| ool | _| T30l
Earned Surplus (51)
19—
Aug.|31 3 225|100
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The nature and purpose of the Profit and Loss account should
now be clearly apparent. It is used only when the books are
closed. It has no balance before the closing procedure is begun,
and it has no balance after the closing procedure is completed.
It is used to assemble, in the ledger, the data required for the
computation of the net income, and it is closed when the net income
is transferred from Profit and Loss to Earned Surplus.

Closing the Dividends account. Since dividends are not an
expense, the Dividends account should not be closed to Profit and
Loss. But dividends do reduce the earned surplus; therefore,
the Dividends account is closed by transferring its debit balance
to the Earned Surplus account.

In the illustration, the earned surplus was decreased by the
payment of an $80 dividend. Therefore, the debit balance in the
Dividends account is transferred to the debit side of the Earned
Surplus account by the following closing entry:

Journal (Page 3 Continued)

Earned surplus. . .. ..|51 80]00]
80

Dividends .. . |52
To close the Dividends account.

The two ledger accounts affected by this closing entry appear

below:

31
00

Dividends (52)

19— 1 19— T 1T
Aug. (31| 2| __ 80]00jAug.|31 8____80joo
Earned Surplus (51)

19— 19— ' o N
Auyg.|31 3 80|00|Aug.(31 3 225(00

The Earned Surplus account now has a credit balance of $145,
the amount of the earned surplus on August 31, 19—, as shown by
the statement on page 22.

Summary of closing entries. The procedure of closing the
books (that is, closing the income, expense, and dividend accounts)
is summarized as follows:

Close the income and expense accounts to the Profit and Loss
account. The balance of the Profit and Loss account then
shows the net income for the period.

Close the Profit and Loss account and the Dividends account to
Earned Surplus. The balance of the Earned Surplus account
then shows the accumulated, undistributed earnings at the end
of the period.
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Earned Surplus
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The complete closing procedure is shown graphically below.
Commissions
Salaries Expense Earned
900 | 900)-— , . -(1,260 | 500
Pl | 180
Office Expense | ) @
125 [ 125 |
@) Profit and Loss
P e +900 1,260
: 3)
- SREEEEIIR I §271)
(225
Dividends
B | 80, W
i H
§ 5
. ® = +80

Journal with closing entries.

225 «!

The journal page containing all

of the closing entries, with posting references included, is shown

below:
Journal (Page 3;
19— o B
Aug.|31§ Commissions earned . .. . .......oi.ee.. 61} 1,250/00
Proitandloss . ............. .00l 55 1,250/00
To close the income account.
31 Profitandloss . . ...l 55 900/00}
Salaries expense. e e e 71 90000
To close the Salaries Ixpense account
31j Profit and loss 55 125|00f
Office expense . . . . ... 72 125(00
To close the Office l&xpense account.
31 Proﬁt and loss 55 225/00|
Karned surplus 51 225(00
To close the Profit and Loss account and credit
Earned Surplus with the net income for August.
31} Earned surplus ....... ... ... 51 80|00]
Dividends .... ... ... . oiiiiiais, 52 80/00
To close the Dividends account.
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Ledger. To indicate as clearly as possible the effect of closing
he books, the accounts of Community Televisions are shown
relow. They are arranged in two principal groups:

Accounts which remain open after the books are closed:
Accounts showing assets, liabilities, and owners’ equity at the
end of the period.
Accounts which have no balances after the books are closed:
Income, expense, and dividend accounts, showing the changes
in earned surplus during the period.

Accounts which remain open after the books are closed.

r

Cash (1)
19— - T e i T
July|20] ‘ 11 8.000[00|July|22 1] 3.000/00
29 1l 1,000/00 31 | 1| 2.500/00
Aug.|16 2 500(00]Aug.|31 | 2 900(00
| 31 ‘ 2 125/00
T 31 | 2 80(00
' ' I
G. E. Dutton (2)
2 | Julyler 1| 1,500 ooi July 29 " 1] 1,000[00
§ ! i i |
< George Sloan 3)
2 | 19— ! T ! )
§ Aug. 131 2| 750 00!' |
. :
Installation and Repair Parts (10)
f e ‘ T l 1
July|28] B 38000000 i
; . ' i
Land (15)
19-- T vl T
July|22 l t| :.000/00) July(27} 1 1.500/00
i i | |
b . . OB Malthy @0
2819 ! o 119 ;
3 S | July|3l; c 1 2,300 00|July 28 i 1} 3.,800/00
i \ i o Vo \ |
¢ Capital Stock (50)
B - e ’ T
% 2 |July|20 1} 8,000/00
g !
-
E g Earned Surplus 51)
g 19— 19—
{ Aug.|31 3 80{00{Aug.|31 3 225|00
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Accounts which have no balances after the books are closed.
Dividends (52)
19— i B 9——‘ o T
Aug.|31 2| _80/00jAug.[31 3 80(00
Proﬁt and Loss (55)
19 - o T
Aug |31 3 900 00 Aug.l&l 31 1,250{00
31 3 12500
31 3 22500 e
B | 1.2s0/00f | | 1,250/00
Comm1s51ons Earned 61)
19— o T o )
Aug.[31 3| 1.,250/00{Aug. 116 2 500|00
S U B 1 2 75000
- | 1.2500000 | 1 1.250/00
Salaries Expense (Tn
19 —‘ i e T ‘ ﬂ o
Aug.[31 2 900|00jAug |31 3 900{00
Oﬁice Expense (72)
19 « m—‘ ' n
Aug.[31 2 _l_ool Aug [31f 3 __125/00

Trial balance after closmg. After the books are closed, it is
advisable to take an after-closing trial balance, to be sure that the
equality of debits and credits in the ledger has not been destroyed
by errors made in closing the books. The trial balance of Com-
munity Televisions after closing on August 31 is shown below:

COMMUNITY TELEVISIONS

After-Closing Trial Balance
August 31, 19--

Cash 2.895 00

G. K. Dutton 500 00

George Sloan .. 750 00

Installation and repair parts . 3.800 00

Land 1.500 00

O. L. Malthy 1,300 00

Capital stock 8.000 00

Earned surplus _ 145 00
9.445 00 9,445 00

Before the books are closed:

The balance in the Earned Surplus account. shows the earned
surplus, if any, at the beginning of the period.

The balances in the income, expense, and dividend accounts
show the changes in earned surplus during the period.
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After the books are closed:

The balance in the Earned Surplus account shows the earned
surplus at the end of thé period.

The income, expense, and dividend accounts have no bal-
ances. They are therefore ready for recording the changes
in earned surplus during a subsequent period.

Sequence of accounting procedures. The various accounting
procedures thus far explained are performed in the following
sequence:

Journalize.

Post.

Take a trial balance.

Prepare a statement of income and expense for the period.

Prepare a statement of earned surplus for the period.

Prepare a balance sheet showing the financial condition at the
end of the period.

Make and post the journal entries necessary to close the books.

Take an after-closing trial balance.

Punctuating numbers. When numbers are written on colum-
nar-ruled paper, it is unnecessary to indicate decimal locations by
using commas and periods; the rulings accomplish this purpose.
Numbers written on paper which does not have money-column
rulings should be punctuated, thus: 2,356,457.87.

Use of zeros and dashes. In hooks of original entry, ledger
accounts, and trial balances, the use of two zeros or a dash in the
cents column is a matter of choice. Thus, an amount may be
written 1 257 00 or 1 257 —. Many bookkeepers feel that a dash
is more easily written than two zeros, and that the use of dashes
facilitates the addition of the cents column.

In balance sheets and other statements it is preferable, for the
sake of appearance, to use zeros.

Dollar signs. Dollar signs need not be written in books of
original entry, ledger accounts, and trial balances. They should
be used in balance sheets and other formal statements. In such
statements, a dollar sign should be written:

Beside the first amount in each column. Look at the income
statement on page 21 and observe the dollar signs in
$1,250.00 and $900.00.

Beside each amount appearing below an underline. Look at
the same statement and observe the dollar sign in $225.00.



CHAPTER 3
Adjustments at the End of the Period

Transactions and adjustments. The statements prepared at
the end of the period should reflect, as correctly as possible, the
income earned and the expenses incurred during the period, and the '
assets, liabilities, and owners’ equity at the end of the period.

In some instances, the statements will conform to this require-
ment when they are prepared from accounts which contain no
entries other than those for transactions. But usually this is not
the case. Usually it is necessary to make adjusting entries at the
end of the period for some or all of the following:

Accruals of unrecorded:
Expense.
Income.

Apportionments of recorded:
Costs.
Income.

Adjustments of all of these classes are illustrated ir this
chapter.

Basis of illustration. For purposes of explanation, we shall
continue the Community Televisions illustration through Septem-
ber. The company’s operations for that month, and the related
entries, are described below under the following captions:

Income and expense correctly reflected by transaction entries
only.

Adjustments required for accruals.

Adjustments required for apportionments.

Income and Expense Correctly Reflected
by Transaction Entries Only

Income. The company had three kinds of income during Sep-
tember which were correctly reflected by entries for transactions,
without any adjusting entries at the end of the month.

Commissions earned. On September 3 the company collected
from George Sloan the $750 which he was billed on August 31 for
commissions on sales of television sets during the last half of
August. The entry to record this transaction does not contain
a credit to an income account ; the income was earned in August and

31
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an entry was made on August 31 debiting George Sloan and credit-
ing Commissions Earned $750. The following entry records the
collection of the receivable.
Sept. 3 Cash.. ... . 750 00
George Sloan 750.00

Collection of commission billings for last half
of August

On September 16 the company collected $625 from Sloan for
commissions on sales during the first half of September.
Sept. 16 Cash.. . 625 00
Commissions earned 625 00

Collection of commissions for first half of
September.,

L4
On September 30 the company billed Sloan $700 for commis-
sions on sales during the last half of the month.
Sept. 30 George Sloan 700 00

Commissions earned 700 00
Commission billing for last half of \(-ptmnlwr

After these entries are posted, the Commissions Earned account
will have a ceredit balance of $1,325, the amount of the commission
income for the month. R

Repair job income. All repair work done by Community
Televisions on sets and antennas is done on orders from Sloan.
On September 27 the company received $160 from Sloan for repair
work done for his customers during the first 26 days of September.

Sept.27 Cash . ......... 160 00

Repmr job income 160 00
For repair work done Sept. 1 through Sept. 26.

On September 30 the company billed Sloan $35 for repair work
done from September 27 to September 30, inclusive.
Sept. 30 CGeorge Sloan.......... . 35 00
Repair job income ., .. 35 00

Amount billed Sloan for repau' work done from
Sept. 27 to Sept. 30, inclusive.

After these entries are posted, the Repair Job Income account
will have a credit balance of $195, the amount of the repair income
for the month.

Installation income. When a television set is sold, Community
Televisions is given the job of installing the set and of installing an
outside antenna if one is required. The company is paid by Sloan
at the end of the month for all such work done during the month.
The amount collected on September 30 was $825. The entry for
the collection is on page 33.



Ch. 3] ADJUSTMENTS AT THE END OF THE PERIOD 33

Sept.30 Cash . .............. 825 00
Installation income 825 00
For television set and antenna installations
during September.

The $825 credited to the income account in this transaction
entry is the amount of the installation income for the month.

Expense. The company had two classes of expense which were
correctly reflected by transaction entries for the month.

Building rent. The company management decided to rent
quarters instead of erecting a building. The building rent for
September, $250, was paid on September 1.

Sept. 1 Building rent . 250 00
Cash 250 00

Payment of rent for September.

The $250 debited to the expense account correctly reflects the
rent expense for the month.
Salaries. Salaries for the month, in the amount of $1,150, were
paid on September 30.
Sept. 30 Nalaries expense 1,150 00
Cash 1,150.00

Paid salaries for the month,
The $1,150 is the salaries expense for the month.

Adjustments Required for Accruals

The words accrual and accrued are applied to income which has
been earned or expenses which have been incurred for which no
transaction entry has been recorded.

Accrued income. The company had one item of accrued
income at the end of September.

Interest income. When the company decided, on Neptember 1,
to rent a building instead of erecting one, it sold the land, receiving
$500 in cash and taking a $1,000 mortgage. The transaction was
recorded as follows:

Sept. 1 Cash 500 00
Mortgage receivable 1.000 00

L.and 1.500 00
To record the sale of land.

The mortgage bore 69, interest, payable semiannually. Al-
though no interest was collected during September, one month’s
interest, or $5 ($1,000 X .06 X 1), was earned during that month.
Therefore, the following adjusting entry was required:

Sept. 30 Accrucd interest receivable e e 5.00

Interest income . ..... . 5.00
One month’s interest on mortgage.
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The debit balance in the Accrued Interest Receivable account
will be shown in the balance sheet as an asset. The credit balance
in the Interest Income account will be shown in the statement of
income and expense.

The following general rule may be stated for making adjusting
entries for accrued income: If a company has earned income for
which no transaction entry has been made, debit an asset account and
credit an income account.

Accrued expense. The company had one item of accrued
expense at the end of the month.

Truck rent. The company rented a truck at a rate of ten
cents a mile. The rent for each month was payable on the first
day of the following month. Since there was no rent payment in
September, there was no transaction entry for that month. But
the company drove the truck 2,400 miles during September, and
thus incurred a rent expense of $240 during the month. The fol-
lowing adjusting entry for the accrual was therefore required at the
end of September:

Sept. 30 Truckrent. ...... e e .. 240 00
Truck rent payable . . 240 00

Iixpense and liability for use of truck durmg
September.

The following general rule may be stated for making adjusting
entries for accrued expenses: If a company has incurred an expense
for which no transaction entry has been made, debit an expense account
and credit a liability account.

Adjustments Required for Apportionments

Income apportionments. Collections may be received in pay-
ment for services to be rendered in the future. The accounting
procedures to be used in such cases are stated below:

If the service will be completely performed, and the total income
thereby earned, during the accounting period in which the
collection is received, an income account should be credited
at the time of the collection.

If the service will not be completely performed during the
accounting period in which the collection is received:

The entire amount of the collection should be credited to
an unearned income account;

At the end of the period, the portion of the income earned
during the period by the performance of service should be
transferred, by an adjusting entry, from the unearned
income account to an income account.
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Community Televisions had one source of income which
required an unearned income account and an adjusting entry.

Inspection service. 'When a television set is sold, Sloan agrees
to have it inspected within thirty days from the date of sale.
Community Televisions does this work, and Sloan pays the com-
pany $5 for service on each set sold. Regardless of when the
inspection is made, Sloan makes a payment at the middle of each
month for inspection service on all sets sold during the first half
of the month, and another payment on the last day of the month for
service on all sets sold during the last half of the month. Collec-
tions from Sloan during September were:

September 15 e e e e . . .. $100
30 . .. e ... . 150

Because Community Televisions has thirty days from the date
of each sale to make the inspection, it is obvious that the total
amount collected during the month will not be earned by the
performance of service during the month. Therefore, the amounts
of the collections are credited to an unearned income account.

Sept. 15 Cash . . 100 00
Unearned mspectlon income . 100.00
For inspection service to be done on 20 se ts
sold during the first half of September.

Sept.30 Cash.. . . ... . ..... 150.00
Unoarned mapectxon income. 150 00
For inspection service to be done on 30 sets
sold during the last half of September.

By the end of September, Community Televisions had inspected
12 sets, and therefore had earned $60. This $60 is transferred
from the unearned income account to an income account by the
following adjusting entry:
Sept. 30 Unearned mspectlon income . .. . 60 00

Inspection service income. .o 60.00
Income earned by inspection of 12 sets.

The posting of the transaction entries and the adjusting entry
will produce the following accounts:

Unearned Inspection Income

19—
Sept.|15
30

19—

Sept.|30 6 60|00

Inspection Service Income

19—
Sept.|30
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The $60 credit balance in the Inspection Service Income account
will be shown in the statement of income and expense. The $190
credit balance in the Unearned Inspection Income account (some-
times called a deferred income account) will be shown on the
liability side of the balance sheet; it represents an obligation to
render inspection service in the future.

Cost apportionments. An expenditure is a payment, or the
incurring of an obligation to make a future payment, for a benefit
received or to be received. The amount of the expenditure is the
cost of the benefit.

If the expenditure benefits only the period in which it is made,
the cost should be debited to an expense account. This was the
case with the expenditures for building rent and salaries.

Business concerns often make expenditures for things which are
assets at the date of the expenditure but which are used up during
several periods as the result of operations or the passage of time.
If an expenditure will benefit more than one period, it is properly
chargeable to an asset account, but at the end of each period it is
necessary to determine how much of the cost should be charged as
an expense of the period and what portion of the cost should still be
shown in the balance sheet as an asset. The accounting procedure
to be used in such cases is stated below:

At the date of the expenditure, debit the entire cost to an asset
account.

At the end of each period benefited by the expenditure, an
appropriate portion of the cost should be transferred from
the asset account to an expense account.

Illustrations applicable to Community Televisions are pre-
sented below.

Insurance. On September 1, the company bought a one-year
fire insurance policy at a cost of $120. This $120 is the cost of an

pany in the event of a fire. Therefore, an asset account, Unexpired
Insurance, was debited.

Sept. 1 Unexpired insurance .. 120 00
Cash . 120 00

Cost of one-year fire insurance policy.

One-twelfth of this asset expires each month. The cost
expiration is an expense, and the following adjusting entry is
required:

Sept. 30 Insurance expense.... ........ . . ... .. 1000

Unexpired insurance... ... Co. . 10 00
Insurance expense for the month
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The posting of this entry will affect the two accounts as
follows:
Unexpired Insurance
19— o [ 19—|
Sept.| 1 4 120]00{Sept |30 10{00
Insurance Expense
19— 1 71
Sept.|30 6 1000f |
[

The $10 debit balance in the Insurance Expense account will
appear in the statement of income and expense. The $110 debit
balance in the Unexpired Insurance account will be shown on the
asset side of the balance sheet.

Installation and repair parts used. In July the company pur-
chased antennas and other parts at a cost of $3,800, which was
debited to an asset account called Installation and Repair Parts.
In its installation and repair work during September, the company
used antennas and parts which cost $270. To give recognition to
the expense and the reduction in the asset, the following adjusting
entry is required at the end of September:

270 00
270.00

Sept. 30 Installation and repair parts expense
Installation and repair parts
Expense for the month

Installation and Repair Parts
i N flo- |+ |
1) 3.800/00/Scpt |30} 6

19—|
July |28 270/00

Installation and Repair Parts Expense
T
6] 270 ooll i ;;

19
Sept.|30

o

[ |

The $3,530 debit balance in the Installation and Repair Parts
(asset) account will appear on the asset side of the balance sheet.
The $270 debit balance of the Installation and Repair Parts
Expense account will appear in the statement of income and
expense.

Depreciation of equipment. To conduct its operations, Com-
munity Televisions purchased equipment on September 1, at a
cost of $2,400. Payment was made in cash and the purchase
was recorded by the following entry:

Sept. 1 Jiquipment . . 2,100 00
Cash . . 2,400.00

Purchase of equipment.
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The equipment is an asset, with an expected useful life of ten
years. Since its cost will become an expense during the ten-year
period, a portion of the cost should be recognized as an expense
during each accounting period. In other words, there is a monthly
cost expiration of iz of $2,400, or $20. This cost expiration,
which is called depreciation, is recorded by an adjusting entry.

The monthly adjusting entry for depreciation includes adebit to
Depreciation of Equipment—an expense account. The credit
might be made to the Equipment (asset) account. However, it
usually is desirable to have the balance of such an asset account
show the original cost of the asset. Therefore, it is customary to
credit a separate account. Reserve for Depreciation has long been,
and is here, used as.the title of this account. Some accountants
prefer the account title, Allowance for Depreciation.

Following is the September 30 adjusting entry:

Sept. 30 Depreciation of equipment e e e 20 00
Reserve for depreciation—Equipment . . 20 00
Depreciation for September.
Equipment
19— i o e
Sept.| 1 5 2,400/00
Reserve for Depreciation—Equipment
19— - i
Sept. |30, 6 20(00
Depreciation of Equipment
19— | l
Sept.(30 6 20(00 ; i l
| |

The asset and reserve account balances will appear in the balance
sheet, thus:

Equipment, L $2,400 00
Less rescrve for depreciation 20.00 $2,380 00

The balance in the Depreciation of Equipment account will
appear as an expense in the statement of income and expense.

It should be noted that the balance of the Depreciation of
Equipment (expense) account is transferred to Profit and Loss
when the books are closed, but the reserve account remains open
and its balance is increased by the periodic adjusting entries
for depreciation.

Journal—Transaction entries. On page 39 is the journal of
Community Televisions containing all of the entries for September
transactions previously mentioned and an entry to record the
payment of a dividend.
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Journal

39

(Page 5)

19—

Sept.

—

ot

16

27

30

30

30

30

30

Cash . . -
Mortgage reccivable .,
land.... .. ...
To rccord the sale of land

Building rent
Cash . .
Payment of rent for September.

Equipment
Cash. ...
Purchase of eqmpment

Unexpired insurance
Cash ...

Cost of insurance pohey

Cash...
George Sloan
Collection of commussion hilling for last half of
August.

Cash.. .
Unearned inspection income .
For inspection service to he done on 20 sets sold
during the first half of September.

('ash..
Jommuissions earned
Collection of commussions for first half of Sep-
tember.

Cash .
Repalr ]oh mcome
For repair work done Sept. 1 through Sept. 26.

George Sloan ..
Commissions earned ...,
Commssion hilling for last half of September.

Cash
Installation income
For television set and antenna installations dur-
ing September.

Cash
Unearned i inspection 1ncome
For inspection service to be done on 30 sets aold
during the last half of September.

George Sloan. .
Repair ]ob income
Amount hilled Sloan for repair work done from
Sept. 27 to Sept. 30, inclusive.

Salaries expense | e e e
Cash .. .  ..... e
Paid salaries for the month.

Dividends . .. ..o,
Cash e .
Payment of dividend.

750

100

625

160

825

150

35

1.150

88

00j

00/

1,500

250

2,400

120

750

100

625

160

700

825

150

35

1,150
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Trial balance after posting transaction entries. The following
trial balance shows the balances of the accounts after the com-
pletion of the posting of the entries for the September transactions.

COMMUNITY TELEVISIONS

Trial Balance
September 30, 19

Cash.......... . 2,005.00
G. E. Dutton 500 00
George Sloan 735 00
Installation and repair parts 3,800 00
Unexpired insurance 120 00
Mortgage receivable 1,000 00
Equipment.. 2,400 00
0. E. Maltby 1,300 00
Unearned inspection income 250 00
Capital stock ’ 8,000 00
Earned surplus 145 00
Dividends . 80 00
Commissions earned 1.325 00
Repair service income 195 00
Installation income 825 00
Salaries expense oo . . 1,150 00
Building rent e .. e e e 250 00

12,040 00 12,040 00

Journal—Adjusting entries. Following is the journal of
Community Televisions containing all of the September 30
adjusting entries. The first entry is for an accrued income; the
second entry is for an accrued expense; the third entry is for an
income apportionment; the last three entries are for cost apportion-
ments.

Journal (Page 6)
19— F ) ' - T B
Sept.|30] Accrued interest receivable . i 500

Interest income . 1 : 5|00
One month’s interest on mortgage. | |

Truck rent . 240|00!
Truck rent payable i Co 24000
Ixpense and liability for use of truck durmg i b
September.

30

30, Unearned mspectlon income . 60/00
Inspection service income . .. 60|00
Income earned by inspection of 12 qots !

30H Insurance expense e e e 10(00!
Unexpired insurance. ' 10[{00
Insurance expense for the month. .

3

[=]

Installation and repair parts expense 270(00
Installation and repair parts . 27000
Expense for the month.

30P Depreciation of equipment .. .. e 20 ()OH
Reserve for depreciation —liquipment .. /
Depreciation for September. ﬂ
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Trial balances before and after adjustments. Below are
shown the trial balances of the company before and after the post-
ing of the adjusting entries.

COMMUNITY TELEVISIONS

Trial Balances
September 30, 19

Before Adjustments After Adjustments

Cash . .. ... . . .... ... 2,005 2,005
G. E. Dutton 500 500
George Sloan 735 735
Accrued interest recervable 5
Installation and repair parts . 3,800 3,530
Unexpired insurance 120 110
Mortgage receivable 1,000 1,000
Equipment .. . 2,400 2.400
Reserve for depreciation—Equipment . 20
0. E. Maltby . 1.300 1,300
Truck rent payable 240
Unearned 1nspection income 250 190
Capital stock 8,000 8,000
Karned surplus 145 145
Dividends 80 80
Commissions earned 1.325 1,325
Repair service income 195 195
Installation mcome 825 825
Inspection service income 60
Interest income 5
Salaries expense 1,150 1,150
Building rent 250 250
Truck rent 240
Insurance expense 10
Installation and repair parts expense 270
Depreciation of equipment 20

12,040 12.040 12,305 12,305
Locating errors. If a trial balance does not balance, the

amount of the difference should be determined; the following steps
may be taken to locate the error:

(1) Refoot the trial balance.
(2) See that the balances have been carried correctly from the
ledger to the trial balance. Watch for:
(a) Differences between the balances in the accounts
and the balances shown in the trial balance.
(b) Debit balances in the accounts entered on the
credit side of the trial balance, and vice versa.
(¢) Ledger balances omitted from the trial balance.
(3) Recompute the ledger balances; this will involve the fol-
lowing steps:
(a) Refooting the debit side and the credit side of each
account.
(b) Recomputing the difference between the two sides
of each account.
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(4) Check the postings from the journal to the ledger. Begin-
ning with the first journal entry, see whether each debit
and credit has been correctly posted. Watch for:

(a) Errors in amounts.

(b) Postings to wrong accounts.

(c) Posting a journal debit to the credit side of the
ledger, or a journal credit to the debit side of the
ledger.

As each entry in the journal is traced to the ledger, place a
check mark (4/) beside the amount in the journal and also
beside the amount in the ledger. A check mark usually is
placed at the right of an amount. After the checking of the
postings has been completed, look for:

(a) Unchecked entries in the journal—see whether these items

have been posted.

() Unchecked entries in the ledger- see whether these items
belong in the ledger; it is possible that a journal entry
has been posted twice, that one ledger entry has been
checked, and that the unchecked ledger entry is a
duplicate posting.

(5) See that the debit and credit amounts in each journal entry
are equal.
In looking for errors, be constantly on the watch for:

Transpositions—such as $79.85 posted as $78.95.
Slides —such as $.75 posted as $75.00.

Erasures should not be made in accounting records. When an
error is discovered, the incorrect amount or other item in the entry
should be struck out by drawing a line through it, and the correct
entry should be inserted above the incorrect one.



CHAPTER 4
Working Papers and Their Uses

Working papers. Working papers are a columnar device
employed by accountants as a convenient and orderly way of
organizing the accounting data to be used in the preparation of
adjusting entries, periodic statements, and closing entries.

If the ledger contains only a few accounts, working papers are
not necessary, and the accounting procedures are performed in the
following order:

Make and post the entries for transactions.

Take a trial balance.

Make and post the adjusting entries.

Take an adjusted trial balance.

Prepare the statement of income and expense, the statement of
earned surplus, and the balance sheet.

Make and post entries to close the books.

Take an after-closing trial balance.

If the ledger contains a considerable number of accounts, work-
ing papers are very useful. Since one of their purposes is to
indicate the adjusting entries which should be made, the above-
stated sequence of procedures is changed as follows:

Make and post the entries for transactions.

Take a trial balance.

Prepare working papers.

Prepare the statement of income and expense, the statement of
earncd surplus, and the balance sheet.

Make and post adjusting and closing entries.

Take an after-closing trial balance.

These procedures, in total, constitute an accounting cycle. In
actual business, this cycle, including closing the books, usually
is completed only once a year, because the books ordinarily are not
closed more frequently. In the illustrations and problems in this
text it is often assumed, for convenience and simplicity, that the
cycle is completed monthly.

Illustrative working papers. The account balances of Com-
munity Televisions at the end of September and the related
adjustment data, presented in the preceding chapter, will be used

43
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for purposes of illustration. There are so few accounts that an
experienced accountant probably would not consider it worth while
to prepare working papers; but in a textbook it is advisable to
begin with a relatively simple illustration.

The steps in the preparation of the working papers are stated
and illustrated below.

First step. Headings were written ; the ledger account balances
before adjustments were entered in the Trial Balance columns;
and these columns were totaled to determine their equality.

The working papers after the completion of this step are
shown on page 45.

Second step. The required adjustments were entered in the
Adjustments columhs. These adjustments are the same as those
mentioned in Chapter 3. Observe that the nature of each adjust-
ment is stated at the bottom of the working papers, with a key
letter referring to the debit and credit entries in the Adjustments
columns. These letters not only key the debit and credit entriesx
to the explanatory data but also make it easier to match an entry
in the Adjustments debit column with its related credit. The
Adjustments columns were totaled as a check against errors.

The working papers after the completion of this step are shown
on page 46. Read the explanation of each adjustment at the
bottom of the working papers, and observe the related debit and
credit entries in the Adjustments columns. Also observe that, if
the adjustment requires the use of an account which does not
appear in the trial balance, the name of the account is written
below the trial balance.

Third step. The account balances (after the application of
adjustments, if any) were entered in the Adjusted Trial Balance
columns. Observe how the adjustments were applied. For
instance, on the Installation and Repair Parts line, the $3,800 in
the Trial Balance debit column minus the $270 in the Adjustments
credit column is $3,530, the amount entered in the Adjusted Trial
Balance debit column.

The Adjusted Trial Balance columns were totaled as a test of
accuracy. The working papers after the completion of this step
are shown on page 47.

Fourth step. Each account balance appearing in the Adjusted
Trial Balance columns was entered in a column at the right
corresponding to the statement in which it should appear.

Debit balances were entered in debit columns; credit balances
were entered in credit columns.

The working papers after the completion of this step are on
page 48. (Continued on page 51.)
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Fifth step. The net income for the month, amounting to $470,
was determined by computing the balance of the Income and
Expense columns. The $470 was entered in the Income and
Expense debit column as a balancing figure; and, since the net
income increases the earned surplus, it was also entered in the
Earned Surplus credit column. The Income and Expense columns
were then totaled. The working papers after the completion of
this step are on page 49.

Final step. The earned surplus balance at the end of the
month, in the amount of $535, was determined by computing the
balance of the two Earned Surplus columns. The $535 was
entered as a balancing figure in the Earned Surplus debit column;
and, since the earned surplus also appears in the balance sheet, the
$535 was also entered in the Balance Sheet credit column.

The Earned Surplus columns were totaled.

The two Balance Sheet columns were totaled and found to be
in agreement. If the Balance Sheet columns did not have the
same totals, an error some place in the working papers would be
indicated.

The completed working papers are on page 50.

Statements prepared from working papers. The working
papers furnish in a convenient form the information required for
the periodic statements.

Statement of income and expensc. The following statement
shows the amounts which appear in the Income and Expense col-
umns of the working papers.

COMMUNITY TELEVISIONS

Statement of Income and Expense
For the Month of September, 19- -

Income:

‘ommissions carned $1,325.00
Repair service income 195 00
Installation income . 825 00
Inspection service income 60 00
Interest income 5 00

Total. $2,410 00

Deduct expenses:

Salaries expense $1,150 00
Building rent 250 00
Truck rent 210 00
Insurance expense 10 00
Installation and repair parts expense .. 270 00
Depreciation of equipment. .. 20 00

Total ... L . 1,940.00

Net income. . . ..... e e .. . ... $ 470.00
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Statement of earned surplus. The following statement shows
the amounts which appear in the Earned Surplus columns of the
working papers.

COMMUNITY TELEVISIONS

Statement of Earned Surplus
For the Month of September, 19 —

larned surplus, August 31, 19— ... . $145 00
Add net income for the month—DPer statement of income and
expense . 470 00
Total $615 00
Deduct dividends ... .. 80 00
Earned surplus, September 30, 19— $535_00

Balance sheet. 'The following statement shows the amounts
which appear in the Balance Sheet columns of the working papers.

COMMUNITY TELEVISIONS

Balance Sheet
September 30, 19—

Assets

Cash C. $ 2,005 00
Accounts reccivable 1,235 00
Accrued interest receivable 5 00
Installation and repair parts 3,530 00
Unexpired insurance 110 00
Mortgage receivable 1,000.00
Equipment $2.100 00
Less reserve for depreciation 20 00 2,380 00
$10,265 00
Liabilities and Owners’ Equity i i
Liabilities:
Accounts payable $1,300 00
Truck rent payable . 240 00
Unearned inspection income ~190.00
Total . $ 1,730 00
Owners’ equity:
Capital stock $8,000 00
Earned surplus—Per statement of earned surplus 535 00
Total.. 8,535.00

$10,265 00

A balance sheet in which the assets appear at the left and the
liahilities and owners’ equity at the right is sometimes called an
account form halance sheet. The term report form is sometimes
applied to a balance sheet in which the liabilities and owners’
equity appear helow the assets.

Adjusting entries. The amounts in the Adjustments columns
of the working papers, together with the information in the key
to adjustments at the bottom of the working papers, furnish the
information for the following adjusting entries to be recorded in
the journal and posted to the ledger.
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Journal

19- -
Sept.

30,

30

30

3

[==)

30

Closing entries.

Accerued interest receivable. .
Interest income
One month’s interest on mortgage.

Truck rent
Truck rent payable . .
Expense and liability for use of truck during
September.

Unearned inspection income
Inspection service income
Portion of income earned.

Insurance expense
Unexpired insurance
Insurance expense for the month.

Installation and repair parts expense
Installation and repair parts

| Ixpense for the month

Depreciation of equipment.
Reserve for depreciation -Equipment
Depreciation for September.

210

i 60100

10

|

'!

o0
270/00

20]00-

210100

60"00
10100
270/00

20/00

I

The closing entries can be prepared from the

data in the Income and Expense columns and the Earned Surplus
columns of the working papers.

Journal

19—
Sept.

30

30]

30

Commissions carned
Repair service mcome
Installation income
Interest income
Inspection service income
Profit and loss
To close the income accounts

Profit and loss
Salaries expense
Building rent
Truck rent
Insurance expense
Installation and repair parts expense
Depreciation of equipment

To close the expense accounts.

Profit and loss
Earned surplus
To transfer the net income to Karned Surplus.

Iiarned surplus
Dividends .......
To close the Dividends account.

19500,
825,00
5‘00
60100

1,910/00

470

e e - —

80|00

o ,325'003"

{(Page 7)

»

= o

() =)
888888 8

[
~
S
8

80|00

In the illustrative closing entries in Chapter 2, a separate
journal entry was made for the closing of each income and expense
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account. This was done for purposes of clear explanation. The
closing procedure can be greatly simplified by making ¢compound
journal entries. The foregoing closing entries, prepared from data
in the working papers, are illustrative of compound entries.

The Profit and Loss and Earned Surplus accounts after the
posting of the closing entries will appear as follows:

Profit and Loss (55)
I N B 19-- I N T
Sept.|30 71 1,940/00{Sept.|30 71 2,410/00
30 7] 470/00 L
—_ 1 2.410000 | 2,410[00
Earned Surplus (51)

19— | 1T | Jo— - 0
Aug. |31 3 80|00jAug. |31 3 225/00
Sept.|30 7 80(00Sept.|30 7 470100

Accrual adjustments and entries in subsequent periods. If an
expense accrual is made in the books at the end of a period, it must
be remembered when payment is made in a subsequent period.
For instance, in Chapter 3 the following adjusting entry was made
for an expense accrual: )

Sept. 30 Truck rent 240 00
Truck rent payable 210 00
Expense and hability for use of truck during
September.

Assume, first, that payment is made on October 10; the entry
should be:

Oct. 10 Truck rent payable 210 00
Cash 240 00
Payment of truck rental for September.

Assume, second, that payment is made on October 15, at which
date another $150 of truck rent has accrued, and that the entire
$390 is paid; the entry should be:

Oct. 15 Truck rent payable 240 00
Truck rent . 150 00
Cash 390.00

Payment of September truck rent, and $150
of October rent acerued to date.

Assume, third, that no payment is made in October, that the
rent accrual for use of the truck during October is $270, and that
the $510 total for September and October rent is paid on Novem-
ber 5.
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An adjusting entry should be made at the end of October for

the rent accerued during that month, as follows:

Oct. 31 Truck rent 270 00
Truck rent payable 270 00
EExpense and hability for use of truck during
October.

The entry for the payment of the rent would be:

Nov. 5 Truck rent payable..... 510 00
Cash 510 00
Payment of truck rent for September and
October.

If an income accrual is made in the books at the end of a
period, it should similarly be borne in mind when the collection

is received in a subsequent period.



CHAPTER 5
Merchandise Operations—Perpetual Inventory Method

Illustrative statement of income and expense. In the illustra-
tions in the preceding chapters, the business operations consisted
of rendering services. Many businesses, however, derive all or a
large portion of their earnings from selling merchandise. A state-
ment of income and expense for a company whose entire income
is derived from selling merchandise is presented below.

THE MORTON COMPANY

Statement of Income and Expense
For the Month of April, 19 -

Sales $3,600 00
Cost of goods sold 2,700 00
Gross profit on sales .. $ 900 00
Deduct expenses:
Advertising expensc .. $ 25 00
Depreciation expense—Equipment 10 00
Rent expense . 75 00
Salaries expense /500 00
Total expenses _ 610 00
Net income for the month $ 290 00

Notice the new feature introduced by the merchandising opera-
tions: namely, the appearance in the statement of income and
expense of the ‘‘gross profit on sales.” The gross profit is the
excess of the selling price over the cost of the goods sold.

Some accountants, perhaps because of the appearance of the
“gross profit,” prefer to give the above statement the heading
“Statement of Profit and Loss” or ‘Profit and Loss Statement.”
All of these statement headings are acceptable, and all are used in
this text in order to familiarize the student with such variations.

Perpetual and periodical inventory methods. There are two
basic accounting methods for the determination of the cost of
goods sold and the cost of goods remaining on hand: The perpetual
inventory method is described in this chapter; the periodical
inventory method is described in the next chapter.

Basis of illustration. For purposes of illustration, it is assumed
that The Morton Company deals in room air-conditioners, which
it buys at wholesale for $300 and sells at retail for $400. The com-
pany has been in business for some time; its account balances after

the books had been closed on March 31 are shown on page 57.
RA



Ch. 5] PERPETUAL INVENTORY METHOD 57

Account Balances—March 31, 19-

Cash 3,700 00
Inventory (4 units costing $300 each) 1,200 00
FEquipment . ....... 1,200 00
Reserve for de promatlon——quupment 300 00
Capital stock 5,000 00
[Sarned surplus 800 00

6,100 00 6.100 00

Included in the above list of accounts is an Inventory account.
When used as an account title, the term ‘‘inventory’ refers to
the merchandise which a business purchases for resale to its cus-
tomers. Such merchandise is recorded at cost.

The illustration covers the month of April.

Inventories, purchases, sales, and cost of goods sold. The
procedures, by the perpetual inventory method of accounting for
inventorics, purchases, sales, and the cost of goods sold, are
described below.

Inventory at beginning of period. The inventory at the begin-
ning of April was shown in the Inventory (asset) account as
follows:

Inventory 3)
W] T
! [ P

1,200\00;
1 i |
Purchases. Purchases increase the merchandise asset and are
therefore debited to the Inventory account. One purchase trans-
action occurred during April:

19—

Marech|31] Balance

April 3—Ten air-conditioning units costing $300 each were purchased
from George White on account.

The journal entry to record this transaction was:

Journal (Page 11)
19-— o T
April | 3| Inventory . 3,000/00
Purchased ten air-conditioning units on ac-

George White 3. 000|
count. i

After this entry was posted, the Inventory account appeared
as follows:

Inventory 3)

19—
March|31{ Balance 1,200/00
Apnl | 3 11} 3,000/00
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Sales. A sale of merchandise is recorded in the same way as a
‘““sale” of service-—that is, by a credit to an income account. The
Sales account is used for this purpose. One sale occurred during
April:

April 18—Nine air-conditioning units were sold to Bailey Apartments
on account, for $400 each.

The journal entry to record the sale was:

Journal (Page 11)

19— '
April |18| Bailey Apartments R 3,600/00
Sales -........... . 3,600(00
Sale of nine units on account.

After this entry was posted, the Sales account appeared as
follows:

Sales 13)
; T - -
April|18 11} 3,600/00

Cost of goods sold. When the perpetual inventory method is
used, entries for sales are followed by companion entries for the
cost of the goods sold. These entries transfer the cost of the goods
sold from the Inventory account to a Cost of Goods Sold account.
The transfer entry for the sale mentioned above was:

Journal (Page 11)

19—
April (18} Cost of goods sold .. 2,700/00

Inventory ......... 2,700(00
Cost of nine units sold transferred from Inven-
tory to Cost of Goods Sold. $300 X 9.

After this entry was posted, the accounts affected appeared as
follows:

Cost of Goods Sold (14)
19— | -
April |18 11} 2,700|00
Inventory 3)
19— B 19— )
March|31| Balance 1,200|00{April |18, 11} 2,700/00
April | 3 11§ 3,000/00




Ch. 5] PERPETUAL INVENTORY METHOD 59

Inventory at end of period. The inventory on April 30, to
appear in the balance sheet, is the balance of the Inventory
account, $1,500. Since, under the perpetual inventory method,
all purchases of merchandise are debited to the Inventory account
and the cost of all goods sold is credited to the Inventory account,
the Inventory account balance should show the cost of goods in
the inventory at the end of the period, provided that no merchan-
dise has been lost or stolen.

Detailed inventory records. In most instances where the per-
petual inventory method is in use, a running record in terms of
quantities is maintained for each of the various types of goods
held for sale. Cost data may also be included. In the case of
The Morton Company, which sells only one type of merchandise,
such a supplementary record, in terms of quantities, can be illus-
trated as follows:

INVENTORY CARD 1

Description  Room air-conditioners

Quantity
Date : "o
Purchased L Sold | Balance
_ - J i !
| 19 ! i
i April| 1 | ‘ 4
| 3 10 11
| 18| S I 5 |
. | '

As a check on the accuracy of these detailed records, it is
advisable and customary to make occasional counts of merchandise
on hand.

April journal. In addition to the transactions already men-
tioned, the following transactions occurred in April:

April 1 —The store rent for the month, $75, was paid in cash.
15—Salaries for the first half of April, $250, were paid in cash.
26—A cash payment of $1,500 was made to George White, to
apply on account.

27—A cash collection of $1,750 was received from Bailey
Apartments, to apply on account.

30—A cash dividend of $50 was declared and paid.

The complete journal is on page 60. Observe that the sales
entry is immediately followed by the related entry for the cost of
goods sold.
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Journal (Page 11)

19—
April

[y

Rent expense 75/00
Cash 75|00
Payment of store rent for April.

Inventory 3,000/00

George White 3,000/00

Purchase of merchandise on account. Ten units
at $300 each.

Salaries expense 250(00
Cash 250(00
Salaries for the first half of April paid in cash.

18| Bailey Apartments 3,600/00

Sales . 3,600/00
Sale of merchandise on account. Nine units at
$400 each.

18] Cost of goods sold 2,700{00

lnventory 2,700/00
Cost of nine units sold transferred from Inven-
tory to Cost of Goods Sold. $300 X 9.

26| GGeorge White 1,500|00
Cash 1,500{00
Payment to White to apply on account.

27| Cash 1,750]00
Bailey Apartments <> 1,750|00
. Collection from Bailey Apartments to apply on
: account.

30| Dividends e 50{00
Cash . 50|00
Payment of dividend to stockholders.

w

1

244

I

Trial balance. The trial balance in the working papers on page
61 shows the balances that would appear in the ledger as of April
30 after the preceding journal entries were posted.

Completed working papers. Completed working papers for
The Morton Company are presented on page 62. Adjustments
were made for the following matters:

(a) Salaries for the last half of April have not been paid; there
are accrued salaries in the amount of $250.

() Accrued advertising; there was an unrecorded liability for
April newspaper advertising in the amount of $25.

(¢) Depreciation for April; the depreciation rate for the equip-
ment is 10 per cent per annum. The depreciation for
one month is therefore $10.

Equipment e . $1,200
Depreciation rate per year ....... cer e _10%
Depreciation per year.. ............c.00. o oL . $ 120

Depreciation per month. ................ . . .. $ 10

————— . =
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Statements prepared from working papers. After the working
papers are completed, the accountant has the information he needs
for purposes of statement preparation. The financial statements
of The Morton Company, prepared from the preceding working
papers, appear below:

THE MORTON COMPANY

Statement of Income and Expense
For the Month of April, 19—

Sales....... $3,600 00
Cost of goods sold 2,700 00
Giross profit on sales $ 900 00
Deduct expenses:
Advertising expense $ 25 00
Depreciation expense  Kquipment 10 00
Rent expense 75 00
Salaries expense 500 00
Total expenses e 610 00
Net income $ 290 00
THE MORTON COMPANY
Statement of Earned Surplus
For the Month of April, 19—
Farned surplus, March 31, 19 — . $ 800.00
Net income for the month ... 290 00
Total . $1,000 00
Deduet dividends ____50 00
Earned surplus, April 30,19 - | $1,010.00
THE MORTON COMPANY
Balance Sheet
April 30, 19—
Assets Liablilties and Owners’ Equity
Cash $3,575 00 Liabilities:
Accounts receivable 1,850 00 Accounts pay-
Inventory. 1,500 00 able $1.,500 00
Equipment $1.200 00 Accerued salaries
Less reserve for payable. 250 00
depreciation 310 00 890 00 Accrued adver-

tising payable 25 00 $1,775 00
Owners’ equity:
Capital stock.  $5.000 00
Earned surplus 1,010 00 6,040 00

$7,815 00 $7.815 00

Recording the adjusting and closing entries. Adjusting and
closing entries for a merchandising company using the perpetual
inventory method are made in the same manner as those for a
service enterprise, which were illustrated in the preceding chapters.
In the case of The Morton Company, the adjusting journal entries
on the following page are required.
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Journal (Page 12)
19— ﬂ
April|30 Salaries expense ... . . .. LL.iioiie... 250(00
Accured salaries payablo . 250400
Accrued salaries for the last half of Aprll
30r Advertising expense . . e 25(00|
Accrued advertising payuble ....... 25(00

To record liability for April newspaper adver-
tising not recorded before the trial balance was
prepared.

30] Depreciation expense—liquipment. . . 10{00,

Reserve for depreciation—Iiquipment 10j00
To record depreciation for one month. $1,200
X 109, + 12 = $10.

The following entries close the accounts of The Morton Com-
pany. The closing entries are based on the information in the
working papers.

Journal (Pagc 12)
19—

April|30{ Sales 3,600/00

Profit 'md loss 3.600(00
To close the income account. '

30| Profit and loss . L 3.310(00
Cost of goods sold 2,700/00
Rent expense 75|00
Salaries expense .. . 500/00
Advertising expense ..., 2500
Depreciation expense- -Equipment ' 10(00

To close the expense accounts.

30| Profit and loss . ' 290(00
Earned surplus 290(00
To close the Profit and I.oss account.

30f Earned surplus . . 50100
Dividends 50(00
i To close the Dividends account.

Ledger accounts after adjusting and closing. The following
ledger accounts are those of The Morton Company after the
entries for the transactions for April and the adjusting and closing
entries have been posted.

Cash (¢))

19— ) fo— 11 B
March(31) Balance 3,700|00|April | 1 11 75|00
April |27 11 1,750{00 15 11 250/00
26! 114 1,500{00

30 11 50(00
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Bailey Apartments (2)
19-- B 19— -
April |18 11} 3,600(00(|April |27 11} 1,750/00
Inventory 3)
19— 19— | | ) |
March|31| Balance 1,200/00| April |18 11} 2,700,00
April | 3 11} 3,000{00
Equipment 1)
19— o
March{31) Balance 1,200/00 :
X ]
Reserve for Depreciation Equipment (5)
19— T
March|31} Balance 300(00
| April :sol 12l 1000
. h
George White (6)
19 - _ =T o
April |26 111 1.500/00{April | 3 ”i 3,000/00
i 1o
Accrued Salaries Payable )
I Ll ’ 19— S T
i I! o April |30 |12 250/00
I |
Accrued Advertising Payable (8)
[ ol 19— T T
u ol April (30 112 25|00
| Pl
Capital Stock 9)
i ﬂ : - i 19— ) T ol T
E o March|31] Balance F 5,000(00
! o o
Earned Surplus (10)
19— T | 19— ) T
Apnl |30 12 50(00jMarch(31) Balance 800(00
April 30“ 12! 290(00
Dividends (11)
19— || T qe— T
Apnil |30 11~ 50/00{April (30 (12 50|00
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Profit and Loss (12)
19— N 19— i
April |30 12| 3,310|00jApril |30 12| 3,600/00
30 12 290/00 .
_ 3,60000f | | __|__3,600{00
Sales (13)
-7 71 ! w— || T
April |30 12} 3,600/00jApril 18 11} 3,600/00
Cost of Goods Sold )
Bald Tl
April |18 |11} 2,700/00jApril {30 12| 2,700]00
4
Depreciation Expense-—Equipment (|5)
19— 19— | ”
April |30 12 10]00jApril |30 12| 1000
Advertising Expense (16)
19— I N
April __i3_(_)| 12'_ 2 00"/\])!‘11 30 12“ 2| 25/00
Rent Expense 7
19— | | ) 19— | B
April | 1 1| 75/00/April [30 12| 75/00
Salaries Expense (18)
19— - 11 0 T
April (15 11 250|00]April |30 12 500{00
30 12f 25000 R
— _ﬂ 15000000 _ | L 500100

Net loss for period. If the expenses exceed the gross profit for
the period, the statement of profit and loss will appear as illus-
trated below:

THE A B COMPANY

Statement of Profit and Loss
For the Month of February, 19--

Sales .... $5,000.00
Deduct ('ost of goods sold 4,500 00
Gross profit on sales . $ 500 00
Deduct expenses 600 00
Net loss . $ 10 *_1_00 0 00

Since the operations resulted in a loss, the Profit and Loss
account will have a debit balance, and will be closed by an entry
debiting Earned Surplus and crediting Profit and Loss.
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In the working papers, the Income and Expense columns will
be balanced by entering the net loss in the credit column. The
net loss will also be entered in the debit Earned Surplus column.

Loss on sales. If the cost of goods sold exceeds the sales, the
operations will result in a loss on sales instead of in a gross profit,
and the statement will be prepared as follows:

THE X Y COMPANY

Statement of Profit and Loss
For the Month of July, 19-

Sales $10,000.00
Deduct cost of goods sold .. 10,200 00
Loss on sales $ 200 00
Add expenses . .. 500 00
Net loss . .. . e $ 700.00

Deficit. The occurrence of net losses may cause the Earned
Surplus account to have a debit balance. Should the Earned
Surplus account have a debit balance, it is described in the balance
sheet as a Deficit and is deducted from the capital stock as follows:

Owners’ equity:

Capital stock e $40,000 00
Deduct deficit 10,000 00 $30,000 00

Two principal sources of income. If a company has two
principal sources of income, one from merchandising operations
and the other from rendering services, its statement of income
and expense may be presented as follows:

THE M N COMPANY

Statement of Income and Expense
For the Month of August 19—

Sales. $8,000 00
Deduct (ost of goods sold 5,000 00
Gross profit on sales $3,000 00
Income from services 2,000 00

Total .. . $5,000 00
Deduct expenses 4,000.00

Net income..... $1 ,06—0_0—0



CHAPTER 6
Merchandise Operations—Periodical Inventory Method

Determining cost of goods sold and ending inventory. The
sum of the inventory at the beginning of the period and the pur-
chases during the period is the cost of goods available for sale.
To prepare a statement of income and expense and a balance sheet
for a merchandising; company, it is necessary to divide this total
into two portions:

The cost of goods sold during the period -to be shown in the
statement of income and expense.

The cost of goods remaining in the inventory at the end of the
period—to he shown in the balance sheet.

There are two methods for making this division.

Perpetual inventory method. This method, which was de-
scribed in the preceding chapter, can be used when it is practicable
to determine and record the merchandise cost applicable to each
sale. Using the data in Chapter 5, we may express the procedures
as follows:

Bookkeeping procedure:
Inventory Cost of Goods Sold

Inventory at beginning of period ............ 1,200
Purchases during period ... ... ... 3,000
Cost of goods sold e eeeaee aee 2,700 2,700

Statement procedure:

The $1,500 balance in the Inventory account is shown in the
balance sheet as an asset.

The $2,700 balance in the Cost of Goods Sold account is shown
in the statement of income and expense, as illustrated below:

Statement of Income and Expense

Sales......... . . e e e e $3,600 00
Deduct cost of goods sold.......... e e 2,700 00
Gross profitonsales.................. . c.iieiniin... $ 900 00

Periodical inventory method. When it is impracticable,
because of the large number of small sales or for any other reason,
to determine and record the merchandise cost applicable to each
sale, the procedures stated on page 69 are used.

68
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Bookkeeping procedure:

Inventory
Inventory at heginning of period...................... 1,200

Purchases
Purchases during period ................0000 oolL.. 3,000

Statement procedure:

The end-of-period inventory is determined by counting and
listing all merchandise on hand held for sale, and pricing
such merchandise in terms of cost. This is called ‘““taking
a physical inventory.”

The inventory thus determined is shown in the bhalance sheet
as an asset.

The end-of-period inventory is also shown in the income and
expense statement as a deduction from the cost of goods
available for sale, to determine the cost of goods sold, as
illustrated below:

Statement of Income and Expense

Sales .. $3,600.00
Deduct cost of goods sold:

Inventory at beginning of period $1.200 00
Add purchases 3.000 00
Total goods available for sale 3—4_,—200 00
Deduct inventory at end of period 1,500 00
Cost of goods sold 2,700 00
Gross profit on sales $ 900 00

Comparative summary of bookkeeping procedures. As indi-
cated in the preceding paragraphs of this chapter, the bookkeeping
procedures for recording transactions by the perpetual inventory
method and the periodical inventory method are identical, with
the following exceptions:

By the perpetual inventory method:
Purchases are debited to the Inventory account.
The cost of goods sold is recorded by a debit to Cost of
Goods Sold and a credit to Inventory.
By the periodical inventory method:
Purchases are debited to the Purchases account.
No entry is made for the cost of goods sold.

Comparative trial balances. The trial balances on the following
page show the account balances under each inventory method.
Asterisks appear where differences in methods affect the account
balances.



70 MERCHANDISE OPERATIONS [Ch. 6
THE MORTON COMPANY
Trial Balances (Before Adjustments)
April 30, 19 -
Perpetual Periodical
Inventory Method Inventory Method

Cash 3,575 00 3,575 00

Bailey Apartments 1,850 00 1,850 00
*Inventory .. 1,500 00 1,200 00
Equipment . 1,200 00 1,200 00

Reserve for depreciation —Equipment 300 00 300 00
George White .. 1,500 00 1,500 00
Capital stock . 5,000 00 5,000 00
Earned surplus 800 00 800 00
Sales. 3,600 00 3,600 00
*Purchases . ; 3,000 00
*Cost of goods sold 2,700 00

Rent expense 75 00 75.00

Salaries expense 250 00 250 00
Dividends. 50 00 50 00

11,200 00 11,200 00 11,200 00 11,200 00

Working papers—Periodical inventory method. Working pa-
pers in various stages of completion appear on pages 72, 73, and
74. They are based on the data of The Morton Company shown
on the preceding pages of this-chapter.

Observe the following features in the working papers:

(1) The term Profit and Loss has been used in place of Income

and Expense as a column heading. As noted earlier,
either terminology is considered acceptable.

(2) Columns for the Adjusted Trial Balance have been omitted.

Many accountants prefer to extend the trial balance
amounts, as modified by the data in the Adjustments
columns, directly to the statement columns.

(3) All of the accounts in the ledger, except the Profit and Loss

account, have been listed in the trial balance, including
accounts having no balances when the trial balance was
prepared. In the ledger of an established business, there
may be several accounts that normally have no bal-
ances when the trial balance is prepared but acquire bhal-
ances from the adjusting entries. Depreciation expense
accounts and accrued accounts are examples. The
accountant may find it desirable to list such ““no bal-
ance”’ accounts in their statement order in the trial
balance in the working papers; this procedure, by avoid-
ing the addition of account titles below the trial balance,
results in having the working-paper information more
nearly in statement order.
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Stage 1. The working papers identified as Stage 1 (see page
72) show the condition of the papers after the following steps
have been taken:

(1) All working-paper headings entered.
(2) The trial balance entered.
(3) The adjustments entered.

Stage 2. Page 73 shows how the working papers appear after
the completion of the following additional steps:

(1) The balances in the (beginning) Inventory and Purchases
accounts appearing in the trial balance have been
extended to the Profit and Loss debit column. The
sum of these two debits, $4,200, is the cost of goods
which were available for sale during the period.

(2) The ending inventory, $1,500, which does not appear in
the trial balance, has been entered in the working papers
in two places:

(¢) Tn the Profit and Loss column, because it will
appear in the profit and loss statement as an
clement of the computation of the cost of goods
sold. It isentered in the credit column because
it is a deduction from the opening inventory and
purchases, which are debits. The Profit and
Loss columns now have a debit balance of
$2,700, the cost of goods sold.

() In the Balance Sheet debit column, because the
ending inventory will be shown in the halance
sheet ax an asset.

Stage 3. Page 74 shows the completed working papers.
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Financial statements—Periodical inventory method. The fol-
lowing profit and loss statement was prepared from the preceding
working papers. It is presented in order to show the computation
of the cost of goods sold.

THE MORTON COMPANY

Statement of Profit and Loss
For the Month of April, 19—

Sales e $3,600 00
Deduet cost of goods sold:
Inventory, March 31, 19 $1,200 00
Purchases 3,000 00
Cost of goods available for sale. $4,200 00
Deduct mmventory, April 30, 19— 1,500 00
Cost of goods sold 2,700 00
Gross profit on sales $ 900 00
Deduct expenses:
Advertising expense $ 2500
Depreciation expense —lquipment 10 00
Rent expense 75 00
Salaries expense 500 00
Total _ 610 00
Net income $ 290 00

The statement of earned surplus and the balance sheet would
be identical with those on page 63 of Chapter 5.

Adjusting journal entries —Periodical inventory method. The
adjusting entries are not affected by the inventory method. 7They
are the same as those in the preceding chapter.

Closing entries —Periodical inventory method. The closing
entries under the periodical inventory method are presented below.
Observe that, in these entries, the beginning inventory is removed
from the Inventory account by a eredit, and the ending inventory
is debited to the Inventory account.

Journal (Page 12)
19— '
April{30j Sales . 3,600{00
Inventory 1,500/00
Profit and loss e 5,10000
To closc the Sales aceount and set up the ending
mventory.
30[ Profit and loss. . . ! 1.810 ()OJ
Inventory ; 1,200/00
Purchases i 3,000(00
Advertising expense 25(00
Depreciation expense- Equipment 10{00
Rent expense 75|00
Salaries expense 500(00
To close the expense accounts and to remove the
beginning inventory from the Inventory ac-
count.
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Journal (Page 12 Concluded)
19— )
April{30] Profit and loss . 290|00|
Karned surplus 290/00
To close the Profit and lLoss account.
30} lcurned surplus . 50|00
Dividends 50(00
To close the Dividends account.

After the above entries are posted, the Inventory account will
appear as follows:

Inventory
19— v 19— T
March(31 10/ 1,200/00]Aprill30 12| 1200000
April [30 12| 1,500[00

Special note regarding a newly organized business. A newly
organized business may start operations without a beginning
inventory. The cost of goods sold during its first accounting
period will be computed by simply deducting the ending inventory
from the purchases.

-~

Office Routines; Documents

Duties of the accounting department. The work of the
accounting department includes:

(1) Writing up various documents, such as sales invoices,
checks, and notes. Most of these documents are deliv-
ered to the parties with whom the company does busi-
ness; duplicates of some of them (duplicate sales invoices,
for instance) may be retained in the company’s files for
future reference and as evidence of the propriety of the
entries for the transactions.

(2) Checking similar documents received from the parties with
whom the company does business, to determine whether
or not they have been prepared in accordance with the
facts of the transactions. After having been checked,
the documents are filed as evidence of the transactions.

(3) Recording the transaction facts indicated by the documents
written up in the office or received from other parties.

Internal control. The office and accounting procedure should
be so organized that errors will be prevented so far as possible,
and that, if errors are made (by the company’s employees or in
documents received from people with whom the company does busi-
ness), they probably will be discovered. Moreover, the work of
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the various members of the organization should be so interrelated
and checked that fraud cannot be committed and concealed with-
out the collusion of two or more persons. The method of effecting
these safeguards is called the system of internal check or internal
control.

It should be understood that the discussion in this chapter
relative to office routines is intended to indicate methods which
may be used to provide for internal control. It is not intended to
describe procedures used in every business.

The number of copies of each document prepared in any given
business may be more or less than the number stated in the follow-
ing comments. Also, the office routines depend on the size of the
business and on the ideas of the company’s accountant regarding
the relative advantages of different procedures.

Purchase Routine

Purchase requisitions. All purchases may be made by the
purchasing agent, who obtains information concerning require-
ments from purchase requisitions sent to him by other members
of the organization. Requisition forms are of various kinds; the
following is illustrative.

R. E. JOHNSON & COMPANY

M135

Requisition No. Date_ July 2, 19--

Please purchase for delivery___Pefore July 6

Quantity Description

10 cases XXXX Strawberry preserves
15 cases Acorn Peanut butter

10 cases Acorn peas

Requisitioned by_C.EWadltenss  Approved by#m

Purchasing Agent’s Memorandum of Order

Purchase Order No.—17C5 __ JIssued to _The Osborne Co.
Date of Order___JUly 2 Chicago

Purchase Requisition
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Purchase requisitions may be filled out by various persons,
depending on the nature and size of the business.

In the case of staple merchandise, the merchandise manager
may fix a minimum quantity below which the stock must not be
allowed to fall without reordering. When the stock is reduced
to the minimum quantity determined by the merchandise manager,
the stock clerk enters the description of the article on a requisition;
he may also enter the quantity to be ordered (if a standard quantity
to be purchased has been established), or the quantity may be
entered on the requisition by the merchandise manager.

In the case of non-staple merchandise, the requisition may be
prepared in the office of the merchandise manager after consulta-
tion with the sales manager regarding quantities which probably
will be required.

Purchase order. The purchasing agent places the order by
filling out a purchasc order. Purchase orders vary in form; the
following is illustrative.

Purchase Order No 17053

R. E. JOHNSON & COMPANY
2913 North Western Avenuc

Chicago
To The Osborne Company Date July 2, 19--
Deliver Before July 6

215 West Canal Street Your truck

Ship via

F.0.B

Chicago Terms 1/10; n/40
Quantity Description Price
10 cases | XXXX Strawherry Prescrves 27.80
15 cases | Acorn Peanut Butter 9 20
10 cases | Acorn Peas 12.40

R. E Johnson & Company

Req. No. M135 By XAXBacorns

Purchasing Agent

Purchase Order
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Three copies of the purchase order may be made, and disposed
of as follows:

Original —sent to the supplier from whom the goods are being
purchased.

First carbon—retained in the purchasing department files.

Second carbon—-sent to the receiving department.

The uses subsequently made of the first and second carbon copies
of the purchase order are described in a subsequent section of this
chapter.

Invoice. The purchaser reccives an invoice from the seller.
The invoice describes the merchandise shipped, shows the amount
charged therefor, and gives other important information. An
illustrative invoice appears below.

THE OSBORNE COMPANY
215 West Canal Strect
Chicago, Illinois

Invoice No ___2_327_
Customer’s Order No _]LOS__
Date of Order__7/2/19-- Invoice Date J41y 3, 19- -

Sold to R- E. Johnson & Company Terms__1/10; n/30
2913 North Western Ave.

Chicago, Ill. F. O. B.

Shipped to Same Date Shipped U1y 3
How Shipped_Tﬂ.c;k__
Car. No. & Initials

Quantity Description II,J 3::2 Amount

10 cases | XXXX Strawberry Preserves 27.80 278.00

15 cases | Acorn Peanut Butter 9.20 138.00
10 cases | Acorn Peas 12.40 124 .00
540.00

Invoice
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Purchaser’s verification of invoice. When the invoice is
received, it is sent to the purchasing department, where a check
sheet in the following general form is pasted to it, or a rubber
stamp imprint of the same form is made on it.

Goods checked to invoice
Invoice checked to purchase order for:
Merchandise
Prices
Discount terms
Freight terms
Invoice footings and extensions checked
Approved for payment
Paid by Check No. Date

Check Sheet

Before the purchase is recorded, the purchasing company
should know that:

(1) The goods invoiced have been received.
The second carbon of the purchase order was sent to the
receiving department. When the goods are received, the
receiving clerk:

Inspects the merchandise to see that it is in good
condition.

Counts, weighs, or otherwise determines the quantities
received, and enters these quantities on his copy of
the purchase order. This copy was made with a
narrow carbon, so that the quantities ordered were
not typed on it; such a practice assures a careful
count by the receiving clerk instead of a perfunc-
tory checking of typed quantities.

Initials the copy of the purchase order and sends it to
the purchasing department, where it is filed in a
binder called a receiving record.

A clerk in the purchasing department compares the quanti-
ties received (shown by the receiving record) with the
quantities billed (shown by the invoice). If they agree,
he initials the check sheet on the ‘‘Goods checked to
invoice” line.

(2) The invoice agrees with the purchase order.

The first carbon of the purchase order was retained in the

purchasing department files. A clerk checks the invoice
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against this carbon of the purchase order to see that the
merchandise invoiced is the same as the merchandise
ordered, and that the prices, the discount terms, and the
freight terms are correct. He indicates the accuracy of
these matters by initialing the check sheet on the four
lines provided therefor.
(3) The extensions and footings of the invoice are correct.

The computations are checked hy a clerk in the accounting
department, and their accuracy is indicated by his
initials on the ‘‘Invoice footings and extensions checked”’
line of the check sheet.

After the invoice has been checked, an entry is made to record
the purchase.

Payment of the invoice. The terms of the invoice received
from The Osborne Company were 1/10; n/30. This is read as
follows: 1% in 10 days; net 30*. 1t means that 19, cash discount
will be allowed if the invoice is paid within ten days from its date,
July 3, and that the invoice is due in thirty days without discount.

To be sure that all invoices are paid within the discount period,
they may be filed in a tickler, which is a card file with index cards
bearing dates. The Osborne invoice will be filed in front of the
card for July 12, the date on which the check should be mailed
to reach the creditor before the expiration of the discount period.

When the payment date arrives, the invoice is taken from the
tickler and sent to the treasurer. If funds are available for the
payment of the invoice, the treasurer signs or initials the check
sheet on the ‘“ Approved for payment " line and sends the invoice
to the cashier, who:

(1) Draws a check;

(2) Enters the check number and date of payment on the
check sheet attached to the invoice;

(3) Sends the check to the treasurer for his signature. The
check is clipped to the invoice so that the treasurer can
be sure that the check he is signing is in payment of an
approved invoice.

The treasurer signs the check and sees that it is mailed to the
creditor. The invoice is sent to the bookkeeper, who records its
payment. The invoice is then filed for future reference as evidence
of the propriety of the entries for the purchase and the payment.

* The expression net is a misnomer, because the gross amount of the invoice (not
the net amount) is payable after 10 days.
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Checks, advices, and receipts. When a remittance is sent to
a creditor, it is important that the creditor be given information
which will indicate the particular invoice which is being paid. A
debtor may owe several bills; he has a legal right to specify that
his remittance shall apply to a certain bill or certain bills, and the
debtor’s and the creditor’s records should show which bills are
being paid. It is also desirable to obtain a receipt from the
creditor. Several methods may be used to accomplish these pur-
poses; two methods in common use are described below:

(1) The check form may be a simple one, similar to the follow-
ing illustration:

FIRST NATIONAL BANK 2-1 No _ 1668
Chicago, July 12, 19 ==

Pay to the order of The Osborne Company $£34.60
EXACTLY $534:280LTs. Dollars

R E Johnson & Company

__C2tons QLA s eeasces

Check

When the purchaser sends the seller the check, he may send
with it a letter, stating that the check is sent in payment of
the creditor’s invoice 2397 of July 3, in the amount of
$540, less 19, cash discount.

This method has two disadvantages:

(a) It necessitates writing a letter.

(b) Although the creditor’s endorsement of the check is a
receipt for $534.60, it is not an acknowledgment of the
payment of a particular invoice.

(2) Data with respect to the invoice that is being paid may be
shown in a space provided for that purpose at the left
of the check, as illustrated on page 83.

The back of the left end of the check contains the following or
similar words: ‘‘Endorsement of this check by the payee shall
constitute a receipt for the items described on the face
thereof.” A receipt for specific items is thus obtained from
the creditor.
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FIRST NATIONAL BANK 2-1 No _1668
Date | Invoice | Amount Chicago, July 12, 19"
7/3/19--| 2397 | 540.00
Pagéc;:}(\)? The Osborne Company $ 534.60
ExacTLY $5345280CLTS. Dollars
Total 540.00
Discount 5 40 R E Johnson & Company
Net 534 60
Treasurer

Check with Space for Data at Left
Sales Routine

Sales. The office and accounting procedures with respect to
sales differ in retail and wholesale businesses; they also depend on
the nature and size of the business. The procedures described in
the following paragraphs are typical and illustrative; but you
should understand that, although they are indicative of methods
of establishing internal control, other procedures may be used with
equal effectiveness.

In retail stores, where the orders in most cases are oral, the
clerk may merely ring up the sale on the cash register. If it is a
charge sale, the salesman may make out a sales ticket in duplicate,
showing the name and the address of the customer and the items
purchased ; one copy will be given to the customer, and the other
copy will be sent to the bookkeeping department for entry in the
records. If the order is to be filled from stock in the storeroom, a
third copy may be made for use in filling the order.

In wholesale businesses, most orders are received in written
form from the company’s salesmen or customers, the sales are made
on account, and the goods are shipped or otherwise delivered to the
customers. The procedure may be somewhat as follows:

(1) The order goes to the credit department for approval of
the customer’s credit rating. If the approval is given,

(2) The order goes to a billing clerk who types an invoice in
triplicate. The three copies are used as follows:

The second carbon is sent to the stock room for order
filling, and thence (with the merchandise) to the
shipping room for packing and shipment. After the
goods have been shipped, this copy of the invoice
is initialed by the shipping clerk and sent to the
accounting department, where it is filed, in invoice-
number sequence, in a binder which serves as a
shipping record. Maintaining a record relative to
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the shipment of goods is important. In the first
place, it serves as evidence of the propriety of the
entry debiting the customer and crediting the Sales
account; in the second place, if the goods are delayed
or lost in transit, it furnishes information which may
be of assistance in tracing the shipment or in sub-
stantiating a claim for loss.

The first carbon remains in the accounting depart-

ment, where it is checked to determine that it is in
agreement with the order, and that the prices, terms,
and computations are correct. After the second
carboh is returned to the accounting department
(thus showing that the goods have been shipped),
the first carbon is filed in a sales binder and used by
the bookkeeper in making his entries.

The original is mailed to the customer after the goods

are shipped.

Statements. In many lines of business, merchants send their
customers monthly statements. Such statements show:

(1) The balance owed by the customer at the beginning of the
month.

(2) Charges to the customer during the month, for sales.

(3) Credits to the customer during the month, for cash remit-
tances, returns and allowances, and so forth.

(4) The balance owed by the customer at the end of the month.

Statement

R. E. JOHNSON & COMPANY
2913 North Western Avenue

Chicago
J. K. Larson,
Whitney, Oklahoma July 31, 19--
Date Charges Credits - Balance
June 30 39.85
July 7 47 .88 87.73
9 %9.85 47 .88
18 40.5C 88.38




CHAPTER 7

Additional Income and Expense Accounts—
Classified Statements

Introductory note. Starting with this chapter, it will be
assumed in all instances that the periodical inventory method is
the one in use. Any differences in accounts and procedures
necessitated by the use of the perpetual inventory method in place
of the periodical inventory method are presented in Chapter 28.

Expense classification. The expense accounts kept by each
business depend upon the kinds of expenses which the business
incurs and the amount of detailed information desired by the
management. Frequently it is possible to distinguish between
those expenses incurred in connection with selling activities and
those incurred in the general administration of the business.
Whenever such a classification can be made, it may increase the
informative value of the profit and loss statement to so classify
the expenses. Such a classification is illustrated below.

Partial Profit and Loss Statement

Gross profit onsales ... ......... $29.000 00
Deduct expenses:
Selling:
Store rent e e $5,000 00
Advertising . 2,000 00
Delivery expense 500.00
Salesmen’s salaries 9.000 00
Miscellaneous selling expenses 750 00
Total selling expenses  ........ .... $17,250 00
General:
Insurance e e $ 450 00
Taxes . 125 00
Office salaries . 2,500 00
Office expenses ... 3.2060 00
Miscellaneous general expenses 400 00
Total general expenses .. .. 6,735 00
Total expenses . 23,985 00

Transportation charges. Freight, express, and other transpor-
tation costs applicable to goods purchased are part of the cost of
obtaining the goods; therefore, they are added to the purchases
in the statement of profit and loss, as shown in the illustration
on the following page.

85
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Partial Profit and Loss Statement
Sales .. $60,500.00
Deduct cost of goods sold:
Inventory, June 30, 19— $115,700 00
Purchases . . $50,100 00
Freight in . 525 00 50,625 00
Cost of goods available for sale . $166,325 00
Deduct inventory, July 31, 19— . 117,320 00
Cost of goods sold . 49,005 00
Gross profit on sales $11,495.00

Freight, express, and other expenses incurred in delivering
goods to customers should be shown in the profit and loss state-
ment under the Selling Expenses caption.

Freight terms. Freight terms are expressed thus:

F.o0.b. destination. 'This means free on board cars at destina-
tion. In other words, the seller bears the freight charges.

F. 0. b. shipping point. This means that the seller bears the
cost of putting the merchandise on board the cars, but the
purchaser pays the freight charges.

Returned sales and allowances. Customers, after receiving
merchandise sold to them, may:

(1) Return the goods because they are not of the kind or
quality ordered. When the returned goods are received,
the selling company should make entries as follows:

If the customer has paid for the goods, and cash 1s
returned to him:

Returned sales and allowances 500 00
Cash 500 00

If the customer ts given credit for the returned goods:

Returned sales and allowances. 500 00
Customer’s account .. 500 00

(2) Request and receive an allowance on the price. If an
allowance is granted, the seller should make entries as

follows:
If cash is sent to the customer for the amount of the
allowance:
Returned sales and allowances ... ... . .40.00
Cash . . R 40 00

If the customer is given credit for the allowance:

Returned sales and allowances
Customer’s account.  ............. .. 40.00
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The notice sent to the customer that his account has been
credited for a return or an allowance may be in the form of a letter,
or a credit memorandum may be issued to him. A form for a
credit memorandum is illustrated below:

R. E. JOHNSON & COMPANY
2913 North Western Avenue
Chicago

- Credit Memo No.

_ I Date

We credit your account as follows:

= e = - —

Reason for Credit l Amount

R. E. Johnson & Company

Per ___

Credit Memorandum

Credit memorandums should be made in duplicate. The orig-
inal is usually signed by an officer or an employee of the company
and is sent to the customer. The carbon copy, which should be
initialed by the person who signed the original (as evidence that
the credit was properly authorized), should be filed in a credit
memo binder to give the bookkeeper the information he will need
in recording the allowance. The initialed copies of the credit
memorandums also serve as evidence of the propriety of the entries
crediting the customers’ accounts and debiting Returned Sales and
Allowances.

The debit balance in the Returned Sales and Allowances
account should be shown in the profit and loss statement as a
deduction from the gross sales, as illustrated in the following partial
profit and loss statement:

Partial Statement of Profit and Loss
Grosssales .... ... .... ... . .. .. .. . $5,000 00
Deduct returned sales and allowances 350 00

Net sales ﬁ, 650.00
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Returned purchases and allowances. Goods purchased may
be found unsatisfactory and may be returned. Or the goods may
be kept if the concern from which they were purchased grants an
allowance from the purchase price. Entries for purchase returns
or allowances are illustrated below:

Davis and Company.. .. ........ 375 00
Returned purchases and allowzmces . .. 375 00
To charge Davis and Company for goods returnod
or,
Cash . ... . . L. 50 00

Returned purchuses a.nd allowances ... 50 00
To record return of goods to Oshorne (.,orpomt,lon ‘and
cash reccived therefor.

The credit balance of the Returned Purchases and Allowances
account should be deducted in the profit and loss statement from
the debit balance of the Purchases account, as illustrated below:

Cost of goods sold:

Inventory, August 31, 19— . $ 6,900 00
Add net cost of purchases:

Purchases  ..... $3,215 00

Deduct returned purchases and allowunocs 122 00

Net purchases  ......... ... .. $3,093 00

Add freight in . .. 275 00 3,368 00
Cost of goods available for %alc . $10,268 00

Trade discounts. Trade discounts are deductions from the
list price allowed for various reasons, such as:

(@) To avoid frequent publication of catalogues; the prices can
be changed merely by changing the discount rates.

() To allow dealers a deduction from an advertised retail
price; this practice is followed, for instance, by pub-
lishers whose advertisements state the retail prices of
their books, dealers being allowed a discount from the
published, or list, price.

Trade discounts may be stated as a single rate or as a series of
rates. For instance, assume that the list price of merchandise is
$1,200 and that a trade discount of 35% is allowed ; the net price is
computed as follows:

List price ... .. .. . .. 81,200
Less trade discount —359, of $1 200 .. e 420
Net price - .. .. .. § 780

Or, assume that the list price is $2,000, and that trade dis-
counts of 30% and 10% are allowed; the net price is computed on
the following page.
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List price . . $2,000
First dlscount---30% of $2 000 600
Remainder after first discount. . $1,400
Second discount—109% of $1,400 140
Net price $1,260

No entries are made in the accounts for trade discounts; entries
for sales and purchases are made at the net price. For instance,
assume that Wharton and Company sold goods to James Benton
at a list price of $2,000, subject to trade discounts of 309, and
10%. Wharton and Company would make the following entry:

James Benton . 1,260 00
Ssales ... 1.260 00

and Benton’s entry would be:

Purchases e . 1,260 00
Wharton and Company e 1,260 00

Cash discounts. (‘ash discounts are deductions allowed to cus-
tomers to induce them to pay their bills within a definite time.
(C'ash discount terms are stated on the invoice in the following
manner: 2/10; n/30.

Discount on sales. If we refer to the preceding illustration and
assume that Benton paid the bill within the ten-day discount
period and deducted the two per cent cash discount, Wharton and
(‘fompany’s entry would be:

Cash . e 1,234 80
Discount on sules .. e e 25.20
James Benton ... Lo, 1.260.00

To record collection of i mvo:cc of June 19, less 29,
cash discount.

Since discounts on sales reduce the amount received for sales,
they are shown in the profit and loss statement as a deduction from
sales, thus:

Partial Profit and Loss Statement

Gross sales . - . . $23,560 00
Deduct:

Returned sales and allowances . . . ...... $365 00

Discount on sales. . e e e 197 00 562 00
Net sales i e i . ... $22,998.00

Discount on purchases. Benton’s entry would be:

Wharton and Company............. A 1,260 00
Discount on purchases. . ... e . 25.20
Cash. . ..... . ... . i i, 1,234.80

To record payment of invoice of June 19, less 2%
cash discount.
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Because purchase discounts reduce the amount paid for mer-
chandise, they are shown in the profit and loss statement as a
deduction, thus:

Partial Profit and Loss Statement
Netsales . . . . ... ... . .. $22,998.00
Deduct cost of goods sold
Inventory, May 31, 1953 .. ........... $ 5,450 00
Add net cost of purcha,ses:
Gross purchases e e e e $17,500 00
Deduct:
Returned purchases and allow-
ances .. . . $235.00
Discount on purchases . 315.00 550.00

Net purchases . e e e e $16,950.00
Add freight in.. . .. e 415 00 17,365 00

Cost of goods available for sale ............. $22,815 00
Deduct inventory, May 31,1954 ... ......... 7,815.00

Cost of goods sold e . e e 15,000 00
Gross profit on sales e e e . . $7,998.00

Accounting for bad debts. At the end of 1953 (the first year
of operations), a company prepared the following statements:

THE X'Y COMPANY

Statement of Profit and Loss
For the Year Ended December 31, 1958

Sales..... . . .  ........ . $100,000 00
Deduct cost of goods sold .............. . . .. 80,000 00
Gross profitonsales. ........... ... .. . iia. e, $ 20,000 00
Deduct expenses. .... ......coiiiiiiiiiiiireiaee e 12,000 00
Netincome...... ... .. coiiiiiiiiiiinnr tiiineeennnn. $ 8,000 00

THE X Y COMPANY

Balance Sheet
December 31, 1963

Assets Liabilities and Owners’ Equity
Cash . $ 6,000 00 Accounts payable $ 5,000 00
Accounts receivable . 13,000.00 , e
Inventory... . . ...... 19,000.00 Owners' cquity:

Capital stock $25,000 00
Earned sur-

plus ... 8,000 00 33,000 00
$38,000.00 $38,000 00

Both the statement of profit and loss and the halance sheet are
incorrect because no consideration has been given to the probable
loss from bad debts.

The balance sheet shows that there are $13,000 of accounts
receivable on the books. But it is a rare thing for merchants to
collect all their accounts receivable; some losses are almost certain
to occur. Therefore, if the balance sheet is to present fairly the
financial position of the company, it should show the net amount
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which probably will be collected from the accounts receivable; this
will be less than $13,000.

Moreover, the statement of profit and loss for each period
should include all losses and expenses applicable to the period.
Bad debt losses should therefore be deducted in the statement of
profit and loss for the period in which the losses are incurred. In
what period are they incurred? Bad debt losses result from selling
merchandise to customers who do not pay their accounts; such
losses are therefore incurred in the period in which the sales are
made. If goods were sold in 1953 to customers whose accounts
were found in 1954 to be worthless, the loss was incurred in 1953.
The loss was not tncurred in 1954; it was merely discovered in
that year.

Thus it is evident that both the balance sheet and the state-
ment of profit and loss will be incorrect unless recognition is given
to probable losses on accounts receivable.

If it is estimated that only $12,000 will be collected from the
receivables totaling $13,000, the bad debt losses are estimated at
$1,000, and the following journal entry should be made at the end
of 1953:

Bad dehts e e o 1,000 00
Reserve for bad debts .
To provide for the estimated losses on uncollectible
accounts.

1.,000.00

The Bad Debts account, which was debited in the foregoing
journal entry, is an expense account; in a statement in which the
expenses arc classified, bad debts may be shown in the general
expense section, because passing on credits is usually an adminis-
trative function rather than a function of the sales force. The
Bad Debts account, like other expense accounts, should be closed
to Profit and Loss.

Nature of bad debt reserve. The estimated loss from bad
debts cannot be credited to accounts receivable because, at the
time the estimate is made, the particular customers’ accounts
which will finally prove worthless are unknown. Since we cannot
credit any particular customers’ accounts, we credit the reserve,
which thus stands as a sort of blanket deduction from all of the
accounts receivable. In other words, the total of the debit bal-
ances in the customers’ accounts minus the credit balance in the
Reserve for Bad Debts represents the estimated realizable value
of the accounts receivable asset. Therefore, in the balance
sheet, the credit balance in the Reserve for Bad Debts should be
deducted from the total of the debit balances in the customers’
accounts, as illustrated on page 92.
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THE X Y COMPANY

Balance Sheet
December 31, 19563
Assets

Cash $ 6,000 00
Accounts receivable $13,000 00
Deduct reserve for bad debts 1,000 00 12,000 00
Inventory . 19,000 00
$37,000.00
Liabilities and Owners’ Equity T
Liabilities:
Accounts payable $ 5,000.00
Owners’ equity:
Capital stock $25,000 00
Earned surplus ~ 7,000 00 32,000 00

~ $37,000 00

The Reserve for Bad Debts is called a valuation account, or
valuation reserve. Valuation reserves are sometimes called contra
accounts or offset accounts. The nature of the reserve might be
more clearly understood if some title such as Estimated Deduction
for Bad Debts were used. The word Reserve, as used in account-
ing terminology, carries the same meaning.

Writing off bad accounts. * After the adjusting journal entry
shown on page 91 is made, the ledger contains the following
balances:

Accounts receivable (total) ... ... $13,000.00
Reserve for bad debts . .. . $1,000.00

Let us now assume that an account with P. K. Lane, with a
balance of $75, is determined to be uncollectible; it should be
written off by the following journal entry:

Rescrve for bad debts .0 L L. 75 00

P. K. Lane e et . 75 00
To write off the uncollectible account.

It should be noted that the loss is charged to the reserve and
not to the Bad Debts (expense) account. If we debited the Bad
Debts account with estimated losses when the reserve is set up and
later with ascertained losses, a double charge to expense would
result.

After Lane’s account is written off, the ledger contains the fol-
lowing balances:

Accounts reccivable (total).. ................. . $12,925 00
Reserve for bad debts........ ....... ....... .. $925 00

Methods of estimating bad debt provisions. The amount to
be debited to Bad Debts and credited to the Reserve for Bad Debts
at the end of a period is frequently computed as a percentage of the
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net sales for the period. For example, assume that the ledger con-
tains the following balances on December 31:

Accounts receivable (total) $20,000 00
Reserve for bad debts $ 315 00
Sales . 215,000 00
Returned sales and allowances 1,500 00

Assume, further, that experience shows that the reserve should be
credited with a provision for bad debts equal to § of 19 of the
sales for the year less returns and allowances. The provision is
computed as follows:

Sales $215,000
Deduct returned sales and allowances 1,500
Sales less returns and allowances . $213,500

Reserve provision = % of 1% of $213,500 = $1,067.50

This amount is debited to Bad Debts and credited to the
reserve.

The total reserve is now $315.00 + $1,067.50, or $1,382.50, and
the accounts receivable will be shown in the balance sheet as
follows:

Accounts receivable $20,000 00
Less reserve for bad debts . _1,382 50 $18,617 50

The amount to be added to the reserve is sometimes computed
by giving consideration to the probable collectibility of each cus-
tomer’s account, and thereby estimating the total probable reserve
requirement. The Bad Debts account is then debited and the
reserve is credited with an amount sufficient to increase the reserve
to the required balance. For example, suppose that the manage-
ment reviewed the accounts receivable totaling $20,000 (see the
preceding illustration) and decided that a $1,500 reserve might be
required. The provision to be made at the end of the year would
be computed as follows:

Total reserve required .. . . $1,500
Present balance in the reserve 315

Amount to be debited to Bad Debts and credited to the reserve  $1,185

The accounts receivable would appear in the balance sheet as
follows:

Accounts receivable. . . . .. . . $20,000 00
Less reserve for bad debts ... ... _1,500.00 $18,500.00

Payroll and Sales Taxes

Payroll taxes and employees’ income taxes withheld. The
subject of payroll taxes is presented in considerable detail in
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Appendix 1. The subject is introduced here in an abbreviated
form; the objective is to present the basic debit-credit procedures
for recording such taxes.

Old Age Benefits Taxes:

If covered by social security, employees are taxed* at 13%
of the first $3,600 of their annual wages or salaries. The
taxes levied on employees are withheld by the employers.

The employers’ tax is equal to the amount of tax withheld
from the employees’ pay.

The taxes assessed against the employer and the amount the
employer has withheld must be remitted monthly or
quarterly, depending on the amount.

Unemployment Insurance Tazxes:

Taxes are levied against employers (but not against employeces)
under the Federal Unemployment Tax Act to obtain funds required
to meet the provisions of the Social Security Act relative to unem-
ployment insurance, sometimes called unemployment compensation.

The federal unemployment insurance tax rate is 3%; wages in
excess of $3,000 paid to any one individual during any onc calendar
year are not subject to the tax. Although the tax rate is 3%, the
employer is entitled to a credit for taxes paid to the states and
territories under their unemployment compensation laws. This
credit cannot be more than 909, of the tax assessed by the federal
government at the 39 rate. Because of this provision in the
federal law, the states have generally established a 2.7 % unemploy-
ment compensation tax rate. Since taxable wages are generally
(although subject to some minor exceptions) computed in the same
manner for both federal and state taxes, the tax rates are usually
considered to be as follows:

Federal tax—Payable after close of ycar . . R 1
State tax—Payable after close of quarter ... .. 2.7
Total......... ... . . i 3.0%

Income taxes withheld:

As a general rule, employers are required to withhold federal
income taxes from the wages and salaries of employees.
The amount withheld from each employee depends on the
amount earned, the applicable income tax rates, and the
number of the exemptions of the employece.

The amounts withheld must be remitted either monthly or
quarterly, depending on the amount.

* At the date of this writing.
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The entries in connection with income and payroll taxes are
presented below.

Entries at payroll date:

Wages expense .o .. ... 400.00

Salaries expense ... 600 00
Federal O. A, B. taxes withheld 15 00
Federal income taxes withheld 120 00
Wages and salaries payable 865 00

To record wages and salaries and thhholdmg taxes
thercon.

Whages and salaries payable . 865 00
Cash 865 00

To record payment of wages and salaries.

Payroll taxes ..., .... . 45 00
Federal O. A. B. taxes payable .. 15 00
Federal unemplovinent taxes payable . 3 00
State unemployment taxes payable .. 27 00

To record liability for payroll taxes,

Entries when taxes are paid:

Federal income taxes withheld 120 00
Cash 120.00
To record payment of income taxes withheld from
employees’ pay.

Federal O. A, B. taxes withheld 15 00
Federal O. A. B. taxes pavable 15 00
Cash 30 00

To record pavment of O. A. B taxes withheld from
employees’ pay and our O. A. B. hability

Federal unemployment taxes payahle 3 00
Cash 3 00
To record payment of federal unemployment tax.
State unemployment taxes payable .. 27 00
Cash . 27.00

To record payment of state unemployment tax.

Statement presentation. The following accounts are liability
accounts and their balances are shown in the balance sheet:
Federal Income Tuxes Withheld, Federal O. A. B. Taxes Withheld,
Federal O. A. B. Taxes Pay able, Federal Unemployment Taxes
Payable, State Unemployment Taxes Payable.

The tax expense is presented in the profit and loss statement,
either classified as a general expense or apportioned among the
expense classifications according to the payroll apportionment.
In other words, the payroll tax on a salesman’s salary may be
classified as a selhng expense and the payroll tax on a bookkeeper’s
salary may be classified as a general expense.

Sales taxes.. A number of taxes that are levied on the con-
sumer are collected by the business man. The business man, in
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turn, remits such collections to the unit of government levying the
tax. Such taxes include sales taxes, luxury taxes, transportation
taxes, and gasoline taxes. The accounting for such taxes can be
illustrated by an example based on a 29, retail sales tax.

Entries for sales include credits to Liability for Sales Taxes for
the amount of the tax collected or charged to the customer.

When the tax is remitted to the government, the liability
account is debited and Cash is credited. If the tax law specifies
that the amount to be remitted is to be computed by multiplying
the sales for the period by 29, the amount due may differ from
the amount collected from customers and credited to Liability for
Sales Taxes. Any excess due is a tax expense; if the amount due
is less than the amount collected, a miscellaneous income is realized.

Miscellaneous Matters

Income tax expense. Income taxes should be charged to an
expense account in the period in which the taxable income was
carned. As a general rule, the balance of the Income Tax Expense
account is shown as the last expense item in the profit and loss
statement in the manner illustrated on page 97.

Other income. Merchandising companies sometimes earn inci-
dental income from transactions other than sales of merchandise.
Such earnings may be shown in the profit and loss statement under
the caption Other Income, after the net income from merchandising
operations. Examples include interest income, rent income, and
dividend income on shares of stock owned by the business.

Other expense. Expenses may be incurred which cannot
properly be classified either as selling expense or as general expense.
Interest expense is an example. Such expenses are presented in
the profit and loss statement under the caption Other Expense, as
illustrated on page 97.

Illustrative statements. The accounts introduced in this chap-
ter are included in the financial statements presented on pages
97 to 99.

Exhibit letters. It will be noted that the balance sheet is called
Ezhibit A, the earned surplus statement is called Exhibit B, and
the profit and loss statement is called Exhibit C.

The balance sheet shows the earned surplus at the end of the
year, and refers to Exhibit B, where further details regarding the
earned surplus can be found.

The earned surplus statement shows the earned surplus at the
beginning of the year, the net income and the dividends for the
year, and the earned surplus at the end of the year. The net
income shown in this statement carries a reference to Exhibit C,
where details of income and expense can be found.
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THE POTTER COMPANY Exhibit C

Statement of Profit and Loss
For the Year Ended December 31, 1963

Gross sales . . e $103,500 00
Deduct:
Returned sales and allowances............... $ 900 00
Discount on sales ..., .. 1,800 00
Total deductions from sales. ................ 2,700 00
Netsales . i, $100,800 00

Deduct cost of goods sold:

Inventory, December 31, 1952 . ......... .. $25,000 00
Add net cost of purchases:
Purchases . . ..., $65,000 00
Deduct:
Returned purchases and
allowances $1,000 00
Discount on purchases 1,200 00
Total deductions from purchases 2,200 00
Net purchases $62,800 00
Add freight in. 2,000 00
Total L. 64,800 00
Cost of goods available for sale $89,800 00
Deduct inventory, December 31, 1953 26,000 00
Cost of goods sold .... 63,800 00
Gross profit. on sales $ 37,000 00
Deduet selling and general expenses:
Selling:
Store rent. . $ 6,000 00
Advertising 2,500 00
Depreciation  expense- —Delinvery  equip-
ment 500 00
Other delivery expense 2,200 00
Freight out .... 1,800 00
Salesmen’s salaries 8,000 00
Miscellancous selling expenses ~ 600 00
Total selling expenses. . $21,600 00
General:
Bad debts . . $ 504 00
Insurance 300 00
Taxes, other than income and payroll 596 00
Payroll taxes 495 00
Office salaries 3,000 00
Office expenses 2,130 00
Total gencral expenses 7,025 00
Total selling and general eaxpenses. .. 28,625 00
Net operating ncome ..., $ 8.375 00
Add other income:
Rent income from land e ... $ 1,200 00
Interest income e e .. 930 00
Total other income.... . .... ..  ......... $ 2,130 00

Deduct other expense:
Interest expense ... Loilole.. 30 00

Other income less other expense ..., ... ... .00, Coee 2,100 00
Net income before income taxes  .............cciiiiiiinnennnnnn $ 10,475 00
Income taxes. . L. L i ettt 3,200 00

Net income . S ... $§ 7,275 00
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Some accountants prefer to omit the words Add and Deduct and
such lines as ‘“Cost of goods sold” and ‘‘Total selling expenses.”
A statement illustrating such omissions is shown below.

THE POTTER COMPANY Ixhibit C

Statement of Profit and Loss
For the Year Ended December 31, 19563

Grosssales.........  L......... . $103,500 00
Returned sales and allowances ~ ........ .. $ 900 00
Discount on sales. . ... e e e 1,800,00 2,700.00
Net sales.............. . . $100,800.00
Cost of goods sold:
Inventory, December 31, 1952 $25,000 00
Purchases. . ¢ $65,000 00
Returned purchases and
allowances $1,000.00
Discount on purchases .. 1,200 00 2,200 00
Net purchuses ....... $62,800 00
Freight in . .. 2,000 00 6%,800 00
Cost of goods available for salo .......... $89,800 00
Inventory, December 31, 1953  .............. 26,000 00 63,800 00
Gross profit on sales...... e e e e et re et iereeieaaaa $ 37,000 00
Selling expenses:
Store rent . . . . $ 6,000 00
Advertising - . 2,500 00
Depreciation expense—Delivery equipment 500 00
Other delivery expense. . e 2,200 00
Freight out e . 1,800 00
Salesmen’s salaries 8,000 00
Miscellaneous selling expenses. .. 600.00 $21,600 00
General expenses:
Bad debts e ieeeieaenea . $ 504 00
Insurance ..., . 300 00
Taxes, other than income and payroll 596 00
l’avroll taxes . 495 00
Office salaries e . .. . 3,000 00
Office expenses . 2,130 00 7,025 00 28,625 00
Net operating income e e e $ 8,375 00
Other income:
Rent income from land $ 1,200.00
Interest income. . RN 930 00 $ 2,130 00

Other expense:

Interest expense . . . . ..., 30 00 2,100.00

Net income before income taxes e e e $ 10,475 00
Income taxes. et e i eeeeeeeeeae. 3,200 00
Net income. . e e $ 7,275 00

THE POTTER COMPANY Exhibit B

Statement of Earned Surplus
For the Year Ended December 31, 1953

Earned surplus, December 31, 1952. ....... ... ..... $ 25,950.00
Add net income, per Exhibit C.................. ... ... o000, __7,275.00
Total....  ........ C e et eeetieiaiicresareeseann $ 33, 22500
Deduct dividends. et eiiiere et e, 5,000 00

Earned surplus, December 31, 1953....... e e §_28,225.00
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In the following balance sheet, ‘“net worth” has been used
instead of ‘““owners’ equity.” The term ‘‘net worth’” was in
general use for many years. Although it has been supplanted to
a very considerable cxtent by ‘‘owners’ equity” and other similar
expressions, the term ‘“net worth” is still frequently used, and
therefore it is desirable that accounting students be familiar with it.

THE POTTER COMPANY Exhibit A

Balance Sheet
December 31, 1968

Assets

Current assets:

Cash . ... ... ... ....... . . . $18,325 00

Securities . . . .. 8,000 00

Notes receivable . e 3,000 00

Accounts receivable. .......... $16,120 00

Less reserve for bad debts .... 620 00 15,500.00

Accrued interest receivable 100 00

Inventory 26,000 00

Prepaid rent 500 00

Unexpired insurance . . 50 00 $71,475.00
Other assets:

Land (Held for future usc) $15,000 00

Securities 12,000 00 27,000.00

Fixed assets:
Delivery equipment .. e $ 3,000 00
Less reserve for depreciation . 1,500 00 1,500 00

$99,975 00

Liabilities and Net Worth
Current liabilities:

Accounts payable ce e $ 6,190 00

Notes payable e e 1,000 00

Accrued salaries e e 400 00

Accrued income taxes ..... . 3,200 00

Liability for sales taxes........ . 600 00

Federal income taxes withheld R 180 00

Federal O.A.B. taxes withheld 45 00

Federal O.A.B. taxes payable ........ 45 00

Federal unemployment taxes payable 9 00

State unemployment taxes payable 81 00 $11,750 00
TLong-term hability:

Liability for pensions e e e e . . 15,000.00
Net worth:

Capital stock ... $45,000 00

Iiarned surplus, per Iixhibit B e e 28,225.00 73,225.00

$99,975.00

Balance sheet classifications. The balance sheet illustrated
above is called a classified balance sheet. The classifications used
in a balance sheet depend upon the nature of the business and the
types of balance sheet accounts appearing in the ledger. The
principal balance sheet categories are stated on the next page.
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Assets:

Current assets: Cash and other assets, such as temporary invest-
ments in securities, accounts receivable, inventory, and pre-
paid expense, that presumably will be converted into cash
or used during a normal operating cycle. Such items are
held to be indicative of short-run debt-paying ability.

An operating cycle can be described as follows: business
operations consist of a round of conversions—ecash to inven-
tories and prepaid expenses, to receivables, to cash; the
average time required to complete this round is an operating
cycle. The time period of an operating cycle varies, depend-
ing on the nature of the business.

The current assets are customarily listed in the following
order: cash, securities, receivables, accrued receivables,
inventories, and prepaid expenses. Prepaid expenses are
regarded as current assets because, from the standpoint of
ability to pay current debts, a company with, say, $950 of
cash and $50 of unexpired insurance is in essentially the same
position as a company with $1,000 of cash but faced with the
necessity of immediately spending $50 for insurance.

Other assets: Any assets, such as land held for future use or
permanent investments in securities, which do not fall into
the other classifications.

Fized assets: Property of a relatively permanent nature, such
as land, buildings, furniture and fixtures, office equipment,
and delivery equipment, used in the operations of the busi-
ness and not intended for sale. Accounts listed under the
fixed assets caption are customarily listed according to their
use-life, assets with the longest use-life being listed first,
assets with the shortest use-life being listed last.

Liabilities and net worth:

Current liabilities: The debts or obligations that will, according
to reasonable expectations, be settled by the use of assets
properly classifiable as current assets. Items of income col-
lected in advance, which are to be earned by the future
performance of services or delivery of merchandise, are
properly classifiable as current liabilities, because the earn-
ing of such income normally requires the utilization of cur-
rent assets.

The relative amounts of current assets and current liabili-
ties are indicative of the ability of a business to pay its
currently maturing obligations.
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Long-term liabilities: Bonds, mortgages, and other debts not due
in the near future.
Net worth: The capital stock and earned surplus.

Depreciation for fractional periods. If fixed assets are acquired
during an accounting period, depreciation must be computed and
recorded for a fractional period. Since depreciation is an estimate,
it seems unnecessary to compute fractional-period depreciation in
terms of days. Depreciation is not that precise. As a general
rule, fractional-period depreciation is computed in terms of months
or fractions of months. This is illustrated below, where it is
assumed that the company’s accounting period ends on Decem-
ber 31.

Annual Months
Charge Asset Frac- Depre-

Depre- for n Use tion ciation
elation  Depre- First of Charge for
Asset, Date Aequired (‘ost Rate ciation Ye_a\'r Year First Year
Dehivery equipment  Mareh 31 $4.000 20« $800 9 9/12 $600
Office machine September 17 (treated 1,200 10 ¢, 120 3-1/2 7/24 35
as Sept. 15 for frac- (7 half-
tional-period pur- months)

poses)



CHAPTER 8
Individual Proprietorships. Partnerships

This chapter deals with accounts and procedures peculiar to a
business owned by an individual proprietor and with some ele-
mentary matters applicable to partnership accounting. More
advanced material relative to partnerships appears in Chapter 16.

The asset, liability, income, and expense accounts of an indi-
vidual proprietorship or a partnership may be the same as those
of a corporation in the same line of business. The books of an
individual proprietorship or a partnership nccessarily differ from
those of a corporation only in the net worth accounts.

Individual Proprietorships

Capital and drawing accounts. In place of the Capital Stock,
Earned Surplus, and Dividends accounts kept by a corporation, the
books of an individual proprietor contain the following accounts:

Capital account:

This account is credited with the proprictor’s original
investment and with any additional investments; by
transfer from Profit and Loss, it is credited with the net
income or debited with the net loss for the period.

Drawing account:
Although all changes in a proprietor’s net worth could be,
and sometimes are, recorded in his capital account, it is
a rather general custom to also have another account,
variously called the drawing account, the personal
account, or the current account.
When such an account is kept, it is debited with:
(a) Withdrawals of cash or other business assets.
When a proprietor takes merchandise for his own
use, it is customary to charge him for it at cost.
Debiting the proprietor at sales price and cred-
iting the Sales account would be illogical ;a with-
drawal of merchandise is not a sale. The debit
to the proprietor’s drawing account is offset by
a credit to Inventory (if the perpetual inventory
method of accounting is used) or to Purchases (if
the periodical inventory method is used).
102
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(b) Disbursements of business cash for the benefit of
the proprietor—as, for instance, a purchase made
for him.

Other entries in the drawing account are described under
the caption ““Closing the books.”

The following accounts are illustrative:

James White, Capital

| 19— ) h
f Jan.| 1§ Investment 1} 7,500/00
Feb.|15] Additional invest-| |

ment 2" 1,500[00

James White, Drawings

19— ' P
Mar (25 3 9ooloo] |
July | 8 7 400/00

Sept | 5 9 75000

Dee. |17 12]  600/00

Closing the books. The procedure of closing the income and
expense accounts to Profit and Loss is exactly the same in an indi-
vidual proprietorship as in a corporation. Assume that the net
income for the year is $4,500; the Profit and Loss account is closed
to the proprietor’s capital account by the following entry:

Profit and loss. . 4,500 00
James W hxto, capltal 4,500 00
To close the Profit and Loss account and tr‘mbfor

the net income for the year to the proprietor’s
capital account.

The closing procedure is completed by transferring the balance
of the drawing account to the capital account by the following
entry:

James White, capital. . . 2,650 00

James White, drawings . 2,650 00
To close.

Proprietor’s accounts after closing the books. After the books
are closed, the capital account and the drawing account appear as
follows:

James White, Capital

19 — 19—
Deec. [31] Drawings |l3 2,650{00(Jan | 1} Investment 1} 7,500{00
Feb |15 Additional invest-
ment 2| 1,500{00
Dec.|31} Net income 12 4,500(00
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James White, Drawings

19— 19—

Mar. |25 3 900[00) Dec.|31] To capital 13] 2,650|00

July | 8 7 40000

Sept.| 5 9 750/00

Dec. |17 12 600(00 R
2,650(00) 2,650/00

Working papers. Instead of a pair of Earned Surplus columns,
the working papers of an individual proprietorship contain a pair
of Capital columns.

The working papers on page 105 do not contain Adjustment
columns; it is assumed that no adjustments are required.

Statements. The profit and loss statement of an individual
proprietorship does not necessarily differ from that of a corpora-
tion in the same line of business.

JAMES WHITE Exhibit ('

Statement of Profit and Loss
For the Year Ended December 31, 19—

Sales ... L. $48,000 00
Less returned sales and allowzmces ............. 1,000 00
Net sales e $47,000 00
Less cost of goods sold:
Purchases ..., $35,000 00
Less returned purchases and allowances. ... .. 500 00
Net purchases .. . $34,500 00
Less inventory, December 31, 19— ... .. 4 ,000 00
Cost of goods sold ceee 30,500 00
Gross profit on sales e .. .. $16,500 00
Less expenses L L e 12,000 00
Net income ..., . $ 4,500 00

No income tax is shown because the proprietor’s total tax is
usually affected by other matters not related to the business.

Instead of the earned surplus statement prepared for a corpora-
tion, a statement of the proprietor’s capital is prepared.

JAMES WHITE Fixhibit B

Statement of Proprietor’s Capital
For the Year Ended December 31, 19—

Investment, January 1, 19— $ 7,500 00
Add:
Additional investment ...... $1,500 00
Net income for the year—Exhibit 4,500 00 6,000 00
Total . e $13, 500 00
Deduct withdrawals e e e e 2,650 00
Balance, December 31, 19— . . . ce 310 850. 00

The investment at the beginning of the year a.nd the additional invest-
ment during the year were determined from the capital account.
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The balance sheets of an individual proprietorship and a cor-
poration do not necessarily differ except in the net worth section.
The balance sheet of an individual proprietorship shows the pro-
prietor’s capital in one amount, whereas the balance sheet of a
corporation shows the capital stock and surplus.

JAMES WHITE Fixhibit A

Balance Sheet
December 31, 19—

Assets Libalities and Net Worth
Current assets: Current liahilitics:
Cash . $ 3,850 00 Accounts payable $ 6,000 00
Accounts receivable . 9,000.00 Notes payable 2,000 00
Notes reccivable ' 2,000 00 Total current liabihties $ 8,000.00
Merchandise inventory. 4,000.00
Net worth:
James White, capital—
. Exhibit B. .... 10,850 00
$18,850 00 $18,850 00
Partnerships

Nature of a partnership. ‘‘A partnership,” as defined by the
Uniform Partnership Act, ‘‘is an association of two or more persons
to carry on, as co-owners, a business for profit.”’

The partnership and the corporation are the two most common
forms of organization by which two or more persons can join in a
business enterprise. The partnership form is usually employed
in comparatively small businesses requiring no more capital than
can be contributed by a few partners; or in professional practices,
such as law, medicine, and accounting, in which the relations of
the firm to its clientele should involve a personal responsibility.

Some of the significant characteristics of the partnership form
of business organization are briefly discussed below. For a com-
prehensive treatment of these matters, a text on the law of partner-
ships should be consulted.

No separate legal entity. Generally, a partnership has no legal
status as an entity. The assets are owned, and the liabilities are
owed, by the partners collectively. However, this common-law
concept of the partnership has been somewhat modified by the
Uniform Partnership Act, which, for instance, enables a partner-
ship to hold real and personal property in its own name. The
Uniform Partnership Act has not been adopted by all of the states.

Mutual agency. Each partner is an agent for all of the other
partners in matters coming within the scope of partnership activi-
ties. Therefore, outsiders have a right to assume that the partner-
ship is bound by the acts of any partner relative to the affairs of
the partnership.
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Unlimited liability. Each partner is individually liable for all
of the debts of a partnership incurred during his membership in
the firm; he may assume a liability for debts incurred before his
admission to the partnership; and, unless proper notice of with-
drawal is given to the public, he may be liable for partnership debts
incurred after his retirement. If a partrer pays partnership debts
from his personal assets, he is entitled to reimbursement.

Limited partnerships arc permissible in some states. A limited
partner has no personal liability to creditors, but he must maintain
his investment at the amount contributed at the time of organiza-
tion. There must be at least one general partner who is liable to
creditors for debts which cannot be paid from firm assets.

Limaited right to dispose of interest. A partner has a legal right
to assign his partnership interest to another person, although he
may be subject to a suit for damages for any loss incurred by his
partners as a consequence of such an assignment. But he cannot
compel the other partners to accept the assignee as a partner.

Division of profits. Partnership profits may be divided among
the partners in any manner to which they agree. Consequently,
the division of profits is more flexible in a partnership than in a
corporation.

Withdrawal of assets. Because the stockholders of a corpora-
tion generally have no personal liability for corporate debts, the
law places limitations on the amounts of dividend payments or
other asset distributions which may be made to corporate stock-
holders. There are no similar legal restrictions on partners’
withdrawals of cash or other assets; the individual liability of the
partners for the payment of partnership debts makes such creditor
protection unnecessary. However, the partners may make agree-
ments among themselves placing limitations on the amounts which
they may withdraw.

Effect of partner’s death. The death of a partner automatically
dissolves the partnership of which he was a member. His heirs
have a right to be paid the amount of his partnership interest, but
they have no right (except by consent of the other partner or
partners) to succeed him as a member of the firm.

The partnership contract. The partnership relation is created
by a contract. The contract may be oral, but it is much better
to have it in writing, because partners have been known to forget
the features of oral agreements which prove ultimately to be tc
their disadvantage. A partnership contract is sometimes called
the partnership agreement, and sometimes the articles of partnership
Among the more important things to be covered by the contract
are those mentioned on the following page.
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(1) The names of the partners and the name of the partner-
ship.

(2) The date when the contract becomes effective.

(3) The nature of the business.

(4) The place where operations are to be conducted.

(5) The amount of capital to be contributed by each partner,
the assets to be invested and the valuations to be placed
on them.

(6) The rights and duties of the partners.

(7) The dates when the books are to be closed and the profits
ascertained and divided.

(8) The portion of the profits to be allowed to each partner.

(9) The drawings to be allowed each partner and the penalties,
if any, to be imposed because of excess withdrawals.

(10) The length of time the partnership is to continue.

(11) Conditions under which a partner may withdraw or may
be compelled to withdraw; the bases for the determina-
tion of his equity in the event of withdrawal; and agree-
ments regarding the payment of his equity in full or in
installments. ;

(12) Procedures in the event of the death of a partner.

(13) Provision for arbitration in the event of disputes.

(14) The rights and duties of the partners in the event of
dissolution.

Capital and drawing accounts. The capital and drawing
accounts of a partnership are similar to those of an individual pro-
prietorship. They are discussed below.

Capital account:

A capital account is kept with each partner and is credited
with the amount of his original investment and the
amounts of any additional investments. Other entries
which may be made in the capital accounts are described
under the caption ‘‘Closing the books.”

Drawing account:

All changes in a partner’s share of the net worth may be
recorded in his capital account, but it is customary to
use also a drawing (sometimes called a personal or
current) account.

When such an account is kept, it may be debited with:
(a) Withdrawals of cash or other partnership assets.

As a general rule, all such withdrawals are charged
to the drawing account. However, partners
sometimes agree that each partner may draw a
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stipulated amount each month as his share of
the estimated earnings, and that any with-
drawals in excess of this amount shall be
regarded as withdrawals of investments and
shall be debited to his capital account.
What was said about withdrawals of merchandise
by a single proprietor applies equally here.
(b) Disbursements of business cash for the benefit of a
partner.
Other entries which may be made in the drawing accounts
are described under the caption ‘‘Closing the books.”

The following accounts are illustrative:

D. E. Snyder, Capital

N 19—

| Jan.| 1| Investment 1l 9,000{00
June| 1] Additional invest-
' ment 10| 1,000(00

N

D. E. Snyder, Drawings

19—
Apr. |15 5 200,00
Oct. |20 14| 800]00

J. O. Long, Capital
] pe—

Jan | 1f Investment 1} 15,000{00
July| 1} Additional mvest-
ment 11 4,000/00

4

J. O. Long, Drawings

19— )
Mar.|10 4 50000
Nov.| 5 15 700(00

Loan accounts. A partnership may be in need of funds, which
a partner is able to supply but which he is willing to furnish only
temporarily. In such instances, the credit te the partner may be
made in a loan account. Such loans should not be shown in the
balance sheet as part of the net worth ; they should be shown among
the liabilities, but clearly distinguished from liabilities to outsiders.

On the other hand, a partner may wish to make a temporary
withdrawal of funds in the form of a loan. A loan receivable
account will then appear on the partnership books. In the balance
sheet, such a loan should be shown separately from receivables
from outsiders.
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Opening the books. If all capital contributions are in the form
of cash, no problems arise; the Cash account is debited and each
partner’s capital account is credited.

If non-cash assets are invested, it is extremely important that
they be recorded at their fair values at the date of the investment.
Assume, for instance, that a partner invests land and a building
which he is carrying on his books at $20,000, which was the cost to
him less depreciation. At the date when he invests this property
in the partnership, it is worth $25,000. If the property were
recorded on the partnership books at $20,000 and later sold for
$25,000, all of the partners would share in the gain; this would not
be fair to the partnér who invested the property and who should
have received a $25,000 credit for it.

If any liabilities of a partner are assumed by the partner-
ship, they should, of course, be credited to liability accounts, and
the partner’s capital account should be credited with the net
investment.

Goodwrll. If a partner’s investment consists of a going busi-
ness, it may be equitable to give the partner a capital credit for the
goodwill of the business. A husiness may have goodwill if it has
exceptionally good earnings. The valuation of the goodwill is a
matter of agreement among the partners, and should be based on
the probable future amount of profits attributable to the business
brought in by the partner. The amount, if any, agreed upon
should be debited to a Goodwill account, with an offsetting credit
to the partner’s capital account.

The profit and loss ratio. The ratio in which partners divide
their profits or losses is called the profit and loss ratio. In the
illustration in this chapter, it is assumed that the partners have
agreed to divide profits and losses equally. Other methods of
dividing partnership profits and losses are discussed in Chapter 16.

If partners make no agreement regarding the division of profits
and losses, the law assumes an agreement to divide them equally.
If partners make an agreement regarding the division of profits,
without any mention of losses, the agreed method for the division
of profits applies also to the division of losses.

Closing the books. Income and expense accounts are closed
to the Profit and Loss account in the same manner as those of an
individual proprietorship or a corporation. The remaining closing
entries depend upon whether the partners’ capitals are to be main-
tained at fixed amounts.

Capitals maintained at fired amounts. Partners sometimes
agree that their capitals shall be maintained at fixed amounts, to
be shown by the balances of their capital accounts. If there is
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such an agreement, the Profit and Loss account should be closed
by transfer of the net income or loss to the partners’ drawing
accounts. The total or net amount of the balances in the capital
and drawing accounts of each partner is the amount to be included
in the net worth section of the balance sheet.

No agreement for fixed capitals. If there is no agreement with
respect to fixed capitals, the Profit and Loss account is closed to
the partners’ capital accounts, and each partner’s drawing account
is closed to his capital account. This ix the more customary
procedure and it is illustrated below. It is assumed that the net
income for the year was $8,000.

Profit and loss . Lo 8,000 00
D. K. Snyder, capital 4,000 00

J. O. Long, capital 4,000 00
To divide the net income for the yvear equally

D. K. Snyder, capital 1,000 00
D K. Snyder, drawings 1,000 00
To close the drawing account

J. O. Long, capital 1,200 00
J. O. Long, drawings 1,200.00
To close the drawing account

Working papers. The working papers of a partnership con-
tain a pair of columns for each partner, as shown in the illustra-
tion on page 112.

Profit and loss statement. The profit and loss statement of a
partnership will be similar to that of an individual proprietorship
or a corporation in the same line of bhusiness.

SNYDER AND LONG Exhibit C

Statement of Profit and Loss
For the Year Ended December 31, 19—

Sales $90,000 00
Less discount on sales 200 00
Net sales. $89,800.00
Less cost of goods sold:

Purchases $60,000 00

Less discount, on purchases __ 700 00

Net purchases $59,300 00

Less inventory at the end of the vear . 5,000.00

Cost of goods sold ... 54,300 00

Gross profit on sales e e e e $35,500 00
Less expenses:

Selling expenses e .. $13,000 00

General eXpenses. . ........eveecieenannn 14,500.00 27,500 00
Net income . .. .. e e $ 8,_(12032

This statement does not show any deduction for income taxes.
A partnership, as such, does not pay any federal income taxes, but
1t is required to file an information return showing the results of its
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operations and each partner’s share of the net income or net loss.
Each partner is subject to income tax on his share of the partner-
ship net income, regardless of the portion thereof which he has
withdrawn.

Statement of partners’ capitals. In order to prepare the fol-
lowing statement, it was necessary to refer to the capital accounts
to determine the investments at the heginning of the year and the
additional investments during the year.

SNYDER AND LONG Exhibit B

Statement of Partners’ Capitals
For the Year Ended December 31, 19—

D. E. Snyder J. O.Long Total

1

Investments, January 1, 19—............... $ 9,000 00 $15,000 00 $24,000.00
Add:
Additional investments .. ... 1,000 00 4,000 00 5,000.00
Net income for the year—Iixhibit C 4,000 00 4,000 00 8,000 00
Totals.. .. ... . $14,000 00 $23,000 00 $37,000 00
Deducet withdrawals. . . .. .. .. 1,000 00 1,200 00 2,200 00
Balances, December 31, 19— . . $13,000.00 $21 éﬂz()_()_g $34,800.00

Balance sheet. The balance sheet of a partnership usually
shows the capital of each partner, with a reference to the state-
ment of partners’ capitals, where details can be found.

SNYDER AND LONG Exnuibit A
Balance Sheet
December 31, 19—

Assets
Current assets:

C'ash e e e $14,800.00
Accounts receivable LLoaoia oo L 18,000.00
Merchandise inventory e . 5,000.00

$37,800 00

Liabilities and Net Worth
Current liabilities:

Accounts payable . . $ 3,000 00
Net worth—Exhibit B:

D. E. Snyder, capital . .. $13,000 00

J. O. Long, capital . e 21,800 00 34,800 00

$37,800 00



CHAPTER 9
Promissory Notes—Bills of Exchange

Notes

Definition. The following definition is quoted from the Uni-
form Negotiable Instruments Act:

A negotiable promissory note within the meaning of this act is
an unconditional promise in writing made by one person to another,
signed by the maker, engaging to pay on demand or at a fixed or
determinable future time a sum certain in money to order or bearer.

$100.00 Chicago, Illinois, July 25, 19--
One month after date __L ___ promise to pay to
the order of F. K. Hamilton
--One Hundred-no/l00----c-eecmcmmccmee e Dollars
Payable at First National Bank of Chicago
Value received, with interest at 6%
No._ 17 Due _August 25, 19-- CH Matter

The original parties to a note are:

The payee—In the above illustration,
F. K. Hamilton.

The maker—-In the above illustration,
C. H. Mather.

Every promissory note is a note receivable from the standpoint
of the payee (since he expects to receive money) and a note payable
from the standpoint of the maker (since he expects to pay money).

Maturity. Notes may be drawn to mature:

(1) On a date named in the note, thus: “On June 30, 19—, I
promise to pay.”

(2) On demand, thus: ‘“On demand, I promise to pay.”

(3) Upon the expiration of a stated period of time; the time
may be stated in several ways, as indicated on the follow-
ing page.

114
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(a) Years, thus: “One year after date, I promise to pay.”’
Such notes will mature in a subsequent year on the
same day of the same month as the date of issue,
except that notes issued on February 29, payabhle
in a year having only 28 days in February, will
mature on February 28.

(b) Months, thus: ‘“Three months after date, I promise
to pay.” Such notes will mature in a subsequent
month on the same day of the month as the date of
issue, except that: (1) notes dated on the 31st of a
month and maturing in a month having only 30
days will mature on the 30th of the month; and
(2) notes dated on the 29th, 30th, or 31st of a
month and maturing in February will mature on
the last day of February.

(¢) Days, thus: “One hundred and twenty days after
date, I promise to pay.” The method of deter-
mining the maturity of such notes is illustrated by
the following computation of the maturity of a
120-day note dated December 15, 1954:

Remaimning days in December 16
Days in January 31
47
Days in February . 28
75
Days in March . . . . 31
106
Days in April . _14 Maturity
120
Interest

Computing interest —General formula. The general formula
for computing interest may be expressed thus:

Principal X Interest Rate X Time = Interest

Interest rates, unless specifically qualified to the contrary, are per
annum rates. If a note is described as a 69 note, the interest is
at the rate of 69, per year.

If time is expressed in terms of months, interest is computed in
terms of months. For example, the interest on a $1,000, 69, note
for three months is computed as follows:

$1,000 X .06 X & = $15

If time is expressed in terms of days, the exact number of days
is used in the interest computation. However, for interest com-
putation purposes, it is commonly assumed that there are 360 days
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in a year. For example, the interest on a 45-day 6% note for $1,000
is computed as follows:

$1,000 X .06 X %% = $7.50

In the determination of the number of days between two dates,
for purposes of computing interest, exclude the first day and include
the last. For instance, the time of a note dated June 17 and due
August 4 would be computed as follows:

Remaining days in June. . ... . 13
July.............. e ... 31
August....................... 4

48

Computing interest—Short methods. There are several meth-
ods of computing simple interest. Some of the shortest are
explained below. At 6%, per annum,

The interest on $1.00 for 1 year is. . $ 06
The interest on 1.00 for 2 months (60 days) is 01 (% of $.06)
The interest on  1.00 for 6 days is 001 (% of $.01)

It is evident that interest on $1.00 for sixty days can be com-
puted by moving the decimal point in the principal two places to
the left, and that interest on $1.00 for six days can be computed
by moving the decimal point in the principal three places to the
left. If this is true of $1.00, it is true of any principal, and a
general rule may be developed in the manner shown below:

Given any principal, to find the interest at 6 45:
For 6 days, point off threc places to the lef

& 60 [ 6’ “ t‘wO 43 [ (14 “
{3 600 (13 : [13 “ 0ne pla‘ce 11 1 '
“ 6,000 ‘,the interest is the same as the principal.
Thus, 6 days’ intcrest on $1,230.00 is $ 1.23
60 « “ “1,230.00 ¢ 12.30
600 « “ “1,230.00 “  123.00
6,000 ¢ “ “1,230.00 “ 1,230.00

Multiples and fractions. The time, stated in days, may be
separated into parts that are multiples or fractions of 6, 60, 600,
or 6,000, and the interest for partial time periods may be added.

What is the interest on $137.65 for fifteen days?

Interest for 60 days = $1.3765
¢ “ 15 “ = }of $1.3765, or $.3441

What is the interest on $137.65 for eighty-eight days?

Interest for 60 days = $1.3765

“ “ 20 “ = 4588 (4 of $1.3765)
“ = 13765
“ = .,04588 (4 of $.13765)

$2.01883 or $2 02.

[ [
1 &«

{3 {3

18lo o
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Interest for any number of days. When the time cannot easily
be divided into fractions or multiples of 6, 60, 600, or 6,000,

Point off three places. (Amount is interest for six days.)
Multiply by the numbers of days. (Product is interest for six times the
stated number of days.)

Divide by 6. (Quotient is interest for the stated number of days.)

What is the interest on $137.65 at 69, for seventy-seven days?

Point off threeplaces................... ... ... ..., $ .13765
Multiply by e . .. .. 77
Interest for 6 X 77 days - $10.59905

Divide by 6: $10.59905 + 6 = $1.7665 = $1.77, interest. for 77 days.

Interchanging principal and time. The principal and time may
be interchanged if this procedure will simplify the computation.
What is the interest on $1,000 for thirty-eight days?
Interchanging, what is the interest on $38.00 for 1,000 days?
Interest for 6,000 days = $38.00
Divide by 6: $38.00 -6 = 6.33
Interest at other rates. When the rate is other than 69, it is
convenient to compute the interest at 69, and make the adjust-
ments for the difference between 69, and the actual rate.
What is the interest on $360 for thirty days at 79,7
Compute the interest at 6 p:
Interest for 60 days = $3 60
Interest for 30 days = $1 80

Add one sixth of $1 80 30
Interest at 79, i2 10

What is the interest on $3,500 for forty-five days at 5397

Compute the interest at 6 %:
Interest for 60 days = $35.00

Interest for 45 days = § of $35.00 $26.25
Deduct (for } of 19%) #» of $26.25 2.19

Interest at 53 9, $24 06

Notes Receivable

Notes Receivable account.  Although it is customary to keep a
separate account with each debtor who owes the business on open
account, notes receivable from all debtors may be recorded in one
account, thus:

Notes Receivable
vy 19—
July| 3} J. B. Gates 60 da. | 1{a 1,000{00{Aug.| 1{J. F. Cole

7) C. L. Peters 30 da. | b 1,500|00 !
18{ H. N. Burt 30 da. | 1lje 1,000/00 |

22 J. F. Cole 10 da. 1{d 1,000/00
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Each debit entry shows the name of the maker and the time the
note is to run. The credits are identified with the debits by names
and cross-reference letters; thus, the credit records the collection of
the Cole note, as evidenced by the reference d.

The number of days shown in each entry is the number of days
the note runs. Since the note may bear a date earlier than that of
the entry, the maturity of the note is not necessarily the stated
number of days after the date of the entry.

Entries for note receivable transactions. Let us assume that
we receive from Peter Dunlap a note for $1,000 due in 60 days.
Illustrative entries for the receipt of the note and for its collection
or dishonor at maturity are shown below:

(A) Entries for the receipt of the note:

In studying the following illustrative entries, you will
observe that the entry to be made when a note receivable
is received always includes a debit to the Notes Receiv-
able account; the credit depends upon other facts about
the transaction.

You will observe also that the following illustrative debit
and credit entries for the receipt of a note are not affected
by the fact that the note bears interest or does not bear
interest. The only difference is in the explanation,
which states whether the note is interest-bearing or non-
interest-bearing.

(1) Assume that the note is received for a cash loan to
Dunlap (and that it bears 6%, interest):

Notes receivable. e 1,000 00
Cash 1,000 00
Received a 60-day, 6 % note from Peter Dunlap for
a loan.

(2) Assume that Dunlap is indebted to us on an account
receivable, and that we obtain the note from him to
apply on account (and that it dues not bear interest):

Notes receivable. 1,000 00
Peter Dunlap .. .
Received a 60-day note, without interest, to apply
on account.

1,000 00

(3) Assume that we sell merchandise to Dunlap and
receive a note immediately for the amount of the
invoice (and that the note bears 69, interest).

The transaction might be recorded in the manner
shown on the following page.
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Notesreceivable... . . .. ..... .. .. i, 1,000.00
Sales  ...... . .o . 1,000 00
Received a 60-day, 6 % note from Peter Dunlap for
amount of sale today.

However, it is considered better practice to make two
entries, as illustrated below, so that all the facts will
be shown in our account with Dunlap:

Peter Dunlap .. 1,000 00
Sales .. .. .. 1,000 00
Sale of merchandise.

Notes receivable 1,000 00
Peter Dunlap . 1,000 00
Received a 60-day, 6% note for amount of sale
today.

(B) Entries for the collection of the note:

The entries for the collection of a note are affected by the
fact that it bears interest or does not bear interest.

(1) Assume that the note mentioned in the preceding illus-
trations does not bear interest; we will collect the
face of the note, $1,000.

Cash . 1,000 00
Notes receivable. . 1,000 00
Collection of 60-day note from Peter Dunlap.

(2) Assume that the note hears 69, interest; we will collect
the face of the note and $10 interest.

Interest is a fee charged for loaning money or extend-

ing credit; it is income to the payee of the note,

and should be credited by him to the Interest Income

account.
Cash. .. e s e e 1,010 00
Notes receivable .. 1,000 00
Interest income. 10 00

Colleetion of 60-day note and interest at 6 9%, from
Peter Dunlap.

If an adjusting entry was made for accrued interest
during the life of the note, the amount of the accrual
should be credited to Accrued Interest Receivable
when the interest is collected, and the remainder
should be credited to Interest Income.

(C) Entries if note is dishonored:

If the maker of a note does not settle for it at maturity, the
note is said to be dishonored. Some bookkeepers make
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no entry whatever to show that a note receivable has
been dishonored, and continue to carry it in the Notes
Receivable account, with the hope that eventually it
will be collected.

This is not the best practice. If we hold a note receivable
and do not collect it at maturity, we should transfer the
amount from the Notes Receivable account to an
account receivable with the debtor, so that our account
with the debtor will show, for credit information pur-
poses, the fact that he has dishonored his note.

Illustrative entries to record the dishonoring of notes are shown
below:
(1) Assume that Dunlap’s note does not bear interest, and
that he dishonors it:
Peter Dunlap . .  ............... 1,000 00

Notes receivable 1,000 00
Non-interest-hearing note dishonored

(2) Assume that Dunlap’s note bears 6%, interest, and
that he dishonors it:

Peter Dunlap... 1,010 00
Notes receivable 1,000 00
Interest income 10 00

Dishonor of 6 % note.

Observe that the Interest Income account is credited,
even though the intercst is not collected. The
interest has been earned, and Dunlap owes us the
interest as well as the face of the note.

(D) Entries if note 1s partially collected:

If at the maturity of a note we make only a partial collec-
tion, we should charge the maker’s account with only
the uncollected portion of the amount due, because the
note is only partially dishonored.

(&) Enlries for a renewal note:

At the maturity of a note, the maker may dishonor it and
give us a new note for the full amount; or we may
receive a partial collection in cash and a new note for
the balance.

(1) Assume that Dunlap’s note does not bear interest, and
that, at maturity, he dishonors it and gives us a new
note for the amount of the dishonored note. Qur
entries are as shown on the following page.
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Peter Dunlap . .. ... ittt 1,000 00
Notes receivable ... .. ... ... il 1,000 00
Dishonor of 60-day note due today.
Notes receivable ..., . 1,000 00
Peter Dunlap ... ... ..., .o 1,000 00

New 60-day note received.

(2) Assume that Dunlap’s note hears interest, and that, at
maturity, we collect the interest and $700 on the
principal, and that we receive from Dunlap a new
60-day, 6% note for the balance. Our entries are:

Cash 710 00
Notes receivable 700 00
Interest income. .. 10 00
Collection of portion of $1,000 note, and the interest.
Peter Dunlap.. 300 00
Notes receivable 300 00
Dishonor of portion of 60-day note due today.
Notes receivable 300 00
Peter Dunlap. . . ...... 300 00

New 60-day, 6 % note for balance of note due today.

Notes Payable

Notes Payable account. Notes payable are also recorded in
one account. Each credit entry shows the name of the payee and
the time the note is to run. The debits recording payments are
identified with the credits by writing the names of the payees and
by using cross-reference letters, in the manner illustrated in the
Notes Receivable account on page 117.

Entries for note payable transactions. Let us assume that we
give George Weaver a note for $2,500, due in 60 days. Illustra-
tive entries for the issuance and for the payment or dishonor of this
note are shown below:

(A) Entries for the tssuance of the note:

The entry to record the issuance of an interest-bearing
note or a non-interest-bearing note always includes a
credit to the Notes Payable account for the face amount
of the note; the debit depends on other facts about the
transaction, as illustrated below:

(1) Assume that the note is issued to Weaver for a cash
loan (and that it bears 69, interest):

Cash....... . .. 2,500.00
Notes payable 2,500.00
Issued 60-day, 6% note to George Weaver for a
loan.
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(2) Assume that we are indebted to Weaver on an account
payable, that we give him the note to apply on
his account payable, and that the note does not bear
interest:

George Weaver . e e .... 2,500 00
Notes payable.. .. 2,500 00
Issucd a 60-day note, thhout mterest on account

(3) Assume that we purchase merchandise from Weaver
and issue a note immediately for the amount of the
invoice, and that the note bears 69, interest.

The transaction might be recorded by a single journal
entry as follows:

Purchases. 2,500 00
Notes payable. . 2,500.00
Issued a 60-day, 6% note to George Wea.ver for
amount of purchase today.

However, it is considered better practice to make two
entries, as illustrated below, so that all the facts will
be shown in our account with Weaver:

Purchases . . . ... . oo . L. 2,500 00
George Weaver ........................ 2,500.00
Purchase of mer(-handise.
George Weaver  ......iiiiiiiiiieeaa, 2,500 00
Notespayable................... .. ....... 2,500.00

Issued a 60-day, 6 % note for purchase today.
(B) Enitries for the payment of the note:

(1) Assume that the note does not bear interest; we will
pay the face of the note, $2,500.

Notes payable.. ... e e, . . 2,500.00
Cash .... ..... ... ... .. 2,500.00
Payment of 60-day note to George Weaver.

(2) Assume that the note bears 6% interest; we will pay
the face of the note and $25 interest.

Notes payable.. - .. .. 2,500 00
Interest expense.. . ... . 25 00
Cash 2,525.00
Payment of 60-day note and 6 % interest to George
Weaver.

If an adjusting entry was made for accrued interest during the
life of the note, the amount of the accrual should be debited to
Accrued Interest Payable when the interest is paid, and the
remainder should be debited to Interest Expense.
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(C) Dishonor of a note payable:

If we hold a note receivable and it is dishonored at matu-
rity, we should charge it back to the maker’s account,
so that his account will show, for credit information pur-
poses, that he has dishonored his note.

If we dishonor our note payable, we have no similar
reason for transferring the amount of the note from the
Notes Payable account to an account payable with the
payee. Therefore, we will make no entry to show that
we have dishonored the note.

If the note bears interest and we do not pay it, we should
make an entry to record the interest expense and the
liability for the interest. Thus, if our note to Weaver
bears interest and we make no payment at maturity,
we should make the following entry to record the accrued
interest:

Interest expense .. ...... 25 00
Accrued interest payable .. 25 00
Interest accerued at 6% for 60 days on note payable to
George Weaver, due today.

(D) Entries if note ts partially paid:

If, at the maturity of our note payable, we pay a portion
thereof, our only entry will be for the amount of the
payment.

(1) Assume that the note to Weaver does not bear interest,
and that we make a partial payment of $1,200 at
maturity:

Notes payable .. .. 1,200 00
Cash. 1,200.00

Partial payment to George W’e;x;rer on note due
today.

(2) Assume that the note to Weaver bears 6% interest,
and that we make a partial payment of $1,200 at
maturity. Since Weaver will presumably regard
$25 as payment of interest, and will regard the
remainder as a payment on the principal, our entry

will be:
Interest expense ............... 0. . 25 00
Notes payable... ... ... ...... .. 1,175.00
Cash .. ... 1,200.00

Payment of portion of p;'incip;;l of note to George
Weaver, due today, and interest.
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(E) Entries for a renewal note:

At the maturity of our note payable, we may give a new
note for the full amount, or we may make a partial pay-
ment and give a new note for the balance.

(1) Assume that the Weaver note does not bear interest,
and that, at maturity, we give him a new note due
in 60 days for the amount of the old note. Our
entry will be:

Notes payable...... e eeeeeaeaan 2,500.00

Notes payable.

Issuance of a new 60—da.y. imt«; to George Weave;'
for face of 60-day note due today.

2,500 00

(2) Assume that the Weaver note bears 69, interest, and
that, at maturity, we pay him the interest on the
note and $1,000 on the principal, and give him a
new 60-day, 69 note for the balance.
Notes payable.. 1,000 00
Interest expense 25 00
‘ash 1,025 00

Payment of portion of note due today, and total
interest.

Notes payable.. 1,500 00
Notes payable . 1,500 00
Issuance of a new 60-day, 6% mnote to George
Weaver for unpaid portion of note due today.

Discounting a note payable. When a note payable is issued
to a bank for a loan, the note usually does not bear interest, but
the interest is deducted in advance. For instance, assume that
we give a bank a 60-day note for $1,000, and that the bank charges
discount at 69%. The discount is $10, and we will receive the
proceeds of $990.

Entry if note matures before the end of the accounting period:

Cash cen. 990 00
Interest expense 10 00
Notes payable. 1,000 00

Note due in 60 days, discounted at bank.

Entry if note matures after the end of the accounting period:

Cash . 990 00
Prepaid interest expense 10 00
Notes payable... .. 1,000 00

Note due in 60 days, discounted at bank.

If the Prepaid Interest Expense account is used, an adjusting
entry is required at the end of the accounting period to transfer
the expense portion to Interest Expense.
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Bills of Exchange

Definition. The following definition is quoted from the Uni-
form Negotiable Instruments Act:

A bill of exchange is an unconditional order in writing addressed
by one person to another, signed by the person giving it, requiring
the person to whom it is addressed to pay on demand or at a fixed or
determinable future time a sum certain in money to order or to
bearer.

The parties to a bill of exchange are:

The drawer- the person who signs the order.

The drawee- the person to whom the bill is addressed and
who is ordered to make the payment.

The payece the person to whom the required payment is to
be made.

Classification. Bills of exchange, often called drafts, may be
classified as follows:

(A) As to the nature of the parties:

(1) Bills drawn on banks; a bank check is an illustra-
tion of such a bill of exchange.

(2) Bills drawn on parties other than banks; these are
known as commercial bills. They are the only
bills of exchange with which we are concerned in
this chapter.

(B) As to the number of parties:

(1) Three-party drafts —in which A orders B to pay C.
Three-party commercial bills are now so rarely
used in business that they are not discussed in
this chapter.

(2) Two-party drafts—in which A orders B to pay A.
In such a draft, A is both the drawer and the
payee.

Since there are always three parties to a draft
(drawer, drawee, and payee), it would be more
precise to use the expression two-person draft when
one person is both drawer and payee. However,
two-party draft is the customary terminology.
(C) As to the time when payment is to be made:

(1) Sight drafts-—payable immediately upon presenta-
tion to the drawece.

(2) Time drafts—payable after a lapse of time. Since
we are concerned in this chapter with time paper,
we shall deal only with time drafts.
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Two-party time draft. A two-party time draft is illustrated
below:

$100.00 Chicago, Illinois, _ I41Y 20, 197~

Thirty days after date p,y tg the order of OURSELVES

One Hundred-no/100----—=-~-commmmm o Dollars

To George Hill,

Freeport, Illinois @ 22:@!:&

Two-Party Time Draft

Acceptance. A time draft should be presented to the drawee to
obtain his agreement to pay it at maturity. This agreement is
called acceptance of the draft and is expressed by writing across the
face of the draft:

Accepted
(Drawee’s signature)

After a time draft has been accepted by the drawee, it is called
an acceptance. Thus the word acceptance has two meanings: the
act of accepting, and an accepted draft.

Time drafts may he payable:

(1) A certain period after the date of the paper; in such cases,
the time is expressed thus:

“Thirty days after date, pay to the order of (etc.).”

A draft drawn on June 15, payable thirty days after date,
will be due on July 15, regardless of the date on which it is
accepted. Since the date of acceptance has no bearing
on the maturity of the draft, the date of acceptance need
not, be shown.

(2) A certain period after the date when the draft is accepted
by the drawee; the time may be expressed thus:

“Thirty days after sight, pay to the order of (etc.),” or
‘“At thirty days’ sight, pay to the order of (etec.).”

A draft drawn on June 15, payable thirty days after sight,
and accepted on June 20, will be due on July 20. Since
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the date of acceptance of such a draft determines the date
of its maturity, the date of acceptance should be shown,
thus:

Accepted
June 20, 19—
(Drawee’s signature)

Accounts with notes and acceptances. An accepted time draft,
like a promissory note, is a debtor’s written agreement to pay a cer-
tain sum of money at a fixed or determinable future date. There-
fore, most accountants record acceptances receivable in the Notes
Receivable account, and acceptances payable in the Notes Payable
account.

Although a few accountants prefer to keep separate accounts
with Notes Receivable and Acceptances Receivable, and separate
accounts with Notes Payable and Acceptances Payable, this dis-
tinction is usually considered unnecessary.

Two-party time draft for collection purposes. Two-party time
drafts are occasionally used to reduce a past-due account to a
written promise to pay. If a debtor will not pay his account, he
may consent to give a promissory note or accept a time draft. If
a time draft is used, it is drawn by the creditor and sent to the
debtor for acceptance.

If the debtor accepts the draft, the following entries are made
by the two parties:

Drawee’s journal entry:

Creditor’'s name L. i iiiiiiiiiiiieans 100 00
Notes payable .... ... ... i, 100.00
To record acceptance of draft.

Drawer’s journal entry:

Notes receivable e e teeeearaeaeeaa 100 00
Debtor’s name L. L. 100 00
To record receipt of acceptance.

Two-party time draft per terms of sale. Sometimes the terms
of sale require the purchaser of merchandise to accept a time draft
for the amount of the invoice. If the purchaser has established
a credit standing with the seller, the merchandise is shipped on a
straight bill of lading and the draft is sent to the purchaser for
acceptance. To assure obtaining acceptance of the draft before
delivery of the goods, a draft with an order bill of lading attached
may be sent to a bank in the purchaser’s city. The purchaser
must accept the draft before the bank will release the bill of lading.
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Sequence of Eniries
Seller’s entry at time of sale:

Customer’s name . . . ... . . 30000

Sales 300 00
Sale of merchandise; terms 30—dav accoptance

Purchaser’s entry at time of receipt of goods and acceptance of
draft:

Purchases . e 300 00
Creditor’s name .. 300 00
Purchase of merchandise; torms draft due 30 days after
sight.
Creditor’s name 300 00
Notes payable . 300 00

Acceptance of 30-day draft for ammmt of purchase
today.

Seller’s entry when acceptance is received:

Notes receivable 300 00
Customer’s name 300 00
Acceptance received

A time draft drawn by the seller on the purchaser of goods sold,
accepted by such purchaser, and bearing on its face the evidence
that the draft arose from a sale of merchandise, is called a trade
acceptance.

No Chicago. 19 _ [ S
9 after. pay to the order of OURSELVES
Z [ Dollars
E Thobhumdthmpmhuoof > omo{tl’nwtmdlndllmchdum.

Q w
Y] -
< [
W To 8
[} 0 _
E <
o
174=0M=10-0

Trade Acceptance

Trade acceptances are used in connection with transactions of
the nature just described.

Registers

Notes receivable register. If many notes and acceptances are
received, it is desirable to keep a supplementary record called a
Notes Receivable Register, where spaces are provided for more
detailed information about the notes and acceptances than can be
entered in the Explanation columns of the Notes Receivable
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account. This register is a supplementary book; the entries in it
do not take the place of those in the journal and the ledger, but
details can be omitted from the Explanation columns of the
account.

An illustration is presented below. It shows (1) the illustrative
transactions, (2) the entries (in journal form) to record them, (3)
the Notes Receivable account, and (4) the notes receivable register.

Peterson note:

On May 12, a 30-day, non-interest note for $1,000, dated
May 12, payable at our office, was received from O. B.
Peterson, to apply on account.

Notes receivahle 1,000 00
0. B. Peterson 1,000 00

On June 11, the note was collected.

Cash ..... 1,000 00
Notes receivable 1,000 00

Smith note:

On May 21, a 60-day, 69 note for $1,500, dated May 20,
pavable at the State Bank, was received from H. D. Smith
to apply on account.

Notes receivable . . 1,500 00
H. D. Smith . 1,500 00

On July 19, when the note matured, the maker dishonored

it, and it was charged back to his account.

H. D. Smith . 1,515 00
Notes receivable.. ... .. . . 1,500 00
Interest income.... . 15 00

On July 21, Smith paid us $315 in cash, and gave us a new
69 note, payable in three months at our office, for $1,200.

Cash .. cee e e 315 00
H.D.Smith.. .. .. ... .... ..... 315 00
Notes recervable e e . 1,200 00
H. D. Smith e e e e 1,200 00

Norton acceptance:

On July 24, we drew a $900 draft on Henry Norton, payable
60 days after date. Norton accepted the draft, and
returned it to us. We received it on July 25.

Notesreceivable.. ... . . .. ... . iiiieeriiiina.. 900 00
Henry Norton.. .. ... ... . iiiieirninnnennnnn 900.00

The acceptance has not yet matured.
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Notes Receivable

19— 19—
May|12 1,000{00}June(11 £,000{00
21 1,500{00( July|19 1,500(00
July|21 1,200/00
25 900/00

The notes receivable register appears on page 131. The letters
in the first column indicate whether the paper is a note or an
acceptance. The letters J, F, M, and so forth, at the head of the
narrow columns indicate months of maturity, and the numbers in
these columns indicate the dates of maturity.

The Notes Receivable account has a debit balance of $2,100.
This balance is the total of the last two items in the register.

Notes payable register. An illustration of notes and accept-
ances payable transactions is presented below.

Bank loan:

On March 1, we discounted at the First National Bank our
60-day note for $5,000; discount rate, 6 %.

Cash.... . ) . 4,950 00
Interest expense. . . ces 50.00
Notes payable .. .. 5,000 00

Slocum acceptance:

On March 10, we accepted a 30-day sight draft for $1,150,
drawn by Frank Slocum on March 9, payable at his office.

Frank Slocum .. . . . 1,150 00
Notes payable .. 1,150 00
On April 9, the acceptance was paid.
Notes payable . .. 1,150 00
Cash 1,150 00

Bailey note:

On March 17, we gave George Bailev a 69, two-month
note for $750.

George Bailey e e e e e 750.00
Notes payabhle . .o . 750.00
Notes Payable
19— 19—
Apr.| 9 1,150/00{Mar.| 1 5,000/00
10, 1,150{00
1 750400

The notes payable register appears on page 131.
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CHAPTER 10

Columnar Journals. Controlling Accounts

Columnar Journals

Special columns to reduce postings. Accountants have given
a great deal of thought to the development of accounting records
which reduce labor. One of the simplest labor-saving devices is
a journal in which special columns are provided for accounts fre-
quently debited and credited. Such a journal is illustrated on
page 133.

Observe that posting labor is saved because the individual
entries in the special columns are not posted; only the column
totals are posted. For instance:

The three debits to Cash, entered in the first debit column,
are not posted; instead, the $10,800 column total is posted.

The two debits to Purchases, in the second column, are not
posted ; instead, the $4,000 column total is posted.

The account number at the foot of a column shows that a
posting has been made. The only items individually posted are
those for which special columns are not provided; these are in
the Sundry columns. Since the individual entries in these columns
are posted, the column totals are not posted.

Cross-footing columnar books of original entry. Before post-
ing column totals of a hook of original entry containing several
debit and credit columns, you should always make sure that the
sum of the debit-column totals agrees with the sum of the credit-
column totals by a computation (which may be made on scratch
paper) similar to the following proof of the equality of the debits
and credits in the journal on page 133.

Debits Credits
10,800.00 4,050.00
4,000.00 800.00
3,550.00 13,500.00
18,350 00 18,350.00

Determining the equality of the debit and credit totals of col-
umnar books of original entry should never be omitted; if they
are not in balance, the trial balance will not balance, and a great

amount of work may have to be done before the error is located.
132
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Controlling Accounts

Division of the ledger. If a business has numerous accounts
receivable and accounts payable, it is advisable to divide the
ledger into three sections, as follows:

Accounts receivable ledger—containing all accounts with
customers.

Accounts payable ledger—containing all accounts with trade
creditors.

General ledger—containing all other accounts.

When this is done, the accounts receivable ledger and the
accounts payable ledger are called subsidiary ledgers.

Controlling accounts. When the two subsidiary ledgers men-
tioned above are used, it is customary to keep the two following
accounts in the general ledger:

Accounts Receivable —the balance of this account shows the
total amount receivable from all customers.

Accounts Payable- -the balance of this account shows the
total amount payable to all trade creditors.

Posting to the subsidiary ledgers and also to the controlling
accounts does not involve any great amount of extra work. The
journal is provided with debit and credit columns for Accounts
Receivable and Accounts Payable. The individual entries in
these columns are posted to the accounts in the subsidiary ledgers,
and the column totals are posted to the controlling accounts in the
general ledger.

Controlling accounts help in locating errors. Without con-
trolling accounts, it would be necessary to take a combined trial
balance of the general ledger and the subsidiary ledgers. If they
did not balance, it might be necessary to check all of the postings
in search for errors. With controlling accounts, the three ledgers
can be proved separately, as follows:

General ledger— by taking a trial balance.

Subsidiary ledgers—-by seeing that the totals of their balances
are in agreement with the balances of their related con-
trolling accounts.

The sum of the balances in the accounts receivable
ledger should be equal to the halance of the Accounts
Receivable controlling account; and

The sum of the balances in the accounts payable ledger
should he equal to the balance of the Accounts Pay-
able controlling account.
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Subsidiary ledger rulings. The ledger form most frequently
used for personal accounts in the two subsidiary ledgers is pro-
vided with a column to show the balance after each transaction.
Two illustrations are given below. Hudson’s account is in the
accounts receivable ledger; Murphy’s account is in the accounts
payable ledger. The purpose of each column may be indicated
in a box heading, as in the first illustration; or the box headings
may be omitted, as in the second illustration.

C. E. Hudson
Date Explanation Folio Debit Credit | Balance
ik S I S
June| 2 1 600]00; 600]00
11 1 600(00 —
19 2 76000 760|100
23 2 35(00 725/00
28 3 72500 —
July | 6 o4 495/00| 495|00
' i i
T. O. Murphy
w—r T 0 TrT T

Oct. | 4 | 17 975/00 975/00
13| ' 17 97500 —
22 I 18 856[00 856,00
25 l 18 20(00 836/00
Nov | 1 19 836/00 —
9 i 20 425/00 425/00

If a balance appears in an account in the accounts receivable
ledger, it is assumed to be a debit bhalance; if an account has
a credit balance, this fact may be indicated by writing ‘““Cr.”
after the amount of the balance. An account in the accounts
payable subsidiary ledger is assumed to have a credit balance; a
debit balance may be indicated by writing ‘ Dr.”” after the balance.

If the balance in an account ix composed of unsettled balances
from more than one invoice, the bookkeeper may use letters to aid
him in determining the elements of the account balance. The
procedure is illustrated below:

B. R. Riley

19—

Nov.|13] 20 fa  295|00 295/00
16 21 a 1500 280/00
19 21 b 300/00 580/00
24 22 je  179/00 759|100
26 22 c 13{00 746/00
2 23 b  300{00 44600
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The $446 balance in the account with B. R. Riley on the pre-
ceding page consists of the following elements:

Invoice, November 13 . $295 00

Less credit on November 16 . 15 00 $280 00
Invoice, November 24 $179.00

Less credit on November 26. . _13.00 166 00
Total. . . e e e . $:14_6.0(}

—_— ==

Illustration. The use of controlling account columns in the
journal and the procedure of posting to the three ledgers and
determining that they are in balance are illustrated on the follow-
ing pages. You shonld trace all the postings from the journal on
pages 137 and 138 to the three ledgers, which appear on the pages
indicated below:

General ledger . e - . 139
Accounts reccivable ledger. 140
Accounts payable ledger 140

During the month, the entries in the Sundry columns were
posted to the general ledger and the entries in the Accounts Receiv-
able and Accounts Payable columns were posted to the subsidiary
ledgers. The accounts in the subsidiary ledgers usually are
arranged in alphabetical order and are not numbered. Since there
are no subsidiary ledger account numbers, the bookkeeper indicates
that postings have heen made by entering check marks (/) in the
L. F. column of the journal.

At the end of the month the column totals, including the totals
of the controlling account columns, but excluding the totals of the
Sundry columns, were posted to the general ledger.
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The general ledger accounts appear below:

Cash (¢))]
19— 1 he— T T T
July(31 2] 26,686[00}July|31 2 9,750(00
Accounts Receivable (10)
o— | 10— | B
July|31 2| 1,350{00)July|31 2 82000
|

Accounts Payable (20)
o— 1 1 TTme— 1
July|31 2 2,150{00July|(31 2 4,800/00

Capital Stock 30)
T T The—1
July| 1 1{ 25,00000
Sales (40)
—~“~~~§§—~_—_——i£)~ T
July|31 2 2,250/00
Returned Sales and Allowances 41
19— 1T T e N T T
Julyi12 1 20/00!

Discount on Sales 42)
w—| v - T :
July(23 2 14/00 i

Purchases (61
w— 1 T T T h
July|31 2| 12,300[00
Returned Purchases and Allowances (51)
T Tho— | T
July|11 1 150{00
Store Rent (60)
19— T
July 1 250|00
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Accounts receivable ledger. The accounts receivable sub-
sidiary ledger appears below:

Peter Mason

19—
July|15 2 70000 700/00
23 2 700(00! —
John Nolan
19— T T ) B
July|31 2 350(00 350(00
T
John Phelps
19— o N T
July|10 1 300{00 300[00
12 1 20(00 28000
22 2 100/00 180|00

Accounts payable ledger. Following is the accounts payable
subsidiary ledger:

Bacon & Company

19—
July| 3 1 3,000{00{ 3,000{00
11 1 15000 2,850{00
25 2l 2,000(00 850(00
White and Davis
19—] T o
July|19 2 1,800(00{ 1,800/00

Proving the ledgers. Following is the trial balance of the
general ledger:

General Ledger Trial Balance

July 81, 19—
Cash......... - 16,936.00
Accounts recelvable e . 530.00
Accounts payable . . 2,650.00
Capital stock.. L . R 25,000.00
Sales........ ... .. e e e 2,250.00
Returned sales and allowances... . . ... R 20.00
Discount on sales. .. L. .. .. 14.00
Purchases. . . 12,300.00
Returned purchases a.nd allowanccs .. 150.00
Storerent... ................... ... 250 00

30,050.00 30,050.00

The subsidiary ledgers are proved by preparing the following
schedules of their balances and finding that the totals thereof



Ch. 10] CONTROLLING ACCOUNTS 141

are in agrecment with the balances of the respective controlling
accounts in the general ledger.

Schedule of Accounts Receivable

July 81, 19 -
John Nolan 350.00
John Phelps e 180 00
Total (per balance of controlling account) .. . 53000
Schedule of Accounts Payable
July 31, 19—
Bacon & Company . 850 00

White and Davis o : 1,800 00
Total (per balance of controling account) 2,650 00




CHAPTER 11
Specialized Books of Original Entry

Division of labor. The columnar journal illustrated in the pre-
ceding chapter saves posting labor, but it does not provide for a
division of labor. In a large business it is utterly impracticable to
use a single book of ,original entry. To enable several bookkeepers
to work at the same time, it is necessary to have several books of
original entry. And, as we shall see in this chapter, by using
specially designed books of original entry for different classes of
transactions, the labor of journalizing can be greatly reduced.

Books to be illustrated. The special books to be used in any
business will depend upon the nature of its operations, and upon
whether transactions of a particular kind occur often enough to
warrant having a special book of original entry in which to record
them. The special books to be illustrated in this chapter are:

Sales book. Cash receipts book.
Purchase book. Cash disbursements book.

These books are sometimes called the sales journal, the purchase
journal, and so forth. Since some transactions cannot be recorded
in the special books of original entry, it is necessary also to have a
journal in which to record these transactions; this book may be
called the general journal or merely the journal.

If a transaction is recorded in one of the specialized books of
original entry, it is not recorded in the general journal also; only
those transactions which cannot be recorded in a specialized book
of original entry are recorded in the general journal.

Sales book. A sales book is illustrated helow.

Sales Book (Page 1)
Date [/ Name Invoice No.j Amount

19— ' T - - 1
May| 2{+/| R. E. West 1 800(00
71v| G. O. Davis...... 2 450(00
12{+/] S. E. Bates. . 3 600{00
18]4/| R. E. West.......... 4 850(00
23)+/| (x. O. Davis.. ...... 5 280/00
30|vV|R.E. West.oooviiieeienninnen o v, 6 300/00
3,280(00

(10) o
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The sales book is used for recording sales on account. It has
the following advantages:

Saving of labor:
In recording transactions:

Each entry records a debit to a customer and a credit to
Sales; but the credit to Sales need not be written; it
is ¢mplied because the entry is in the sales book.

The sales book need not contain an explanation of each
entry. A numbered invoice is given to the customer,
and a carbon copy thereof is retained and filed. The
sales hook shows the number of the invoice. Infor-
mation about the kinds of merchandise sold can be
obtained by referring to the filed duplicate of the
invoice indicated by the number.

In posting:

A separate book of original entry for sales, like the
special Sales column in the journal in Chapter 10,
saves posting labor because, instead of posting the
amount of each sale separately to the Sales account,
the bookkeeper posts the total of all entries to the
Sales account. The column total is also posted to the
Accounts Rececivable controlling account.

Division of labor:
In recording transactions:

One bookkeeper can be engaged in recording sales while
other bhookkeepers are recording other kinds of
transactions.

In posting:

An assistant bookkeeper can post to the accounts receiv-
able subsidiary ledger, and the head bookkeeper can
post to the general ledger.

The other special books of original entry described in this
chapter have similar advantages.

Postings have been made from the illustrative sales book on
page 142. The postings of the individual debits to customers
were made during the month. The postings of the debit to
Accounts Receivable controlling account (account 10) and the
credit to Sales (account 40) were made at the end of the month.

Purchase book. Savings in journalizing and posting can be
effected by using a special book of original entry for recording
purchases on account. The entries in the purchase book on page
144 are equivalent to five entries debiting Purchases and crediting
the parties from whom the merchandise was purchased.
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Purchase Book (Page 1)
Date [/ Name lxlx)v:tlgeh Amount
19— - IQ—- T
May| 1}+/| Price and Holmes May| 1] 2,000/00
9|+/| Henderson’s, Inc Sn 3,500/00
13|+/| Osborne Company. 10{ 2,600{00
18]+/] Price and Holmes 16 650/00
24[+/| Henderson’s, Inc . . 23] 1,300000
1.10,05000_
(80) (20)

Postings were made as follows:

During the month, the individual entries were posted to the
credit of the creditors’ accounts in the subsidiary ledger.
At the end of the month, the column total was posted to
general ledger accounts as follows:
To the debit of Purchases.
To the credit of Accounts Payable.

Cash receipts book. The cash receipts book on page 145 con-
tains entries for the following transactions:

May 1—Issued capital stock for cash, $25,000.
3—Sold merchandise for cash, $150.
5—Collected from R. E. West amount of invoice of May 2, $260.
12—Sold merchandise for cash, $500.
15—Collected from G. Q. Davis amount of invoice of May 7, $450, less 19,
cash discount.
20~ -Collected a non-interest-bearing note from R. E. West, $500.
24—Collected from R. E. West amount of invoice of May 18, $850, less 1%,
cash discount.
31—Sold merchandise for cash, $400.

The illustrative cash receipts book contains two credit columns:

General Ledger- -In this column are entered the amounts of the
credits to all accounts other than accounts receivable.
Accounts Receivable— This column serves two purposes:

The accounts receivable subsidiary ledger bookkeeper can
easily find the items that are to be posted to the accounts
receivable subsidiary ledger.

The general ledger bookkeeper can post the total of the
column to the Accounts Receivable controlling account.

_The cash receipts book also contains two debit columns, to
facilitate the recording of collections from customers who take a
deduction for cash discounts. The amount of the discount is
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entered in the Discount on Sales debit column; the amount of cash
received is entered in the Cash debit column; and the total is
entered in the Accounts Receivable credit column.

Each of the entries in the cash receipts book records a receipt
of cash. The debits to Cash are not written (as they would have
to be in the journal), but are indicated by the fact that the amounts
are in the Cash debit column. The debits to Discount on Sales
are indicated by the fact that the amounts are in the Discount on
Sales debit column.

Postings were made as follows:

During the month:

The head bookkeeper posted the entries in the General
Ledger column to the credit of the accounts named
under ‘“Account Credited.”

The assistant bookkeeper posted the entries in the Ac-
counts Receivable column to the credit of the accounts
named under ‘“ Account Credited.”

At the end of the month:
The head bookkeeper posted column totals to accounts in
the general ledger, as follows:
Accounts Receivable column--to the credit of the
Accounts Receivable controlling account, No. 10.
Discount on Sales column—to the debit of the Dis-
count on Sales account, No. 42.
Cash column—-to the debit of the Cash account, No. 1.

It will be observed that the two debit columns in the cash
receipts book on page 145 are at the right of the two credit columns.
In columnar books of original entry, any column sequence may be
adopted so long as the headings clearly identify the debits and
credits. The column arrangement showr above was adopted so
that the columns in the cash receipts and cash disbursements books
would be in the same sequence: general ledger, subsidiary ledger,
discount, and cash.

Cash disbursements book. The cash disbursements book on
page 147 contains two debit columns:

General Ledger— In this column are entered the amounts of the
debits to all accounts other than Accounts Payable.
Accounts Payable—-This column serves two purposes:

The accounts payable subsidiary ledger bookkeeper can
easily find the items that are to be posted to the accounts
payable subsidiary ledger.

The general ledger bookkeeper can post the total of the
column to the Accounts Payable controlling account.
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The cash disbursements book also contains two credit columns,
to facilitate the recording of payments to creditors with a deduc-
tion for cash discounts.

Postings were made as follows:

During the month:

The head bookkeeper posted the entries in the General
Ledger column to the debit of the accounts named under
‘“ Account Debited.”

The assistant bookkeeper posted the entries in the Accounts
Payable column to the debit of the accounts named
under ‘‘ Account Debited.”

At the end of the month:

The head bookkeeper posted column totals to accounts in
the general ledger, as follows:

Accounts Payable column- —-to the debit of the
Accounts Payable controlling account, No. 20.

Discount on Purchases—to the credit of the Discount
on Purchases account, No. 52.

Cash—to the credit of the Cash account, No. 1.

Journal. To facilitate the postings to the controlling accounts,
it is desirable to use a six-column journal with special debit and
credit columns for each controlling account. See page 149.

Postings from the journal were made as follows:

During the month:
Entries in the Accounts Receivable columns were posted
to accounts in the subsidiary accounts receivable ledger.
Entries in the Accounts Payable columns were posted to
accounts in the subsidiary accounts payable ledger.
Entries in the General Ledger columns were posted to
accounts in the general ledger.

At the end of the month, totals of the Accounts Receivable
and Accounts Payable columns were posted to the con-
trolling accounts—Accounts Receivable, No. 10, and
Accounts Payable, No. 20.

References to books of original entry. When several books of
original entry are used, the ledger accounts must indicate the books
from which the entries were posted. Thus,

CR1 means cash receipts book, page 1.

CD1 “  cash disbursements book, page 1.
S1 ¢ sales book, page 1.
P1  “ purchase book, page 1.
J1 ¢ journal, page 1.
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You should trace all the postings from the foregoing books of
original entry to the following ledger accounts, beginning with the
first entry in the sales book and continuing to the last entry in the

[Ch. 11

journal.
General ledger. The general ledger accounts appear below:
Cash 1)
19— i 0ope— T
May 31 CR1| 28,097/00{May|31 CD1| 12,318[00
Accounts Receivable (10)
= ST |
May|(31 71 S1f 3,280(00/May|31 CRI1] 1,560/00
31 J1 5140(00
Notes Receivable (16)
19— 19— '
May| 5] R. E. West J1 500{00] May (20] R. Ii. West CR1 500/00
Accounts Payable (20)
19— i ' 19— T 1
May|31 CD1| 4,856/00[May|(31 P1{ 10.050(00
31 J1j 1,150(00
Notes Payable (21)
19— ) N 19— I
May|25| Price and Holmes|CD1| 1,000{00{May| 7| Priccand Holmes| J1j 1,000/00
Capital Stock (30)
} T —
May| 1 CR1| 25,000/00
Sales (40)
. _ ST —
May| 3 CR1 150(00
12 CRI1 500|00
31 CRI1 40000
i 31 S1f 3,280(00
Returned Sales and Allowances (41)
19— T
May| 3| Ji 4000
Discount on Sales (42)
19—
May|31 CR1 13/00
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Purchases (60)
i9— u I
May| 1 CcD1|  5,000[00 | ,
10 Chi 500{00 ' !
26 CDh1 35000
31 P1| 10,050/00 i
| l
Returned Purchases and Allowances (51)
i 19—
May| 5 J1 150/00
Discount on Purchases (62)
- v e—
| I IMay|31 CD1 52|00
u | ﬂ
Store Rent (61)
19— ) . - R -
May| 1 CD1 300[00 i
Salesmen’s Salaries (62)
19— | " | T
May|16 CD1| 20000 '
31 cpil 20000 ’
(|

Accounts receivable ledger.

After postings from the books of

original entry are completed, the subsidiary accounts receivable
ledger appears as follows:

S. E. Bates
19— i a
May|12 S1 600
G. O. Davis
19- | o
May| 7 S1 450
15 CR1
23, S 280
R. E. West
19— o -
May| 2 s1f 800
3 J1
b CR1
5 J1
18| S1 850
24 CR1
30 Si 300

00

00

450/00

40|00
260(00
500/00

85000

600

00

450
280

800
760
500
850

300

00

8181888
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Accounts payable ledger.

ledger appears as follows:

Henderson’s, Inc.

[Ch. 11

The subsidiary accounts payable

19—
May| 9 P1 3,500{00f 3,500/00
16 CD1j 3,500/00 —
24 P1 1,300{00] 1,300{00
Osborne Company
19— ) N -
May|13 Pl 2,600/00] 2,600(00
19 CD1 500(00 2,100(00
'4
Price and Holmes
19— - | o
May| 1 Pl 2.000j00] 2,000{00
5 J1 150(00 1,850(00
7 CD1 850(00 1,000(00
7 J1j 1,000,00 —
18 P1 65000 650(00

Proving the ledgers.

general ledger and the schedules of the subsidiary ledgers.

General Ledger Trial Balance

May 31, 19—
Cash e 15,719 00
Accounts receivable . 1,180 00
Accounts payable
‘apital stock

Sales .

Returned sales and allowances . . 40 00
Discount on sales . 13 00
Purchases . . . 15,900 00

Returned purchases and allowances
Discount on purchases

Store rent e 300 00
Salesmen’s salaries e e 400 00
33.582 00

Schedule of Accounts Receivable
May 31, 19—
S. E. Bates
G. 0. Davis.
R. E. West..

Total (per balance of controlling account)

Schedule of Accounts Payable

May 81, 19—
Henderson’s, Inc . .. . ... .. ... .
Osborne Company

Price and Holmes e
Total (per balance of controlling account)

....................

1,050 00
25,000 00
4,330 00

150 00
2 00

v

9.5 00

—_———

600 00
280.00
300.00

1,180.00

1,300.00
2,100.00
650 00

4,050 00

Following are the trial balance of the
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Providing controlling account columns in books of original
entry. It is desirable to provide special controlling account
columns in the various books of original entry so that the postings
to the controlling accounts, so far as practicable, will consist only
of column totals.

Suppose, for example, that customers are frequently credited
with returned merchandise after having paid their accounts in full.
Their accounts will then have credit balances which may have to
be paid in cash. If there are many such cash disbursements
requiring debits to customers’ accounts, it will be desirable to have
an Accounts Reccivable debit column in the cash disbursements
book, as illustrated in the cash disbursements book on page 154.

The accounts receivable bookkeeper posted the two items in
the Accounts Receivable column, and the general ledger book-
keeper posted the column total.

Posting to subsidiary ledgers from General Ledger column.
Transactions of the nature mentioned in the preceding section may
be too infrequent to justify providing a special column for them in
the cash disbursements book; if it is not desired to have a special
column, the amounts of the entries may be put in the General
Ledger column and each entry will be posted twice: once by the
accounts receivable bookkeeper to the subsidiary ledger, and once
by the general ledger bookkeeper to the controlling account in the
general ledger. Sce illustrative cash disbursements book on
page 155.

The method illustrated in the cash disbursements book with no
Accounts Receivable column (page 155) may be applied whenever
entries affecting subsidiary ledgers and controlling accounts must
be made in a book of original entry which does not have a special
column for the controlling account affected. Great care should
be exercised to see that items of this nature are posted to both the
general ledger and the subsidiary ledger; if only one posting were
made, the subsidiary ledger would be thrown out of agreement
with its control.
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Other Special-Purpose Columns in the Cash Receipts Book

A cash receipts book with several additional special columns
appears on page 157. The additional columns and their uses are
described below.

Interest Income. The cash receipts book shows that, on
June 23, a $600 note and $1 of interest were collected from Oscar
White. The entry for the transaction includes credits to Notes
Receivable and Interest Income, and a debit to Cash. The
special Interest Income credit column makes it possible to record
the transaction on one line of the cash receipts book.

Sales. This column was provided because the Sales account
is frequently credited. The special column reduces posting work.

Prepaid Interest Expense. On June 25, a $2,000 note payable
was discounted at the bank. The entry for the transaction
includes a credit to Notes Payable and debits to Prepaid Intercst
Expense and Cash. The special Prepaid Interest Expense debit
column makes it possible to record the transaction on one line of
the cash receipts book.

Collection and Exchange. On June 26, a $600 check was
received from J. B. Turner to apply on account. When the check
was deposited, the bank charged an exchange fee of $.25. The
entry for the transaction includes a credit to J. B. Turner and
debits to Collection and Exchange and Cash. The special Collec-
tion and Exchange debit column makes it possible to record the
transaction on one line. This special column was also used to
record the fee charged by the bank for the collection of the Peter-
son note.
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Other Special-Purpose Columns in the Cash Disbursements
Book

A cash disbursements book with several additional special
columns appears on page 159.

Interest Expense. The Interest Expense debit column makes
it possible to record the payment of a note payable and interest on
one line.

Purchases, Freight In, and Freight Out. These special
columns were provided because the accounts are frequently
debited in the cash disbursements book.

Special columns to be used. You should understand that the
special columns shown in this chapter are purely illustrative.
The special columns to be used in the cash hooks of a business will
depend on the nature of the business and the frequency of certain
types of cash transactions.
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Transactions Recorded on Two Lines of a Cash Book or in a Cash
Book and the General Journal

It is theoretically desirable to have enough columns in the cash
books so that each cash transaction can be recorded on a single
line, but it is impracticable to provide columns for accounts which
are infrequently used. Two procedures for dealing with situations
in which special columns would be helpful but are not provided are
discussed below and illustrated in the cash receipts book and
journal on pages 161 and 162. Similar procedures can be used for
recording cash disbursements.

Two entries in the General Ledger column. For purposes of
illustration, assume that, on June 5, land which had been acquired
as a building site at a cost of $12,000 was sold for $15,000 cash.
The entry for the transaction requires a $15,000 debit to Cash, a
$12,000 credit to Land, and a $3,000 credit to Gain on Sale of Land.
The transaction is recorded on two lines of the cash receipts book
on page 161; the two credits are entered in the General Ledger
column.

Entry in a cash book and the general journal. Assume the
same transaction except that $5,000 cash and a $10,000 mortgage
were received. It is inconvenient to record the $10,000 debit to
Mortgage Receivable in the cash receipts book because there is no
General Ledger debit column. The accounting procedure follows.

The entire transaction is recorded in the general journal, in
the manner illustrated on page 162. Observe that an
“X” is placed bheside the Cash debit to indicate that it is
not posted.

The cash receipt is recorded in the cash receipts book.
Observe that the cash amount appears in the General
Ledger credit column as well as in the Cash debit column;
this is necessary in order to make the debits and credits in
the cash book equal. But no account name appears in the
Account Credited section, and an “X” appears in the
L.F. column at the left of the General Ledger credit
column, to indicate that no credit is posted from the cash
receipts book.

Observe that postings were made as follows:
Debit  Credit

From the general journal:
Mortgage receivable . 10,000
Land .. R 12,000
Gain on sale of land 3,000
From the cash receipts book:
Cash (included in column total) e 5,000
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Locating errors. When subsidiary ledgers and controlling
accounts are used, it usually is possible to determine which ledger
contains an error and which bookkeeper should be charged with
the responsibility of locating it. For example:

If the general ledger is in balance, and the accounts receivable
schedule agrees with its control, but the accounts payable
schedule does not agree with its control, an error is indicated
in the accounts payable ledger.

If the general ledger is in balance, and the accounts payable
schedule agrees with its control, but the accounts receivable
schedule does not agree with its control, an error is indicated
in the accounts receivable ledger.

If the general ledger is not in balance, but the subsidiary ledgers
are in agreement with their controls, an error is indicated in
the general ledger, and this error is presumably not in the
controlling accounts.

If the general ledger is not in balance, and the subsidiary ledgers
are not in agreement with their controls, it usually is advis-
able to look for errors in the general ledger first. When these
errors are located and the general ledger is in balance, it may
be found that corrected balances in the controlling accounts
will be in agreement with the subsidiary ledgers; if not, a
search must be made for errors affecting the subsidiary
ledgers.

Following is an outline of the procedures to be applied for the
purpose of locating errors.

(A) When the general ledger trial balance does not balance,
perform the following operations, in the order indicated:

(1) Refoot the general ledger trial balance.

(2) Compare the balances shown by the trial balance
with those shown by the accounts in the general
ledger.

(3) Check the computation of the balances of the
general ledger accounts.

(4) Check the postings to the general ledger.

(5) Refoot the books of original entry which have
only one column.

(6) See whether the sum of the totals of the debit
columns is equal to the sum of the totals of the
credit columns of the columnar books of original
entry; if they are not in balance, refoot each
column. If this does not disclose the error, see
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whether the debits and credits in each entry
are equal.

See whether any amounts are entered in wrong
columns of columnar books of original entry.

(B) When the general ledger is in balance but a subsidiary
ledger is out of agreement with its control:

(1) Refoot the schedule of the subsidiary ledger.

(2) See that the balances were carried correctly from
the subsidiary ledger to the schedule.

(3) Rec¢ompute the balance of each subsidiary ledger
account.

(4) Check the postings to the subsidiary ledger.



CHAPTER 12
Departmental Operations

Departmental profits. If a merchandising concern operates two
or more departments, it is advisable for it to keep the accounts in
such a way that a statement of profit and loss can be prepared
showing the results of operations by departments.

Determining gross profits by departments. To determine the
gross profits by departments, as shown in the illustrative profit and
loss statement on page 168, the following departmental merchan-
dise accounts were kept:

Inventory- ~Department A
Inventory— Department B

Sales—Department A
Sales—Department B

Returned Sales and Allowances—Department 4
Returned Sales and Allowances— Department B

Discount on Sales -Department A
Discount on Sales-—Department B

Purchases- ~-Department .1
Purchases—Department B

Returned Purchases and Allowances Department .14
Returned Purchases and Allowances- Department B

Discount on Purchases— Department .1
Discount on Purchases- -Department B

The trial balance in the working papers on pages 166 and 167
shows that only one Freight In account was kept. If, in a business
with departments, it is practicable to analyze the freight bills to
determine the freight costs applicable to each department, depart-
mental Freight In accounts may be kept. In the illustration in
this chapter it is assumed that the management prefers to make an
approximate apportionment of the cost of freight in, rather than to
incur the expense of analyzing the freight bills. The apportionment
was made on the basis of purchases.

Department Purchases Per Cent Freight In
A. e e e e . $60,000 409% $ 720
B . e e . iee.. .. 90,000 60 1,080
Total ..., ... $150,000 100% $1,800

165
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Columnar sales and purchase records. When departmental
sales and purchases accounts are kept, it is advisable to use
columnar books of original entry for sales and purchases. The
sales book, for example, may have columns such as those illus-
trated below.

Sales Book
Degir CREDITS
Date Name In&zlcc B ; T
: LF Accounts Sales Sales
“7IRecewvablej Dept. A | Dept. B
19— B B I
Jan.| 7| C. H. Holmes 1001 | v/ 1,500/00! 1.000/00 500'00
11| D. K. Whately 1002 | Vv | 2.550[00] 2.000(00 550,00
19 D. R. Long 1003 | v/ 1,250/00 750100 500(00
29| G. K. Jones..... ....... 1004 | v/ _2,525/00) 525|00] 2.00092
L7 .825{00] 4, 275_00_ 3,550/00
(1120) (4001) (4002)

The general ledger postings from this book were made as
follows:

Debit: Accounts Receivable controlling account, for the total
of the Accounts Receivable column.
Credits: Sales— -Department A.
Sales-—Department B.
For the totals of the Department A and Depart-

ment B Sales columns.
The purchase book should have three colummns:

Credit: Accounts Payable.
Debits: Purchases —Dept. A.
Purchases— Dept. B.

Cash sales and cash purchases. Chapter 11 showed how
special columns for cash sales and cash purchases may be included
in the cash receipts book and the cash disbur;ements book. If a
business has only two or three departments, the cash receipts book
may contain a Sales column for each department, and the cash
disbursements book may contain a Purchases column for each
department. The totals of these columns can then be posted to
the departmental sales and purchases accounts.

But if the business is divided into a great many departments,
Sales and Purchases columns cannot be provided in the cash books
without making these books so wide as to be inconvenient. Under
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such conditions it is advisable, in place of a Sales column for each
department in the cash receipts book, to add a Cash debit column
to the sales book and to have only one Sales column in the cash
receipts book. Cash sales will then be recorded in the two books
thus:

Sales Book
Desits CREDITS
Accounts
Date Name ¢ Receivable
Cash Sales Sales
A Dept. A | Dept. B
4 | Amount
19— - ‘ ' T
Jan.|16{ Cash sales ........... . 600100 350/00 25000
(Column tota
not posted)
Cash Receipts Book
CRrevITs DEenits
Dat Account Sundry Accounts
ate | Credited Accounts Recievable .
Sales Discount Casl
— ~ ———— ———| on Sales S
L.F.] Amount v/ | Amount
o - —— e
Jan.|16| Sales... . 600100 600(00
(Column total
not posted)

The debit to Cash (in the sales book) and the credit to Sales
(in the cash receipts book) are not posted. The posted entries
are, therefore:

From the cash receipts book: The debit to Cash.
From the sales book: The credits to the two
Sales accounts.

The illustrations on pages 172 and 173 show a sales book and a
cash receipts book after the completion of footing and posting at the
end of the month. The bookkeeper put an X at the foot of each
of the two columns (Cash in the sales book, and Sales in the cash
book) which were not to be posted. It will be noted that the
totals of these two columns are equal, and the bookkeeper should
always be sure that this is the case.
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Cash purchases may be recorded in a similar manner. That is:

The purchase book will contain a Cash credit column, the
total of which will not be posted.

The cash disbursements book will contain a Purchases debit
column, the total of which will not be posted.

Entries for cash purchases will be made in both hooks, the
debits to the departmental Purchases accounts heing posted from
the purchase book, and the credits to Cash being posted from the
cash disbursements book.

Cash discounts. If a business has only a few departments, a
Discount on Sales column for each department can be provided
in the cash receipts book, and a Discount on Purchases column for
each department can be provided in the cash dishursements book.
If there are so many departments that it is impracticable to pro-
vide a column for each in both of the cash books, the cash receipts
hook may have a single Discount on Sales column (as in the illus-
tration on page 173) and the cash disbursements book may have a
single Discount on Purchases column. Supplementary records
may then be provided with discount columns for each department,
postings being made from these supplementary records instead of
from the cash books. Or no supplementary records may be
maintained, postings being made from the cash books to a Discount
on Sales account and a Discount on Purchases account, and
approximate apportionments of the balances of these accounts
may be made for statement purposes.

Departmental inventories in the balance sheet. In the balance
sheet of a business with departments, the inventories may be set
out separately, thus:

Inventories:
Department A $13,000 00
Department B 31,000 00
Total $41.000 00

If there are very many departments, it is impracticable to
detail the inventories in the balance sheet; hence, they may be
shown in total.
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Gross profit less selling expenses by departments. If it is
desired to have the profit and loss statement show gross profit less
selling expenses by departments (as in the illustration on page 177),
departmental selling expense accounts should be kept to the
extent practicable. The trial balance in the working papers shows
that, in this illustration, only the following departmental expense
accounts were kept:

Salesmen’s Salaries- -Department A
Salesmen’s Salaries—Department B

In many cases if is not practicable to identify selling expenses
by departments at the time they are incurred; in such cases, one
account is kept for each type of expense and some basis of appor-
tionment for statement purposes is adopted. The balances of
such accounts are frequently apportioned to departments in the
ratio of sales by departments; but this is only a “rough and ready”’
method and is not likely to be very accurate because the depart-
mental expenses are rarely, if ever, proportionate to the depart-
mental sales.

If possible, some accurate basis of apportionment should be
used for each expense. In the illustration, it is assumed that the
store rent was apportioned by departments on the basis of floor
space occupied, and that the advertising was apportioned on the
basis of advertising space occupied. In some businesses it may he
possible to apportion delivery expenses on the basis of the number
of deliveries made for each department, with proper consideration
of differences in weight and bulk of the merchandise of the various
departments. In this illustration it is assumed that such a pro-
cedure is impracticable, and the apportionments were made on the
basis of sales, as follows:

Depreciation—
Delivery Delivery

Department Sales  Per Cent Txpense _Equipment.
A...... v oo ve... $75,000 37.5% $1,500 $ 375
B.... . .. 125,000 625 2,500 _ 625
Total. ... . $200,000 100 0% $4,000 $1,000

Dangers of approximations. To the extent that items of
expense or income are allocated to departments by some method
of approximation, the departmental profit and loss statement
is affected by estimates and guesswork; judgments based on such
a statement may be erroneous and misleading; and, unless manage-
ment maintains a constant awareness of this element of guesswork
and possible error, unwise policies may be adopted.
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