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PREFACE

This text undertakes to provide a first-year course in account-
ing, with accepted principles of accounting arranged in an
orderly fashion to capture the student’sWaferést? to hold it, and
to anticipate his difficulties so that unnecessary questions are
avoided. The authcrs have a combined teaching experience of
more than sixty years, including primarily students in the school
of business but also students registered in the colleges of liberal
arts, education, and engineering, in addition to thousands in
evening classecs. From these students they have learned the
necessity of defining each new term and also the sequence in

~which statements must be made in order to explain each new
principle. .

The second edition of ““ Accounting Fundamentals’’ follows the
outline of the earlier edition because experience has proved the
original pattern to be both sound in theory and teachable.
Additional illustrative material has been added to many chapters
to strengthen and clarify the presentation, particularly in con-
nection with such subjects as analysis of proprietorship, adjust-
ments, bad debts, depreciation, corporations and payroll.
Certain subjects, such as adjustments, readjuctments, and bonds,
have becn summarized to crystallize student thinking. The
problem material for the thirty chapters is entirely new,
and several cases are provided for some topics, so that courses
with a number of sections may have different figures for each
group. The revised text contains six practice sets, which may
or may not be uscd, at the discretion of the instructor. Practice
Sets 1-A and 1-B arc included after the problems for Chapter
XIII. They ofier a choice of practice material to review the
subject matter to the end of that chapter. Practice Sets 2-A
and 2-B are included after the problems for Chapter XIX.
These two sets involve the use of subsidiary ledgers, controlling
accounts, and columnar journals. Practice Sets 2-A and 2-B
are continuations of Sets 1-A and 1-B, but either set 2-A or 2-B
may be used, even though its corresponding previous set is not

v
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used. Practice Set 3-A or 3-B requires the use of the voucher
system and is concerned with a manufacturing cnterprise.
These two sets appear after the problems for Chapter XXIX.

Special forms on which to prepare solutions to the problems and
practice sets may be obtained from the publishers of this text,
but almost all the problem solutions may be presented on
standard journal, ledger, statement, or work-sheet paper.

The authors wish to thank their colleagucs for their friendly
advic: and to express their sincere appreciation to Mr. Frank
N. Willetts, instructor in accounting at the University of Titts-
burgh, for the excellent and exacting assistance he gave in the
textual changes, the problems and practice sets, and the solu-
tions. The last word of appreciation is due our students of
recent years for their frank comments on the first edition of
this book. Their reactions influenced the preparation of the
revised manuscript.

GEORGE A. MACFARLAND.
RoBERT D. AyvARs.
PHILADELPHIA, Pa,,

PirTsBURGH, Pa.,
January, 1947.
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ACCOUNTING FUNDAMENTALS

CHAPTER 1
ACCOUNTING—ITS SIGNIFICANCE

Accounting Defined

Accounting may be defined as the science and the art of
systematically recording, presenting, and interpreting the
financial facts of an individual or enterprise.

Accounting, the science, is the classified knowledge of the
subject—the body of scientific principles which has been devel-
oped as a result of study and experience.

Accounting, the art, is the actual classifying and recording,
presenting, and interpreting of the financial facts of an individual
or enterprise.

The Enterprise

It should be noted that accounting deals with the financial
facts of an individual or an enterprise. To illustrate, suppose
a man is at one and the same time a practicing attorney at law,
the sole owner of an automobile agency, a partner in a shoe-
manufacturing business, and the owner of some shares of the
capital stock of a corporation which supplies electric current to
his community. If full opportunity is taken of the possibilities
of accounting, there will be an accounting system for the law
office, an entirely separate system for the automobile agency,
another one for the shoe firm, and an independent one for the
electric-light company. Each undertaking here mentioned is
a scparate enterprise. Accounting must be applied to each
of these enterprises, if full information is desired about their
respective. financial counditions and results. In addition, an
entirely distinct system of records may be kept to show this
man’s personal or private financial transactions.

The concept of an enterprise as a unit or undertaking for which

financial records should be classified and kept, summarized, and
1
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interpreted is absolutely essential in accounting. It is common,
therefore, for each business establishment to have its own
accounting system and to be treated as an entirely separate unit,
something apart from its owner or owners.

Nonprofit Enterprise

Accounting is thought of as applying usually to a business
enterprise operated to earn a profit, and it is in that connection
that it will be considered in this text. However, the principles
of the subjcct are applicable to, and are used in connection with,
the financial transactions of an enterprise whether profit seeking
or not. Thus there is governmental accounting for the nation,
a state, a city, a school district, or other governmental unit, and
accounting for nonprofit undertakings such as religious, chari-
table, educational, or social organizations. Whenever a person
or enterprise, whether profit sccking or not, has financial trans-
actions with sufficient frequency and complexity that it is not
safe to rely on memory alone, there is opportunity and nced for
the application of accounting principles.

Recording

In order that a complete record of the financial transactions of
a business may be preserved and be available for presentation
and interpretation, cach transaction must be classified at the time
of occurrence and be recorded according to a predetermined plan.

Thus if merchandise is sold to a customer who does not pay
for it, that transaction is classified to indicate that merchandise
and claims on customers are involved. It is referred to as a
charge sale or sale on account and is recorded perhaps on a special
form or in a special book. If money is received from a customer
the transaction is classified to show that cash and claims on cus-
tomers are affected. It is referred to as a cash receipt and is
recorded according to a plan whereby all cash received can be
readily noted.

The recording of transactions is commonly rcferred to as
bookkeeping. Bookkeeping, or account keeping, may be
defined as the systematic recording of the financial transactions
of a person or enterprise.

A person may keep his own records or may have them kept for
him in any way which pleases him. Although crudely done,
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he may call the system bookkeeping. Not all bookkeeping is in
accord with sound accounting principles and methods. Many
individuals and organizations are satisfied with a meager book-
keeping system. Sometimes the system is expected to show
merely the accounts or records with the customers and creditors
of the business; in other cases a rccord of cash reccipts and
disbursements is the principal object. In an enterprise where
the owner expects the accounting department not merely to
supply just a few facts but to be a true and complete history
department of the business, that the results of the past may be
utilized to explain the present and to guide the future, then the
bookkeeping aspect of accounting is very important as a neces-
sary preliminary to the other accounting functions.

Presenting

The presentation of financial facts, the second function of
accounting, deals with the summarization of the accumulated
recorded data and the preparation of particular reports or state-
ments to show condition, results of operation, or other pertinent
information with respect to the business.

This second function of accounting covers the utilization of the
recorded facts to ascertain the results. After the desired facts
are obtained from the mass of bookkeeping data, they must be
arranged and set up in the form of financial pictures which will be
significant to all parties concerned. Recognition of the impor-
tance of this second phase of accounting is of comparatively
recent origin. It was not until business units were reasonably
large and complex that there was a need for so many and varied
reports based on the recorded facts.

Interpreting

The interpretation of financial facts, the third function of
accounting, deals with the explanation and utilization of the
reports or statements with which the second phase of accounting
treats.

The full significance of an accounting report or statement may
not be apparent to those persons for whom it is prepared because
of its necessary form or technical wording or content. It needs
to be explained to those who must use it. Again, a particular
statement by itself may have little meaning, and full use may not
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be made of it until it has been placed beside a similar statement
of a prior period, or of another concern in the same field, and the
changes or differences noted. Sometimes a statement is so
comprehensive that the full significance of the information it
contains is not apparent until it has been studied and analyzed,
and percentages, relationships, and ratios determined.

This extremely important phase of accounting deals with the
complete utilization of statements and reports in an endeavor to
ascertain facts with respect to financial condition or operation.
Thus an analysis should be made to ascertain such facts as.

Is the stock of merchandise low or excessive in relation to sales?

Are customers’ payments lagging?

Would the elimination of certain lines of merchandise result in
increasced earnings?

Is the business in a position to meet its obligations promptly?

Necessity of Accounting
If a doctor desires to know

1. The names of patients who owe him money and the amount
in each case, or

2. The financial obligations he has incurred, or

3. The nature and amount of items of value he possesses, or

4, The amount of his earnings for any period and the sources

thereof, or ~

The nature and amount of his expenses, or

. What he is worth, or

. How much his worth has increascd or decreased since the

last time he determined it, or

8. The correct information to present on his Federal Income
Tax Return, which he, like all other citizens, must file annu-
ally if his gross income totals more than a certain amount,

N oo

he must make use of some of the methods and principles of
accounting. If thisis true in the case of a doctor whose financial
transactions are usually plain and simple, it is obvious how much
greater is the need for the application of accounting principles
in a commercial enterprise. In a business enterprise there may
be varied types of transactions; the number of transactions each
day may be tremendous, may involve large sums of money and
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many of them may be quite complicated. The student is asked
to think of the number of financial records it is necessary for his
local gas, electric-light, and telephone company to keep. Think
of the business transactions which take place daily in a large
department store, in a prominent bank, in any great business
establishment, and the necessity of systematically recording,
presenting, and interpreting them will be apparent.

Accounting and the Modern Business Era

The present business era may be characterized as a period of
large-scale endeavor carricd on mostly by corporate organiza-
tions. It is quite common to find corporations possessed of items
of value running into millions of dollars, with widely scattered
plants, thousands of employces, other thousands of shareholders,
an enormous volume of production, and a widespread field of
distribution. The large corporation is likely to be a very
complex unit.

An individual or the partners of a firm owning a small business
may have very close and intimate contact with the details of
their enterprise, but the situation is quite different in a corpora-
tion such as was just described. Thousands of shareholders
take the place of the individual or the partners as owners, and a
board of directors and group cf officers take their places as
managers. Instruction must be given and authority delegated
on down through the organization and to the various plant and
office executives. Mecre size alone prevents close contacts of
those in high office with the details of operations. Accounting
control offsets, in large part, mere size and absence of contact.
Through reports and explanations of operations and financial
condition, accounting control supplies information necessary to
the management for the successful direction of the enterprise and
for reporting to the shareholders.

Accounting has helped to make possible the large-scale com-
mercial establishments which are such an important part of the
present cconomic order. The ever-increasing size of these
enterprises with attending added complexity and specialization
is, however, forcing an even greater rcliance on the functions of
accounting. The accounting department is truly the financial
history department of a business. The data compiled by the
accounting department are used not only to tell the financial
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story of the past but to plan for the future. Accounting records
of past events are necessary in the preparation of budgets
which embody plans for the control of future business activities,
and accounting methods are necessary for the exccution and
control of budget plans.

The place of accounting in the present economic order is
significant in connection with the studies of a young person
planning a career in business, public life or the professions related
to business. The principles according to which business events
are rccorded, presented, and interpreted should be understood
clearly.

Persons Interested in Accounting Disclosures

Accounting is of primary importance to owners and managers
but its results may be of interest to others.

1. Owners. A business enterprise is a profit-seeking endeavor.
The measure of its success and its financial condition are of
primary importance to its owner or owners.

2. Managers. In a small business establishment, especially a
sole proprietorship where one person is the owner, or in a partner-
ship where two or more partners are owners, the managers are
likely to be the owners of the undertaking. The greater the
size of the establishment, especially under corporate form, the
more remote the relationship between ownership and manage-
ment is apt to be. Accounting is an indispensable tool of
management. Through it the financial records of the past and
present are revealed, the results of operations disclosed and data
supplied on which, in part, the future may be anticipated.

3. Creditors. Pecrsons who have debts due from a business or
other claims upon the property of a business are called creditors.
The creditors of a business are very much interested in its
financial condition and its operating results. It is quite common
for credit to be refused until the adequacy of the financial
responsibility of the concern sccking the credit has been indicated
through accounting statcments.

4. Prospective Investors. A person contemplating an invest-
ment in a particular concern is naturally very much interested
in its past and present condition and the trend of its operating
profit or loss as exhibited in its accounting statements.
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b. Government Officials. In connection with the various
taxes, city, county, state, and federal, to which a business may
be subject, also in connection with the various state and national
commissions which regulate some business establishments such
as public utility companies, statements and returns based on
accounting data must be filed with various officials. It is not
uncommon for government representatives to examine the
accounting records of these businesscs.

6. Employees. Many corporations have encouraged their
employees to purchase sharcs of stock. When this has been
done the cmployces are interested not only as employees but as
sharcholders as well.

7. Citizens. 'The ordinary citizen should be interested in the
financial records of his bank; of his church; of his social and
charitable organizations; and of the public utilities, such as the
gas, electric, telephone, transportation, and water companies
which serve his community. Possibilities of rate or service
changes may be reflected in the accounting statements of these
companics.

In a very broad way the ordinary citizen should be interested
in financial rccords of the nation as well as of his city, county,
state, school district, or other governmental units. As a voter
and taxpaycr he is a most interested party.

The Practice of Accounting

An accountant literally is one who understands and applies the
scientific principles of accounting in any of its parts—recording,
presenting, or interpreting financial facts. Actually the word
accountant connotes abilitics and activities beyond those
required for mere recording which is the work of bookkeepers,
for an accountant is expected to be able to supervise and direct
the work of the bookkeepers in recording, to analyze the recorded
data, to present and interpret it, to design and install an adequate
system for the collection of the data, and to audit the records.

Special Divisions of Accounting Practice

1. Designing a System. An adequate accounting system
will furnish clear and accurate information promptly and
economically. It should be designed to meet the needs of a
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particular enterprise. A system which may be adequate for a
small grocery store would be totally unsuited to the needs of
a large grocery chain. A system should be designed only after a
thorough study of the size, kind, and volume of business done.

2. Cost Accounting. Cost accounting is one of the most
significant, important, and rapidly expanding fields of accounting.
It attempts to analyze much more carefully than does general
accounting the elements entering into the cost of producing and
distributing goods or rendering services in order that unit costs
may be determined and that management may be supplied with
much more detailed information.

3. Auditing. The field of auditing deals with the examination
and verification of the accuracy of the accounting records of an
individual or enterprise.

4. Miscellaneous. Many other special duties come within
the activities of an accountant, such as, the preparation of
returns to a government agent; the preparation of accounts and
statements required by the courts in cases of decedents’ estates
or bankruptcies; and special investigations for bankers, investors,
and creditors.

Accountants are known as private accountants, public account-
ants, and certified public accountants. A private accountant
is one employed by a particular enterprise. A public accountant
is one who practices professionally and whose services are avail-
able to an individual or enterprise in need of them. A certified
public accountant is a person who has met the requirements of a
state with respect to character and fitness and who has been
granted a certificate which permits him to use the designation
C.P.A. A C.P.A. may be engaged in either private or public
practice.

Accountancy is the profession of public accounting.

Accounting in a Business Curriculum

A student should be conscious of the pervasiveness of account-
ing within a business establishment. The accounting depart-
ment has contacts with all other departments—production,
advertising, selling, finance, and any others a particuiar enter-
prise may have. It records their financial transactions and
places summaries of them before the management so that the
functioning of the entire business may be known and directed.
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Accounting is not, therefore, an isolated subject to be studied by
itself. A full appreciation of its significance and usefulness is
not possible unless it is studied and developed in connection
with the fields of economics, finance, statistics, industry, the law,
and the other subjects of a business curriculum.

Ll ol S

7.

10.

1.

L2.

L3.

QUESTIONS

What is accounting?

What is meant by a science? An art?

What is meant by the expression systematically recording?

What is an enterprise? May one person he the owner of more than
one enterprise? Are all enterprises conducted to carn a profit?
Name several which are not.

. Name ten different enterprises which exist in your community.

Should each have an accounting system? Why?

. May one person be interested in the accounting statements of more

than onc enterprise? How?

What do you mean by a financial transaction? Have you had any
finaneial transaction with your college? Did your illustration repre-
sent a financial transaction from the standpoint of the college?

. Which of the following items represent financial transactions?

a. The sale of merchandise for cash.
b. The sale of merchandise on account. What do you mean by on
account?

¢. The transfer of merchandise from the shelves to the counters of
a store.

. The receipt of cash from a customer in payment of a bill. What

do you mean by a customer? A bill?

A payment to a creditor. Who is a creditor of yours?

The transfer of money from the cash register to the safe.

Decorating the store windows with merchandise taken from the

counters, shelves and racks.

h. Paying salaries.

SN

VRH

. Name three functions of accounting. What do you mean by

recording? Presenting? Interpreting?

Are accounting and bookkeeping synonyms? If not, what is book-
keeping?

What prompts a person to start a business enterprise? Why should
the enterprise have an accounting system?

Why does the federal government need and use accounting? A
bank? An attorney at law? A hospital?

Does a very large business enterprise have a greater need for
accounting than a very small business enterprise? Why?
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14.

16.
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17.
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18.

19.

20.
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Does accounting information disclose past, present, or future facts?
In what ways may accounting information be used in connection
with future events?

The information about a particular railroad, which is disclosed by
the use of accounting, is of interest to what groups of persons?
Ask yoursclf the same question about a bank, an insurance com-
pany, an clectric-light and power company, a department store, and
a city.

Distinguish betwecen an accountant and a bookkeeper.

What do you mean by a private accountant, a public accountant, a
certified public accountant?

Why should a person who is studying to become an accountant be
interested in business law? In economics? In finance? In
English grammar?

Why should a person be interested in accounting, if he is studying to
become a lawyer? A commercial banker? An investment banker?
A governmental employee? A manufacturer?

Do you believe a knowledge of accounting is helpful to a person who
must file an income-tax return? Why?



CHAPTER II
THE BALANCE SHEET

If a man were asked to present a statement to show the worth
of his business it would be nccessary for him to prepare a list
of all the items of value owned by the business and all the amounts
owed to it. The total of this list would be the worth of the
business provided nothing was owed to any outsider. The excess
of the total of this list of values owned, over the total of a list of
amounts owed, would be the net worth of the business. A formal
arrangement of these facts is known as a balance sheet or a state-
ment of assets, liabilities, and net worth.

Basic Terms Defined

Assets are items of value owned by an individual or enterprise,
including:

a. Tangible items, such as money, buildings, and machinery.

b. Intangible items, such as patents and goodwill.

c. Rights to receive tangible assets or services from other
individuals or enterprises, such as accounts receivable and
notes receivable.

Liabilities are debts or obligations to pay money or other
assets or to render services.

Proprietorship (capital or net worth) is the excess of the assets
over the liabilitics. It is the proprietary or ownership interest
(equity) in the total assets involved. As the obligations to
creditors have first claim on the asscts of an enterprise, there is no
proprietary equity if the liabilitics exceed the assets.

A balance sheet is a statement of the assets, liabilities, and net
worth of an individual or enterprise at a given date.

Fundamental Accounting Equation

Since the equity of an owncr in the assets of an enterprise is the

excess of the assets over the liabilities, this relationship may be
11
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expressed in the form of an equation that is fundamental to an
understanding of accounting.

If a business has assets of $50,000.00 and liabilities of $10,-
000.00 the ownership equity (proprietorship, capital or net
worth) is $40,000.00 as shown below:

Assets — Liabilities = Proprietorship
$50,000.00 — $10,000.00 =  $40,000.00
or
Assets = Liabilities + Proprietorship
$50,000.00 = $10,000.00 4+ $40,000.00

The Balance Sheet Is a More Detailed Expression of the Funda-
mental Equation

To tell the owner of an enterprise that it has assets of $10,-
000.00, liabilities of $3,000.00, and a resulting net worth of
$7,000.00 is to give him insufficient data on which to gauge its
present financial status or to plan for its future. He nceds to
know which itcms are owned and their amounts, and which
items are owed and their amounts.

Suppose the enterprise, the total figures of which are given
above, is owned by Henry Dickson, that it occupies a rented
property, and that the date is December 31, 19_;_‘-.)9 It has money
in the safe in the amount of $250.00 and a bank balance of
$750.00; customers John Adams and Wirt Allison owe it $600.00
and $400.00 respectively; Samuel Harris, another customer, owes
on a note $500.00; there is salable merchandise on its shelves and
counters which cost $4,000.00; the showcases, counters, and
desks are owned and are worth $2,000.00; a new delivery truck
cost and is worth $1,500.00. The enterprise owes Henry Davis
$800.00 and Willard Jones $600.00. It also owes $1,600.00 on a
note which it gave to the bank.

In listing assets and liabilities, it is desirable to use the accepted
accounting titles which are both brief and descriptive, 7.e., the
money in the safe and'in bank is called Cash; the claims on
John Adams and Wirt Allison are listed as Accounts Receivable;
the amount due from Samuel Harris on a note is indicated
as Notes Receivable; the salable merchandise is referred to as
Merchandise Inventory; the showcases, counters, and desks as
Furniture and Fixtures, and the new delivery truck may be



Ch. 11} THE BALANCE SHEET 13

called either Delivery Truck or Delivery Equipment. The
amounts due to creditors Henry Davis and Willard Jones are
listed as Accounts Payable, while the amount owed on a note
is expressed as Notes Payable.

In the following balance sheet, which expresses the facts given
above, if a line were drawn down the center of the statement,
the line could be compared to the equals sign in the fundamental
accounting equation (Assets = Liabilities 4 Proprietorship).

HENRY DICKSON
Bavanck SHEET, DECEMBER 31, 19__

Assets Liabilities
Cash................. $ 1,000.00 Accounts Payable..... $ 1,400.00
Accounts Rececivable... 1,000.00 Notes Payable........ 1,600.00
Notes Receivable. .. ... 500.00 Total Liabilities. .. .. $ 3,000.00
Inventory of Merchan- T'roprietership

dise................ 4,000.00 Henry DCickson, Capital 7,000.00
Furniture and Fixtures. 2,000.00
Delivery Equipment... 1,500.00 Total Liabilities and

Total Assets........ $10,000.00 Proprictorship. .... $10,000.00

Subdivisions of Assets, Liabilities, and Proprietorship

In the presentation of a balance sheet it is desirable and
customary to classify and arrange the assets, liabilities, and
proprietorship under certain genecral headings.

ASSETS

The two fundamental classes of assets are current assets and
fixed assets. Some additional classes are deferred charges,
investments, and intangible assets.

Current assets are cash and other assets that will be converted
into cash through the normal operation of the business, usually in
less than a year. The assets are arranged under this heading
in the expected order of convertibility. A few of the more
customary titles to be found in this group are as follows:

Cash, which includes coins, paper monies, bank drafts, money
orders, checks, and any other items that a bank will accept
for deposit.

Accounts Receivable, which are claims on others not evidenced
by formal written promises to pay the business. These
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claims usually arise out of sales of goods or services. A
separate record is kept for each customer.

Notes Receivable, which are signed promises to pay named
sums of money to the business at some definite or determin-
able future time, such as promissory notes and trade accept-
ances. Trade acceptances may be titled separately.

Accruals Receivable, which are accumulating claims arising

“out of services rendered by the business over a period of time
but which are not yet due. An example is the accrued
interest on a note receivable. At any time before the date
of maturity there is an amount of accrued interest receivable,
which represents a claim of the business but which is not due
and will not be due until the end of the interest period.
Another example is Accrued Rent Receivable.

Inventory of Merchandise, which is the merchandise on hand
at a given time. Merchandise is the name given to the goods
purchased or produced for the purpose of being sold. The
word inventory also means a list that shows the composition
and the value of the stock of goods on hand. The inventory
may be priced at cost, but usually it is priced at cost or
market, whichever is the lower. In a manufacturing busi-
ness separate inventories are taken for raw materials, goods
in process, and finished goods.

Investments represent assets owned for the purpose of exercis-
ing control or for their investment character, such as shares of
stock in corporations, bonds, mortgages, and real estate. If the
investment assets are to be converted into cash within a year,
they should be treated as current asscts. If they have been
purchased to obtain a greater return on idle funds than would
be obtained from a bank and are readily marketable, there is no
objection to including them with the current assets unless sub-
stantial amounts are so invested. They may be sold and cash
realized quickly for the payment of debts. If they are not
readily marketable and are not temporary investments, they
should be shown under the separate balance sheet classification,
Investments. Investments when used as a balance sheet heading
appears between the current and the fixed asset groups, prefer-
ably immediately following the current assets.

Deferred charges (deferred charges to operation or deferred
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assets) are expenditures for supplies or services that are to be
charged as expenses in a subsequent period or periods. Deferred
charges include expense items that have been incurred in advance
of the period to which they are applicable—prepaid expenses, and
other items that are treated as assets until they are charged to
later periods. Only those deferred charges which represent
prepaid expenses are illustrated at this time. Some of the more
usual prepaid cxpense titles follow:

Inventory of Supplies, which arc supply items such as sta-
tionery, twine, wrapping paper, packing boxes, etc., on hand
at a given date. Separate inventory records are made of
all consumable supplies such as fuel oil, coal, and postage.

Prepaid Insurance (Unexpired Insurance), which is the pro-
portionate amount of the insurance premiums paid for or
incurred which is applicable to future periods. Prepaid
Advertising, Prepaid Rent, and Prepaid Interest are other
prepaid expense titles.

In some balance sheets prepaid expenses are listed with the
current assets, not because they are asscts which are to be con-
verted into cash but because they rcpresent, ordinarily, cash
paid in advance as a result of which the demands on cash will
be reduced next period. As prepaid expenses will not produce
cash to satisfy the debts of a business it scems advisable to treat
them under the classification, deferred charges.

Fixed assets are rclatively long-lived assets nccessary in the
operation of the business and not convertible readily into cash.
They are not stationary but are “fixed”” from the standpoint of
the permanence of the investment in them. Such assets are not
held for sale but are utilized in the conduct of the business. They
usually decline in value because of wear and tear and the develop-
ment of more modern equipment. Several of the most common
examples follow:

Land, which is the ground owned and needed for the conduct of
the business.

Buildings, which are the edifices owned by and used in the
conduct of the business.

Machinery, which is the title for all machine equipment used
for manufacturing,.
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Furn’ture and Fixtyres, which are the chzirs, desks, cabinets,
and similar equipment necessary for the efficient operation
of the business. It is ordinary practice to separate this
asset into:

Store Furniture and Fixtures, which are the cash registers
and the showcases, counters, bins, and other equipment
used for the display or the selling of goods.

Office Furniture and Fixtures, which are the filing cabinets,
adding machines, desks, chairs, safes, and other equip-
ment needed for the efficient administration of the office.

Delivery Equipment, which includes motor trucks and horses
and wagons used to transport goods to and from the
business.

Patterns, which are the models from which the product is to be
made.

Patents, which are the exclusive rights granted by the govern-
ment to make and scll new inventions or processes.

Trade-marks, Copyrights, Franchises, Leaseholds, Licenses,
and Goodwill are other intangible asset titles that may be
listed as fixed assets.

Intangible assets, such as patents, goodwill, and the others
indicated above, may be placed, in fact many accountants feel
they should be placed, under a separate balance sheet classifica-
tion, intangible assets. However, the accountant does not place
all intangible asscts under that caption. For reasons previously
explained, some intangibles, like receivables, are classified as
current assets, while others, like prepaid insurance, are treated
as deferred charges.

LIATZILITIES
The two fundamental classes of liabilities are current liabilities
and fixed liabilitics. An additional class is deferred credits.
Current liabilities are those debts or obligations that are to be
satisfied usually in less than a year. The more common examples
of this group follow:

Accounts Payable, which are current debts not evidenced
by formal written promises to pay. These claims usually
arise out of purchases of goods or services. A separate
record is kept with each creditor.
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Notes Payable, which are written promises of the business to
pay named sums of money to other persons or enterprises at
some definite or determinable future time. Usually only
notes with a maturity date less than a year away are included
in the current liability group.

Accruals Payable, which are accumulating debts arising out
of services rendered to the business over a period of time
but which debts are not due. Wages accrue from day
to day and at any date between paydays there is an amount
of Accrued Wages Payable which represents a debt of the
business, but which debt is not due and will not be due until
the end of the wage period. Accrued Interest Payable and
Accrued Taxes Payable are other illustrative titles of
accruals payable.

Deferred credits (deferred credits to income or deferred liabil-
ities) represent cash receipts or receivables of one period that will
be earnings of a subsequent period or periods. This type of
liability is satisfied usually in products or by rendering services.
Many firms do not have any deferred credits. Examples are:
Interest Collected in Advance, Subscriptions Collected in
Advance, Rentals Reccived in Advance, Unearned Insurance
Premiums. The illustrations cited might appear as liabilities
in the balance sheets prepared respectively for banks, publishers,
landlords, and insurance companies.

Fized liabilitics are debts with a maturity date usually more
than a year away. These liabilities arise ordinarily at the time
fixed assets are purchased. When the maturity date of any
liability which has been classed as a fixed liability is less than a
year distant, it should be classed as a current liability if it is to
be paid out of current assets. Long-term Notes Payable are
fixed liabilities and two cven more common ones are:

Mortgage Payable, which is the title used to indicate an
indebtedness secured by a conditional conveyance of the
title to property with the proviso that the conveyance shall
be void on payment of the principal and interest within a
certain period. Usually the security is real estate, and the
mortgage is recorded in the office of the County Recorder of
Deeds.
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Bonds Payable, which are written promises, issued under
seal, to pay the principal of a debt at the maturity date
and the intcrest at regularly recurring intervals. They
differ from notes in that the latter are usually for a short
term. There are many kinds of bonds; some have specific
property pledged to secure them, others are just general
unsecured promises to pay. When backed by a mortgage
or lien on specific property the mortgage is usually made
out to a trustee representing the various bondholders.

Contingent Liabilitics are to be considered in a later chapter.

PROPRIETORSHIP

Proprietorship represents the equity of the owner in the assets.
It is the amount of the net worth—the cxcess of the assets over
the liabilities. If a business is owned by one person, it is termed
a sole proprictorship. The expression of proprictorship for a part-
nership and for a corporation will be explained in later chapters.

The Order of Listing Assets and Liabilities

There is no standard of practice or theory with respect to the
order to be followed in listing the classes of assets and liabilities
on the balance sheet. Some accountants favor starting the
assets with the fixed group since that is the class of asscts in
which the stockholders or possible investors may be most inter-
ested, as it represents the permanent assets of the concern.
Others favor the plan of placing the current assets first, since that
group is most interesting to creditors because it exhibits the
ability of the establishment to meet its obligations. This plan,
not alone for the reason here cited, secems to be increasing in
appeal and use. Regardless of the order in which assets are
listed, the same plan should be followed for liabilities, so that
corresponding groups of assets and liabilities appear in contrast.

Object and Use of a Balance Sheet

The primary object of a balance sheet is to set forth in orderly
fashion the financial condition of a business at a particular date,
in order that the owner may see the composition of his net worth,
the banker and trade creditors may determine the solvency of the
concern and its ability to satisfy their claims when due, and
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the prospective buyer or investor may satisfy himself as to the
security of an investment in the enterprise.

To accomplish this object the balance sheet must exhibit the
financial condition of the business at a stated time so that the
respective values of the assets, liabilities, and proprietorship
will be shown clearly by classes and by items. It is not sufficient
to know that a business has a net worth of $20,000.00. The
relation between the assets and liabilitics in total and in classes
is necessary to accomplish the purposes indicated in the preceding
paragraph. For example, two businesses of the same net worth
may show widely different relationships between the assets and
liabilities and between the assets and proprietorship.

A B
Assets .. . i $25,000.00 $125,000.00
Liabilities.. . ....... ... ..o i 5,000.00 105,000.00
Net Worth.............. o il $20,000.00 $ 20,000 0O

The equity of the owner in business A is 80 per cent of the
assets, while in business B it is only 16 per cent. In business B
it is important to know if the $125,000.00 consists of $120,000.00
fixed and $5,000.00 current assets, or any other combination.
Fixed assets cannot be converted readily into cash for the purpose
of paying the debts of the business. It is likewise important to
know the composition of the $105,000.00 liabilities, whether they
are long term (fixed) or short term (current), that the necessary
arrangements may be made to satisfy them at maturity.

Form

Two forms of presenting the balance sheet have been developed,
each of which is an elaboration of the fundamental equation.
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a. Report Form for a Sole Proprietorship

DAVID MULFORD
Bavance SEEET, DECEMBER 31, 19__

Assets
Current Assets:
Cash. ..o e $ 2,800.00
Accounts Receivable............. ... ... ... .. ... ... 0., 8,600.00
Notes Receivable............ ... ... ... ....... ........ 1,000 00
Accrued Interest Reccivable..... ........ .. .......... 8.00
Inventory of Merchandise..... . . . . ............... 12,600.00
Total Current Assets..... ......... .. ... «.viiivnn. $25,008.00
Deferred Charges:
Prepaid Insurance...... .. ............ .8 50.00
Inventory of Supplies...... .... .......... 30.00
Total Deferred Charges..... ............... ... ...... 80.00
Fixed Assets:
Land..........o il $ 4,000.00
Buildings............ ... ... ... ool 10,000 00
Furniture and Fixtures ................. .. 3,500.00
Total Fixed Assets............. ... .. . iiiieeenunn.. 17,£00.00
Total Assets ... ........ . i $42,588.00
Liabilities
Current Liabilities:
Accounts Payable............. ... . $ 5,500.00
Accrued Wages Payable.......... . 88.00
Notes Payable...................... 3,000.00
Total Current Liabilities...... ..... $ 8,588.00
Fixed Liabilities:
Mortgage Payable................. 5,000 00
Total Liabilities................ e e 13,588.00
Proprietorship
David Mulford, Capital.................. e $29,000.00
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Both forms contain exactly the same information but differ in
arrangement and appearance. The report form is an adaptation
of the first equation appearing in this chapter (assets — liabilities
= proprietorship), while the account form is based on the second
equation (assets = liabilities 4+ proprictorship). The date of
preparation is highly important, regardless of the form, and
should be indicated always at the top of the statement together
with the name of the business and the title Balance Sheet.

The balance sheet in account form is the more popular for
obvious reasons. The mere length of a balance sheet in report
form, in itself, favors the account form. In the account form,
an easier comparison of comparable sections of the statement is
possible. Whenever two pages are used in the account form,
invariably they are opposite ones so as to present the complete
statement before the eyes of the reader.

QUESTIONS

1. How is the fundamental accounting equation expressed in the ac-
count form of balance sheet? In the report form of balance sheet?

. Distinguish between a note receivable and an account receivable.

. Inventory of merchandise usually is valued at what price? Suppose
market price is higher than cost price, which price is used usually
for inventory purposes? Would you say it is desirable or undesirable
to value inventory of merchandise at market price, if market price is
higher than cost price? Why?

4. Do you believe fixed assets when acquired should be listed at cost
price or at the amount they might be expected to bring if sold in the
secondhand market? Why?

6. If you wanted to classify all the assets of a large manufacturing
business under two headings, what headings would you use? Why?

6. Can you give the point of view of those persons who list prepaid
expenses under the heading current assets? Under the heading
deferred charges?

7. Is the accrued intercst on a mortgage owned by an enterprise a
current or a fixed asset? Is the mortgage a current or a fixed asset?
What is a mortgage?

8. Is interest accrued but not yet due on a note payable an accrued
liability? Is it a current liability? Is it a deferred credit? What
is a deferred credit?

9. Distinguish between a prepaid expense and an accrual payable.

10. Express liabilities in terms of the fundamental accounting equation.

11. If the liabilities exceed the assets, what is the status of proprietor-

ship?

[0
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How may a proprietor increase his equity in an enterprise? Is there

any other way in which the net worth of an enterprise may be

increased over a period of time?

If the liabilities of an enterprise increase, does the equity of the

owner decrease necessarily? Give an illustration to prove your

answer.

Would it be possible for an enterprise to have earned a net profit

during a year, if the assets on the balance shect at the end of the

year were less than they were at the beginning of the year? Iixplain.

Would it be possible for an enterprise to have operated at a net loss

for a year, if the liabilities at the end of the year were less than at the

beginning of the year? Iixplain.

Suppose the four items listed below were either omitted or treated

improperly in the preparation of a balance sheet. Indicate in cach

case the possible effect on the equity of the owner.

a. A note receivable was listed as an account reccivable.

b. The inventory of merchandise was overvalued.

¢. Accrued interest on notes payable was ignored.

d. A mortgage payable on the real estate was subtracted from the
total value of the land and buildings.

Indicate for each of the four cases cited in question 16 whether the

total assets of the balance sheet were understated, overstated, or

correctly stated.

Indicate for each of the following items whether it is a fixed asset,

a current asset, a deferred charge, a fixed liability, a current lia-

bility, or a deferred credit:

Patents.

Unpaid taxes on business property.

Customer accounts owed to the enterprise.

Accrued interest not due on a bank loan.

Amounts owed to a bank on signed notes.

. Amounts owed to trade creditors.

. Interest collected in advance on customer notes.

. Advertising paid in advance.

. Inventory of office stationery.

Mortgage on the business property.

. Store supplies on hand.

. Money in the safe and bank.

What accounting title should be given for balance sheet purposes

to each item listed in question 18?

Should notes owed by customers be considered cash? Should any

of the following items be considered cash: United States government

bonds? Checks received from customers? Postal money orders?

Give two synonyms for proprietorship.



CHAPTER III
ANALYSIS OF PROPRIETORSHIP

The proprictorship or net worth of an enterprise varies over a
period of time, as a result of:

1. Operating the enterprise at a profit or loss.

2. Additional investments by the owner.

3. Withdrawals of capital by the owner.

4. Combinations of above three factors.

The previous chapter considered the balance sheet—an
exhibit of the asscts, liabilities, and proprictorship of an enter-
prise at a given timc. This chapter is concerned with the
analysis of changes in proprictorship during a period of time.

Fiscal Period

A fisczl period is the uniform interval between the preparation
of the financial statecments of a business. It may be a year,
six months, three months, one month, or any other uniform
period. Most concerns have their fiscal year end with the
calendar year, but many, as a matter of economy and conven-
ience, have it end some time other than December 31. It seems
advisable to arrange the fiscal year to close when business is
regularly dull and inventorics are low. The financial statements
are prepared after all business transactions of that period have
been considcred.

Comparison of Proprietorship

In the preceding chapter the balance sheet prepared for David
Mulford revealed that he had a net worth of $29,000.00 at the
close of business on December 31. Twelve months before a
similar statement showed the equity of the proprietor to be
$25,000.00, his original investment. A comparison of these
two figures shows that proprietorship had a net increase of
$4,000.00 during the fiscal period. If an investigation reveals
that Mr. Mulford did not invest any more of his personal funds

24
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in the business or withdraw any of its assets during the year,
this net increase is the result of operating the business at a net
profit.

The difference between the net worth of a business at the
beginning and at the end of a fiscal period is the net increase or
decrease in proprictorship, and, if there have been no added
investments or withdrawals, it will rcpresent the net profit or
loss for the period.

Balance Sheet Changes

As alrcady stated a balance sheet may be expressed algebrai-
cally as

Asscts = Liabilitics + Proprietorship
A = L + P

If thus viewed, it will be apparent that the proprictorship
figure on a balance sheet at the end of a period will be different
from the net worth figure at the beginning of the period, if asset
and liability totals have changed in any one of the following ways:

Proprietorship will increase if
1. Assets increased while
a. Liabilities remained the same.
b. Liabilities decreased.
¢. Liabilitics increased a lesser amount.
2. Asscts decreased while liabilitics decrcased a greater
amount.
3. Asscts remained the same while liabilitics decreased.
Proprictorship will decrease if
4. Asscts decreased while
a. Liabilities remained the same.
b. Liabilities increased.
¢. Liabilities decreased a lesser amount.
5. Asscts increased while liabilities increased a greater amount.
6. Assets remained the same while liabilities increased.

In order to determine whether a net increase or decrease in
proprietorship is due to a net profit or loss, or whether it is due in
whole or in part to added investments or withdrawals by the
owner, it is necessary to investigate the reasons for the variation.
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Factors That Increase Proprietorship

Proprietorship increases as a result of

1. Added Investments, a term used to describe additional
financial contributions to a business by the owner, and

2. Net Profit, a term used to describe the increasc in proprietor-
ship resulting from the operation of a business in a given
period.

Net profit resembles added investments in that it increases the
equity of the owner in the business. It differs in that it arises
from sources within the business, while added investments
originate outside.

The balance sheet prepared ot the close of a period includes the
net profit and added investments made during the period. If
an asset was sold at a profit, assets and proprietorship increased
by the amount of the profit, with no change in the liabilitics.
If the owner made an additional investment in the business, say
$3,000.00 cash, the asscts and proprietorship increased $3,000.00,
with no change in liabilitics.

Factors That Decrease Proprietorship

Proprietorship decreases as a result of
-
1. Withdrawals, a term used to describe the removal of assets
from the business by the owner, and
2. Net Loss, a term uséd to desceribe the decrease in proprietor-
ship resulting from the opcration of a business in a given
period.

Net loss resembles withdrawcls ia that it reduces the equity
of the owner in the business.

The balance shect prepared ot the close of a period reflects the
net loss and any withdrawals made during the period. If an
asset was sold at a loss, assets and proprictorship decreased by
the amount of the loss, with no charge in liabilities. If the
owner withdrew from the business for his personal use, say
$3,000.00 cash, the assets and proprietorship decreased $3,000.00,
with no change in liabilities.
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Net Increase or Decrease in Proprietorship Analyzed

With either a net increase or decrease in proprietorship there
may be a net profit or loss for the period depending on the rela-
tionship existing between withdrawals and added investments.
As previously stated, the net increase agrees with the net profit,
and the net decrcase with the net loss, if there have been neither
added investments nor withdrawals. The following will
illustrate:

1. A Net Increase in Proprietorship as the result of Added
Investments and the Net Profit.
Assume that Mr. Mulford had an equity of $25,000.00 on
January 1, 19A, that he had an cquity of $29,000.00 on
December 31, 194, and that he had invested $1,000.00 of
additional asscts in the business during the year.

Proprictorship, December 31, 19A............. $29,000.00
Proprietorship, January 1, 19A................ 25,000 00
Net Increase in Proprictorship................. $ 4,000 00
Added Investments. ............ ... ..ol 1,000.00
Net Profit for the Year........ .............. $ 3,000.00

The above analysis indicates that $1,000.00 of the increase
was caused by added investments and $3,000.00 by oper-
ating the business at a nct profit.

2. A Net Increase in Proprictorship as the result of Added

Investments in excess of the Net Loss.

Assume that Mr. Mulford had an cquity of $25,000.00 on
January 1, 19A, that he had an equity of $29,000.00 on
December 31, 19A, and that he invested $13,000.00 of
additional assets in the business during the ycar.

Proprictorship, December 31, 19A............. $29,000.00
Proprictorship, January 1, 19A................ _25,000.00
Net Inercase in Proprietorship................ $ 4,000.00
Added Investments. ........c..oviiiiiiin _13,000.00
Net Loss for the Year..................c.. .. $ 9,000.00

This analysis indicates that although the proprietor made
added investments of $13,000.00, his equity in the business
was only $4,000.00 more than it was a year ago; therefore,
the business must have operated at a net loss of $9,000.00
for the year.
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3. A Net Increase in Proprietorship as the result cf Net Profit

in excess of Withdrawsels.
Assume that Mr. Mulford had an cquity cf $25,000.00 on
January 1, 19A, that he had an equity of $29,000.00 on
December 31, 19A, and that he had withdrawn $3,000.00
of cash during the year.

Proprietorship, December 31, 19A............. $29,000.00
Proprictorship, January 1, 19A................ 25,000 00
Net Increase in Proprietorship................ $ 4,000 00
Withdrawals. ......... ... o e 3,000.00
Net Praofit for the Year.......ccoevevnon. $ 7,000.00

The above analysis indicates that the equity of the owner
increased $4,000.00 in spite cf the $3,000.00 he withdrew;
therefore, the business made a net profit of $7,000.00
during the year. Interpreting the analysis in reverse,
Mr. Mulford made a net profit of $7,000.00 for the period,
he withdrew $3,000.00 of it during the year, and $4,000.00
of it remained in the business at the end of the year.

. A Net Increase in Proprietorship as the result of Added

Investments and Net Profit in excess of Withdrawals.

Proprietorship, December 31, 19A............. $29,000.00
Proprictorship, January 1, 19A................ 25,000.00
Net Increase in Proprictorship................ $ 4,000.00
Withdrawals. ..., 2,000.00

7 DO s $ 6,000.00
Added Investments............covivneenen... 5,000.00
Net Profit for the Year............cccooivn... $£_1_,000 00

The above analysis indicates that in spite of withdrawals
of $2,000.00, the equity of the owner went up $+4,000.00;
therefore, the total increase must have been $6,000.00, of
which $5,000.00 was caused by added investments and the
remaining $1,000.00 by operating at a net profit for the
year.

5. A Net Increase in Proprietorship as the result of Added

Investments in excess of the Withdrawals and the Net
Loss.
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Proprietorship, December 31, 19A............. $29,000.00
Proprietorship, Japuary 1, 19A................ 25,000.00
Net Increase in Proprietorship................ $ 4,000.00
Withdrawals. .......ocoviiiiiiiiiien ., 2,000.00

Total. ..o v e e $ 6,000.00
Added Investments............coivieeiinn.. 7,000.00
Net Loss for the Year........................ $ 1,000.00

The above analysis is similar to No. 4 except that the
added investments exceeded the total $6,000.00. Because
the owner made added investments of $7,000.00, it would
be expected that the total increase would be at least
$7,000.00; since it was only $6,000.00, it is evident that the
business operated at a net loss of $1,000.00 for the year.
6. A Net Decrease in Proprietorship as the result of With-
drawals and a Net Loss.
Assume that Mr. Mulford had an equity of $29,000.00 on
January 1, 19A, that he had an equity of $25,000.00 on
December 31, 19A, and that he had withdrawn $3,000.00
of assets from the business during the ycar.

Proprictorship, December 31, 19A............. $25,000.00
Proprictorship, January 1, 19A................ 29,000.00
Net Decrease in Proprietorship................ $ 4,000.00
Withdrawals. .....coooiin it ii ... 3,000.00
Net Loss forthe Year.............o. oot $ 1,000.00

The above analysis indicates that $3,000.00 of the net
decrease was attributable to withdrawals by the owner and
$1,000.00 to operating the business at a net loss.

7. A Net Decrease in Proprietorship as the result of Net Loss

in excess of Added Investments.

Assume that Mr. Mulford had an equity of $29,000.00 on
January 1, 19A, that he had an equity of $25,000.00 on
December 31, 19A, and that he had invested $3,000.00 of
additional cash during the year.

Proprietorship, December 31, 19A............. $25,000.00
Proprietorship, January 1, 19A................ 29,000.00
Net Decreasz in Proprietorship................ $ 4,000.00
Added Investmants..........ooviviinnnnnn... 3,090.00

Net Loss forthe Year........................ & 7,000.00
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A net decrease in proprietorship in a period when the owner
increased his investment indicates that the operation of
the business resulted in a loss which is the sum of the
decrease in proprietorship and the additional investments.
The above analysis indicates that in spite of added invest-
ments of $3,000.00, the equity of the owner at the end of
the year was $4,000.00 less than at the beginning of the
year; thercfore, the business lost during the year not only
the $3,000.00 of added investments but $4,000.00 more.

. A Net Decrease in Proprietorship as the result of With-

drawals in excess of Net Profit.
Assume that Mr. Mulford had an equity of $29,000.00 on
January 1, 19A, that he had an equity of $25,000.00 on
December 31, 19A, and that he had withdrawn $5,000.00
of assets from the business during the ycar.

Proprietorship, December 31, 19A............. $25,000.00
Proprietorship, January 1, 19A................ 29,000.00
Net Decrease in Proprietorship................ $ 4,000.00
Withdrawals........ ... ... .. ... ... .. .. 5,000.00
Net Profit for the Year. ..................... $ 1,000.00

This analysis indicates that although the proprietor with-
drew $5,000.00, his equity went down only $4,000.00; there-
fore, the business must have operated at a net profit of
$1,000.00 for the year.

. A Net Decrease in Proprietorship as the result of With-

drawals in excess of the Added Investments and the Net
Profit.

Proprietorship, December 31, 19A.. .. $25,000.00
Proprietorship, January 1, 19A....... ... ... 29,000.00
Net Decrease in Proprietorship...... ... .... $ 4,000.00
Added Investments. . ..ooeeeeenennn. .. 3,000.00

Total... ... ... . $ 7,000.00
Withdrawals. . ............ ... i 9,000.00
Net Profit for the Year................. ..... $ 2,000.00

The above analysis indicates that the net decrease in
proprietorship of $4,000.00 was caused by the owner’s
withdrawal of $4,000.00 more than the total of his added
investments and his net profit for the year.
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10. A Net Decrease in Proprietorship as the result of With-
drawals and Net Loss in excess of Added Investments.

DAVID MULFORD
ANALYSIS OF PROPRIETORSHIP
For the Year Ended December 31, 19A

Proprictorship, December 31, 19A............. $25,000.00
Proprietorship, January 1, 19A................ 29,000.00
Net Decrease in Proprietorship................ $ 4,000.00
Added Investments..............c.civivnnnn.. 3,000.00

Total. ... i e $ 7,000.00
Withdrawals. ........ ... ... i i, 2,000.00
Net Loss for the Year........................ $ 5,000.00

The above analysis indicates that the net decrease in pro-
prietorship of $4,000.00 was caused by added investments of
$3,000.00 being $4,000.00 less than the total of the $2,000.00
withdrawals and the $5,000.00 net loss for the year.

Analysis of Proprietorship

The purpose of this statement is to explain the difference
between proprictorship at the beginning and at the end of a
fiscal period, in terms of added investments, withdrawals, and
net profit or net loss. '

The form of the statement is that followed in the ten illustra-
tions, more particularly in the tenth, where the necessary heading
is included.

Solution by Equations

Nore: It may be a help to some students to summarize the calculations of this chapter
algebraically.

1. Final proprietorship — initial proprictorship = net increase
in proprietorship.

2. Final proprietorship — initial  proprictorship — added
investments 4 withdrawals = net profit for the period.

In solving equation 1, if the difference results in a figure less
than zero, there is a net decrease in proprietorship. In solving
equation 2, if the final answer is less than zero, the business has
sustained a net loss.

Since added investments and net profit each increase proprie-
torship while withdrawals and net loss each decrease it, a group-
ing of like items leads to the following equations:
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If a net profit:
Initial proprietorship + added investments 4 net profit =
withdrawals <4 final proprietorship.
If a net loss:
Initial proprietorship + added investments = withdrawals
-+ net loss - final proprietorship.

Significance of the Chapter

In addition to the main purpose of this chapter, as explained
previously, it has an auxiliary purposc of considerable impor-
tance—to present some fundamental proprietorship concepts
which are essential to an understanding of accounting techniques
and results. The method employed in this chapter to explain
the difference between the proprietorship at the beginning and
at the end of a fiscal period is one which may be followed by a
business that has no records, or totally inadequate ones. The
Analysis of Proprictorship will be used in this text, as it is used
in practice, as a check on another and better method of explaining
the change in proprietorship resulting from net profit or loss,
which is presented in the next chapter.

QUESTIONS

1. What is meant by a fiscal period?

2. In what month and on what day do you think the fiscal year ends
for the United States government? For your state?

3. What circumstances might influence an enterprise to have its fiscal
year end at a date other than the end of the calendar year?

4. What factors increase net worth?

6. What factors decrease net worth?

6. Under what circumstances is the net increase in proprietorship the
same as the net profit for a period?

7. Prove or disprove with figures that a business may have a greater
net worth at the end than it had at the beginning of u period although
it sustained a net loss for the period.

8. Assume a business was operated at a net profit for a fiscal period
and that the owner made both additional investments and with-
drawals. Express the equation to solve for the added investments,
if all the other items are known.

9. Assume the owner made additional investments and withdrawals
and that the business was operated at a net loss during a fiscal
period. Set up the equation to solve for the withdrawals, if all
other items are known.
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What is the amount of increase or decrease in proprietorship, if

during a fiscal period

a. Assets are decreased $5,000.00 and liabilities are decreased
$7,000.00?

b. Assets are increased $2,000.00 and liabilities are decreased
$3,000.00?

c. Assets are decreased $3,000.00 and liabilities are increased
$2,000.00?

d. Assets are increased $4,000.00 and liabilities are increased
$6,000.00?

e. Assets are decreased $6,000.00 and liabilities are decreased
$5,000.00?

f. Assets are increased $1,500.00 and liabilities are increased
$1,200.00?

g. Assets remain the same and liabilities are decreased $1,700.00?

Under what conditions will

a. Net profit exceed the net increase in proprietorship?

b. Net loss exceed the net decrease in proprietorship?

¢. Net increase in proprietorship exceed the net profit?

d. Net decrease in proprietorship exceed the net loss?

The business of A had a net worth a year ago of $25,000.00. Today

it has a net worth of $30,000.00. During the year A inherited and

placed in the business $9,000.00 of cash. He made no withdrawals

during the year.

a. Was the business operated at a net profit or net loss for the year
and in what amount?

b. From the facts stated above do you think 4 had any net income
(net profit) for the year?

The business of B has a net worth of $20,000.00. A year ago it

had a net worth of $18,000.00. During the year B made no addi-

tional investments but he gave out of the funds of the business

$1,000.00 cash to his university endowment fund and $100.00 to

the welfare fund of his community. What was the amount of the

net profit or net loss of the business for the year?

On January 1, 19__ the business of Thomas Lloyd had assets of

$30,000.00 and liabilities of $10,000.00. Six months later it had

assets of $28,000.00 and liabilities of $6,000.00. During the six

months Lloyd withdrew $3,000.00 and gave it to his mother to

help her purchase a home. In the same period he placed in the

business a note receivable for $1,000.00 which he had inherited

from the estate of his father. The note had not matured by

June 30, 19__. -

a. Would the note be included in the $28,000.00 total of business
assets on June 30. 19__?



34

15.

16.

17.

ACCOUNTING FUNDAMENTALS [Ch. I

b. Would the total of the business assets be the same if the note had
matured and had been paid by the maker? Ixplain.

¢. What is the net increase or decrease in proprietorship for the six
months?

d. Determine the amount of the net profit or loss for the period.

e. What would have been the net worth of the business on June 30,
if Lloyd had not made an added investment and a withdrawal of
assets?

What would be the effect on the capital of an enterprise if it earned

$50,000,000.00 in a year and $60,000,000.00 of its cash were dis-

tributed to its owners?

The business of C has a net worth of $40,000.00. During the past

year C withdrew $7,000.00 cash and operated the business at a

net profit of $5,000.00. What was the net worth of the business a

year ago?

The business of D had a net worth of $16,000.00 a year ago. Today

it has a net worth of $20,000.00. The business was operated at a

profit of $5,000.00 during the year. D made no added investments

during the year. What did D do during the year?



CHAPTER IV
THE STATEMENT OF PROFIT AND LOSS

The prime purpose of the analysis of proprietorship in the
previous chapter is to explain the difference between the net
worth of a business at the beginning and at the end of a fiscal
period in terms of added investments, withdrawals, and net
profit or loss. Such a statement shows the amount of the net
profit or loss for a fiscal period but it does not disclose the sources
and amounts of the income and expenses which resulted in the
net profit or loss. This information is essential to the successful
management and direction of an enterprise. It is presented in a
statement variously known as the statement of profit and loss;
the statecment of income, profit and loss; the statement of income
and expensc; the operating statement; and by other titles.

Purposes of the Statement of Profit and Loss

A statement of profit and loss is prepared at the end of each
fiscal period to present a summary of the various items of income
and expense which have arisen during the period. It should be
emphasized that this statement covers the operations of the
entire period, in contrast to the balance sheet which pictures the
financial condition on a given date. A business is conducted to
make a profit, and the final figure of the statement of profit and
loss shows whether that object has been realized. In addition,
and equally important, statements of profit and loss furnish the
owner with operating facts and figures, a study of which may
indicate ways of increasing income, reducing expenses, or effect-
ing changes which may result in greater nct profits in subsequent
periods.

The owner of a business is not the only one interested in
the statement of profit and loss. Estimates with respect to the
future possibilities of an cnterprisc arc based in part ou the
results of the past. The owners and, in large-scale enterprises,

the directors, the executives, oftentimes even the humblest
35
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employees have an interest in the results shown by such a state-
ment and in the choice of proper policies resulting in part from
an analysis of it. Trade and long-term creditors are interested
also in the results of the operations of any enterprise to which
they have extended credit or loaned funds. Similarly prospec-
tive buyers of a business or prospective purchasers of business
securities are interested in the trend of the earnings as shown by
the statements of profit and loss over a scries of fiscal periods.
It should be borne in mind that each year the information shown
in t‘h‘i_s/s_t_a,iement must } be considered in the _l_)’reparation of the
federal and, where required, state income-tax returns. ~

—— — p—

Income and Expenses

Before explaining the content of the statement of profit and
loss, it is necessary to make clear the usc of the terms ¢ncome and
expenses.

Income includes compensation for personal or professional
services rendered; gains from sales of and dealings in land,
property, business, or other investments; interest earned; rent
earned; dividends received; and gains, profits, and earnings from
any source whatever. In general it is “the gain derived from
capital, from labor, or from both combined.”* It is not income
if it represents a return of capital or investment.f

Many interpretations of income are made by accountants,
economists, jurists, and members of other professions. The
definition used here is based on the definition of the Treasury
Department in governmental regulations issued to aid in the
interpretation of the federal income-tax law.

Gross income in a manufacturing, merchandising, or mining
business means the net sales less the cost of goods sold, plus any
income from investments (including profits derived from the
sale of fixed assets) and from incidental or outside sources.

Income of nonprofit enterprises such as charitable, rcligious,
educational, or social institutions would include gifts available
for current use within the period in addition to any or all of
those indicated for profit enterprises.

* As defined by the United States Supreme Court in several decisions.

t Many accounting writers consider the actual amount of sales as income.
As the figure for sales includes a return of capital it seems better to view as
income only the profit arising from sales.
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Ezxpenses arc all costs incurred to obtain gross income whether
payment has been made or not. Ordinary expenses include
such items as wages, taxes, supplies, insurance, and depreciation.

Net income (net profit) is the excess of the gross income over
the expenses and losses.

Net loss is the excess of the expenses and losses over gross
income.

Cash and Accrual Methods cf Accounting

There is no necessary relationship between cash receipts and
disbursements and income and expenses. The net change in
cash may be ascertained by comparing the cash item shown in
the balance sheet at the end of the last period with the cash item
shown in the balance sheet at the end of the current period.
The detailed changes in cash may be determined only from
separate records wherein all receipts and disbursements are
recorded.

A cash basis of accounting is a system wherein income is not
recognized unless it has been received in cash, and expenses are
ignored until paid in cash. The accrual basis of accounting
is a system wherein income is recognized when earned, whether
or not received in cash, and expenses are recognized when incurred,
whether or not paid in cash. In any business with opening and
closing inventories of merchandise the accrual basis is practically
essential.

The mere receipt of cash does not indicate income, nor does
every disbursement of cash represent expenses. Money may be
received from the sale of an asset at a loss. Cash may come into
the business because of the added cash investment of the owner.
In these two cases the business income does not increase. Money
may be paid out for machinery or be withdrawn by the proprietor
without the expenses of the business being affected.

If some merchandise has been sold to customers and cash has
not been collected, or if some merchandise has been purchased
and has not been paid for in cash, it is obvious that the balance
between the cash which has been received for merchandise and
the amount which has been paid for merchandise in that particular
period is a meaningless figure. To determine the correct income
from sales it is necessary to consider all purchases and sales
whether for cash or for credit. As most businesses engaged in
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selling merchandise have inventories of unsold merchandise,
have accounts receivable, and have accounts payable, they are
forced to use the accrual basis to determine the net earnings with
any degree of accuracy. In this text the accrual basis will be
used exclusively.

Illustration of Simple Statement of Profit and Loss

Suppose the following facts pertained to the business of Allan
Walton for the yecar ended Dccember 31, 19__: Merchandise
sold amounted to $50,000.00; merchandise on hand at the begin-
ning of the year had cost $2,000.00; merchandise purchased
during the year had cost $34,000.00; merchandise on hand at
the end of the year had cost $3,000.00. Expenses had becn as
follows: For salaries $11,000.00; for delivery cxpenses $1,600.00;
for advertising $500.00; for rent $1,500.00; for insurance $300.00;
for store expenses $400.00.

ALLAN WALTON

STtATEMENT OF ProriT AND Loss
For the Year Ended December 31, 19

Sales (Gross) ....... . ) .. $50,000.00
Cost of Goods Sold:
Inventory of Merchandise, January 1, 19__.. $ 2,000.00
Purchases........ . . ... ... .. .. 34,000 00
$36,000.00
Less:
Inventory of Merchandise, December 31, 19_..  3,000.00 33,000.00
Gross Profiton Sales..................... ....... . . .. $17,000.00
Less Operating Expenses:
Salaries... ... ... ... $11,000.00
Delivery Expenses..............cooiin... 1,600 00
Advertising. .......... it £00.00
Rent...... ...ttt iieeanns 1,500 00
Insurance... .. ....... . i it 300.00
Store EXpenses. .. .....vvieiinireniieenean.. 400.00
Total ExXpenses.......vivtien i irenennenennenenenn. 15,300.00
Net Profit forthe Year.........coiiviiiivnnniiniin. $ 1,700.00

In presenting the sources of income and the expenses of an
enterprise for a period, it is desirable to use the accepted account-
ing titles which are both brief and descriptive, <.e., the merchan-
dise sold during the year is called Sales, the merchandise on hand
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at the beginning of the year is referred to as Merchandise Inven-
tory, January 1, 19__, merchandise bought during the year is
listed as Purchases, and the merchandise on hand at the end of
the year is indicated as Mecrchandise Inventory, December 31,

19__.. The various expenses are listed by titles such as Salaries,
Delivery Expcnses, Advertising, Rent, Insurance, and Store
Expenses.

The statement of profit and loss as shown on page 38 presents
the facts just considered.

This illustrative statement furnishes Allan Walton, the
owner of the business, with concise information about the opera-
tions of his business for the past year. He may compare these
figures with those of other years; he should study them as he
plans for the year which is ahead. T

The statement of facts about the Allan Walton business was
limited to certain fundamental items. It is possible for a busi-
ness to have sources of income other than Sales, to have many
more expenses than those illustrated, and to have other signifi-
cant operating facts which were not mentioned. In addition,
the expenses of the business should be classificd in the statement
of profit and loss, if a more exact picture of the results of opera-
tions is to be presented. In order to include the other possible
items in the statement of profit and loss and to classify the
expenses, it is nccessary that the profit and loss statement
terminology be studied in more detail.

Profit and Loss Statement Terminology

The first item to be shown in a statement of profit and loss is
the principal source of income. In a manufacturing, mining,
or mercantile business the main source of income is sales of com-
modities; in a bank it is interest, discount, collection and
exchange fees; with brokers or agents it is commissions; with
professional people, such“as doctors, lawyers, and accountants,
who are sclling services, it is fces.

The outstanding points to be noted on a statement of profit and
loss prepared for a mecrchant arc net sales, cost of goods sold,
gross profit on sales, nct profit on sales, and net profit for the
period.

Net sales is the term applied to the difference between gross
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sales and the returns and allowances on sales. The amount of
the net sales is the real index of the volume of business transacted.

1. Gross Sales signifies the total contract price of all merchan-
dise sold during the fiscal period.

2. Sales Returns shows the value (ordinarily at original con-
tract price) at which merchandise sold has been returned to
an enterprise.

3. Sales Allowances is the title used by the seller to cover
reductions subsequently made in the contract price of
merchandise sold.

Sales Returns and Sales Allowances are combined frequently
in one title since both are reductions of the gross sales.

Cost of goods sold is the phrase used to describe the cost of the
merchandise which was marketed during the period. This
term must not be confused with the costs of selling goods, such
as salaries and commissions paid to salesmen, dclivery expenses,
store supplies, and advertising.

In the first period of operation, if all the merchandise purchased
was marketed, the cost of goods sold would be the cost of the
merchandise bought.

If any merchandise was on hand at the end of the period then
the value of this inventory would be subtracted from purchases
to determine the cost of goods sold.

In a period when the business both opens and closes with an
inventory, the cost of goods sold would be determined by adding
the value of the initial inventory to the value of purchases and
from this total subtracting the value of the closing inventory.

Other items under this heading must be considered sometimes,
such as transportation costs on mecrchandise purchased, and
merchandise returned to or allowances obtained from the seller.

The cost of the initial inventory plus the cost of the merchan-
dise acquired in a period, including transportation costs, repre-
sents the value of the merchandise to be accounted for. If the
total of the value of the merchandise returned and the amount of
allowances obtained on merchandise plus the value of unsold
merchandise is subtracted from the value of the merchandise
to be accounted for, the balance will be the cost of the merchan-
dise sold (cost of goods sold).
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These items may be shown as follows:

Cost of Goods Sold:

Initial Inventory.........covviiiiiiiii .., $xxxxxxX

Purchases........ooiiiiiiin i e XXXXXXX

Transportation In............ .. ... ... ... oL XXXXXXX $xxxxxxx
Less:

Purchase Returns and Allowances................ $XXXXXXX

Closing Inventory.........cooveiineinnenaea.n, XXXXXXX XXXXXXX
Costof Goods Sold.......... ... ..., $xxxxxXX

An explanation of these terms follows:

1. Purchases is the title applied to the total contract price of
all merchandise acquired for the purpose of selling.

2. Transportation In is the title which covers the freight,
express, parcel post, cartage, or other costs necessary to
get the merchandise purchased to the place where the busi-
ness wants it. It is an additional cost of the merchandise
bought. Another title commonly used is Freight and
Cartage In, although it is not so inclusive as the one
suggested. The term is never used to cover transportation
costs on fixed assets such as machinery and office equip-
ment. To determine the total cost of fixed assets at the
time of acquisition, transportation costs are added to the
contract price.

3. Purchase Returns and Allowances is the title which repre-
sents the value of all merchandise returned by and the
amount of price concessions and rebates subsequently
obtained by the business on purchases.

Gross profit on sales is the excess of the net sales over the cost
of goods sold. It is the total amount of profit before the deduc-
tion of any of the expenses of opcrating the business.

Selling expenses are the costs of marketing or distributing the
product. A few typical examples follow:

1. Advertising is the cost to obtain publicity through the
agencies of newspapers, magazines, and the radio; the
expense of printing and distributing handbills and cata-
logues; and like expenditures that have as their purpose
the ultimate increase of the sales volume.
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2. Transportation Out is the title that covers the freight,

express, parcel post, cartage, or other costs necessary to

send the merchandise to the place indicated by the customer.
This item is not treated as a reduction from sales but as an

item of sclling expense.

Delivery Expenses is the title applied to the cost of operat-
ing a truck used to deliver merchandise locally. Typical
costs are wages of the driver, gasoline, oil, repairs, auto
licenses, and depreciation. Transportation Out is used to
cover the cost of sending merchandise to a destination not
reached by the business truck.

Sales Salaries (or Sales Commissions) represent amounts
paid or accrued to employecs or agents who assist in the
direct marketing of the product.

Store Expenses include cleaning, wrapping paper, twine,
pasteboard cartons, boxes, and other materials needed and
used to prepare the goods sold for delivery. Not all the
value of supplies purchased in a period is placed in the profit
and loss statement; only the amount used is an expense of
the period. The balance on hand at the end of the period
is indicatcd in the balance sheet as inventory of supplies.
Depreciation of Store Furniture and Fixtures is the term
used to describe the estimated decline in the value of store
furniture and fixtures caused chiefly by wear and tear.

General and administrative expenses are the costs of those general
expenses necessary to the conduct of the business as a unit but
which have not been applied directly to departments of the
enterprise, as well as the cxpenses of the executive offices. A
few of the customary titles follow:

1.

Ll

Office Expenses include cleaning, carfare, and supplies such
as postage, stationery, carbon paper, billheads, envelopes,
and other materials needed in the administration of the
business.

Office Salaries.

Telephone and Telegraph.

Property Taxes represent amounts levied by a governmental
unit. on property, especially land and buildings. There
are other forms of taxes, such as federal income tax, inherit-
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ance taxes, estate taxes, and special assessment taxes which
are not considered as expenses.
5. Bad Debts are uncollectible accounts and notes receivable.
6. Depreciation of Office Furniture and Fixtures.

Net profit on sales is the excess of the gross profit on sales over
the selling, and general and administrative expenses.

Net loss on sales is the excess of the sclling, and general and
administrative expenses over the gross profit on sales.

O.her income includes all income other than that obtained from
the major purpose for which the business was organized. Some
common examples follow:

1. Interest Earned represents income of the business resulting
from the loan of its money or credit to others.

2. Purchase Discounts are additional income of the business
resulting from reductions obtained from creditors by the
payment for merchandise purchases within stated periods.

8. Cash Dividends Received represent receipts of money aris-
ing from the distribution of profits by corporations in which
shares of stock are owned.

4. Profit arising from the sale, exchange, or conversion of
assets other than merchandise, such as stocks or bonds,
for more than their book values.

5. Rental Income represents income of the business arising
out of property not used in operations but leased to tenants.

6. Commissions Earned represents income carned when the
business acts as an agent in the sale of property owned by
another.

Other expenses and losses are costs which arise from other than
the major operating causes. Some common examples follow:

1. Interest Expense is the cost of borrowing money.

2. Sales Discounts represent reductions made to customers
for the payment of bills within stated periods.

3. Extraordinary Losses represent losses such as fire losses and
losses arising from the sale, exchange, disappearance, or
abandonment of any asset not regularly bought and sold.

. ¢ Net profit for the period is found by adding other income to the
net profit on sales and subtracting other expenses and losses.
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If there has been a net loss on sales, there may still be a net profit
for the period if other income exceeds the net loss on sales and
the other expenses and losses.

Net loss for the period is found by subtracting the other income
from the net loss on sales and the other expenses and lcsses.
If the business had a net profit on sales there may still be a net
loss for the period if other expenses and losses excced the net
profit on sales and the other income.

The difference between other income and other expenses and
losses frequently is ,added to or subtracted from the net profit or
loss on sales.

Form

To illustrate the form of a statement of profit and loss there
follows the one prepared for David Mulford.
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DAVID MULFORD

STATEMENT OoF ProFIT AND LoOSS
For the Year Ended December 31, 19__

Sales (Gross)......vouriierenioreareanesonssenasnnnans . $168,000.00
Less: Sales Returns and Allowances.......coovvviviennnnn. 800.00
Net Sales......ccovvviveveneinnnn, feee eeeeeeeann $167,200.00

Cost of Goods Sold:
Inventory of Merchandise, January 1, 19__.. $ 10,500.00

Purchases..............oii i, 117,600.00

Transportation In........................ 1,500.00
Cost of Goods to Be Accounted For. ... .. $129,600.00
Less:

Purchase Returns and Allowances 8  £C0.C0
Inventory of Merchandise, Dc-
cember 31,19 __............. 12,600.00 13,100.00 116,500.00

Gross Profiton Sales...................... e $ 50,700.00
Less Operating Txpenses:
Selling Expenses:

Advertising. .o vvvrereinerecierineennnann $ 8,000.00
Sales Salaries.......coviiveeieeerennnanns 17,000.00
Store Expenses.......ccoevviiieniennnnen. 950.00
Transportation Out....................... 450.00
Depreciation of Store I'urniture and Fixtures £00.00
Total Selling Expenses.............c..... $ 26,900.00
General and Administrative Ixpenses:
Office Expenses.....oovevenn... $ 850 00
Office Salaries................. 14,000.00
Insurance..................... 1,209 00
Property Taxes................ 250.00
Bad Debts.................... 450.00
Depreciation of Building....... 400.00
Depreciation of Office I'urniture -
and Fixtures................ 100.00
Total General and Acminis-
trative Fxpenses................... 17,250.00 44,150.00
Net Profiton Sales...........coiiiiiiiiiiiiiiaiiia.. $ 6,550.00
Other Expenses and Losses:
Interest Expense........coveviivencnnennn $ 550.00
Sales Discounts..........ccoviviiiieanien. 3,200.00
Loss—Sale of Ideal Radio Stock............ 2,800.00
$ 6,550.00
Other Income:
Interest Earned........... ... $ 100.00
Purchase Discounts............ 2,700.00
Cash Dividends Received....... 200.00 3,000.00 3,550.00

Net Profit forthe Year.. ... .ovviiieiiniiiiiiiinernnan, $ 3,000.00
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This statement shows the sources of the income and expenses
which resulted in a net profit of $3,000.00 for the twelve months
ended December 31, 19__.

A detailed statement such as the illustration just given is
essential to the proper management of a business, but the above
data may be condensed into the following summarized statement:

DAVID MULFORD

CoNDENSED STATEMENT OF PROFIT AND Loss
For the Year Ended December 31, 19__

NetSales......oovvviennn. .. A .. $167,200.00
Less Cost of Goods Sold. . . B, . 116,500.00
Gross Profiton Sales.................contts. $ 50,700.00
Less Sclling, and Generzl and Administrative

Expenses........ ... ... ..o L . 44,150.00
Net Profit on Sales...................... ... $ 6,550.00
Less Excess of Other Expenses and Losses over

Other Income............. ..... . .. ... 3,550.00
Net Profit for the Year... o .. $ 3,000.00

The student should rcalize that the forms illustrated, while
typical, are not to be considered a standard of practice for all
types of business as to either terminology or detailed arrangement.
The illustrations are for the business of a merchant. Other
lines of endeavor would require captions and arrangements
better suited to their necds. Even the size of the enterprise
may influence arrangement and the extent to which detailed
items should be shown in the statement. In a very large estab-
lishment the statement may be in the form of a condensed sum-
mary with practically all of the summary figures supported by
appended schedules of detailed figures.

An absolute standard of captions and form for all businesses is
impossible because of the diversifications of business itself.
Within given fields of business, however, progress has been and
is being made toward standardization. The Interstate Com-
merce Commission requires railroads to report on a prescribed
form, the Federal Reserve Board has suggested a form for
manufacturers and merchants and, in some instances, by agree-
ment among themselves, establishments in the same field of
endeavor are using standard forms. The increasing publicity
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given to the profit and loss statements of the leading companies
in itself should help to standardize the statements of like
enterpriscs.

Dual Procedure to Compute Net Profit or Loss

The final result of the statement of profit and loss must agree
with the amount of the net profit or loss shown in the analysis of
proprietorship. Since the nct profit or loss of the analysis
of proprietorship is ascertained by comparing the initial and final
proprietorship with due regard for additional investments and
withdrawals, while the statement of profit and loss results in the
same figure after the comparison of income and cxpense items,
it will be realized that in accounting there are two ways to deter-
mine the net profit or loss, cach of which acts as a check on the
other.

Complements the Balance Sheet

The statement of profit and loss and the balance sheet comple-
ment each other. The balance sheet shows financial condition
at a particular date, usually the last day of the period, while the
statement of profit and loss shows the results of operation during
the entire fiscal period. In any careful analysis of the financial
condition of an enterprise, one must make use of the information
shown in both statements.

QUESTIONS

1. What is income? Gross income? An expense? Net income?

2. Name a principal source of income for each of the following: doctors,
brokers, lawyers, teachers, salesmen, department stores, banks,
insurance companies.

3. a. Could a person who did not work have any income? How?

b. Could a person who had no capital have any income? How?

4. a. Income derived from real estate is referred toas — ?

b. Income derived from the ownership of bonds is referred to
as 7

¢. Income derived from the ownership of shares of stock in corpora-
tions is referred to as ?

d. Income derived from the ownership of mortgages is referred to
a8 o0
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7.

10.
11,

12.

13.
14,

165.

16‘
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If a person inherited $10,000.00 cash, would the inheritance be
income? If he invested the $10,000.00, would the return on the
investment for a given period be income?

. What is a statement of profit and loss? Give some other titles by

which it is known.

Which statement is the more informative to the management of an
enterprise, the statement of profit and loss or the analysis of pro-
prietorship? Explain.

. In the last year A received a salary of $1,000.00 in cash, a cash

bequest of $1,000.00, a $1,000.00 present from his mother in cash
and $500.00 cash as rent for a property he owned. Ile gave $200.00
cash to his community welfare fund.

a. How much cash did he receive?

b. What was his income for the year?

. A year ago DB purchased a property for $10,000.00 cash. DTuring

the year he paid for taxes on the property $300.00, for repairs

$200.00, and for insurance $100.00. In the same period he received

as rent for the property $1,000.00 cash.

a. What was the gross income from the property?

b. What were the expenses for the property?

¢. Was there any net income or net loss because of the ownership of
the property during the period?

a. What is meant by the expression cash basis of accounting?

b. What is meant by the expression accrual basts of accounting?

Are returned sales and allowances considered expenses of an enter-

prise? Justify your answer.

At the beginning of a fiscal period the business of C had on hand

merchandise which cost $1,000.00. During the year $10,000.00

worth of merchandise was bought. At the end of the year, the

merchandise on hand at cost was worth $2,000.00.

a. What was the cost of the goods purchased?

b. What was the cost of the goods sold?

¢. What was the cost of the goods which were not sold?

Distinguish between selling expenses and general and administrative

expenses.

Is there any method of checking the net pro”it or the net loss figure

as shown by a statement of profit and loss? Ixplain.

If the inventory of merchandise at the end of a fiscal period is

understated, what is the effect on the Cost of Goods Sold? On the

Net Profit for the period? On the Net Worth of the enterprise?

What words would describe z in each of the following equations?

a. Gross Profit on Sales + Cost of Goods Sold = z

b. Gross Profit on Sales — Net Profit on Sales = z

¢. Value of Goods to Be Accounted For — Cost of Goods Sold = z
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17.

18.

19.

20.

21.

22.

23.

What part of the statement of profit and loss is affected by

a. Freight In? f. Purchase Returns and Allow-
b. Sales Returns and Allow- ances?
ances? g. Advertising?
¢. Freight Out? . h. Purchase Discounts?
d. Sales Discounts? 1. Office Expenses?
e. Interest Earned? J. Store Expenses?

In the preparation of a statement of profit and loss for the retail
business of Mr. Edward Andrew, you learn that the following items
were omitted or not considered:

a. Wages paid in advance..... ..... e e $ 30.00
b. Unpaid sales expenses of . .. ...................... 180.00
¢. Inventory of Merchandise at the end of the period.. 2,850 00
d. Interest accrued but not due on bonds owned....... 300.00

What was the effect of each of these errors on the net profit for the
period? What was the effect of all of these errors on the net profit
for the period?

a. Do you believe the following facts indicate favorable or unfavora-
ble changes? Explain.

Last Year This Year Increase
NetSales...................... $25,000.00 $30,000.00 $5,000.00
Net Profit...................... 7,500.00 8,100.00 600.00

Assume the owner had invested $75,000.00 in the business and that

the net profit at the end of last year had been withdrawn.

b. Would your answer be different if it is assumed that the net profit
of last year had been left in the business all of this year?

Would it be possible for a business to have a net profit for a period,

if it had a net loss on sales? How?

What is the income of David Mulford in the statement of profit and

loss on page 45?

Distinguish between the total of cash paid for merchandise and the

cost of goods sold.

Why isn’t the net profit for the period equal to the excess of the cash

receipts over the cash disbursements?



CHAPTER V
ACCOUNTS—THEIR CONSTRUCTION

The balance sheet, the analysis of proprietorship, and the state-
ment of profit and loss were considered in the three preceding
chapters, to make clear the process of determining the net worth
of a business at the close of a fiscal period, and the method of
presenting the causes for the variation in net worth throughout
the period. The question logically arises, from what sources are
the data for these statements obtained?

Definition of an Account

An account, in a broad sense, is a record of the financial trans-
actions relating to a person, enterprise, property, or other item
subject to review. In an accounting system, an account is a
systematic record of the financial facts pertaining to a particular
asset, a particular liability, an income item, an expense item, or
a proprietorship item.

Purpose of Accounts

Accounts supply the recorded data for the preparation of
accounting statements.

Except for accounts receivable and accounts payable, the
numerous changes in the amounts of which make it impossible to
remember them and require, thercfore, detailed records, it is
possible to prepare a statement of asscts and liabilities for an
enterprise without the use of accounts. The cash in the bank and
in the drawer can be determined easily, the inventory of mer-
chandise can be taken and valued, the notes receivable will be
found in the safe, the furniturc and fixtures, delivery cquipment,
and other asscts can be listed and their valucs estimated.

Such a method of determining the assets, liabilities, and
proprietorship is the plan followed when adequate records are not
available. It has certain important disadvantages.

1. There is no assurance that all assets and liabilities have been
included. The amount of cash can be determined but
50
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there is no evidence to show that all of the cash received
was accounted for or that money paid out during the period
was used to benefit the business. In valuing furniture and
fixtures and other tangible assets, it is easy to overlook cer-
tain small pieces of equipment and to understate the assets
to that extent. In order, therefore, to prevent fraud and
carelessness, to avoid overlooking or possibly duplicating
assets and liabilities, the keeping of a complete set of
accounts becomes a necessity to a business enterprise.

2. The impossibility of remembering the history of each asset
and liability also necessitates the keeping of adequate
records. For example, all the items representing furniture
and fixtures may be known, but how shall they be valued?
The office safe will have an efficient life span which differs
from the typewriter, adding machine, or filing cabinet.
Each item may have been bought at a different time and for
a different price. These dectails cannot be remembered
and some formal history of cach should be kept.

3. From a comparison of balance sheets and a knowledge of
addifional investments and withdrawals during a period,
the amount of the net profit or loss can be determined but
not the sources thercof. Complete data for the statement of
profit and loss require detailed accounts for both income
and cxpense items.

The Ledger

A ledger is a bound or loose-leaf book or card file of accounts.
Since these accounts are the source of information for the state-
ments, they should be arranged in a way to facilitate statement
preparation. All accounts which will appear later in the balance
sheet should be grouped together, while those that will be found
subsequently in the profit and loss statement should be associated
in another part of the ledger.

Basic Classes of Accounts

Fundamentally, accounts may be divided into two major
classes, real and nominal accounts.

Real accounts are asset, liability, and proprietorship accounts.
They are the accounts which make possible the determination of
financial condition by means of a balance sheet.



52 ACCOUNTING FUNDAMENTALS [Ch. V

Nominal accounts are those which explain the sources of
income and expenses. They constitute the basis for the prepara-
tion of the statement of profit and loss. If they were not used,
every variation in net worth caused by income or expense would
have to be made directly in the account of the owner.

Real accounts which are partly nominal, and nominal accounts
which are partly real, may be referred to as mized accounts, but
this title does not indicate a third class of accounts. For exam-
ple, the Prepaid Insurance account may show that $1,000.00 has
been paid for insurance premiums. If one-fifth of the insurance
has expired then $200.00 of the total of $1,000.00 is nominal in
character and represents an expense, while $800.00 is still pre-
paid, is real in character, and is an asset.

Captions or Account Titles

The title of each account must be descriptive of the class of
items that is placed under it; for instance, the asset title Office
Furniture and Fixtures would represent all kinds of office equip-
ment such as typewriters, adding machines, desks, and filing
cabinets.

Proper captions for specific nominal accounts depend to a
great extent on the amount of detail necessary for an adequate -
control of the business. For example, the title Delivery Expenses
may be sufficient for the owner of one truck, while a department
store with a fleet of dehvery trucks may wish separate accounts
for oil and gas, tlres repairs, automobile insurance, drivers’
wages, and other expenses incident to the delivery of goods.
While the caption of a nominal account should be broad enough to
include related expenses or income items, there is danger in select-+
ing one that is too inclusive and not specific enough. Adminis-
trative Expenses as a caption would include stationery and
printing, office salaries, postage, telephone and telegraph, and
depreciation of office furniture and fixtures. Separate accounts
for each of these items would make for greater internal control of
expenses and therefore are recommended.

Form and Content

There is a variety of forms for accounts, but the most common
is the T account, so called becauge, each account in the rough
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resembles a capital letter T. At the center of the horizontal line a
perpendicular is drawn downward to separate the account into
two distinct parts. The space to the left of the perpendicular is
termed the debit side, while that to the right is called the credit
side.

To enter an"amount on the left side of an account is known as
debiting or charging the account. To enter an amount on the
right side of an account is known as crediting the account.

That facts and figures may be entered uniformly, all accounts
may be ruled as follows:

Y Account Caption

Date | Explanation |[F| Amount | Date |Explanation|F| Amount

> n
Year | & -
Dollars| §

Month

Year

Month Dollars

Day
Cents

Debit Side Credit Side

The headings of the columns may not be written in an account,
but are placed in the illustration so that the student may know
the type of information which is found in the several subdivisions.

A caption is placed above and in the center of each account.
The year is written only at the top of the date column on each
side of the account. The name of a month appears only once on
each side, opposite the first item. The day appears opposite
the first item on each day. It may appear opposite each item.
The explanation column is used to further explain certain items.
For the present the F (folio) column will not be used. Its pur-
pose, however, is to provide a space in which to indicate the
source of the information which appears opposite it. The
amount columns are self-explanatory.

The first item on the left side of the Cash account on page 54,
$1,800.00, represents the cash balance on October 1. All the
increases in cash which took place during October are debited to
the account. The decreases in cash are credited to the account—
shown on the right side. The $3,397.00 excess of the debit over
the credit side of the account on October 31 is known as the bal-
ance of cash. This balance is ascertained, not by subtracting
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Cash
19_ 19__
Oct.| 1| Balance 1,800/00Oct.| 1| Rent
4| Sales 60000 4| Purchases
16{ J. R. Reed 700{00 15| Salaries
25| Notes Receiv- 28| Notes Paygble
able 400(00 28| Interest Ex-
25| Interest pense
Earned 2|00 *31| Balance
30 Sales 1,200/00
4,702000 |
Nov.| 1| Balance 3,397 00"

* This record is sometimes written in red ink to emphasize that it is the difference
between the two sides of the account.

" the total of the smaller from the total of the larger side, but by

 increasing the smaller side to the equal of the larger s1de

The

' October 31 cash balance of $3,397.00 is then brought down below
the double rulings on the debit side to indicate the balance on

November 1.

It will be noticed that both sides of the account are

ruled on the same line so that the transactions of the next month
will start opposite each other.

Accounts that have balances are referred to as open accounts,
while those that total the same on both sides are termed closed

accounts.
credit side, is said to have a debit balance.

An open account, the debit side of which excecds the
An open account,

the credit side of which exceeds the debit side, is said to have a
credit balance.

The treatment of the Cash account is characteristic of the
method of keeping, ruling, and balancing other open asset

accounts with several debits and credits.

An asset account is

debited for increases and credited for decreases in its balance.
A closed account is ruled and totaled as follows:

United Engineering Corporation

19__
June

10| Sales
24| Sales

1,551
882

15
22,

19__
June

2,433

37

30

Cash

2,433(37

2,433|37
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Many customers make but one purchase a month and later
" pay the full amount. If any such account has a debit equal to
the credit, it nced not be totaled. It is sufficient to draw a single
line across the amount columns only:

J. H. Ross
19__ 19
May|27| Sales | 1,69155 June| C| Cash 1,691|55

If an account has a single debit and no credits, or a single
credit and no debits, no rulings or totals are necessary.

Notes Payable

19__ 19__|
Oct. |28| G. L. Owens 500[00/Oct.| 1| Balance 3,500(00
31| Balance 5,000/00 20({ F. T. Kelly 1,200/(00,
28| I'irst National
Bank 800(00
_ 5,500/00 N | 5.500/00
Nov.| 1| Balance 5,000 oo“

The method of keeping, ruling, and balancing the Notes Pay-
able account illustrates the treatment of other open liability
accounts which have several debits and credits. As a liability
account has a credit balance, the opening balance is found on the
right side. Items which increase the balance arc credited to
the account—added to the right side. Items which reduce the
account are debited to it—cntered on the left side.

The first item on the right side of the Notes Payable account,
the credit balance of $3,500.00, reprcsents the amount of notes
owed by the cnterprise at the close of business on September 30.
That balance is increased by the credit items of October 20 and
28 which represent, respectively, the issuance of a $1,200.00 note
to F. T. Kelly and an $800.00 note to the First National Bank.
The account is reduced—debited—on October 28 by the payment
of a $500.00 note which was given originally to G. L. Oweus.
On October 31 the $5,000.00 balance of the account is added to
the smaller side—the left side—to indicate there are $5,000.00 of
unmatured notes payable outstanding. As of November 1, the
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$5,000.00 balance is brought down below the double ruling on the
right or credit side.

David Mulford, Capital

19__ 19

Mar.| 1| Withdrawal— Jan.| 1| Balance—Ini-
Cash 900(00, tial Proprie-

lJuly 1| Withdrawal— torship 25,000 oor

. Cash 1,100/00|May| 1| Added Cash

Dec.|31{ Balance—Final Investmente 3,000/00
Proprietor- Dec.|31| Net Profit 3,000/00
ship 29,000/00 a

| 3;1‘_;0_0_9 00 _ _ 31,000 %

T - “an. | 1| Balance—Ini-
j tial Proprie-
H torship 29,000 OOH

As an Owner’s Capital account has a credit balance, if the
enterprise has any net worth, the opening balance of $25,000.00
in David Mulford, Capital account is found on the right side.
That balance represents Mulford’s capital at the beginning of the
fiscal period, January 1, 19__. Items which increase that
balance are credited to the account; items which reduce the
account are debited to it. The $3,000.00 credit to the account
on May 1 represents an additional investment in the business by
Mulford. The $3,000.00 credit of December 31 represents an
addition to the owner’s capital account because of the transfer
to it of the $3,000.00 net profit for the year. The $900.00 debit
of March 1 and the $1,100.00 debit of July 1 represent reductions
in the account because of withdrawals of cash from the business
by Mulford. The $29,000.00 balance of the account on Decem-
ber 31 is added to the smaller side—the debit side—to make it
equal the total of the credit side. The balance is brought down
below the double ruling to indicate that the equity of the owner in
the business, at the beginning of the new year, is $29,000.00.

Relationship between the Balance Sheet and Real Accounts

The balances of the real accounts shown in a ledger correspond
to the items in the balance sheet arranged in account form, and to
the fundamental accounting equation—assets equal liabilities
plus proprietorship.
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Balance Sheet in Account Form Ledger Balances, Real Accounts
Left Right Left Right

Assets Liabilities Assets are real | Liabilities and
Proprietorship accounts with| Proprietorship
debit balances are real accounts
with credit bal-
ances.

Debit and Credit Schedule for Real Accounts

As the method of debiting and crediting the Cash account
applies to all asset accounts, the method of debiting and crediting
Notes Payable applies to all liability accounts, and the method of
debiting and crediting David Mulford, Capital applies to any
owner’s capital account, it is possible to summarize the procedure
of debiting and crediting assets, liabilities, and proprietorship
accounts as follows:

DEsBIT

1. Each increase in an asset
2. Each decrease in a liability

CREDIT
1. Each decrease in an asset
2. Each increase in a liability

3. Each decrease in proprietorship 3. Each increase in proprietorship

The Construction of Nominal Accounts

It has been shown that the nominal accounts are necessary to
explain the sources of income and expense. Expenses result in a
decrease in proprietorship; therefore they are debited when they
increase and credited when they decrease. For example, if a
telephone bill is paid, the account Telephone and Telegraph is
debited as that expense increased. If an employee pays for a
personal long-distance call which was charged to the business, the
Telephone and Telegraph account is credited as the expense of
that account is decreased. Income items result in an increase in
proprietorship, hence they are credited when they increase and
are debited when they decrease.

Office Expenses
19__ 19__
Jan.| 4| Stationery 25(00[Jan. |30 Supplies re-
14| Cleaning 4/00 turned 3
28| Supplies 13(60
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Office Expenses is a typical expense account. It is debited
with each item which causes it to increase; it is credited with each
item which reduces the account. The $25.00 debit on January 4
represents the purchase of stationery, the $4.00 debit on January
14 the cost of cleaning the office and the $13.00 debit of January
28 the cost of supply items for the office. The $3.00 credit of
January 30 represents a reduction in the account because of the
return of that amount of the supplies purchased on January 28.

Interest Earned

19__

Jan. 15| On a note 900
22| On a note 7100
31| On a note 5/00

Interest Earned is a typical income account. It is credited
with each item which increases the account; it is debited with
items which reduce the account.

Debit and Credit Schedule for Real and Nominal Accounts

The debit and ecredit schedule for real accounts must be
expanded to include nominal accounts.

DeBIT CREDIT
1. Each increase in an asset 1. Each decrease in an asset
2. Each decrease in a liability 2. Each increase in a liability
3. Each decrease in proprietorship 3. Each increase in proprietorship
because of: because of:
a. A withdrawal a. An additional investment
b. An expense b. A dccrease in an expense
¢. A decrease in income ¢. An increase in income

This schedule of debit and credit will be applied to specific
transactions in later chapters, and the studeut may find it easier
to follow, if it is restated as:

DesiT ’ CREDIT
. Each increase in an asset 1. Each decrease in an asset
. Each decrease in a liability 2. Each increase in a liability
. Each withdrawal of capital 3. Each addition to investment

. Each increase in an expense 4. Each decrease in an expense
. Each decrease in income 5. Each increase in income

O 00N =
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SuMMARY OoF DEBIT AND CREDIT SCHEDULE
KinNps oF AcCOUNT BALANCES

DEesIT CREDIT
1. Assets 1. Liabilities
2. Expenses 2. Proprietor’s Capital
3. Decreases in Income 3. Income

4. Decreases in Expenses

To increase the balance of any accr unt add to the larger side;
to decrease the balance of any account add to the smaller side.
Therefore, to increase an account with a debit balance it must be
debited and to decrease it, it must be credited. Conversely, to
increase an account with a credit balance it must be credited and
to decrease it, it must be debited.

Forwarding Account Totals

Whenever the debit or the credit side of an account page is
filled, a new page is opened and either the balance of the account
or the totals of both the debit and credit sides are carried forward
to it. In such cases the old page should be balanced and the
balance carried forward to the new page, with reference on each
page to the number of the other page, or if the totals are carried
forward, such totals should be shown in ink at the bottom of the
old page thus:

Edmund Parke (Page 3)
19__ 19__
Dee.| 1} Balance 300{00{Dce.| 2| Cash 300[00
3| Sales 200{00
4| Sales 80|00

NN NS NN NSNS NN NANASANNNNANAAS

*
19| Sales 450 Notes Receiv-
20| Sales 268 able 50000

F'wd to page 8/ | 1,570/00)

T

20| F'wd to page 8 2,869/00

=

=

* Trregular lines indicate that not all the items in this account are shown.

The new page would appear:

Edmund Parke (Page 8)
19__ 19__
Dec.|20| F’'wd from page Dee.{20| F’'wd from page

3 2,869(00; 3 1,570/00,
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QUESTIONS

. What is meant by an account? Where are accounts kept? If all

accounts were classified into two groups, what would be the names
of those groups? What accounts enter into each group?

. What is meant by a mizred account?

Suppose it were desired to classify all accounts into five groups, can
you suggest the five group titles?

. What is the purpose of accounts?

What is a ledger? Is a ledger always a book?

. Are accounts arranged in a ledger according to any predetermined

plan?

Would there be an account in the ledger with the title Assets?

Liabilities? Proprietorship? Expense? Income?

Would you have a ledger account headed Accounts Receivable?

Explain. Notes Receivable? Explain.

An account is divided into how many main parts? How are these

parts referred to?

An account with equal amounts on both sides is referred to as what

kind of account?

An account one side of which is greater in amount than the other is

referred to as what kind of account?

What do you mean by the word balance as used in connection with

accounts?

An account the left side of which is greater than the right side is said

to have what kind of balance?

a. When is an asset account debited? Credited?

b. When is a liability account debited? Credited?

¢. When is a proprietor’s account debited? Credited?

d. When is an expense account debited? Credited?

e. When is an income account debited? Credited?

Under what account title in the ledger should each of the following

items appear?

An adding machine.

Insurance paid in advance.

An automobile used for delivery purposes.

A note owed by the enterprise.

. Money in the safe and in bank.

. An office safe.

. A note owed to the enterprise.

. Ground owned by the enterprise.

. Buildings owned by the enterprise.

. Showecases, counters, and other equipment used for the display
or the selling of goods.

e SRt R o8
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The study of what chapter, previous to the present one, helped you
to answer Question 15?

Complete the following sentences:

a. An account with a debit balance represents
b. An account with a credit balance represents
How would you know when an account with a credit balance repre-
sented a liability? An income? The proprietor?

How would you know when an account with a debit balance repre-
sented an asset? An expense?

State a transaction which would cause an increase in

a. The debit side of the Notes Payable account.

b. The credit side of the Owner’s Capital account.

¢. The credit side of the Notes Payable account.

d. The debit side of the Notes Receivablé account.

e. The debit side of the Office Furniture and Fixtures account.
State a transaction which would illustrate

a. An increase in one asset and a decrease in another.

b. An increase in one liability and a decrease in another.

¢. An increase in a liability and an increase in an asset.

d. A decrease in an asset and a decrease in a liability.

e. A decrease in an asset and a decrease in proprietorship.

Is it possible in the same transaction to have

a. An increase in an asset and an increase in an expense?

b. An increase in a liability and an increase in an expense?

c. An increase in an asset and a decrease in an expense?

d. A decrease in an asset and a decrease in income?

e. A decrease in an asset and a decrease in the owner’s capital?
Are all real accounts with credit balances liabilities? Explain.




CHAPTER VI

ACCOUNTS—THEIR OPERATION

The last chapter was devoted to an explanation of the composi-
tion of accounts. The purpose of this chapter is to show how the
accounts may be used to record the transactions of an enterprise
and to supply data for the financial statements.

Transaction

A transaction is an occurrence in an enterprise which requires
recognition in the accounts. It may be a purchase, a sale, a
receipt of cash, or a payment of cash. It may be a more involved
occurrence, such as the recognition of the decline in value of an
asset over a period of time, because of depreciation, or it may be
the very simple decision that a particular item would be better
shown under another title, thus requiring a mere transfer of an
amount between two accounts.

Transactions Classified

Practically all transactions may be classified into four main
groups.

1. Exchange transactions. Those which involve changes in
assets, liabilities, or both, but leave proprietorship undis-
turbed, such as exchanges of
a. An asset for an asset. The acquisition of one asset for

another, as the purchase of an automobile truck for cash,
or the receipt of cash in payment of a note receivable.

b. A liability for a liability. The creation of a new liability
for an old one, as the giving of a note payable to a credi-
tor, the note payable taking the place of the previously
existing account payable.

¢. An asset for a liability. The acquisition of an asset in
exchange for a liability of the same amount, as the pur-
chase of office equipment on credit.

62
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d. A liability for an asset. The reduction of a liability by
the reduction of an asset in similar amount, as the can-
cellation of a note payable when it is paid in cash.

2. Additional investment and withdrawal transactions. Those
which involve changes in assets or liabilities, and proprietor-
ship, as a result of additional investments or withdrawals by
the owner.

a. Increases in assets and proprietorship because of addi-
tional asset investments by the owner.

4 b. Deccreases in liabilities and increases in proprietorship
by the owner paying some of the debts of the enterprise
from his purely personal funds thus increasing his
investment in the business.

¢. Decreases in assets and proprictorship because of asset
withdrawals by the owner.

d. Increases in liabilities and dcereascs in proprietorship
from the transfer to the enterprise of a personal liability
of the owner.

3. Profit or loss transactions. Those which involve changes in
assets or liabilitics as a result of income or expense items.
This class involves not only the asset and liability accounts
but the nominal accounts as well.

a. Increases in assets and increases in income, resulting
from income items such as the receipt of cash for interest,
rent, or commission.

b. Decrcases in liabilities and increases in income, such as
the cancellation of an account payable because of com-
missions earned from a creditor.

¢. Decreases in assets and increases of expenses, such as the
payment of cash for wages, salaries, or rents.

- d. Increases in liabilities and increases of expenses, such as
the purchase of advertising space on credit.

4. Transfer transactions. Those which arise out of mere book
transfers, such as the transfer of an income amount to
another title; the transfer of an expense amount to another
caption; the transfer of the amount of one asset to another
title; or the transfer of the amount of a liability to another
caption.

Some transactions involve more than one subheading within a
group, t.e., the purchase of an automobile truck partly for cash
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and partly on credit is a transaction which involves subheadings
a and ¢ of Group 1. Other transactions involve more than one
group, t.e., every sale of merchandise at other than exact cost
figures represents a gain or a loss element, hence such a sale is an
exchange transaction in part, Group 1, and a profit or loss trans-
action in part, Group 3.

Double-entry Bookkeeping.

The systematic recording of the facts of the financial transac-
tions of a person or enterprise 1s known as bookkeeping or account
keeping. But not all account keeping is in accord with sound
accounting practice, as was pointed out in Chapter I. Some
individuals are satisfied with an incomplete system of accounts.
It is the purpose of accounts to show the financial condition of
an enterprise, the changes therein, and the causes thereof. The
only system which will do this is known as double-cniry
bookkeeping.

Double-entry bookkeeping is a system of account keeping
wherein all the financial transactions of a person or an enterprise
are recorded in a manner to show the effect of each, on the assets,
the liabilities, the owner’s capital, the income items, and the
expense elements. Each transaction is supported by an entry or
entries. '

Entry

The record of a transaction is spoken of as an entry. Each
entry in the double-entry system is in two parts to show both the
debit and credit elements involved in the transaction. These
two parts, the debit and the credit amounts of each entry, must
exactly equal each other. This does not mean that in a given
entry there will be but one debit and one credit of equal value.
Rather it means that in each entry the sum of the debit amounts
must be equal to the sum of the credit amounts regardless of the
number of each. This equalization of debits and credits in each
entry is referred to as the fundamental basis of the double-entry
system. The double feature of each entry with the equalization
of the two parts makes possible a complete system of accounts and
one the mathematical accuracy of which can be proved.
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Application of the Debit and Credit Schedule

For every transaction it is necessary to

1.

4.

Analyze the occurrence to determine whether asset, lia-
bility, income, expense, or owner’s capital accounts are
increased or decreased.

Apply to each element of the transaction a descriptive
accounting caption. If possible, use a ledger account
already set up.

Apply the debit and credit schedule, keeping in mind that
each increase in an account in the case of a new one means
increasing it from zero—in other words, opening it.
Maintain an equality of debits and credits.

The following seven typical transactions pertaining to the
business of S. F. Turner will be used to illustrate the proper
method of analysis and procedure:

1.

October 1, 19__. Mr. S. F. Turner began a small retail

business investing cash $5,000.00, land valued at $3,000.00,

a building valued at $10,000.00, and showcases and other

equipment for the store valued at $500.00. Mr. Turner

made the business assume a liability to A. L. Lloyd in the
amount of $500.00.

a. Business assets, liabilities, and proprietorship increased.

b. Descriptive titles for the assets are Cash, Land, Building,
and Store Furniture and Fixtures. A. L. Lloyd is the
account caption for the liability. 8. F. Turner, Capital
is the appropriate account heading to describe the equity
of the owner.

c. Debit Cash with $5,000.00 because that asset increased.
Debit Land with $3,000.00 because that asset increased.
Debit Building with $10,000.00 because that asset
increased.

Debit Store Furniture and Fixtures with $500.00
because that asset increased.

Credit A. L. Lloyd with $500.00 because that liability
increased.

Credit S. F. Turner, Capital with $18,000.00 as capital
increased.
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d. The four debit items are offset by the two credit items
so the equality of debits and credits is established.

The actual entry for this transaction, as it would appear in the

accounts, is as follows:

Cash
19__|
Oct. | 1| Investment 5,000/06
Land
19
Oct.| 1| Investment 3,000/00,
Building
19__
Oct.| 1| Investment 10,000{00!

Store Furniture and Fixtures

19__|
i;:t. 1| Investment 500(00
A. L. Lloyd
19
Oct.| 1] Liability As-
sumed

S. F. Turner, Capital

>

T Jro—
Oct.| 1| Investment

18,000

OOH

2. October 1, 19—. Mr. Turner bought stationery and
miscellaneous office supplies from the Pennsylvania Sta-

tionery Store for $25.00 cash.

a. These supply items will shortly be consumed and should
be considered an expense rather than an asset, hence

expenses have increased and assets decreased.

b. Office Expenses and Cash are descriptive captions.
c. Debit Office Expenses $25.00 because that expense

account increased.

Credit Cash $25.00 as that asset account decreased.
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d. The equality of debits and credits is apparent in a simple
transaction such as this which involves but one debit
and one credit.

The actual entry for this transaction requires the opening of a
new account, Office Expenses, which is debited for $25.00. The
credit of $25.00 to Cash is made in the Cash account which was
opened in the entry for the first transaction. A debit or a credit
to an account which is on the ledger is entered in that account.
JA debit or a credit to an account which is not in the ledger
requires the opening of such new account.

3. October 1,19__. A typewriter and desk were purchased for
$180.00 cash from the Excelsior Office Equipment Company.
a. This is an exchange of one asset for another. It is not

necessary to set up an account with the Excelsior Office
Equipment Company since payment was made at once.”

b. Office Furniture and Fixtures and Cash accounts are
affected.

¢. Dcbit Office Furniture and Fixtures with $180.00
because of the increase in that asset account.

Credit Cash with $180.00 because of the decrease in that
asset account.

4. October 1, 19_.. Merchandise was purchased from T. F.
Gordon for $1,500.00; $500.00 in cash was paid and a 60-day
6 per cent intercst-bearing note for the balance was given.
a. The asset Merchandise Inventory increased $1,500.00,

another assct, Cash, decrecased $500.00, and liabilities
increased $1,000.00.

b. As records are not kept in a small retail business to show
each item in the inventory of merchandise, the only debit
account affected by the acquisition of the merchandise is
the account, Purchases, which is charged with the price
of all merchandise acquired by the business for the
purpose of sclling. The asset Cash decreased and the
liability Notes Payable.increased.

¢. Debit Purchases with $1,500.00 as that account increased.
Credit Cash with $500.00 as that asset decreased.
Credit Notes Payable with $1,000.00 as that liability
increased.
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d. The one debit item is the equal of the two credit items,
so equality is maintained.

. October 2, 19__.. Mr. Turner sold merchandise that had

been bought for $70.00, to P. R. Dunn for $100.00 on

account. Terms 2/10, n/30. On account is the expression

which indicates that the transaction is a credit one.

a. The asset claims against customers increased $100.00.
The merchandise inventory decreased $70.00 and the
business made a gross profit of $30.00.

b. The account P. R. Dunn will designate the particular
account receivable.

To record the sale of the merchandise the total sales

price is placed in the account, Sales. No attempt is

made at this point to separate the sales into cost and
profit.

¢. Debit P. R. Dunn with $100.00 because an increase took
place in that asset account for that amount. The terms
2/10, n/30 mean that P. R. Dunn is offered a discount
of 2 per cent if he pays this bill within 10 days, otherwise
he has 30 days in which to pay. At this time there
is no certainty that he will pay within the discount
period, so he must be charged the full amount.

Credit Sales with $100.00 because an increase took place

in that income account.

October 8, 19__. A $500.00 check was sent to A. L. Lloyd,

a creditor, in full of account. The expression #n full of <

account signifies the complete satisfaction of a debt.

a. The liability to Lloyd and the asset Cash are decreased.

b. This transaction affects the accounts of A. L. Lloyd and
Cash.

c. Debit A. L. Lloyd for $500.00 because that liability
account decreased.

Credit Cash for $500.00 because that asset decreased.
October 12, 19__.. A check was received from P. R. Dunn
for $98.00, in full of accoun. for his purchase of ten days
ago.

a. The asset Cash increased, the asset claim against a
customer decreased, and an expense account increased.

b. The assets Cash and P. R. Dunn are involved as is an
expense account. As P. R. Dunn was debited when he
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purchased the goods, he must be credited now. Sales
Discounts is a descriptive caption to indicate the expense
of discounts taken by customers for payments made
within the discount period.

. Debit Cash $98.00 as that asset increased.

Debit Sales Discounts with $2.00 as that expense item

increased.

Credit P.-R. Dunn with $100.00 as that asset account
decreased that amount.

The following ledger accounts are arranged to facilitate state-
ment preparation as suggested in Chapter V; they show the
debits and credits of the above transactions:

Cash (Page 1)
19 19__
Oct.| 1| Investment 5,000/00{Oct.| 1| Office Expenses 25/00
12| P. R. Dunn 9800 1{ Office Equip-
ment 180]00
1| Purchases 500,00
8] A. L. Lloyd 500,00
P. R. Dunn (Page 2)
19__ 19__
Oct. | 2| Sales 100/00/Oct. |12{ Cash 100/00
Land (Page 3)
19
Oct.| 1| Investment 3,000{00
Building (Page 4)
19_ l B
Oct.| 1| Investment 10,000{00
Store Furniture and Fixtures (Page 5)
19
Oct.| 1] Investment 500(00
Office Furniture and Fixtures (Page 6)
19
Oct.| 1| Desk and
Typewriter 180{00
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A.L. Lloyd (Page 7)
19_| 19
Oct.| 8| Cash 500/00Oct. | 1| Liability As-
sumed 500 Oﬂi
Notes Payable (Page 8)
19
Oct.| 1| T. F. Gordon 1,000]00
S. F. Turner, Capital (Page 9)
19
Oct.| 1| Investment 18,000(00
Sales (Page 10)
19
Oct.| 2| P. R. Dunn 100,00
Purchases (Page 11)
19__
Fct. 1} T. F. Gordon 1, 500/00
Sales Discou_x}ts (Page 12)
19__
Oct.|12] P. R. Dunn 2|00
Office Expenses (Page 13)
19__
Oct.| 1| Books,
Stationery 2500

-/ Since the debits and credits of each transaction arc cqual, the
sum of the debits and the sum of the credits should equal.
follows, therefore, that the sum of the debit totals and the sum
of the credit totals of the accounts in a ledger should equal.
It is also true that the sum of the accounts with dcbit balances
and the sum of the accounts with credit balances should equal.

The following table summarizes the figures shown by the above
ledger both by totals and by balances:

It
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Totals Balances
Ledger Accounts ——|
Debit Credit Debit Credit
Cash................... $ 5,098.00/% 1,205.00% 3,893.00
P.R. Dunn............. 100.00 100.00
Land................... 3,000.00 3,000.00
Building................ 10,000.00 10,000.00
Store Furniture and Fix-
tures................. 500.00 500.00
Office Furniture and Ilix-
tures................. 180.00 180.00
A. L. Lloyd..... . 500.00 500.00
Notes Payable........... 1,000.00 $ 1,000 00
S. F. Turner, Capital. . ... 18,000.00 18,000.00,
Sales .................. 100.00 100.00
Purchases............ .. 1,500.00 1,500.00
Sales Discounts... ..... 2.00 2.00
Office Expenscs. .. .. . 25 00 25.00
$20,905 00]$20,905.00/{$19,100.00|$19,100.00,

Proprietor’s Personal or Drawing Account

If the owner of an centerprise withdraws business assets for his
personal use, the amounts may be debited to his Capital account
as shown in Chapter V. At the time of such withdrawals,
unlcss they are exccptionally large amounts, ﬂl_e_ owner does not
consider that he is reducing his investment in the business, nor
is he, if the accumulated current profits are in excess of his with-
drawals. In order to show his personal transactions with his
business more clearly, and not to disturb his Capital or Invest-
ment account during a period, it is general practice to place all
such proprictor’s personal items in a scparate account known as
the Proprictor’s Personal or Drawing account. This plan merely
divides into two accounts the Owner’s Capital account as it has
been considered heretofore. Where a Personal or Drawing
account is used, the Owner’s Capital account seldom receives a
debit or credit during a period. The Capital account is credited
for the amount of the original investment, thereafter it is debited
or credited for such items as a decrease of capital by the with-
drawal of a large sum, or a deliberate increase of capital by the
investment of an additional substantial sum.
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When merchandise and ordinary amounts of cash are with-
drawn by the owner, the debits are to the Personal account. If
merchandise is withdrawn at cost price, as is usual, the credit
record should be made to Purchases because the transaction
is not a sale within the usual meaning of that word; it is a non-
profit transaction equivalent to the withdrawal of any other
asset by the owner. In practice, merchandise withdrawals at
cost price often are credited to the Sales account, a minor error
since such withdrawals constitute a relatively insignificant part
of total sales. Merchandise withdrawn at any figure in excess of
cost should be credited to Sales.

QUESTIONS

1. What is the purpose of accounts?
2. Into what two classes may accounts be divided?
8. Accounts may be divided into five classes. Name them.
4. What is the accounting meaning of a transaction?
6. Do all business transactions involve expense or income elements?
Explain.
6. The nominal accounts may be called explanation accounts. What
do they explain?
7. Is it possible for an enterprise to earn an income without its assets
increasing?
8. Is it possible for an enterprise to have an expense without its assets
decreasing?
9. The recording of the facts of the financial transactions of an enter-
prise is known by what title?
10. The accounting record of a transaction is knownasan______?
11. The accounting record of a transaction may be divided into how
many parts? By what titles are these parts known?
12. Does an entry consist of just one debit and one credit? Explain.
13. What is the fundamental basis of the double-entry bookkeeping
system?
14. Give the rule for debiting Assets. Liabilities. Income accounts.
Expense accounts. The Proprietor’s account.
16. Give the rule for crediting accounts.
16. Cite a business transaction to illustrate each of the following com-
binations of the debit and credit schedule:
a. Increase in an asset and an increase in income.
b. Increase in an expense and an increase in a liability.
¢. Decrease in a liability and a decrease in an asset.
d. Decrease in the Owner’s Capital and an increase in a liability.
e. Increase in an asset and an increase in a liability.
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17.

18.

19.

1.
g.

Increase in an expense and a decrease in an asset.
Increase in an asset and a decrease in an expense.

Without using figures give the entries for the following transactions:

a.

b.

e.

1.

g

Investment by the owner of cash, merchandise, and notes
receivable.

Assumption by the business of the personal liability of the owner
on a note.

Receipt of a note from a customer.

. Receipt of a bill from the Clinton Carting Company for delivering

merchandise to customers. The bill is to be paid at the end of
the month.

The sending of a check to a creditor for a purchase of ten days
ago less the discount.

The withdrawal of merchandise at cost by the proprietor.

The withdrawal of merchandise at sales price by the proprietor.

Give the entries for the following transactions:

a.

€.

The sale to Ralph Clements for $1,000.00 of merchandise which
had cost $800.00. The 60-day 6 per cent interest-bearing note
of Clements is received in payment.

. The receipt, at the maturity of the note mentioned in part a

above, of a check from Ralph Clements in full payment of the
note and interest.

The receipt of a check from a customer, within the discount
period, for a $500.00 sale which was subject to 2 per cent discount.

. The cash payment to a customer for goods returned today. The

returned goods had cost the enterprise $16.00 and had been sold
to the customer for $30.00.

The granting of a $25.00 credit to a customer for goods returned
today.

Give the entries for the following transactions:

a.

b.
c.
d.
e.

I
g.

H. Appleton began business investing cash $5,000.00.

Appleton purchased merchandise from J. Murta for $1,000.00
cash.

Appleton purchased merchandise from S. Supplee on account
$1,000.00.

Appleton purchased an office desk, a chair, and a filing cabinet
from H. Blair for $120.00 and gave his 30-day note in payment
Appleton sold merchandise to J. Proctor for cash $200.00.
Appleton sold merchandise to R. Gamble on account $300.00.
Appleton sold merchandise to L. Smith $400.00 and accepted
Smith’s 30-day note in payment.

Give the entries for the following transactions:

a.

Paid one month’s rent in cash $150.00 to W. Quick and Brothers,
real-estate agents.
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21.

22.

23.

24,

25.

26.
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b. Paid R. Wilson, one of the salesmen, a commission of $75.00 in
cash.
¢. Purchased various supply items for the office from Hopkins and
Company, for cash $20.00.
. Received a check for $90.00, six months’ interest on the $3,000.00,
6 per cent A. B. C. Company bonds owned by the enterprise.
. Paid salaries as follows: Office force $100.00; sales force $150.00.
. Purchased an automobile truck for delivery purposes from
B. Earnshaw and Company, for cash $800.00.
9. Paid B. Earnshaw and Company, for gas and oil for the truck
$3.30 cash.
k. Sent a check for $12.00 to the state department of motor vehicles
for license plates for the automobile truck.
Could proprietorship be represented on the ledger in just one
account? If two accounts are used for this purpose, what are they
called? Assuming the use of two accounts to be good practice, as
is the case, how do you justify it?
Assuming two accounts with the owner on a ledger, which one would
you designate as the main account? What kind of balance should
that account have, ordinarily? Why?
If the personal account of the owner is charged for withdrawals and
credited with the net profit for the period, what would its balance
represent, if it is assumed there were no additional investments?
Explain.
If no drawing account is kept for the proprietor, under what condi-
tions will the balance of his capital account agree with the net worth
of the business at the beginning of the year?
If no drawing account is kept for the proprietor, will the balance of
his capital account agreec with the net worth of the business at the
end of the year? Why or why not?
In a retail business why is it customary to have one account for
notes receivable and an individual account for each account
receivable?

38
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CHAPTER VII
JOURNALIZING AND POSTING

Although it is possible to analyze business transactions into
their respective debits and credits and to insert the results
directly into the ledger accounts, as was done in the preceding
chapter, this procedure is not advisable ordinarily for the follow-
ing reasons:

1. There will be no one place where a complete entry may be
viewed. If a transaction involves several debits and credits
it will be extremely difficult to trace it through the ledger.

2. A chronological record of the entries will be lacking. It
should be possible to find a complete history of the trans-
actions arranged in the order of their happening,.

3. It is not possible for more than one person to work on a
ledger at a time. Large establishments are forced to use a
number of ledgers and many people to care for their thou-
sands of accounts. Entering transactions directly in the
ledger presumes one person will make the complete entry.

4. The space in the ledger is too limited to permit adequate
explanations to be made.

5. Direct entries in the ledger make it extremely difficult to
locate errors, such as
a. Omitting a debit or a credit item.

b. Posting a debit or credit item to the wrong side of an
account.

¢. Dropping or adding a cipher, or ciphers, or reversing
figures in entering the debit and credit items.

It is desirable, therefore, that an accounting system provide a
place where cach complete entry with adequate explanation may
be made in the order of its happening. The journal is such a
place.

The Journal

A journal, in a broad sense, is a chronological record of trans-
actions. In a double-entry system of accounts the journal is a
75
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book of original record in which is set forth for each transaction,
the date, the debit and credit items and amounts involved, as well
as an adequate explanation.

The journal does not replace, it precedes the ledger. The
journal is the original book in which the entries are recorded as
they happen. The ledger is the final book to which the debits
and credits of the journal are transferred so that they may be
assembled under their respective account titles. '

The Journal—Form

With occasional, minor variations, the form of the journal
illustrated below is the one in common use.

JOURNAL
. Debit Credit

Date Accounts and Explanation F Amounts | Amounts
Yr - - -
a|® Dollars|t | Dollars| & |
| 1A 3} O

=] o &)
=

The headings of the columns indicated in the above illustration
may not be written in the journal, but are placed here so that the
student may know the type of information which is found custom-
arily in the several columns. The F (folio) column is for refer-
ence purposes; its use is explained later in this chapter.

The Journal Entry—Its Composition

The process of making the original entries for transactions is
called journalizing.
Each journal entry is composed of four parts:

1. The date. The date on which the transaction occurred
is placed in the columns at the left of the page.

2. The debit and credit accounts involved. The debits are
placed close to the left margin of the account and explana-
tion section. The credits are indented uniformly directly
under the debits.

3. The debit and credit amounts involved. Each debit
amount is entered in the left and each credit amount in the
right amount column.
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4. An explanation. The explanation is started on the line
under the last credit item. It is a supplementary state-
ment about the transaction which, with the debit and credit
parts of the entry, should describe adequately the:circum-
stances of the transaction t¢ one who understands book-
keeping. The chief purpose of the explanation is to help
make clear the entire entry whenever reference may be
made to it.

The Journal—Illustration

The form in which an entry is recorded is important as a means
of sharply distinguishing debit from credit items that errors may
be avoided in transcribing these items to the ledger. In order
that each entry may stand out distinctly it is common practice
to skip a line between entries.

The journal entries which follow are those for the transactions
which were used to illustrate the application of the debit and
credit schedule in the preceding chapter.

JOURNAL (Page 1)
Date Accounts and Explanation o AEl?)t:rt ta A?rll'z?xlrftsr
19
Oct.| 1| Cash 1| 5,000[00
Land 3| 3,000{00
Buildings 4(10,000(00
Store Furniture and Fixtures 5 500/00
A. L. Lloyd 7 500 00“
S. F. Turner, Capital 9 18,000{00
Mr. Turner began business today investing
asscts and a liability as indicated above.
Office Expenses 13 25|00
Cash 1 25/00
Stationery and miscellaneous office sup-
plics bought for cash at the Pennsylvania
Stationery Store.
Office Furniture and Fixtures 6] 180/00
Cash 1 180/00
Purchased typewriter and desk for cash
from the Excelsior Office Equipment
Company.
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Purchases 11| 1,500/(00;
Cash 1 500/00
Notes Payable 8 1,000}00
Purchased merchandise from T. F. Gordon
giving cash $500.00 and a 60-day 6 per
cent interest-bearing note for the balance.
2/ P. R. Dunn 2/ 100/00
Sales 10 100|00

Sold merchandise to P. R. Dunn.
Terms 2/10, n/30.

*

SN AN

T(Page 5)
8| A. L. Lloyd 7! 500/00
Cash 1 50000LI
Sent check to A. L. Lloyd to settle in-
debtedness in full.
(Page 13)
12| Cash 1 980G
Sales Discounts 12 2/00
P. R. Dunn 2 100,00

Received check from P. R. Dunn for sale
of October 2 less discount.

* Irregular lines indicate page breaks.
1 Indicate journal page number.

Posting

Transferring the debit and credit items from a journal to their
respective accounts in a ledger is known as posting. The exact
names of the accounts used in the journal should be carried to
the ledger. For example, it would not be correct to debit
Expenses in the journal and later transfer that debit to the Office
Expenses account in the ledger even though it has been indicated
clearly in the explanation that it is an item of office cxpcnse.
In this case, Office Expenses should have been debited in the
journal.

Posting may be done at any time but it must be completed
before the financial statements can be prepared. It is advisable
to keep the more active accounts posted to date. Ior example,
the bookkeeper should be able to tcll at any time the cash balance,
what a customer owes, and the amount owed to each creditor.

Considerable freedom is permitted in the order in which
accounts are posted. Some bookkeepers prefer to post all of the
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-debits first and avoid shifting from one side of the accounts to the
other. Others will select and post first all of the debitsand credits
on one page that affect a particular account. Still others prefer
to make complete postings of each entry before proceeding to the
next entry. This last method is the one recommended to the
student; post each debit and credit item as it appears in the
journal.

The F (folio) column in the journal is used at the time the
debits and credits are posted to the ledger, to indicate the pages
of the ledger on which the accounts are located. The folio
column in the ledger is used to indicate the page numbers of the
journal from which the entries are posted. Thus there are cross
references in both the journal and the ledger.

An index of the accounts should be made in the front of the
ledger.

The Ledger

The ledger accounts for the transactions which were journalized
in this chapter appear below. Since each ledger record includes
a reference to the page of the journal on which the complete
entry is shown, it is not nccessary to place anything in the
explanation columns of the accounts. The rcader will notice
that in order to illustrate better the use of the folio columns in the
ledger, it has been assumed that the next to the last journal entry
was made on journal page 5, and that the last entry was on page
13 of the journal.

Cash (Page 1)
19_] 19_| T
Oct.| 1 1| 5,000/00/Oct. | 1 1 25|00
12 13 98(00 1 1 180/00
1 1 500{00
8 5 50000
P. R. Dunn (Page 2)
19__ 19
Oct.| 2 1 100(00[Oct. ({12 13|  100{00
Land (Page 3)
19
Oct.| 1 1{ 3,000(00
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Buildings (Page 4).
19
Oct.| 1 1/10,000(00
Store Furniture and Fixtures (Page 5)
19__
Oct.| 1 1}  500{00
Office Furniture and Fixtures (Page 6)
19__
Oct.| 1 1 18000
A. L. Lloyd (Page 7)
19 19|
Oct.| 8 5 500[00{Oct. | 1 1 500/00
Notes Payable (Page 8)
19
Oct.| 1 1} 1,000{00
S. F. Turner Capital (Page 9)
19
Oct.| 1 1/18,000/00
Sales (Page 10)
19|
Oct.| 2 1 100/00
Purchases (Page 11)
19 ;
Oct.| 1 1| 1,500]00
‘Sales Discounts (Page 12)
19__|
Oct. |12 13 2/00
Office Expenses (Page 13)
19__
Oct.| 1 1 25
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The ledger summarizes under the respective account titles all
the debits and credits which appear in the journal for each title.
It thus facilitates the determination of account balances (see
Chap. V).

10.
11.

12,

13.
14,

16.

16.

QUESTIONS

. What is a journal?

In practice, does the journal entry precede or follow the ledger entry
of a transaction?

If all journal entries are posted to a ledger, why have a journal?
Why have a ledger?

What are the various parts of a journal entry?

What is meant by journalizing? Posting?

. In an entry, which accounts are expressed first, the debits or the

credits? Which are shown on the left side? Which amounts are
shown in the right money column?

Give the various parts of the rule for debiting accounts. For
crediting accounts.

. May items posted from the journal be placed under different account

titles in the ledger? Why?

. Is there any cross reference between the journal and the ledger?

Explain.

Is it desirable to keep ledger postings up to date? Why?

If you desired to ascertain how much a customer owed, where would

you look? Why?

If you wanted to use book figures for balance sheet or statement of

profit and loss purposes, what book would you use? Why?

Is a journal a chronological or an alphabetical record of transactions?

Are accounts in a ledger arranged according to any predetermined

plan? Explain.

Does a journal entry consist necessarily of only one debit and only

one credit? Explain.

Are the following statements true or false? If necessary, qualify

your answer.

a. In a given journal entry there may be ten debits and only one
credit.

b. When an expense account is debited some asset account must be
credited.

¢. The journal and the ledger contain the same information.

d. The ledger gives more details about a transaction than the journal
does.

e. The object of accounting is to prepare a systematic record of the
transactions of a business.
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17.

18

19.
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f. Debiting an account increases its balance.

g. An increase in an income account is credited.

h. A decrease in a liability account is debited.

Omitting dates and explanations, give the entries for the following

transactions:

a. Mr. X began business investing cash $1,000.00, a note signed by
Mr. C for $200.00, and a claim on Mr. D for $50.00.

b. Mr. X purchased merchandise on account $1,000.00 from Mr. E.

. Mr. X purchased merchandise for cash $300.00 from Mr. F.

. Mr. X purchased merchandise from Mr. G for $400.00 and gave

his 30-day note in payment.

. Mr. X sold merchandise on account $300.00 to Mr. H.

. Mr. X sold merchandise for cash $250.00 to Mr. 1.

Mr. X sold merchandise to Mr. L for $200.00 and accepted Mr.

L’s 30-day note in payment.

Mr. X paid $500.00 cash on account to Mr. L.

Mr. X paid $400.00 to Mr. G in payment of a 30-day note.

Mr. X reccived $300.00 cash from Mr. H in full of account.

Mr. X reecived $200.00 cash in payment of the note of Mr. L.

What business transaction occurred in each of the following

instances?

a. Notes Receivable was debited and J. Jones was credited.

b. Proprietor’s Capital account was debited and Notes Payable was
credited.

¢. R. Croft was debited and Notes Payable was credited.

d. Cash was debited and Notes Payable was credited.

. Notes Receivable was debited and Proprietor’s Capital was

credited.

. Notes Payable was debited and Cash was credited.

. Notes Payable was debited and Proprictor’s Capital account was

credited.

H. Leidy was debited and Sales was credited.

Purchases was debited and E. Mead was credited.

Oftfice lixpenses was debited and II. Iless was credited.

Office Furniture and Fixtures was debited and Cash was credited.

What entry is necessary to record each of the following transactions?

You are to assume that any necessary entries on prior dates were

made properly. All of these transactions are not for the same

enterprise.

a. Sent a check for $1,470.00 to the Elite Manufacturing Company,
in payment for our merchandise purchase of eight days ago,
which purchase was subject to a 2 per cent discount if paid within
ten days.

o
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b.

Received a check for $1,407.00 from T. H. Eddy in payment for
principal and interest on his $1,400.00, 30-day, 6 per cent interest-
bearing note which matured today.

Gave a credit of $100.00 to W. E. Fulton, a customer, for
defective merchandise returned by him.

The merchandise returned by W. E. Fulton was resold for $60.00
cash to A. S. Buhl.

. The proprictor took home postage stamps worth $5.00 and

envelopes worth $2.00.
Sold the A. B. C. Company stock for $1,600.00 cash. This stock
had been purchased some months ago for $1,500.00.

. A $10.00 credit memorandum was sent to T. M. Poole, a cus-

tomer, because of an error in addition on an invoice sent to him
several days ago.

A check was sent to the Pennsylvania Coal Company for coke
purchased to heat the store. The $80.00 bill had been left last
week by the driver of the coke truck and had been recorded by
our bookkeeper.

. In payment for merchandise sold R. B. Edgar today, he gave us a

United States government bond at par $100.00, a noninterest-
bearing note for $400.00 signed by G. I. Pitt, a customer of his,
and $100.00 cash.

Clipped and cashed United States government bond interest
coupons amounting to $40.00.

The proprictor did not take his $75.00 weekly salary.

. Purchased for $15,000.00 the land and building we were renting.

The land was valued at $5,000.00 and the building at $10,000.00.
We were allowed $150.00 for unexpired rent. We gave in pay-
ment a first mortgage for $10,000.00 and a check for the balance.

. In part payment of his salary, a store clerk took merchandise at

cost $10.00.



CHAPTER VIII1
BOOKS OF ORIGINAL ENTRY

The journal and the ledger which were explained in the preced-
ing chapters constitute the fundamental accounting books. The
recording of debits and credits for transactions, first in an original
entry record and later in a ledger, constitutes the fundamental
method of making records in accounting books.

The Need for Additional Journals

It is possible to keep complete records for a small enterprise
with one journal and one ledger. Such a system is limited,
-however, to the ability of one or two persons to record the debits
and credits for all transactions in the journal and to post every
debit and credit to the ledger. Such a system is inelastic. It
makes no provision for dividing and specializing the office labor
and does not take advantage of simplifications in methods of
recording and posting which are possible without disturbing the

fundamental principles of debit and credit. .

A bookkeeping system should be designed and operated to
avoid waste of effort and should be sufficiently elastic to expand
and cover any reasonable growth in the volume of transactions of
the business.

The ledger, since it is a book of final entry which includes very
much briefer records of transactions than the journal, does
not require expansion or division with the same degree of neces-
sity as the journal does. If one ledger is not adequate for an
enterprise, it is a simple matter to add another. The expansion
of the ledger in accord with modern practice will be considered,
however, in a later chapter.

. Although it is possible to record all the financial transactions
“of a small enterprise in one journal and one ledger, even the
smallest enterprises may find it economical, hence advisable, to
divide the journal into a number of special journals.

84
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Various Books of Original Entry

The journal is divided on the basis of the various types of
transactions which occur frequently, 7.e., sales of merchandise,
purchases of merchandise, receipts of cash, and disbursements of
cash. A special journal for transactions of the same character is
possible for the reason that all such transactions result in a debit
or a credit to the same account. Every sale of merchandise,
regardless of whether it is made for cash, for a note, or on account
to a customer, represents an increase in sales income. In this
respect, every sale of merchandise is just like every other sale of
merchandise; hence it is possible to have a special original entry
book for sales of merchandise alone. The credit postings of this
book are made always to the Sales account. Similarly every
disbursement of cash, no matter to whom or why paid out, repre-
sents a decrease in the asset Cash. All cash disbursements are
alike to that extent (credits to Cash), hence they may be placed
in a special cash disbursements journal.

Whenever transactions of a similar nature happen with suffi-
cient frequency to warrant it, a special journal is provided for that
class of transactions. In view of the diversity of business itself,
it is not to be expected that all enterprises will use the same
special books of original entry. There are certain types of
transactions that are so common to all business, 7.e., cash receipts
and cash disbursements, that the special journals for the record-
ing of them (cash receipt book and cash disbursements book) are
in popular use. There are other types of transactions that are so
frequent with mercantile and manufacturing establishments,
1.e., sales of merchandise and purchases of merchandise, that the
special journals for them (sales journal and purchase journal) are
common within those fields.

The books of original entry so far indicated—sales journal,
purchase journal, cash reccipts book, and the cash disbursements
book, together with the journal itsclf—are the ones in most
popular use. When special journals are provided, the journal is
named the general journal and is used for the recording of those
transactions for which special journals have not been provided.

Form and Content

A journal sheet, ruled as already illustrated, suffices, when
properly captioned, for any one of the special journals, in its
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simplest form. The first column is used for the date, month and
day, with the year indicated at the top on cach page. The
account and explanation column is used to record the accounts
involved by the transactions of the particular book. This wide
column has other uses which vary somewhat between the several
journals as will be noticed in the illustrations. The third
column is used for folio numbers to indicate the pages of the
ledger to which the items are posted. The use of the two money
columns similarly varies in the different journals.

Each journal book may be a scparate book with its own cover,
or it may be just a scction of one large book in which all the
journals are kept.

Sales Journal Illustrated and Explained
SALTS JOURNAL

Date Account, Terms, and Detail F| Ttems ¢ ustor.n('r
Debit
19__ *
Jan.| 2| A. R. Douglas, 2/10, n/30 2
10 tons Egg coal @ $11 110[00
5 tons Pea coal @ $7 35|00 145/00
13{ W. B. Harris, n/30 3
20 bags Lime @ .60 12100
24| R. S. ITamilton, 2/10, n/30 4
8 tons Buckwheat coal @ $5 40|00
4 tons Peca coal @ $7 28|00
3 tons Fgg coal @ $11 33|00, 10100
29| I1. A. Dawson, 2/10, n/30 L
5 tons Igg coal @ $11 55|00
2 tons Pea coal @ $7 14|00 69{00
30| W. B. Harris, 2/10, n/30 <
10 tons I'gg coal @ $11 11000
6 tons Buckwheat coal @ $5 30(00 140 06
31{ O. Boyd Wilson 6
15 bags Lime @ .60 9/0C
. il Sales credit gg _ 476|00

* The figures in any folio column are not inserted until the transactions are posted to the
ledger.

In view of the fact that it is customary for a vendor to send a
sales invoice or bill to each customer for each charge sale and to
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retain a carbon duplicate which is numbered and filed, it is not
necessary to record the details of sales in the sales journal. A
reference in the sales journal to the invoice number indicates
where the details may be found. The sales journal illustrated
on page 86 is abbreviated, therefore, to the following:

SALES JOURNAL

Accounts Sales Customer
Date Recei Terms F| Invoice .
eceivable Debit
Number
19__
Jan.| 2[ A. R. Douglas, 2/10, n/30 20 1 14500
13| W. B. Harris, n/30 3] 2 12/00
24| R. S. Hamilton, 2/10, n/30 4 3 10100
29( II. A. Dawson, 2/10, n/30 5| 4 69,00
30| W. B. Harris, 2/10, n/30 3l 5 140/00
31| O. Boyd Wilson 6l 6 9100
_ 22 Sales credit 28 _ 476 00

The use of the sales book, as illustrated, is limited to the
recording of sales of merchandise on credit—the terms of sale
being other than 100 per cent cash. Kach cntry represents,
therefore, a debit to a customer and a credit to Sales for the total
of the sales invoice. In posting, the customer accounts are
debited daily but Sales is credited only at the end of the month,
for the total. In the illustration, the Sales account is credited on
January 31 with $476.00 which is the total of the charge sales for
the month.

The crediting of the total of this book to Sales is the factor
which limits it to the records of sales of merchandise alone. If
any fixed asset, such as furniture and fixtures, is sold, the credit
must be to the account representing that particular asset and
not to Sales which represents only merchandise sales.

Advantages of the Use of the Sales Journal

The use of the special journal for sales has certain decided
advantages over the method of recording charge sales in a general
journal.
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It is easier to find the entry of a particular charge sale.
The total charge sales for any period are obtained readily.
The recording of charge sales is facilitated. It is easier
to make entries as illustrated in the sales book than to
record debits, credits, and explanations in a general journal.
4. Posting charge-sale entries is facilitated. The postings
are reduced practically one-half. Instead of a credit
posting to Sales for each entry, one credit posting is made
at the end of a month for the total.
5. Specialization in office labor is provided in part, with its
attendant localization of responsibility and speedicr and
more accurate work. The person assigned the duty of
recording charge sales becomes very familiar with the work,
fast and accurate in doing it, and careful about it.

Lol A o

Purchase Journal Explained
PURCHASE JOURNAL
Accounts .| Invoice | Creditor
Date Payable Terms I Number | Credit

The form of the purchase journal is the same as that for a
sales journal. The wide column is headed Accounts Payable
instead of Accounts Receivable. The next to the last column is
headed Invoice Number in contrast to a similar sales journal
column headed Sales Invoice Number. The last column is
headed Creditor Credit in contrast to the sales journal’s Customer
Debit column.

Merchandise or raw material purchases on credit are entered in
the same way entries are recorded in the sales journal. If
invoices or bills received from creditors are given consecutive
numbers, as they very often are, then the number of the invoice
is entered in the column provided for that purpose. Where
invoices are not so numbered and are filed under the name of the
vendor, then the invoice number column is unnecessary. An
entry is not made in the purchase book until the invoice has been
checked as to quantity, price, and extension, and the receipt of
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the goods in satisfactory condition has been verified. The entry
when made is of the date of the invoice and not the date of the
receipt of the goods.

The illustrated purchase journal is limited to the recording of
purchases of merchandise or raw materials on credit—the terms of
purchase being other than 100 per cent cash. Each entry repre-
sents, therefore, a debit to Purchases and a credit to a creditor
for the total of the purchase invoice. In posting, the creditors’
accounts are credited daily, but Purchases is debited only at the
end of the month, for the total.

Debiting the total of this book to the Purchases account is the
factor which limits it to the records of merchandise or raw mate-
rial purchases. If any other asset, such as machinery, is pur-
chased, the debit must go to the account representing that asset
and not to Purchases. All purchases on credit other than mer-
chandise or raw materials are entered in the general journal.

Advantages comparable to those enumerated for the sales
journal apply to the use of the purchase journal.

Cashbook Illustrated and Explained

The cashbook, which is the most common of all the special
books of original entry, consists of two special journals, the cash
receipts journal and the cash disbursements journal. Sometimes
these two books are kept in separate bindings, more often they
are in the same binding, usually on opposite pages, the cash
receipts journal always on the left page, the cash disbursements
journal on the right page. This is the form in which they are
illustrated on pages 90 and 91.

It will be noticed that the two cash pages are ruled parallel
although there are not so many items on the left or debit side
as on the credit side. When one of the two pages of a cashbook
is filled and it is neccssary to carry the totals forward to another
page, the totals of both pages are forwarded. To this extent
entries for current receipts and disbursements are kept opposite
each other.

The cash balance on February 1 is placed in the second money
column so that it will not be considered with new receipts and be
posted again to the Cash account in the ledger. Only the
receipts during February will be included in the cash debit at
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the end of that month. Each side of the illustrated cashbook
is a journal separate unto itself.

journal—shows records of transactions which brought cash into
The asset Cash is increased and is debited at the
end of the month for the total, while the various accounts listed

the business.

The left side—cash receipts

in the account column are credited daily. The total debited to

Cash offsets exactly the credits to the various accounts listed.
. The right side—the cash disbursements journal-—shows

records of transactions which caused payments of cash by the

CASHI RECEIPTS JOURNAL

* This credit is the total cash sales of the day.

from the cash sales slips.

business.

Date | Accounts Credited Iixplanation | Amount
19_ -
Jan.| 2| J. B. Harr, Capital Investment 26| 5,000/00
12 A. R. Douglas Invoice of 2d less dis-
count 2 142/10
19| Sales* Cash sales 28| 250100
31| W. B. Harris On account 3 12/00
31| Sales Cash sales 28| 125/00
31| Cash debit 1 5,529(10
75,529]10
Feb.| 1| Balance 2,624(10

1t is obtained from the cash register or

The total of this journal represents a decrease in the
asset Cash, which is credited for the total at the end of a month.

The various accounts listed in the account column are the off-
setting debits and are posted daily. -

{All receipts and disbursements of cash should be entered in the
cashbook.: Each figure placed in the amount column should
agree with the face of the check or the actual cash reccived or

given.

Transactions which involve discounts may be entered in one of

several ways.

In the illustration a check was received from

A. R. Douglas on January 12, for $142.10 in payment of a sales
invoice of January 2 for $145.00 but on which a 2 per cent dis-
count had been offered for payment within 10 days.

The illus-
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tration shows Cash debited and A. R. Douglas credited for the
actual amount of cash received. It is also necessary, however,
to give credit to Mr. Douglas for $2.90, the amount of the dis-
count deduction to which he is entitled for prompt payment.
This same amount of discount must be shown as an expense in
the Sales Discounts account. The method recommended for the
present is to make the entry for the discount portion of a trans-
action in the journal. The general journal entry necessary in
the case just cited is

CASH DISBURSEMENTS JOURNAL

Date Accounts Debited Explanation F | Amount
19_ a
Jan.| 2| Rent Expense Month in advance 41 200(00
2| Office Expenses Stationery 39 50(00
2| Purchases Cash purchases ({30 80000
3| Furniture and Fixtures Desks and chairs |16]  150/00
17| H. Ware Invoice of 3d 17| 70000
31| Notes Payable To B. Jones 25| 1,000/00
31| Interest Expense On above note 16 5(00
31| Cash credit 1 2,905/00
31| Balance 2,624&)
| '5,52910

GENERAL JOURNAL

Debit Credit

Date Accounts and Explanation Amounts| Amounts
19_] B
Jan. {12} Sales Discounts 47 2(90
A. R. Douglas 2 2(90

To record discount allowed on payment of
sales invoice of 2d.

Another method of handling transactions involving discount,
but not recommended, is to cnter the full amount involved on
one side of the cashbook and the amount of the discount on the
other side of the cashbook. For the case cited, the entries under
this plan follow:
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CASH RECEIPTS JOURNAL

Date Account Explanation F| Amount
19_ B '
Jan. [12| A. R. Douglas Invoice of 2d 145/00

CASH DISBURSEMENTS JOURNAL

Date Account Explanation F| Amount
19__ -
Jan. {12( Sales Discounts A. R. Douglas 2(90

This method gives the same results as the first plan, but it
records incorrect statements of fact on both sides of the cashbook.
In the illustrated case $145.00 cash was not received nor was
$2.90 disbursed. It is a convenient method, however, since the
complete record can be made in the cashbook without resort to
the journal and this undoubtedly accounts for its frequent
use.

Advantages comparable to those cited for the sales journal
apply to the use of cash journals. In addition, the use of a cash-
book permits the quick determination of the cash balance, thus
facilitating frequent and regular testing of the balance with the
actual count of cash as revealed by cash on hand and in bank.

General Journal Explained

The general journal is the same as developed in Chapter VII,
but it is no longer used for transactions for which special journals
are provided.

All items invested by the proprietor, except cash, are recorded
in the general journal. Suppose J. B. Harr whose cash invest-
ment was recorded in the cash receipts journal, had invested,
in addition to the cash, notes owed to him in the amount of
$1,800.00, furniture and fixtures of a value of $100.00, and
claims on L. S. Harris for $600.00 and R. Walker for $800.00.
At the same time the business assumed obligations he owed on
notes payable for $500.00 and to Lloyd Smith for $250.00. The
general journal entry to record these facts is
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GENERAL JOURNAL

Date Accounts and Explanation F Ar’ilit:rtts ft:::llflts
19__
Jan.| 2| Notes Receivable 1,800{00
Furniture and Fixtures 100{00
L. 8. Harris 600,00
R. Walker 80000,
Notes Payable 500{00
Lloyd Smith 250,00
J. B. Harr, Capital 2,550{00
To record the assets other than cash con-
tributed, and the liabilities transferred,
to the business by J. B. Harr.

Cross-checking

When a transaction may be placed in either of two journals it
may be recorded in both. The reason for the double recording is
the desire to have each journal show all entries which pertain to
it. To prevent double posting it is necessary to cross-check the
appropriate items in both journals. To cross-check means to
place a check mark (V) in the folio column of both journals.

To show the owner’s complete investment including the cash in
the general journal, and the cash element in the cash receipts
journal, the investment may be recorded as follows:

GENERAL JOURNAL

Debit Credit

Date Accounts and Explanation F| A mounts| Amounts|
19
Jan.| 2| Cash V| 5,000/00
Notes Receivable 1,800/00
Furniture and Fixtures 100/00
L. S. Harris 600,00
R. Walker 800,00
Notes Payable 500(00
Lloyd Smith 25000
J. B. Harr, Capital ) 7,550,00
To record the complete investment by
J. B. Harr.
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The $5,000.00 cash item must be recorded also in the cash
receipts journal, thus:

CASH RECEIPTS JOURNAL

Date Account Explanation F| Amount
19__
Jan.| 2| J. B. Harr, Capital Investment v| 5§,000/00

The check mark in the folio column of the gencral journal indi-
cates that the debit to Cash is not to be posted from that book.
As a result the debit postings for this general journal entry are
$5,000.00 short of the amount of the credit postings. The check
mark in the folio column of the cash receipts journal indicates
that the credit to J. B. Harr, Capital is not to be posted from that
book. Since the $5,000.00 cash item will be included in the cash
receipts total to be debited to the Cash account, the credit post-
ings from the cash receipts journal will be $5,000.00 short of the
debit amount. The shortage of credit postings from the cash
receipts journal offsets exactly the debit shortage from the general
journal.

The total amount credited to J. B. Harr, Capital is the same
under both methods of recording. By the first method illus-
trated, the Capital account will have credits of $5,000.00 from
the cash receipts journal and $2,550.00 from the general journal.
Under the second method it will have just one credit for $7,550.00
from the general journal.

This method of cross-checking makes possible the recording of
items such as cash sales in both the cash receipts journal and the
sales journal, and cash purchases in both the cash disbursements
and purchase journals so that the total sales and total purchases
for each month will be shown in their respective journals.

When cash sales are entered in the cash receipts journal and
checked thus:

CASH RECEIPTS JOURNAL

Date Account Explanation Fl Amount
19__ . B B
Jan. [19] Sales Cash sales v 250(00 l‘
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and in the sales journal, as follows:

SALES JOURNAL

Sales Customer
Date Account Terms F| Invoice stor
Debit
Number
19__
Jan. 19| Cash Cash sales v 250(00

the debit to Cash is from the cash receipts journal with no off-
setting credit from that bodk, and the credit to Sales is from the
sales journal with no offsetting debit from that book.

Other Journals Sometimes Used

1. Sales Returns Journal. A special journal for returned sales
is provided when such transactions are of sufficient frequency to
warrant it. Its general form is the same as that illustrated for
the sales journal but the column headed Customer Debit is
changed to Customer Credit. The postings are credits to the
customers affected and the debit is to Sales Returns for the total.
Sometimes this book is a journal for both returned sales and
allowances, in which casc it is called the sales returns and allow-
ances journal, and the total of the book is debited to the account,
Sales Returns and Allowances. A separate journal for sales
returns and another for sales allowances are provided in a busi-,
ness where the number of transactions of both types warrants
their use.

2. Purchase Returns Journal. This separate journal is based
on the same principles as the others. Here again there may be
one journal for purchase returns and another for purchase allow-
ances, or the two may be combined in a purchase returns and
allowances journal. In either case the debits are to the creditor
accounts involved. The credits are to the accounts Purchase
Returns and Purchase Allowances, if two books are used, and
Purchase Returns and Allowances, if one book is provided.

3. Notes Receivable Journal. This special journal is used to
record the receipt of notes from customers. The debit is to
Notes Receivable, the credits to the customers involved.

4. Notes Payable Journal. This book is used to record the
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issuance of notes to creditors. The debits are to creditors’
accounts and the credit is to Notes Payable.

Compound Transactions

Not every transaction may be recorded completely in one
journal. Sometimes there are several elements involved which
require records in two or more journals. An instance is the
investment by the owner illustrated previously in this chapter.

If more than one business paper is involved in a transaction it
is desirable to record each paper separately. For example, sup-
pose the sale on April 5, 19__ of $1,500.00 worth of merchandise to
Walter Miller, who pays $500.00 cash at the time of the sale,
gives the business a 30-day promissory note for $600.00, and asks
that the $400.00 balance be carried on open account for 60 days.
Each of the business papers involved in this transaction is
recorded separately. The $1,500.00 sales invoice is charged to
Miller in the sales journal. The check for $500.00 is credited to
Miller in the cash receipts journal, and the $600.00 note is
credited to Miller in the general journal. The ledger account
with Walter Miller appears as follows:

Walter Miller

o 19_]
Apr.| 5| Sales Journal| S | 1,500/00{Apr.| 5| Cash Receipts|CR|  500/00
5| Journal J 60000

The $400.00 debit balance is the amount owing on open
account.

Ledger References to Various Books

When more than one journal is used, it is not sufficient to enter
in the folio column of the ledger a page number to refer to the
original entry. A symbolic letter or letters must precede each
page number to indicate the original entry journal to which the
number refers. Suggested symbols are:

S for sales journal.

P for purchase journal.

J for general journal.

CR for cash receipts journal.

CD for cash disbursements journal.

SR for sales returns and allowances journal.

PR for purchase returns and allowances journal.
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Correcting Entries

A correcting entry is one made to correct an error existing in
the accounts as the results of an an incorrect journal entry.

Errors are inevitable now and then and some of them can be
corrected satisfactorily without making entries. If the incorrect
entry has been posted, the method by which mistakes are cor-
rected by means of entries is recommended. It is a clear, neat,
and complete way to correct misstatements in the accounts. An
error should never be erased or blotted out, so that it is impossible
to tell what record was there. Such a method may cast doubt on
the validity of the record and on the integrity of the person who
did it.

In cases where an incorrect amount or a wrong account caption
has been journalized and the mistake is noticed before any
posting of the incorrect item has been made, the plan of ruling
out the wrong amount or item and inserting the correct one
above it is as satisfactory as any method.

If the mistake on the books results from an omitted entry
then such entry should be recorded, but it is not what is known
as a correcting entry. It is an entry which should have been
made. It is entered under the date of the discovery of its
omission, with a reference in the explanation section of the entry
to the date it should have been made. If a $100.00 check for
rent was mailed on the first of a month and on the sixth it was
discovered that it was not recorded in the cash disbursements
journal, it is entered on the sixth with comment that it was
omitted on the first.

Suppose on the second of the month B. B. Smith, a customer,
paid $150.00 to be applied to his credit. In the cash receipts
journal B. W. Smith, another customer, was credited. On the
twelfth the error was discovered. If not posted, it may be cor-
rected by the ruling out and inserting plan, otherwise by a cor-
recting entry. If the latter method is followed, an entry is made
on the twelfth in the general journal, as follows:

B. W. Smith 150.00
B. B. Smith 150.00
To correct credit on the 2d in cash receipts
journal to B. W. Smith, which should have
been to B. B. Smith.
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A reference to the entry on the twelfth should be added to the
incorrect entry on the second.

In the above illustration the cash item was recorded correctly,
consequently it does not appear in the correcting entry. Cor-
recting entries are to correct the accounts which are stated
incorrectly.

Correcting entries in cases where cash is misstated should be
recorded in the cashbook. Suppose $50.00 were spent for office
expense items on the third of the month. A clerk entered the
item as Office Expenses $50.00 in the cash receipts journal.
To correct this error by the entry method, an entry debiting
Office Expenses $100.00 should be made in the cash disburse-
ments journal on the day the error is discovered. $50.00 of
the $100.00 entry offsets the incorrect entry, the other $50.00
records the correct entry on the books.

Suppose a $100.00 sale on account to R. Hall was entered
incorrectly in the purchase journal and posted before the error
was discovered. This incorrect entry resulted in a debit to
Purchases and a credit to R. Hall for $100.00 each. To correct
this situation by one entry it is necessary to make the following
general journal record:

R. Hall 200.00
Purchases 100.00
Sales 100.00

To correct errors resulting from the recording
of a sale to R. Hall on credit, in the purchase
journal.

These few illustrations of errors and how to correct them
are merely suggestive. Errors are possible in any part of the
system of accounts and considerable thought and care are often
necessary to correct them.

QUESTIONS

1. Why would a small enterprise find it advisable to use a number of
special journals rather than one journal?

2. From a bookkeeping standpoint, why is it possible to have a special
journal for sales? For purchases? For cash receipts? For cash
disbursements?

3. Would it be advisable to have one special journal for both Sales
Returns and Allowances and Purchase Returns and Allowances?
Explain.
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Is a cashbook, in which both cash receipts and disbursements are
recorded, one or two special journals? Iixplain.
a. Name nine journals a wholesale enterprise might use.
b. Suppose the enterprise referred to in a above used only five
journals. Name them.
What accounts are posted as debits and credits from
The sales journal?
The cash receipts journal?
The purchase journal?
. The cash disbursements journal?
The purchase returns journal?
The notes payable journal?
The sales returns journal?
The notes receivable journal?
Explain the several methods of recording and posting cash sales
when special journals for sales and cash receipts are used.
When you examine a ledger account, how do you know from what
special journal an item was posted?
Assuming the use of the five journals emphasized in this chapter,
a. Name the journal or journals in which each of the following
transactions should be recorded:
(1) A merchandise sale on account.
(2) The receipt of a note from a customer.
(3) A merchandise purchase for cash.
(4) The receipt of a check from a customer.
(5) The return of defective merchandise to a creditor.
(6) The granting of an allowance to a customer for defective
merchandise sold to him.
(7) A cash payment to a creditor.
(8) The issuance of a note to a creditor.
(9) A sale of merchandise for cash.
(10) A sale of merchandise to a customer who gave his note in
payment.
(11) The cash purchase of various small supply items for the
office.
(12) The receipt of a check in payment for the note of a customer.
(13) The payment of interest on a note payable.
(14) The payment of a note originally given to a creditor.
(15) The sale of merchandise to a customer who made a down
payment in cash, gave his note for part of the balance, and
requested the remainder be carried on open account.
(16) The sale of an old office desk for cash.
(17) The sale of an old office typewriter, on account.
(18) The purchase of oil for heating purposes, on account.

Fe s R &8
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10.

11

13.

14,

16.

16.

17.

b. Indicate the accounts you would debit and credit in each of the
transactions enumerated in a above.

What do you mean by cross-checking in journals? Explain by an

example.

Assume a business used only one journal and in a month it had 163

charge sales. How many postings would it have saved, if it had

used a sales journal?

. Would it be correct or incorrect to enter in the purchase journal the

purchase of a fixed asset on account? Explain.

How is the equality of debits and credits in the ledger maintained,

if the total of the right side of a cashbook is less than the total of

the left side? Explain.

Name the journal or journals in which the necessary entry or entries

would be made to correct each of the following errors:

a. A sale of merchandise to a customer, 5 days ago, was overlooked
and not recorded. Would it make any difference in your answer
if the error was discovered in the month in which it was made or
discovered in a subsequent month?

b. The purchase of merchandise, 10 days ago, from Harrison Morris
was incorrectly credited in the purchase journal, to Harrison
Morrison.

¢. A rent payment, early in the month, was incorrectly charged to
Real Estate in the cash disbursements journal.

d. The receipt of a note from a customer, last month, was entered
in the sales journal as a charge to the customer and a credit to
Sales.

e. A $5.00 payment made for the purchase of office supplies was
entered, some days ago, as a credit to Office Expenses on the left
side of the cashbook.

f. A $125.00 purchase of merchandise, from Robert Nyce on
account, was entered, some days ago, in the sales journal.

g. A $150.00 purchase of merchandise from Iarold Stone was
entered as a $15.00 item, a week ago, in the purchase journal.
Give the debits and credits, and the amounts if necessary, for cach

of the items enumerated in question 14.

Do special journals require the same number of accounts in the

ledger, more accounts, or fewer accounts than a single journal

requires?

If special journals are used, is it impractical to take a daily trial

balance?



CHAPTER IX

THE TRIAL BALANCE

It is desirable periodically, usually once a month in the average
business, to test the mathematical accuracy of the books. This
is accomplished by mecans of a trial balance which tests the
ledger equilibrium.

It has been shown in Chapter VI that the fundamental princi-
ple of double-entry bookkeeping requires that the sum of the
debits and the sum of the credits in cach entry must be cqual. If
all debits and credits arc transferred correctly from the original
entry books to the ledger, it follows that the ledger must balance,
1.e., that the sum of the debits will equal the sum of the credits.
A corollary to this is that the sum of the debit totals of all the
accounts will agree with the sum of the credit totals of all the
accounts. Similarly it follows that the sum of the accounts
with debit balances will equal the sum of the accounts with
credit balances.

Definition
A trial balance is a list of the accounts on a ledger at a given
date with the debit and credit totals of each account, or it is a list

of the accounts on a ledger at a given date with the debit or
credit balance of each account.

Purpose

There are two rcasons for the preparation of a trial balance:

1. It proves or disproves the equality of the debits and credits
in the ledger.

2. It is a convenient summary or abstract of the ledger
accounts and is, therefore, the basis for the preparation
of the balance sheet and the statement of profit and loss.

A trial balance may be prepared at any time if all entries have
been posted. It is common practice to prepare one monthly,
101
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thereby limiting the period of possible errors and facilitating their
discovery.

Summarizing the Ledger

After journalizing and posting it is necessary to do some
preliminary work on a ledger before taking a trial balance.

Accounts, the totals of which are not obvious, must be added
and the totals placed in small lead-pencil figures under the last
items. As these figures remain permanently in the accounts to
facilitate subsequent additions, they should be so small that
they will not fill posting spaces and will not interfere with the
placement of other figures in the spaces where they are located.

The account with R. F. Davis, a customer, is reproduced below
to illustrate the method of totaling, ruling, and balancing an
account.

R. F. Davis
19__ 19__
Nov.| 1| Balance 450|00 {Nov.|10 J11 300{00
6 S8 8000 15 CR 18 100{00
9 S12 30|00 20 CR 24 100/00
16 S19 60/00 500/00%
28| 240.00% S 32 120{00 |Dec.| 8 CR 34 100/00
740[00 * 16 CR 40 100/00
Dec.|14 S 38 150({00 700[00 %
21| 300.00% S 43 110{00 31{ Balance 300(00
1,000 o_o_*_ 1
. 1,000(00 | _ 1,000(00
19__
Jan.| 1| Balance 300(00

* Small pencil figures. In the amount columns these figures should be small enough not
to interfere with the next item being entered on the following line.

The pencil figures 240.00 and 300.00 shown in the explanation
column of the debit side on November 28 and Deccember 21
respectively indicate the balances existing in the account on
those dates. It is customary to indicate an account balance by
pencil figures placed on the larger side of the account.

The balance 300.00, entered on the credit side of the account on
December 31, indicates the account is to be restated as a single
balance. The difference is indicated by adding an amount to the
smaller side to make it equal the larger side. This balance is
brought over to the larger side and entered immediately below
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the double rulings. On January 1, as a result of all previous
transactions, R. F. Davis has a debit balance of §300.00, in other
words he owes this business $300.00. Balancing an account and
ruling it in this way may be done at any time. Special effort
is often made to balance accounts at the end of fiscal periods.

Offsetting debit and credit items in an account may be indi-
cated at the time of posting by single rulings placed under them
provided the account is in balance to the point of the rulings,
thus:

O. L. White
19| 19_
Dee.| 1} Balance 500/00|Dec.{10 CR 11 500{00
18 s21| 20000 26 CR 27 125/00
24 S45| 40000 27 CR29|  75/00
B 28 CR 31/ 40000

Another method of cancelling offsetting debit and credit items
in an account at the time of posting is to mark both the debit
and credit items by the same letter placed in the explanation
columns, as follows:

Notes Receivable

19__ 19—

Dec.| 1{ (30 day note) d| J 6 150{00(|Dec.|23 a [CR 23 125/00
3| (20 day note) a | J 9 125]00| 24 b |CR 25 175]00|
4| (20 day note) b | J 12 175|00 28 ¢ [CR 31 150|00
7| (30 day note) J 13 200{00 31 d |[CR 35 150/00
8| (20 day note) c¢ | J 14 150(00

The unlettered items are the ones which have not been satisfied
and are still open, in this case the $200.00 debit on December 7.

Form

" A trial balance may be prepared on journal paper. The title
and date should appear at the top, with the accounts listed in
the same order as they appear in the ledger, with their respective
totals or balances in the proper money columns. The debit
totals or debit balances appear in the left money column and the
credit totals or credit balances in the right. It is helpful for
reference purposes, if the ledger page number of each account is
indicated in the narrow column to the left of the account titles.
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Illustrations

A trial balance of totals for the business of G. W. Adams on
December 31, 19__, follows:

G. W. ADAMS
TrIAL BALANCE, DECEMBER 31, 19__
Dr. Cr.
1| Cash $37,400/00/$28, 600
2| R. F. Davis 1,000(00 700/00
3| O. L. White 1,100{00{ 1,100{00
4] A. R. Blake 2,300{00{ 2,300(00
5{ Notes Receivable 800,00 600(00
6| Furniture and Fixtures 1,200/00
7| M. O. Nunn 300(00
8/ G. W. Adams, Capital 9,100{00
9| Sales 30,000{00
10| Purchases 25,000{00
11| Store Expenses 100{00
12| Rent 1,200/00
13| Office Expenses 200(00
14} Salaries 2,400/00
$72,700)00)$72, 70000
||

The trial balance of totals just presented is comparable to
an equation, the debit items of which exactly equal the credit
items. The accounts with totals which balance, such as those

G. W. ADAMS
TRIAL BALANCE, DECEMBER 31, 19__
Dr. Cr.
1{ Cash $ 8,800]00
2| R. F. Davis 300/00
5| Notes Receivable 200/00
6| Furniture and Fixtures 1,200(00
7] M. O. Nunn $  300{00
8| G. W. Adams, Capital 9,100/00
9| Sales 30,000/00
10| Purchases 25,000{00
11} Store Expenses 100{00;
12| Rent 1,200
13| Office Expenses 200
14| Salaries 2,400/00,
$39,400(00{$39 ,400/00
|
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of O. L. White and A. R. Blake in the above illustration, may
or may not be included in a trial balance of totals. Unless they
are needed to give evidence of the volume of business with
them, it is useless to include them.

If a new list with account differences is presented, it too will
balance, since the smaller side of each account will be deducted
from both sides, and accounts with the same debit and credit
totals will be omitted altogether, thus equally affecting both
sides. A trial balance of balances from the same ledger of G. W.
Adams, December 31, 19__ is shown at the bottom of page 104,

The cquality of the debit and credit items in either trial
balance indicates the equality of the debits and credits in the
ledger. If a trial balance of differences is desired, it is prepared
directly from the ledger and a trial balance of totals is not
prepared as a preliminary to it.

Since a trial balance of balances does not include closed
accounts and shows the exact balances of the open accounts, it is
a briefer statement and is more significant, which probably
accounts for its popularity. It is the form which will be used
throughout this text, and which should be used by the student in
all assigned problems.

The trial balance taken at the end of the first month of the
existence of a business is the only one which summarizes the
records of a single month. All others summarize the accumu-
lated records in the accounts. If a business is cleven months
old and a trial balance is taken monthly, a trial balance for the
records of the eleventh month alone would be meaningless.
For example, if the Cash account at the end of the tenth month
had a debit balance of $10,800.00 and during the eleventh month
had debits of $3,000.00 and credits of $5,000.00, a trial balance
for the eleventh month alonc would show Cash with a credit
balance of $2,000.00 which is_an incorrect statement of fact.
The Cash account has an actual balance of $8,800.00 at the end
of the eleventh month.

Trial Balance Does Not Indicate All Errors

A balanced trial balance proves a ledger to be in balance but
it does not prove that the journalizing and posting have been
absolutely correct. It proves that the equality of debit and
credit has been maintained and nothing more than that.
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Some errors it does not reveal are

1. The omission of an entire entry.

If a transaction such as a sale on account is omitted, the

records are short a debit to an account receivable and a

credit to Sales for the same amount.

2. Recording the wrong amount.although the entry is correct
otherwise.

If a sales slip is overadded the customer is charged an

excess amount and the Sales account is overcredited a like

amount. *

3. A debit or a credit to the wrong account.

a. If a debit is made to John L. Williams instead of J. K.
Williams the records balance, although one customer is
overdebited and another underdebited. An error of this
character will be discovered and reported probably by
the overcharged customer. This error would not
affect the total of claims on customers; consequently it
would not affect the calculation of correct net worth
and net profit or loss.

b. If not located certain debits or credits to the wrong
account result in the ultimate determination of an
incorrect net profit or loss and net worth of the business.
For example, if repairs to the delivery truck are charged
to Delivery liquipment instead of Delivery Expenses,
an assct will be overvalued and an expense will be
understated, by the same amount. Such errors are
referred to as errors of principle as they affect both
nominal and real accounts.

4. Compensating or offsctting errors.

If the debit side of Cash is overadded $100.00 and the

credit side of Notes Payable is overadded a similar amount,

the trial balance will balance. One error offsets the other.

If the debit side of Cash is overadded $100.00 and the

debit side of Notes Reccivable is underadded $100.00,

the trial balance will balance although two accounts are
wrong. Such errors, especially those which involve cash
should be discovered quickly as a result of accounting
routine. A well-ordered system requires the book balance
of cash to be compared frequently with the actual count of
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cash; very often it is done daily. At such times errors in
cash, such as those illustrated, are discovered.

Errors of this nature, which do not affect the equilibrium
of the ledger, indicate the need for careful and accurate book-
keeping, if the statements prepared at the end of fiscal periods
are to reflect the true condition of the enterprise.

It is one of the functions of auditing, which is a subject outside
the scope of this book, to check the accuracy of the accounts with
respect to errors of principle, referred to under point 3 above.

If a trial balance balances, it is customary from the book-
keeping standpoint to assume the correctness of the accounts.

Procedure If Trial Balance Does Not Balance

When a trial balance does not balance the error or errors
may have occurred in the trial balance, the ledger, or the journals.
The fact that a difference is small is no index of the amount of
the crrors. A difference of $8.30 may be the net difference of
errors involving thousands of dollars.

One plan for locating the trouble is to examine the trial
balance first and from it go backward to the ledger and then
to the journals.

1. Determine the difference between the trial balance totals.
It frequently happens that if only one item is omitted or
duplicated the figure is familiar or casily traceable.

2. Examine the trial balance to see if any balances arc placed

on the wrong side.

Add the trial balance columns again.

Check with the ledger to see if all balances are taken

correctly.

Readd the ledger and redetermine the account balances.

6. Check postings from the original entry books to the ledger,
to see if
a. The wrong amount has been entered.

b. A debit or credit has been omitted or duplicated.
c. A debit has been posted as a credit or vice versa.

- o0

&

As checking is done, a distinguishing check mark such as (1)
should be placed beside each debit and credit in both the original
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entry books and the ledger, so that later both books may be
scrutinized for missing or duplicated check marks.

Some Special Tests for One Error

If a trial balance is out of balance as a result of just one mis-
take, considerable labor and time may be saved by applying the
special tests for one error. Since it is frequently the case that
only one error has been made, it is advisable after ascertaining
the trial balance difference, to apply these special tests, before
following the procedure just outlined.

1. If the difference is $ .01, $ .10, $1.00, $10.00, $100.00, etc.,
the mistake is likely to be the result of incorrect addition or
subtraction but there is no clue as to the location of the
error.

2. If the difference is divisible by 2, perhaps a debit balance
has been placed in the trial balance as a credit, or vice
versa, or a debit item has been entered in the ledger as a
credit, or vice versa. For example, if the $300.00 debit
balance of the R. F. Davis account in the G. W. Adams
trial balance of balances had been placed in the credit
column, the total of the debit side of the trial balance would
have been $39,100.00 and that of the credit side $39,700.00.
The credit total would have been larger than the debit total
by $600.00. This difference is divisible by 2. The quotient
$300.00 indicates the figure which caused the difference.

3. If the difference is divisible by 9, perhaps
a. A transposition of figures has taken place.

For example, if the Purchases account had been listed in
the G. W. Adams trial balance as $52,000.00 instcad of
$25,000.00, the trial balance difference would have been
$27,000.00. This difference is divisible by 9 with a
resulting quotient of 3,000. The digit 3 in this quotient
indicates that the difference between the digits which
have been transposed is 3, in this case 5 and 2. The
ciphers indicate that the transposition has taken place
to the left of the third digit. If 47 is written as 74, or
vice versa, the difference will be 27. If this difference of
27 is divided by 9 the quotient will be 3, indicating that
the difference between the transposed figures was 3, in
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this case 4 and 7. The transposition of any two figures
the difference between which is 3, as 36 for 63, or 85 for
58, will result in a difference of 27.
The transposition of any two figures gives a difference
which is a multiple of 9. If the difference is divided by
9 the quotient indicates the difference between the digits
which have been transposed.
b. A one-place slide has taken place.
For instance, if the Rent account with a debit balance of
$1,200.00 had been placed in the trial balance as
$120.00—in other words the decimal point moved over
one place—the debit total of the trial balance would be
$1,080.00 smaller than the credit total. This difference
is divisible by 9 with a resulting quotient of 120 which
indicates the amount where the slide occurred.
. If the difference is divisible by 99 perhaps a two-place slide
has taken place.
For example, if the Salaries account had been placed in the
trial balance as a debit balance of $24.00 instead of
$2,400.00, the differcnce of $2,376.00 is divisible by 99 with
a resulting quotient of 24 which indicates the amount
involved in the slide.

If the error is not discovered through the help of these special

tests, resort must be had to the procedure previously outlined,
which as a last measure provides for a complete checking of all
postings to the ledger.

1

QUESTIONS

a. Distinguish between a trial balance and a balance sheet.

b. Is there any difference in the form of a trial balance and a balance
sheet?

c. Is there any difference in the purposes for which a trial balance
and a balance sheet are prepared?

2. Distinguish between a trial balance and a statement of profit and loss,

emphasizing the purposes for which they are prepared, their form,
and content.

3. Name

a. An account title which will appear in the trial'balance and the
balance sheet.

b. An account title which will appear in the trial balance and will
not appear in the balance sheet.
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¢. An account title which will appear in the trial balance and in the
statement of profit and loss.

d. An account title which will appear in the trial balance and will
not appear in the statement of profit and loss.

4. Is it possible for any facts shown by a trial balance at the end of a
fiscal period to agree with the facts which appeared in the balance
sheet at the close of the preceding fiscal period? Name some and
state the conditions which make the agreement possible.

/ 6. What kind of balance, if any, should each of the following accounts
have in a trial balance? Why?
a. Cash.
b. A creditor’s account.
Office Salaries.
Notes Receivable.
Proprietor’s Capital.
A customer’s account.
Notes Payable.
Sales.
Interest Income.
J. Purchase Returns and Allowances.
6. Does a trial balance in balance prove that a set of books is absolutely
correct? Explain.
7. How much will a trial balance be out of balance, if at all, as a result of
each of the following errors?
a. A debit of $75.16 to Frank Anderson was posted as a debit to
Frank Andrews.
b. A credit of $35.00 to Roy Wood was posted as a debit to that
account.
c. A debit of $17.89 to J. Torrey was not posted at all.
d. A credit of $85.00 to L. Brown was posted as a credit of $58.00.
e. A debit of $17.00 to Office xpenses was posted as a credit to that
account.
f. A credit of $10.00 to Interest Income was credited to Purchase
Discounts.
g- A debit of $100.00 to Rent was posted as a debit of $10.00.
h. A credit of $17.22 to Office Furniture and Fixtures was posted as
a credit of $17.02.
. A debit of $5,500.00 to the Building account was posted as a
debit of $55.00.
8. .What test, if any, would help to indicate the kind of error illustrated
in
a. Question 75?7
b. Question 7d?
¢. Question 7¢?

TR R
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d. Question 7g?

e. Question 777

Why is a check mark, such as (V'), made in both the journals and

the ledger when figures are compared in order to find errors?

Which, if any, of the following prevent a trial balance from balancing

and why?

a. A bill for repairs to the delivery truck was not recorded nor had it
been paid when the trial balance was taken.

b. The invoice for some office supply items purchased and received
ten days ago was not recorded, but an entry was made in the
same month at the time the check was mailed.

¢. The Purchases account was debited with a tire bought for the
delivery truck.

d. A customer was debited in the cash disbursements journal with
the amount of the check received from him.

What would be the effect, if any, of each of the mistakes referred to
in question 10, on the net profit for the period, if it were calculated
immediately after the trial balance was taken?
The debit side of a trial balance totals $78,857.85, the credit side
$81,976.35. List three possible errors which may have resulted in
the difference between these two totals, assuming in each case that
only one mistake was made.
What classes of account balances are found in the debit trial
balance column? Credit column?
We owed the X Company $500.00 on open account. We pur-
chased $300.00 of merchandise on account. The bookkeeper
debited the X Company with $3.00. Prior to discovering the
mistake, would the debit or credit total of the trial balance be too
high or too low and by what amount? If the first sentence were
omitted, what would your answer be? (The answer is not the
same.)



CHAPTER X
CAPITAL AND REVENUE EXPENDITURES

In Chapter VI, in connection with the application of the debit
and credit schedule, it was stated that it is necessary to apply a
"descriptive accounting caption to each element in a transaction.
The account titles chosen for the debit and credit items of an
entry are important since they determine largely the subsequent
treatment of the items on the books and in the statements. The
selection of account titles is particularly important in distinguish-
ing between capital and revenue expenditures.

Expenditure

An expenditure is a payment or the incurring of a debt for an
asset or an expense. If an asset is acquired or an expense
incurred, an expenditure is made, whether or not the cash is paid
immediately.

Capital Expenditure

A capital expenditure is one that results in an increasc in the
relatively permanent value of an asset. If an asset has a service
life of more than a year, its cost should be capitalized—debited to
an asset title; if less than a year, its cost should be charged to
revenue—debited to an expense title.

Each capital expenditure is debited to an asset account.
Some common capital expenditures are for

1. The original purchase or construction of fixed assets.

2. Additions and Exlensions. An expenditure for an addition
or an extension increases the serviceable value of a fixed
asset because it provides structures, facilities, or equipment
that are not replacements of existing assets. Expenditures
to add a wing to a building, to supply safety gates for eleva-
tors, or to provide additional shelves and counters in a store

are illustrations.
112
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3. Replacements. An expenditure for a replacement results in
a new asset to take the place of another which is worn out,
inadequate, or obsolete. The new asset may or may not be
identical with the unit replaced. A delivery truck may be
replaced with a new one of like kind or with a new one of
greater capacity. In either case the cost of the new asset is
capitalized (charged to the fixed asset account involved),
but the value on the books of the superseded asset is can-
celed (written off).

4. Improvements and Betterments. An expenditure for an
improvement or a betterment increases the efficient life of an
asset or its capacity or serviceability. Examples are
expenditures to substitute a special body for the one on a
motor truck, to modernize existing structures, facilities, or
equipment, to improve the ventilating system with air con-
ditioning, to substitute a slate roof for a wooden shingle one,
or to substitute steel stairs for the existing wooden ones. In
the case of the replacement of an asset, the betterment is the
amount by which the cost of the new item exceeds the value
on the books of the item superseded. To illustrate, if an
automobile body which is considered to have a value on the
books of $500.00 but has no exchange value is discarded and
replaced by a special body which cost $750.00, the actual
betterment is $250.00. To register this $250.00 in the
accounts, that amount may be capitalized and the remaining
$500.00 charged to an cxpense account. Another and better
method to record the replacement of an asset is to relieve
the books of the value of the discarded asset and to capitalize
the entire expenditure for the new asset. In the illustra-
tion, the $500.00 value of the body discarded would be
charged to an expense caption and the entire expenditure
of $750.00 would be capitalized (charged to the Motor
Truck or Delivery Equipment account).

5. Renewals. An expenditure for a renewal renews the life of
an intangible asset. In a sensec, renewals are replacements.

he terms differ in that replacements affect tangible assets
and renewals affect intangible assets. Expenditures that
renew or extend the life of original agreements should be
capitalized. Examples of renewals are the costs of renew-
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ing leaseholds, franchises, copyrights, and royalty, license,
and formula contracts.

6. Deferred Charges. An expenditure for a deferred asset
should be capitalized and written off during subscquent
fiscal periods. Examples of capital expenditures in this
group are organization expenses for corporations, the dis-
count and expenses of floating a bond issuc, improvements
to a lessor’s property by a lessee under a lease with more
than a year to run, experimental and rescarch costs, pack-
ing and transportation of machinery to a new location, and
rearrangement of assembly lines to facilitate the flow of
production.

7. Stocks and Bonds. The commission paid for the purchase
of securitics and the cost of stamps or tax required by the
government in connection therewith are expenditures that
increase the cost of the securitics and that should be
capitalized.

Revenue Expenditure

Revenue is a synonym for income. A revenue expenditure i3
an expense, a cost incurred to obtain gross income. Such
expenditures do not increase the book value of any assct; they
are sources of dcbits to expense accounts.

Revenue expenditures in connection with fixed assets arise as
the result of repairing, maintaining, and operating them.

Each revenue cexpenditure is debited to an expense account.
Examples of revenue expenditures are

1. Repairs. An expenditure for ordinary repairs docs not

increase the book value of any asset but is made to maintain
its normal operating efficicney. Such repairs do not extend
the normal service life of any asset. Replacing spark plugs
in an automobile, straightening a bent axle, replacing a
broken glass window, and replacing a broken cog in a
machine are illustrations of ordinary repairs.
Exztraordinary repairs, which appreciably prolong the life of
an asset, are somectimes made. They constitute replace-
ments of major parts of an asset. An illustration is the
substitution of a new motor in an airplane or a delivery
truck. Extraordinary repairs are usually capitalized.
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2. Maintenance. An expenditure for maintenance is one made
to keep the plant and equipment operating efficiently.
Examples of such expenditures are cleaning, oiling, and
inspecting fixed assets.

3. Operating Expenses. An expenditure to carry on activities
incident to current operations is a revenue expenditure.
Examples are expenditures for wages, light and heat,
intercst, property insurance, group insurance, rent, supplies,
and property taxes, where the benefits do not extend to
future fiscal periods.

Necessity of Proper Distinction

Capital expenditures and revenue expenditures are more easily
distinguished in theory than in practice. Value and time are the
two important elements to be considered in determining whether
an expenditure is properly chargeable to capital or to revenue.
If relatively permanent value is added to any asset and the
benefit extends substantially and measurably beyond the year
when it is added, it should be treated as a capital expenditure,
otherwise as a revenue expenditure.

An incorrect charge of a capital or revenue expenditure results
at the end of a period in an incorreet balance shect and profit and
loss statement. If a revenue expenditure is charged to an asset,
assets and net worth will be overstated, expenses understated,
and net profit overstated or net loss understated. To charge to
revenue an cxpenditure which should be capitalized has the
opposite effect, assets and net worth will be understated, expenses
overstated and net profit understated or net loss overstated.

It will be scen that the proper distinction between capital
and revenue expenditures is a matter of indicating clearly assets
apart from expenses, and vice versa. The particular account
titles chosen for this purpose are relatively unimportant as long
as they indicate clearly the major distinction between assets and
expenses. If $300.00 cash is spent for desks for an office, it is
not vitally important whether the expenditure is charged to
Office Furniture and Fixtures, Furniture, Furniture and Fixtures,
Office Equipment or some similar asset title, but it is important
that it should not be charged to Office Expenses or any other
expense account.
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Guiding Principles .

The following principles are helpful in determining whether
a particular expenditure should be capitalized or charged to
revenue:

1. Expenditures incident to the acquisition of a fixed asset,
ready to use, should be capitalized. These would include
such items as the contract price for an asset, transportation,
cost of installation, repairs at the time of purchase to a
property acquired in a run-down condition, and in the case
of property under construction, taxes, insurance, and
interest.

2. Expenditures which add relatively permanent value to a
fixed asset should be capitalized. This may result from
additions or betterments.

3. Expenditures which merely maintain asset values should be
charged to revenue.

4. Expenditures which benefit only one fiscal period should be
charged to revenue, otherwise to capital.

Illustration of Application of Principles

1. A manufacturer in New York City purchased an automobile

truck which was nationally advertised at $2,000.00 f.o.b.
Detroit. When he paid for his truck he paid $2,000.00, the
Detroit price, plus $40.00 for freight to New York City,
plus $200.00 extra for a special body. At the same time
he paid his insurance agent $80.00 for a one-year insurance
policy covering fire, theft, and liability on the truck.
The cost of the special body and the freight should be
capitalized along with the base price of $2,000.00. In other
words $2,240.00 should be charged to the Automobile
Truck or Delivery Equipment account representing the
expenditure necessary to acquire this particular truck ready
to use. The $80.00 paid for insurance protection is not a
part of the truck cost. It is an expense incident to oper-
ations and should be charged to Prepaid Insurance, Insur-
ance, Automobile Truck Expenses, or Delivery Expenses,
whichever title is used by the business.

2. A manufacturer purchased, as the site for a new factory, a
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plot of ground on which stood ten old dwellings. The
ground cost him $50,000.00, the old dwellings $20,000.00.
The houses were razed at a cost of $3,000.00 and had no
scrap value. The excavation for the cellar and the founda-
tion of the new building cost $10,000.00 and the building
itself $90,000.00. The manufacturer paid $200.00 for
special insurance to proteet him during the period of con-
struction, $4,000.00 as interest on money borrowed for
building purposes up to the date the factory was ready
for use, $100.00 for an insurance policy guaranteeing title
to the property, and $1,500.00 to the rcal-estate agent who
negotiated the purchase for him.

Every expenditure here mentioned should be capitalized
since each is a part of the cost of acquiring the new factory
ready for use.

3. An investor purchased an old and dilapidated dwelling and
the lot on which it stood. He had immediate expenditures
for painting, plumbing, roofing, paperhanging, and car-
pentry work to put it in good condition that it might be
leased to a tenant.

Such repair work should be capitalized as costs incident to
placing the property in good condition ready to use. These
repair expenditures are part of the cost of the dwelling to
the new owner. If the property had been in good condition
when purchased, a higher price would have been asked for it.

4. An office had ten typewriters which cost $150.00 each, were

carried in the Office Furniture and Fixtures account, and-
were expected to last five years. At the end of three years
one of these machines was discarded and was replaced by a
new one which cost $125.00.
Should any part or all of the $125.00 expenditure have becen
capitalized? The entire $125.00 expenditure should be
capitalized, but the value on the books of the discarded
typewriter should be canceled.

5. An oil company added a new section cf an oil tank thereby
increasing its capacity and uscfulness. This expenditure
may be considered either an addition or a betterment and
should be capitalized.

6. The new factory referred to in 2 was painted at a cost of
$800.00 six years after it was built. This expenditure was
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made in an endeavor to maintain the value of the property.
It was an operating expense and a proper charge to revenue.

7. A corporation had expenditures incident to organization in
the amount of $5,000.00. The charter obtained from the
state permitted it to operate for a period of 50 years.
Should the $5,000.00 Organization Expense, the title by
which these expenditures are referred to in the accounts, be
considered an asset or an expense? The expenditures
should be capitalized at the time of occurrence and treated
as an asset because they benefit more than one period.
Theoretically they benefit each of the 50 ycars. In view of
the questionable value of this item to the company in later
years, it is customary in practice to climinate it from the
asscts in the course of a few years.

When the facts about an expenditure are known and there is
still rcal doubt whether it should be capitalized or charged to
revenue, conservative practice favors charging it to revenue.
Articles of small value but with a life longer than a year may be
charged to revenue. Spades, hoes, and rakes bought by a farmer
are illustrative. DMany businessmen make a practice of charging
all items to revenue that cost less than a set figure, say $10.00 in a
small concern, or $100.00 in a large concern. This plan pre-
vents the inflation of assets and the overstatement of net
profits and net worth by the amount of doubtful or rclatively
small expenditures.

QUESTIONS

What is an expense? A cash disbursement? An expenditure?

2. If a promissory note is paid off in cash, does the payment represent
an expenditure? An expense? A disbursement?

3. What is meant by the expression, to capitalize an expenditure? By
the expression, to charge an expenditure to revenuc?

4. To capitalize an expenditure which should have been charged to
revenue has what effect on net worth? On total assets? On the net
profit for the period? On the net ircome shown by the enterprise
on its income-tax return?

6. Tell, with reasons, whether each of the following expenditures

should be capitalized or charged to revenue:

a. Purchased a machine in Germany.

b. Paid import duty, freight, and cartage on the machine.

c. Paid for the installation of the machine in our factory.

=
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d. Two months later paid a mechanic for repairs to the machine
referred to above.

e. Replaced worn-out gutters and spouts on the factory building.

f. Replaced a hand-operated freight elevator which had cost
$350.00 with an electric elevator which cost $1,500.00.

g. Had the badly worn and dangerous slate treads on the main
stairway replaced with steel treads at a cost of $300.00.

h. Had a fire escape and fire doors installed on the warchouse at a
cost of $750.00.

7. Had a 500-gallon container placed underground and an electric
gasoline pump erected at the private garage of the company, cost
$325.00.

J. Spent $500.00 for painting the {actory building; it had not been
painted for six years.

k. Sent a check for $60.00 to the state department of motor vehicles
for license plates for the trucks.

l. Paid the Motor Repair Co. $125.00 for repairing one of the auto-
mobile trucks which had been damaged in an accident. The
damage was not covered by insurance.

m. In order to obtain a tenant for the vacant warehouse, the follow-
ing bills were incurred: cleaning the inside of the property $60.00;
painting inside and outside of the building $400.00; partitioning
the south end of the second floor for office purposes, laying special
floor, ete. $600.00.

6. Is an expenditure involved in either or both of the following trans-
actions?

a. Had a private garage erected on the grounds of the company at a
cost of $5,000.00. Payment was made by a 30-day note given
to the contractor.

b. Paid the £5,000.00 note referred to in a above.

7. The Machinery account on the books of an enterprise was charged
with the following items:

a. The cost of new parts to replace other parts which were worn out.

b. The cost of labor and materials to set up additional new machinery.

¢. The expense of moving old machinery from one part of the factory
to another.

d. The contract price of new machines purchased.

e. Freight paid on new machines.

f. The cost of repairs made to recently purchased secondhand
machines.

g. The cost of new attachments for old machines, to increase their
efficiency.

h. The cost of safety devices installed around moving machinery,
on order of the state inspectors.
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t. The cost of new belts for some old machines.

Which of the above charges, if any, should have been made to

revenue accounts?

If the Machinery account was credited with a cash discount taken

for the prompt payment of an invoice for new machinery, would you

agree that the credit was correct?
8. The Delivery Equipment account is found to contain the following
items:

a. The cost of spark plugs purchased to replace worn-out ones.

b. The cost of license plates for the year.

¢. The cost of drivers’ license fees.

d. The premium on a one-year automobile-insurance policy covering
fire, theft, and property damage.

e. The damage fees paid to a person injured by one of our trucks.
These fees were over and above the amount paid by the insurance
company for the same accident.

f. The cost of repairing an auto-truck fender which was damaged in
a collision.

g- The cost of a special body placed on a truck chassis in order to
handle bulky merchandise.

h. The cost of painting the firm name on all trucks.

1. The purchase of gasoline to fill a large tank located under ground
in the rear of the plant.

j- The purchase of a trailer for use in long-distance hauling.

Are all of the above charges correct? If not, under what account

should each incorrect one have been placed?

9. The Land account of a bus company reveals that it has been charged
with the following items:

a. Fee paid an appraisal company for services at the time the land
was purchased.

b. Commission paid a real-estate company for representing the bus
company in the purchase of the land.

¢. Amount paid for searching title.

d. Lawyer’s fees and court costs to cover expenses of litigation
arising out of a disagreement as to title to the property.

e. Cost of leveling the tract.

f. Property taxes during the period the bus terminal was under con-
struction.

g. All costs of landscaping.

h. Cost of roadways leading in from the main road.

1. Assessment levied by the city council to cover proportion of the
cost of improvements made in the highway on which the terminal
is located.

Criticize the treatment of each of the above items.
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10. A manufacturing enterprise purchased several other properties in
the immediate neighborhood of its main plant. These properties
were converted into buildings suitable for the needs of the business.
Only one ledger account was kept for Buildings and it was charged
with the following expenditures:

a. Cost of moving one of the newly acquired buildings to a more de-
sirable location.

b. Amounts paid to carpenters, masons, roofers, and painters for
reconditioning the newly acquired buildings.

¢. The cost of building an additional floor on one of the buildings.

d. The cost of replacing drain pipes and gutters on the old-plant
building.

e. The cost of repainting the fire escape on the old-plant building. .

f. The cost of replacing broken glass windows in one of the newly
acquired buildings.

g. The cost of a sprinkler system for the old plant installed to
reduce insurance premiums.

h. The cost of replacing a wooden floor in one of the newly acquired
buildings with a concrete floor.

Discuss the propriety of each of the above charges.



CHAPTER XI
ADJUSTING THE BOOKS

Emphasis in the preceding chapters was placed on

1.

2.

Journalizing, which is the procedure of recording business
transactions in books of original entry.

Posting, which is the process of transferring the debits and
credits of original entry records to their respective ledger
accounts.

Taking a trial balance, which is the preparation of a list of
the accounts in a ledger on a given date, with their debit and
credit totals, or their debit or credit balances.

Incompleteness of the Records

The books of a business do not show all the essential facts for
the preparation of the statement of profit and loss and the
balance sheet. This is true, though every transaction may have
been recorded correctly, every debit and credit posted properly,
and a trial balance prepared accurately.

At the end of any fiscal period a trial balance does not disclose
the amount of

1.
2.
3.

5.
6.
7.

The closing inventory of merchandise.*
The closing inventories of supplics.*

The unrecorded accrued itecms

a. Accruals payable.

b. Accruals receivable.

Deferred items

a. Deferred charges to subsequent perioda.
b. Deferred credits to subsequent periods.
The depreciation of fixed assects.

The estimated bad debts.

Other matters for which provision should be made.

* In the absence of a perpetual inventory system under which quantities
of goods as well as values are recorded.

122
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Definition and Purpose

Because of the incompleteness of the records, by reason of the
facts above cited, it is necessary to record these facts in the
accounts at the end of a fiscal period.

Adjusting the books is the process of modifying accounts at the
end of a fiscal period, that they may show the correct condition of
the business at that particular date. Modification is accom-
plished by means of journal entries which are referred to as
adjusting entries or adjustments.

Inventory of Merchandise

The trial balance shows the value of the inventory of merchan-
dise at the beginning of the period only. Subsequent changes in
inventory are recorded in other accounts. For that reason, it is
not possible to determine from the ledger the value of the inven-
tory of merchandise on hand at the end of the period. To ascer-
tain the value of the merchandise on hand at a given time, it is
necessary to preparc a list which will show the detailed items and
their value,

Assume the following facts:

Inventory of Merchandise, January 1, 19__, as

per trinl balance ..... ... ... ... oL $ 2,000.00
Purchases as shown by trial balance. . ......... 40,000.00
Inventory of Merchandise, December 31, 19_,

as shown by the inventory sheets . ... . .. 2,500.00

To record the new inventory of merchandise as a separate item
on the books, the following entry is necessary:

DecemBer 31, 19__
*Inventory of Merchandise, 12/31/19__ 2,500.00
Cost of Goods Sold 2,500.00
To place the new inventory on the books
in its own account.

A debit is made to the Inventory of Merchandise, December 31,
19__ account in order to show this asset on the books. Confusion
is avoided if each inventory account is dated. This account will
remain unchanged on the books until the close of the next fiscal
period, at which time it will be the opening inventory of that
period.

* The adjusting entries marked with an asterisk (*) affect the Coordinating
Ilustration and the Adjusted Trial Balance at the end of this chapter.
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The credit is made to a new account, Cost of Goods Sold. At
the end of a period it is necessary to compare the cost of goods sold
with net sales in order to determine the gross profit on sales, as
was explained in Chapter IV. This credit is difficult to under-
stand until it is realized that by means of debits to this Cost of
Goods Sold account the total cost of all merchandise held for sale
during the period is assembled. The credit for the unsold portion
(the final inventory) causes the balance of the Cost of Goods Sold
account to reveal the cost of the merchandise which was sold.

To complete the adjusting entries necessary to build up the
Cost of Goods Sold account for this illustration, the following
entry is made:

DeceMBER 31, 19__

*Cost of Goods Sold 42,000.00
Inventory of Merchandise,
1/1/19_ 2,000.00
Purchases 40,000.00

To consolidate the initial inventory
and the Purchases accounts into
Cost of Goods Sold account.

The effect of these adjusting entries on the ledger accounts
involved may be shown as follows:

Inventory of Merchandise, January 1, 19__

19 19_ '
Jan.| 1| Balance 2,000 OQOHDW' 31 () | J| 2,000 Ool
Purchases
19 19_ 1
Deec.|31] Total 40,000/00|Dec.|31 ) {J 4Q_0__00 OQ
Inventory of Merchandise, December 31, 19__

19_ ) '

Dec.|31 (a) {J]| 2,5G0/00: |
Cost of Goods Sold

19__ 19

Dec.|31 (b) | J {42,000{00]Dec.(31 (a) | J| 2,500(00

The postings of the first adjusting entry items are indicated by
the letter (a), the second by the letter (b).
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The balance of the Cost of Goods Sold account resulting from
the two illustrated entries is $39,500.00, which is the cost of the
merchandise marketed during the period.

It is possible to use only one account for inventory of merchan-
dise and omit the date from its caption.

The assumed business for which these adjusting entries are
made does not have accounts on its books with Transportation In,
and Purchase Returns and Allowances. If it had, it would be
necessary to transfer the balances of both of these accounts to
Cost of Goods Sold, by the entries

Cost of Goods Sold XXX
Transportation In XXX

To transfer Trangportation In costs to the Cost of
Goods Sold account.

Purchase Returns and Allowances XXX
Cost of Goods Sold XXX

To reduce the Cost of Goods Sold account by the

amount of the Purchase Returns and Allowances.

The first entry above might be combined with the one on
page 124, thus consolidating the debits to Cost of Goods Sold.

Transportation In is an additional clement of cost, while
Purchase Returns and Allowances account reduces cost.

Inventories of Supplies

In the same manner as for inventory of merchandise, an
enumeration is made of unused supplies. When supplies are
purchased a charge is made to a nominal account such as Sta-
tionery and Printing, Coal, Postage, Office Ixpenses, Store
Expenscs, or Gasoline. At the end of a period cach of these
accounts which appears on a sect of books is reduced by the value
of unconsumed portions. The figure shown in the trial balance
is partly real and partly nominal. The unused supplies are
assets and are placed in the balance sheet usually under deferred
charges. The used portion is one of the operating expenses of the
period.

Assume:

Store Expenses in the trial balance $800.00 (Trial Balance)

Inventory of Store Expenses,
12/31/19_ . ... .......... 50.00 (Balance Sheet)

Cost of store supplies consumed... $750.00 (Profit and Loss)
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To record this inventory of store expenses the following entry
is necessary:

DEecemBER 31, 19

*Inventory of Store Expenscs 50.00
Store Expenses 50.00
To record the value of unconsumed store supplies
and to modify the Store Expenses account to
show the true expense for the period.

Accrued Items

Under the accrual basis of accounting it is necessary to recog-
nize any item of expense or income whether or not paid or
received. The ledger accounts do not show the steadily increas-
ing obligations of the business that will not be paid until a subse-
quent period, nor the steadily increasing claims of the business
on other individuals or enterprises which will not be collected
until a later period.

Accruals payable is the term applied to the accumulating debts
which arise out of services rendercd to the business over a period
of time but which debts are not due. Accrued Wages Payable,
Accrued Interest Payable, and Accrued Taxes Payable are
illustrative titles. The amount of each accrual is added to the
figure shown in the trial balance, if any, to determine the amount
of the true expense arising from this source. The accrued pay-
able item is shown in the balance sheet as a liability.

Assume:

Salaries as shown by the trial

balance............ ....... $5,500.00 (Trial Balance)
Unrecorded salaries owing to em-
ployees but not due......... 300.00 (Balance Sheet)

Cost of salaries for the period... $3,800.00 (Profit and Loss)

To record these accrued salarics the following entry isnecessary :

DrcemBer 31, 19__
*Salaries 300.00
Accrued Salaries Payable 300.00
To record unpaid salaries on Dec. 31, 19__
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These facts in ledger form are as follows:

Salaries
19
Dec.|31| Total paid 5,500,00
31 J{ 300{00

Accrued Salaries I_’ay_able

19|
Dee.|31 J 300[00

Accruals recetvable is the term applied to accumulating claims
which arise out of services rendered by the business over a period
of time but which claims are not due. Examples are accrued
interest reccivable and acerued rent receivable. The amount of
each accrual rcceivable is added to the figure shown in the trial
balance, if any, to determine the true income arising from this
source. The accrual reccivable item is shown in the balance sheet
as an assct.

Assume:

Interest Farned as shown by the

trial balance..... . ... . .. $110.00 (Trial Balance)
Accumulated interest on unma-

tured notes receivable. ..... ... 8.00 (Balance Shceet)

Correcet interest earned this period $118 00 (Profit and Loss)

To incorporate this supplementary fact in the records the fol-
lowing adjusting entry is necessary:

DeceMBER 31, 19

*Accrued Interest Receivable 8.00
Interest Earned 8 00

To add to the Interest Earned account the interest

income which has not been received, and to set up

an additional asset.

Deferred Items

Deferred items represent those portions of the receipts and
receivables, and the expenditures of a period which are applicable
to a subsequent fiscal period or periods.

Deferred charges are expenditures that are to be charged off as
expenses to a subsequent period or periods. They include such
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items as prepaid insurance, prepaid rent, and prepaid interest.
The term deferred debits or deferred charges is descriptive since it
represents expenditures for which the expense charges are
deferred or postponed until the fiscal period to which they are
applicable. The amount of such prepayment is subtracted from
the trial balance figure to determine the correct amount applicable
to the current period. Each prepayment appears in the balance
sheet as an asset which will benefit the enterprise in a subsequent
period or periods. (See Chapter I1.)

Assume:
Prepaid Insurance in the trial bal-
ANCE. ..\ vt et $500.00 (Trial Balance)
Unexpired insurance, December 31,
19 . e 300.00 (Balance Sheet)
Cost of expired insurance for the
period............ . ... .. $200.00 (Profit and Loss)

The following adjusting entry is necessary:

DEecemBER 31, 19

*Insurance 200.00
Prepaid Insurance 200.00

To reduce the Prepaid Insurance account by

the portion which expired this fiscal period.

Some deferred charges arise out of items debited to expense
accounts at the time the cash was paid or the liability incurred.
Assume:

Interest Expensc in the trial bal-

BINCE. .. oo et e et $280.00 (Trial Balance)
Prepaid Interest, December 31,
19 30.00 (Balance Sheet)

Cost of interest for the period. ... $250.00 (Profit and Loss)

The following adjusting entry is necessary:

DeceEmBER 31, 19__

Prepaid Interest 30.00
Interest Expense 30.00

To reduce the Interest Expense account by the

amount paid in advance.

Deferred credits represent receipts or receivables of one period
:hat are earnings of a subsequent period or periods. Deferred
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credits is a descriptive, term since it represents items received or
receivable which will not be included in income until the period
or periods in which earned. Examples are interest collected in
advance, subscriptions collected in advance, and rent collected in
advance. In each case the amount of the deferred credit is
subtracted from the trial balance figure to determine the correct
income of the current period. Each deferred credit appears in
the balance sheet as a liability to be satisfied by services or
product. (See Chapter II.)
Assume:

Rent Earned account in the trial

balance.................. ... $390.00 (Trial Balance)
Rent collected but unearned in the

period............... ... ... 30.00 (Balance Sheect)
Rent income for the period . $360.00 (Profit and Loss)

The following adjusting entry is neccessary:

DEecemBER 31, 19__

*Rent Iarned 30.00

Rent Collected in Advance 30.00
To reduce the Rent Iarned account by the
amount collected in advance.

Some deferred credits arise out of items credited to deferred
liability accounts at the time the cash was received or the receiva-
ble recorded.

Assume:

Rent Collected in Advance in

the trial balance.... . ..... $6,500.00 (Trial Balance)
Rent Collected in Advance, De-

cember 31,19__..... ... . . 300 00 (Balance Sheet)
Rent income for the period. . . $6,200.00 (Profit and Loss)

The following adjusting entry is necessary:

DecemMBER 31, 19__

Rent Collected in Advance 6,200.00
Rent Earned 6,200.00
To reduce the Rent Collected in Advance
account by the amount earned this fiscal
period.
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The Depreciation of Fixed Assets

Most fixed assets depreciate because of wear and tear, climatic
conditions, lapse of time, incapacity, and inadequacy. At the
end of each fiscal period the estimated amount of this decline is
recorded in the accounts. The practice of charging a part of
the original cost of fixed assets to operation is based on the
fact that the investment in depreciable fixed assets should
be recovered during the life of the asset. If the decline in
value is ignored, operating costs are understated and the fixed
assets appear in the balance sheet at overvalued figures.

The most common method to determine the amount of the
periodic depreciation of an asset is to estimate the number of
years or months during which the asset may be expected to
function efficiently under the maintenance policy and method of
use of the enterprise owning it. The net cost—cost minus scrap
value—of the asset is divided by this estimate and the quotient
is the amount of depreciation to be charged to each period, year or
month. The periodic charge expressed as a fixed percentage of
cost may be determined by dividing the periodic depreciation by
the cost price of the asset.

Assume:
Furniture and fixtures acquired at a cost of...... $4,000.00
Estimated life 10 years, with an assumed scrap
valueof ... ... ... i 400.00
Net cost to be written off ............ ... .. $3,600.00

Each year $360.00 should be charged as an expense. This is
9 per cent of the $4,000.00 cost price.
The following adjusting entry is nccessary:

DEecemBER 31, 19__

*Depreciation of Furniture and Fixtures 360.00
Reserve for Depreciation of Furniture
and Fixtures 360.00
To record the 9 per cent depreciation of furni-
ture and fixtures for the period.

These facts in ledger form are as follows:

Furniture and Fixtures

1 |

19__

Dec.|31 4,000

I
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Reserve for Depreciation of Furniture and Fixtures

19
Dec.|31 J 360/00

Depreciation of Furniture and Fixtures

19__
Dec.|31 J 360/00

As there are many depreciable fixed assets it is best to qualify
the debit by the name of the asset. The reserve account which is
kept for each group of depreciable fixed assets is credited instead
of the assct account as it is preferable to keep the asset account
on the books at the cost price. The purpose of the reserve
account is to modify the value of an asset, hence it is termed a
valuation reserve.

Valuation reserve accounts have credit balances. They are not,
however, cither liability, proprietorship, or income accounts.
They exist in lieu of credits to assets and for account classification
purposes should be considered as parts of the assets they offset.
It is good practice and follows sound theory to present these
valuation accounts on a balance sheet as deductions from the
assets to which they refer, thus:

Furniture and Fixtures................. ..., $4,000.00
Less: Reserve for Depreciation. ................. 360.00 $3,640 00
Assume:

Buildings which cost $8,000.00 arc considered to be depreciat-
ing each year at the rate of 5 per cent of cost.
The following adjusting entry is necessary:

DEecemBER 31, 19__

*Depreciation of Buildings 400.00
Reserve for Depreciation of Buildings 400.00

To record the expense for the period of the

depreciation of buildings at the rate of 5 per

cent.

After the first fiscal period the trial balance will have a figure
for each reserve for depreciation of assets purchased in previous
periods and still in use. The adjusting entry increases the
balance of each such account.
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Assume:

Buildings cost................. $8,000.00

Reserve for Depreciation of
Buildings in the trial balance. $ 800.00 (Trial Balance)
Depreciation of buildings for the

;) 400.00 (Profit and Loss)
Reserve for Depreciation, De-
cember 31, 19__............. $1,200.00 (Balance Sheet)

The subject of depreciation is of such importance that further
consideration will be given to it in Chapter XV.

Estimated Bad Debts

A business that extends credit can estimate with a fair degree of
accuracy from past expericnce the amount of its claims on other
individuals and enterprises which may be expected to be uncol-
lectible. ) Some attempt should be made, therefore, at the end of a
period to reduce the value of such claims to a fair appraisal of
their realizability and also to adjust the income by the amount of
the anticipated loss. Ixpected losses from receivables are con-
sidered expenses of the periods in which the credits are extended
and not of the periods in which the claims prove uncollectible.

Since it is impossible to point out the particular accounts and
notes receivable which will not be collected, no credit can be made
directly to these accounts. A new ledger account is opened,
therefore, and is known as Reserve for Bad Debts. It is another
valuation reserve account and its balance is subtracted from
Accounts Receivable in the balance sheet.

If the experience of a number of ycars shows that claims on
others to an amount which is approximately 1 per cent of the net
sales have been uncollectible periodically, an entry is made at the
end of a period debiting Bad Debts and crediting Reserve for Bad
Debts for such an amount. -

Assume net sales for a period $50,000.00, and estimated loss by
bad debts to be 1 per cent of net sales.

To record the adjustment for bad debts the following entry is
necessary:

DEcEMBER 31, 19__
*Bad Debts 500.00
Reserve for Bad Debts 500.00
To adjust the books by the amount of esti-
mated uncollectible claims, 1 per cent of net
sales of $50,000.00.
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After the first fiscal period in which a Reserve for Bad Debts
account is created, there will be a figure in the trial balance for
that account. As Reserve for Bad Debts is credited with esti-
mated bad debts and is debited in subsequent periods with the
actual losses arising out of claims on customers, the Reserve for
Bad Debts in the trial balance will have a credit balance if actual
losses are less than estimated, and a debit balance if the contrary
is true.

The balance sheet figure for Reserve for Bad Debts is the
amount which the businessman has learned from past experience
to be reasonable. The figure used in the adjusting entry agrees
with the amount used in the statement of profit and loss for the
period. It is the amount neccssary to bring the trial balance
figure up to the point where it is a reasonable reserve.

Assume:

Accounts Receivable in the trial
balance................... $10,000.00

Reserve for Bad Debts in the

trial balance, credit balance $ 30.00 (Trial Balance)
Reserve for Bad Debts in the

balance sheet, December 31,

19 ..o . 300.00 (Balance Sheet)

Bad debts expense for the year $ 270.00 (Profit and Loss)

Assume:
Accounts Receivable in the trial
balance................... $10,000.00

Reserve for Bad Debts in the

trial balance, debit balance. . $ 30.00 (Trial Balance)
Rescrve for Bad Debts in the

balance sheet, December 31,

19 . 300.00 (Balance Shect)

Bad dcbts expense for the year $ 330.00 (Profit and Loss)

Miscellaneous Adjustments

Such miscellaneous adjustments as develop will be considered in
later chapters.
Guiding Principles on Adjustments

As the subject of adjusting the books is a difficult one for
beginning students in accounting, the following statement of
principles reemphasizes some salient features:
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1. Adjustments are necessary to make the books agree with
the figures in the balance sheet and statement of profit and
loss.

2. With respect to accruals and deferred items
a. The trial balance figures should be viewed as represent-

ing the cash paid or received for the items, whether they
bear real or nominal account captions.
b. Accruals are always added to trial balance figures to
determine income or expense figures.
c. Deferred items are always deducted from trial balance
figures to determine income or expense figures.
d. The figures used in the adjusting entries for accruals are
the amounts to be shown in the balance sheet.
e. The figures used in the adjusting entries for deferred
items are
(1) The amounts to be shown in the balance sheet if the
trial balance captions are those of nominal accounts.
(2) The amounts to be shown in the statement of profit
and loss if the trial balance captions are those of real
accounts. .
3. Adjustments for reserves for depreciation and reserve for
bad debts always increase the reserve account balances.
The figures used in the adjusting entries arc always the

amounts that appear in the statement of profit and loss
for the period.

Coordinating Illustration

The adjusting entries marked with an asterisk in this chapter
pertained to the books of Robert R. Clifton, whose trial balance,
December 31, 19—, before adjustments, follows:
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ROBERT R. CLIFTON
TriaL Bavrance, DEcemBER 31, 19__

Debit Credit

Cash............. $ 3,200.00
Accounts Recelvablc 8,000.00
Notes Reccivable......... .. . 1,000.00
Inventory of Merchandise, January 1 19__ 2,000.00
Prepaid Insurance. ... ... 500.00
Land............... ... 2,000.00
Buildings............... 8,000.00
Furniture and Fixtures. . . . .. 4,000.00
Accounts Payable.... .. . . . $ 2,500.00
Mortgage Payable......... . . .. L 3,000.00
Robert R. Clifton, Capital. . . 20,000.00
Sales............. ... . . 50,000.00
Purchases............ .. .. .. ... 40,000.00
Store Expenses............ . . Ce e 800.00
Salaries................ .. . . . .... .... 5,500.00
Property Taxes.............. e e e 220.00
Office Expenses........ ... . . . ..... .. 600.00
Interest on Mortgage. . .. . AU 180.00
Rent Earned........ . . ... . . . ... ... 390.00
Interest Earned...... .. . e e 110.00

$76,000.00 $76,000.00
Adjusted Trial Balance

A trial balance taken immediately after the posting of adjust-"
ing entries is termed an adjusted trial balance. Such a trial
balance contains no mixed accounts. Each account is distinctly
real or nominal and represents an asset, an expense, a liability,
income, or proprietorship. This is natural since the purpose of
adjusting entries is to so modify the accounts that they will
reveal the true condition of the business at a particular date.
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The following is the adjusted trial balance of the books of
Mr. Clifton, after the adjusting entries marked with an asterisk
in this chapter have been posted to the ledger:

ROBERT R. CLIFTON
ApJusTED TRIAL BALANCE, DECEMBER 31, 19

Debit Credit
Cash. ....... . . $ 3,200.00
Accounts Recelvable 8,000.00
Reserve for Bad Debts. .. $ 500.00
Notes Receivable..... .. 1,000.00
Accrued Interest Receivable . 8.00
Inventory of Merchandise, December 31, ]9 2,500.00
Inventory of Store Ixpenses . Ce e 50.00
Prepaid Insurance. .. . . 300.00
Land.. .. . ... . 2,000.00
Buildings. .. .. 8,000.00
Reserve for Depreciation of Buildings 400.00
Furniture and Fixtures........ 4,000.00
Reserve for Depreciation of Furniture and Fixtures 360.00
Accounts Payable........ 2,500.00
Accrued Salaries Payable 300.00
Rent Collected in Advance 30.00
Mortgage Payable....... . 3,000.00
Robert R. Clifton, Capital 20,000.00
Sales. ............. . 50,000.00
Cost of Goods Sold . 39,500.00
Store Expenses. ... . AU 750.00
Salaries........... . . 5,800.00
Property Taxes... 220.00
Office Expenses. 600.00
Insurance............. .. 200.00
Depreciation of Furniture and Fxxturoq 360.00
Depreciation of Buxldmgs .. 400.00
Bad Debts. . R 500.00
Interest on \Iortgage . . 180.00
Interest Larned. . 118.00
Rent Earned . . . . 360.00

$77,56%.00 $77,568.00

QUESTIONS

1. a. What is meant by the expression, adjusting the books?
b. What do you mean by adjustments?
¢. When, why, and where are adjustments made?

2. Name several of the items because of which a set of books may have
to be adjusted.
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s.

4.

Why is it not possible to determine from the trial balance the value

of the inventory of merchandise at the end of a period?

Assume the following facts:

Inventory of merchandise at the beginning of the period, $10,000.00.

Inventory of merchandise at the end of the period, $15,000.00.

Purchases during the period, $60,000.00.

a. What was the cost of all merchandise available for sale during
the period?

b. What was the cost of the merchandise which was not sold during
the period?

¢. What was the cost of the merchandise sold?

d. Give the adjusting entries necessary for these facts.

. Suppose the Postage account on a set of books has a debit balance

of $600.00 at the end of a period and the postage on hand amounts

to $50.00.

a. What amount of expense for the period is indicated by the above
facts?

b. Do these facts indicate any item which should appear on the

balance sheet? If so, under what main heading, and under what

account title?

Give the adjusting entry necessary for these facts.

What is meant by an accrued item?

Give an illustration of an accrual payable.

¢. Give an illustration of an accrual recetvable.

Suppose the property taxes of an enterprise in the amount of

$600.00 had not been paid at the end of a fiscal year.

a. Did the enterprise have any tax expense that year?

b. Give the adjusting entry, if any such entry is necessary for this
fact.

Suppose an enterprise purchased $200,000.00 of 6 per cent bonds

at par on the date they were issued April 1. Six months’ interest

was received on the bonds October 1. The enterprise kept its books

on the accrual basis and its fiscal year ended December 31.

a. What amount of interest was earned that period?

b. What amount of interest was collected that period?

c. What amount of interest was accrued at the end of the period?

d. How much for interest would be entered in the statement of
profit and loss for the period?

e. How much for interest accrued would be entered on the balance
sheet at the end of the period? In which section of the balance
sheet?

SR e

. a. What do you mean by a deferred item?

o

. What do you mean by a deferred chargef
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10.

11,

12.

13.

14,

15.

16.

¢. What do you mean by a deferred credit?

d. Give an illustration of a decferred charge.

e. Give an illustration of a deferred credit.

Suppose an enterprise paid, in the month of January, $1,200.00 for

property taxes for the current year. Assume also that the fiscal

year of this enterprise is the calendar year.

a. Did the enterprise have any deferred charge or deferred credit;
if so, how much on January 31? On March 31?

b. What would be the tax expense of this enterprise for the month
of August?

¢. If this enterprise adjusts its books monthly, give any necessary
adjusting entry on January 31. On October 31.

What would be the effect on the net profit for a period and the net

worth of an enterprise, if depreciation was overlooked? If the

estimate for depreciation was overstated?

a. What do you mean by the expression a valuation rescrve account?

b. Give an illustration of a valuation reserve account.

¢. Does a raluation reserve account appear on the statement of profit
and loss, the balance sheet, or both? Under what section or
sections?

Assume a business has owned a delivery truck for one year. The

truck cost $1,150.00; the owner of the business expects to use it four

years and thinks it will have a trade-in value of $150.00 at the end
of that time.

a. Give the adjusting entry necessary for the above facts at the end
of the first year of the life of the truck.

b. Give the adjusting entry at the end of the second year.

¢. How would the value of this truck be shown on the balance sheet
at the end of the third year?

Assume the estimated bad debts of an enterprise at the end of its

first year in business amount to $240.00.

a. Give the necessary adjusting entry.

b. Why, in your answer to a above, did you credit Reserve for Bad

Debts?

What do you mean by an adjusted trial balance?

Are there any mixed accounts in an adjusted trial balance? Why?

a. Suppose insurance premiums are charged to the account Prepaid
Insurance which account has a debit balance of $600.00. Sup-
pose also that the amount of insurance which has expired at the
end of the period is $200.00. Give the adjusting entry.

b. Suppose insurance premiums are charged to the account Insur-
ance, which account has a debit balance of $600.00. Suppose
also that $400.00 of the above $600.00 is unexpired at the end of
the period. Give the adjusting entry.

Sl
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17. Would the net profit be overstated or understated and by what
amount if
a. Prepaid wages of $50.00 and unearned rent of $200.00 were
ignored?
b. Accruals receivable of $120.00 were omitted and the final inven-
tory of merchandise were overvalued by $100.00?
18. If a trial balance figure is affected by both an accrual and a deferred
item, will the amount in the statement of profit and loss be more
or less than the trial balance figure? Explain.



CHAPTER XII
CLOSING THE BOOKS

Adjusting the books, which was the subject of the preceding
chapter, should be done at least once every twelve months.
A year is the usual period of time for the measurement of results.
A person thinks of his age in terms of years, of his income on an
annual basis, and is accustomed to paying taxes which are
usually asscssed or determined yearly. It is not unusual to
hear expressions such as, ‘“We made a profit last year,” or
“We made a profit this year in contrast to a loss last year.”
Seldom, if ever, are heard expressions such as, “Our company
made a profit in the first seventeen years of its existence,” or
“My business suffered a loss in its second nineteen-months
period.” The year is the popular period of time for business
comparisons.

The records of the income and expense items throughout
a fiscal period are accumulated in the nominal accounts. If
these accounts are to show their facts plainly, period by period,
it is necessary that they be cleared of their figures at the end of
each period. This clearing of the nominal accounts is known as
closing the ledger, closing the accounts, or closing the books.

Definition and Purposes of Closing the Books

Closing the books is the process wherein, by journal entries,
the balances of the nominal accounts are transferred to the
summary account Profit and Loss, and the balance of the Profit,
and Loss account, in turn, is transferred to the personal or
capital account of the owner. It is the usual practice to transfer
the balance of Profit and Loss to the owner’s personal account
and then to transfer the balance of the personal to the owner’s
capital account.

Books are closed at the end of a fiscal period for the following
reasons:

1. To transfer to proprietorship the amount of the net profit
or loss of the period so that the account or accounts of the
owner will show the same net worth as the balance sheet.

140
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2. To clear each nominal account so that its results may be
indicated plainly, period by period.

3. To collect and preserve in the Profit and Loss account a
summary of the nominal account balances of each period.

Closing Procedure

Closing the books is the process of journalizing and posting

L. A set of entries by means of which the balances of the
nominal accounts are transferred to the Profit and Loss
account.

2. An entry to transfer the balance of the Profit and Loss
account to the personal account of the owner, if any,
otherwise to the capital account.

3. An entry to transfer the balance of the personal account
of the owner, if any, to his capital account, if the owner so

. desires.

In addition to journalizing and posting the transfer entries
it is customary and desirable in the closing process to

1. Total and rule the nominal accounts to indicate clearly that
they have no balances and are ready for a new period.

2. Total, balance, and rule the real accounts where necessary
to indicate clearly that their balances agrece with the figures
shown in the balance sheet.

3. Prepare a postclosing trial balance as a check on the
accuracy of the clerical work incident to the closing process.

The Profit and Loss Account

The Profit and Loss account is a temporary, summary account
created and then closed in the closing process. Prior to the
consideration of this topic, reference was not made to it. It was
not necessary since it is not used in the recording of other than
closing entries. The student should not be confused by a
popular expression which is often heard when a person has
suffered a loss, “Oh, I shall charge it to Profit and Loss.” Cur-
rent items of income or expense should never be credited or
charged directly to the Profit and Loss account. To do so
would hide the source of the particular income or expense item.
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Similarly the Profit and Loss account should not be confused
with the profit and loss statement. The latter is outside the
books, the former is an account placed on the books when they
are closed.

The Profit and Loss account has the same characteristics as
any other nominal account since it is a summary of them. It
is created as the result of closing journal entries which

1. Debit Profit and Loss and credit each nominal account
which has a debit balance.

ROBERT R. CLIFTON
ApyusTEp TRIAL Bavrance, DecemBER 31, 19__

Debit Credit
Cash........... .. i i $ 3,200.00
Accounts Receivable............ ... ... ..... 8,000.00
Reserve for Bad Debts.........  ...... .. $ 500.00
Notes Receivable... . . ..... . ... .. 1,000.00
Accrued Interest Receivable . ... ... .. .. 8.00
Inventory of Merchandise, December 31, 19_....  2,500.00
Inventory of Store Expenses. .. . . . . ...... 50.00
Prepaid Insurance... ....... . . . . ........ 300 00
Land... ......... ..... .. ... ce ... .. 2,000.00
Buildings. . . .. . 8,000.00
Reserve for Dcprecmtlon of Bunldmgs C e e 400.00
Furniture and Fixtures... ... 4,000.00
Reserve for Depreciation of Furmture and letures 360.00
Accounts Payable.. .. . . ... . . .. 2,500.00
Accrued Salaries Payable . .. C e e e 300.00
Rent Collected in Advance.. .. e 30.00
Mortgage Payable . ... . . 3,000.00
Robert R. Clifton, Capital.. Ce e 20,000.00
Sales. . ................... . . 50,000.00
Cost of Goods Sold. . ....... . . 39,500.00
Store Expenses............... .. . ...... 750.00
Salaries. ......... ............ .. .. .. b,800.00
Property Taxes................ . . C e 220.00
Office Expenses.... ....... . . e e 600.00
Insurance........... . . . ... ... 200.00
Depreciation of Furmture and I‘nxtures .......... 360.00
Depreciation of Buildings...................... 400.00
Bad Debts................ ...ttt 500.00
Interest on Mortgage.......................... 180.00
Interest Earned............................... 118.00
Rent Earned............................... . 360.00

$77,568.00 $77,568.00
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2. Credit Profit and Loss and debit each nominal account
which has a credit balance.

The Profit and Loss account is closed by a journal entry
which

1. Debits Profit and Loss and credits the personal or capital
account of the ownecr, if there is a net profit, or

2. Credits Profit and Loss and debits the personal or capital
account of the owner, if there is a net loss.

Illustration

To illustrate the closing process, the entries to close the books
of Robert R. Clifton are given.

The trial balance on page 142 is an abstract of the ledger of
Robert R. Clifton after his books were adjusted at the end of the
period. It is a copy of the adjusted trial balance developed in
the preceding chapter. There are no mixed accounts in it.
Each account is either real or nominal.

The nominal accounts are to be closed. They are to be trans-
ferred to the summary account Profit and Loss. Since nominal
accounts with debit balances are to be transferred to the debit
side of Profit and Loss, the following compound entry closes all
of them.

Profit and Loss 48,510.00

Cost of Goods Sold 39,500.00
Store Expenses 750.00
Salaries 5,800.00
Property Taxes 220 00
Office Expenses 600.00
Insurance 200 00
Depreciation of IFurniture and Fix-

tures 360.00
Depreciation of Buildings 400.00
Bad Dcbts 500.00
Interest on Mortgage 180.00

To transfer the debit nominal account
balances to Profit and Loss.

The posting of the above entry closes the debit nominal
accounts and places the aggregate of their balances, $48,510.00,
on the debit side of the Profit and Loss account.
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Since the credit nominal accounts are to be transferred to the
credit of the Profit and Loss account, the following compound
entry closes all of them.

Sales 50,000.00
Interest Earned 118.00
Rent Earned 360.00
Profit and Loss 50,478.00

To transfer the credit nominal account
balances to Profit and Loss.

The posting of the above entry closes the credit nominal
accounts and places the aggregate of their balances, $50,478.00,
on the credit side of the Profit and Loss account.

Since the balance in the Profit and Loss account is a credit, it
is the net profit for the period. This net profit is to be trans-
ferred to the capital account of Mr. Clifton, since he has no
personal account, and is accomplished by the following entry:

Profit and Loss 1,968.00
Robert R. Clifton, Capital 1,968.00
To transfer the net profit for the year
ended Dccember 31, 19 to Robert R.
Clifton, Capital.

The Profit and Loss account of Robert R. Clifton, as it appears
in the ledger ruled and closed, is as follows:

Profit and Loss

19_ | {19
Dec. (31 J 48,510|00]Dcc.31 J |50,478,00
31 J | 1,968 00 R
— 4§°_y4.7§'0‘); 50,478 001,;
! i

Ruling and Balancing the Accounts

It is customary to total and rule the nominal accounts after
the closing entries are posted. The method of ruling is the
same as shown in Chapter V for the real accounts, except that
there is no balance shown either above or below the rulings.

Real accounts may be balanced and ruled at any time without
disturbing the equality of debit and credit. The personal
accounts with customers and creditors may be balanced and ruled
frequently. All real accounts should be balanced and ruled at
the end of the fiscal year, where necessary.
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The Postclosing Trial Balance

It is quite easy to make clerical errors in the process of jour-
nalizing and posting the closing entries, and especially in the
ruling and balancing of the real accounts. After closing, the
books should be in balance, and at the end of the first month of a
new period it will be presumed that they were in balance at the
end of the past period. An error in closing, or ruling and
balancing, at the end of a period may cause much inconvenience
when the next regular trial balance is prepared, because the
error may not be discovered in the course of the new month’s
work. It is desirable, therefore, after posting the closing entries
and balancing and ruling the accounts to make a test of the
equality of debits and credits. Such a test, if presented as a
trial balance, is known as a postclosing or proof trial balance.

ROBERT R. CLIFTON
PosrcLosiNG TriaL BavLance, DecemBer 31, 19

Debit Credit

Cash. .. . i e $ 3,200.00
Accounts Receivable...................... . . &,000.00
Rescrve for Bad Debts........................ $ 500.00
Notes Receivable.............. ...t 1,000.00
Accrued Interest Receivable.............. . 8.00
Inventory of Merchandise, 12/31/19__.... .. 2,500.00
Inventory of Store Expenses ....:........ . .. 50.00
Prepaid Insurance...................... 300.00
Land.........oooiiiiii i 2,000.00
Buildings................... . 8,000.00
Reserve for Depreciation of Bulldmgs 400.00
Furniture and Fixtures. . 4,000.00
Reserve for Dcprcuatlon of I‘urmturo and I‘lk—

tures ... 360.00
Accounts Payable......... - . e 2,500.00
Accrued Salaries Payable.. . ....... ...... 300.00
Rent Collected in Advance... ... ... ...... 30.00
Mortgage Payable........... . . . .......... 3,000.00
Robert R. Clifton, Capital..................... 21,968.00

$29,058.00 $29,058.00

A trial balance taken after closing contains only real accounts,
as the nominal accounts have been closed. The same items as
appear in the balance sheet appear in the postclosing trial balance,
but the balance sheet differs from it in form and arrangement.
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Since there is no use for a postclosing trial balance other than as
a test of equilibrium, this test is often reduced to mere lists of
debit and credit balances without account titles.

The postclosing trial balance of the books of Robert R. Clifton,
which appears on page 145, is similar in appearance to any other
trial balance. It contains the same figures as the adjusted trial
balance used in the illustration of this chapter, except that the
nominal accounts are missing and Robert R. Clifton’s Capital
account shows a credit balance of $21,968.00.

After the completion of the closing process the detailed items
on the ledger again may be represented by the fundamental
accounting cquation

Asscets = lLiabilitics + Proprietorship

QUESTIONS

1. a. What is meant by the expression the process of closing the books?
b. When is it customary fo close the books? Why?
c. Arc all the accounts on a ledger closed in the closing process?
What accounts are closed? Why aren’t all the accounts closed?
d. Why are books closed?
2. a. Are journal entries used in the process of closing the books?
Why?
b. Could books be closed vnthout the use of the Profit and Loss
account? Explain.
3. a. What account balances are transferred to the debit of Profit and
Loss? To the credit of Profit and Loss?
b. A debit balance in Profit and Loss indicates a net gain or a net
loss for the period?
¢. What should be done with the balance of Profit and Loss?
4. a. Should current items of income and expense ever be credited or
charged to Profit and Loss? Why?
b. Is there any difference between the Profit and Loss account and
the profit and loss statement?
6. Indicate whether the following statements are true or false:
a. Ruling and balancing the real accounts is the most important
feature of the process of closing the books.
b. The real accounts are closed when they are balanced.
¢. Closing the books is accomplished by means of journal entries.
d. Income account balances are transferred to the credit of Profit
and Loss.
e. Nominal accounts with debit balances are transferred to the
eredit of Profit and Loss.
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10.
11.

12.

13.

14.

f. There are open accounts on a set of books after closing,.

g. The Profit and Loss account is both opened and closed in the
closing process.

h. The items on a postclosing trial balance are the same as the items
which appear in the statement of profit and loss.

1. A postclosing trial balance contains only real accounts.

a. What is a trial balance?

b. What is an adjusted trial balance?

¢. What is a postclosing trial balance?

d. Why is a postclosing trial balance taken?

a. Distinguish between a balance sheet and a postclosing trial
balance.

b. Will the total of the formal balance sheet agree with the total of
the postclosing trial balance? Ifxplain.

Name at least three important facts which are disclosed by a state-

ment of profit and loss but not by the Profit and Loss account.

. Give at least two accounts which are exceptions to the following

statement: “ All credit accounts in a postclosing trial balance are

liabilities.”

Are all debit accounts in a postclosing trial balance assets?

a. Would there be any harm done, if a bookkeeper ruled and bal-
anced a nominal account during a period?

b. What do you mean by ruling and balancing an account?

Indicate whether the following statements are truc or false. Qualify

your answer, if nccessary.

a. An adjusted trial balance contains no mixed accounts.

b. There are no nominal accounts in a postclosing trial balance.

¢. In order to close an expense account, it is debited.

d. The balance of a Reserve for Depreciation account is larger in the
postelosing trial balance than it was in the trial balance.

e. The balance of a Reserve for Depreciation account is larger in
the postclosing trial balance than it was in the adjusted trial
balance.

a. If monthly statements are prepared for an enterprise, are its
books closed monthly?

b. How can monthly statements of profit and loss be prepared, if
the books are not closed monthly?

c. If monthly statements are prepared, are the books adjusted
monthly?

d. Would it be an advantage or a disadvantage to an enterprise to
close its books monthly?

Suppose a complete set of books had been kept for an enterprise for a

period of four years but had never been closed and statements had

never been prepared.
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16.
1e.

a. Could a balance sheet be prepared for this enterprise at the end
of the four years?

b. What would be the heading on the statement of profit and loss
of this enterprise, if such a statement were prepared?

Why is it the custom to close the books once a year?

After the postclosing trial balance is prepared it is discovered that

the

a. Inventory of merchandise was overstated $100.00.

b. Reserve for depreciation of buildings was understated $80.00.

What entries would be necessary to correct the books?



CHAPTER XIII

THE WORK SHEET—ITS CONSTRUCTION AND USE

In Chapter XI, “Adjusting the Books,” there was considered
the process of modifying the accounts so that they would show the
true condition of the business. In the last chapter, ‘Closing
the Books,” there was considered the process of closing the
nominal accounts and consolidating the net result with the
proprictor’s account at the end of a fiscal period.

The topics of Chapters XI and XII are extremely important
and difficult parts of accounting, and require very careful atten-
tion to numecrous and significant factors. No matter how
skilled in accounting, a person usually does not proceed to make
a set of difficult adjusting entries directly in the journal of an
enterprise, to post them to the ledger, to take an adjusted trial
balance, to prepare the statements, and to make and post the
closing entries, without first preparing a preliminary draft of his
solution. Such a preliminary draft is the subject matter of this
chapter. It is made in a rather definite form and is known as a
work shect.

Definition

A work sheet is a columnar sheet on which, in addition to the
trial balance, are collected, classified, and summarized the data
essential to the adjusting entries, the closing cntries, and the
preparation of the statements—balance sheet, profit and loss,
and analysis of proprictorship.

The Work Sheet—Its Objects and Advantages
A work sheet is desirable for the following reasons:

1. It brings together the trial balance and the adjusting data.
2. It classifies and summarizes the information shown by the
trial balance and the adjusting data, thus facilitating
a. The preparation of the formal statements.
b. The preparation of the closing entries.
149
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3. It reveals the net results of the period much more quickly
than is true when the results are not known until the formal
statements are prepared.

4, It assists in the location of any errors which may be made in
adjusting, closing, and balancing the accounts.

5. It makes possible the preparation of statements during the
fiscal period without the necessity of formal adjusting, and
closing entries.

Since the purpose of accounts is to aid management in its
control of an enterprise, the work sheet is extremcly important
because it furnishes a quick means of determining results. The
use of a work sheet makes it possible for an enterprise to ascer-
tain results and have statements prepared from time to time
during the ycar (monthly results are quite common), and to
postpone formal adjusting, and closing entries to the end of the
fiscal year.

The Work Sheet—Its Structure

Work sheets have six, eight, ten, or more columns depending
on the amount of the data which must be considered as a supple-
ment to the trial balance and on the use to which the information
is to be put. The form to be followed in this text provides
ten columns. There are columns for the balances of the ledger
accounts, the adjusting data, the balances of the ledger accounts
as they would appear after the posting of adjusting entries,
and other columns to show the ultimate disposition of these
balances to the profit and loss statement or the balance shect.

The Work Sheet—Its Form
TEN-COLUMN WORK SHEET

Trial Adjust- Ad]l}stcd Profit Ba‘ﬂance
Balance | ments Trial Jand Loss| Sheet
F| Account Titles - Balance | Items Items

Dr.{Cr.|Dr.| Cr. | Dr.|Cr. | Dr. | Cr. | Dr.| Cr.

12345‘67'8910

The F column to the extreme left is used to indicate the number
of the ledger page on which each account is found.



Ch. XIII] THE WORK SHEET 151

Under Account Titles are entered the titles of the open
accounts in the ledger and such supplementary account captions
as are necessitated by the adjusting data.

In Columns 1 and 2 are placed the balances of the open
accounts in the ledger.

In Columns 3 and 4 the debit and credit amounts of the adjust-
ing data are introduced. To each adjustment is assigned a
distinguishing letter. It is placed beside the several debits and
credits of a particular adjustment to facilitate the preparation
of the adjusting entries in the journal. The sum of all the
debits in these columns is equal to the sum of all the credits.

Columns 5 and 6 represent an adjusted trial balance. In the
illustration which follows, the figures in these columns are the
same as those shown for the adjusted trial balance in Chapter XI
since the same data were considered. The totals of both columns
should be in agreement.

To Columns 7 and 8 are extended the figures for all the nominal
accounts for the amounts which appear in the adjusted trial
balance columns. These columns, 7 and 8, supply all the infor-
mation necessary for the preparation of the statement of profit
and loss, except the details needed for the cost of goods sold sec-
tion, and the closing entries. The difference between the totals
of these two columns is the net profit or loss for the period.

In Columns 9 and 10 are carried all the real accounts for the
amounts which appecar in the adjusted trial balance columns.
These two columns, 9 and 10, serve as a basis for the preparation
of the formal balance sheet and the statement of proprietorship.
The difference between the totals of these two columns is in
agrecment with the differcnce between Columns 7 and 8.

Throughout the work sheet it is important to place each
amount opposite its descriptive title if the purpose of this helpful
device is to be achieved.

Adjustments on the Work Sheet

The debit and credit items used in the adjustment columns
of a work sheet are the same as those used in adjusting journal
entrics. In posting entries to a ledger each new debit or credit
item is placed beneath the last entry on its side of the account.
In a work sheet each new debit or credit item is placed in the next
debit or credit column to the right of the descriptive title. It
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might be said that in the ledger work moves vertically downward,
while in the work sheet it proceeds horizontally from left to
right.

Each adjustment debit or credit to an account which does not
appear in the trial balance requires that a new account be listed.
These new account titles are placed below the original trial
balance titles.

Adjusted Trial Balance of the Work Sheet

The figures placed in the adjusted trial balance columns of a
work sheet are the result of considering amounts in the trial
balance and the adjustment columns. If there is a debit balance
in the trial balance columns and a debit adjustment the figure
in the adjusted trial balance debit column is the sum of these
two items. If both items are credits the sum is placed in the
credit column of the adjusted trial balance section. If the
items appear in unlike columns (trial balance debit and adjust-
ments credit or vice versa), the debit or credit difference is
extended to its proper column of the adjusted trial balance
section.

Profit and Loss and Balance Sheet Columns

No mixed accounts remain after the ledger balances have been
modified by the adjustments. The entire amount of each
account with a balance in the adjusted trial balance columns is
extended, therefore, to the proper column under profit and loss
or balance sheet. If it appears in the debit adjusted trial balance
column, it must be extended to a debit column in order to main-
tain the equality of debit and credit. Conversely, if a credit,
it must be extended to a credit column.

The form shown on page 153 illustrates the method of distribu-
tion and the location of the net profit or loss for the period.

Two classes of items nced special comment. The drawing or
personal account of the owner is not an asset or a liability.
If a debit, it is extended to the debit balance sheet column as an
offset in part to the owner’s capital; if a credit, to the credit
balance sheet column as an addition to the owner’s capital.
It is needed in the statement of proprietorship. The Reserves
for Depreciation and Bad Debts have credit balances and are
placed in the credit balance sheet column 4s offsets in part to
the assets whose values they reduce. In the formal balance
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sheet each valuation reserve is shown as a subtraction from its

related asset.

Adjusted Trial Balance Profit and Loss Balance Sheet
Debit Credit Nominal | Nominal Real Real
Balances Balances | Dr. Items | Cr. Items | Dr. Items | Cr. Items
Ifassets.....|.......... ... .. Assets
If expenses. .|.......... Expenses
If owner’s pejrsonal.....|[..........|...... .| Owner’s
Personal
If decrease in |income. . . .| Decrease
in Income
If liabilitiels...... . | .........|[.......... Liabilitics
If income.|...... ... Income
If owner’s |capital ... .|....... .| Owner’s
Capital
Ifreserves.|..........0..... .. oo, Reserves
Net Profit | Net Loss | Net Loss | Net Profit

Equalizing the Profit and Loss and Balance Sheet Columns

After the cxtension of each item in the adjusted trial balance
columns of the work sheet to the profit and loss or balance sheet
sections, the next step is the placement of the totals in small
lead-pencil figures at the bottom of the last four columns.

In accordance with the usual accounting procedure, the
difference between the profit and loss columns is added to the
column with the smaller total. If the difference is placed in
the debit profit and loss column, it represents the net profit
and is extended to the credit balance sheet column as an item
to be considered an addition to the owner’s capital. Conversely,
if the difference is entered in the credit profit and loss column,
it represents the net loss and is extended to the debit balance
sheet column as an offset in part to the owner’s capital. The
work-sheet illustration shows the method of ruling and totaling
the columns.

The total of the debit balance sheet column of the work sheet
will not agree with the total of the assets in a formal balance
sheet, if there is an item such as a net loss, a drawing account for
the owner, or a valuation reserve account. Similarly, the total
of the credit balance sheet column will not agree with the total
of the liabilities and proprietorship in the balance sheet. It
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must be borne in mind that the work sheet is merely an aid to
the accountant, It is not exhibited as a statement of business
condition, even to the owner. From it are prepared the state-
ments which are exhibited to the owner, creditors, and other
interested parties. These statements, as has been shown previ-
ously, are designed to be as nontechnical as possible, that they
may be clear to a person untrained in accounts.

If the work sheet balances, it is not positive proof that the
results are correct. It indicates merely that the equality of
debit and credit has been maintained. For example, if a debit
item in the adjusted trial balance columns were placed by error
in the debit balance sheet column instead of the debit profit
and loss column, the work sheet would still balance, but the
statements prepared from the work sheet would not exhibit the
true condition of the enterprise.

The Work Sheet—Illustration

A complete work sheet based on the facts set forth in Chapter
XTI appears on page 155.

To avoid constant reference to Chapter XI, the adjustment
facts on which this work sheet is based are here restated.

The supplementary data consist of

Inventory of merchandise, December 31, 19__.... $2,500.00
Inventory of store expenses, December 31, 19__. .. 50.00
Unreccorded salaries owing to employeces but not due 300.00
Accumulated interest on unmatured notes receiv-

able...... ... ... . 8.00
Unexpired insurance, December 31, 19__......... 300.00
Rent collected in advance (unearned rent), Decem-

ber31,19 _.......... .. .. 0 ol 30.00
Depreciation of furniture and fixtures. ... ..... 360.00
Depreciation of buildings...................... 400 00
Estimated bad debts.... . ...... .. ... ... 500.00

In Columns 3 and 4 arc found a debit and a credit for cach item
of the supplementary data. Offsetting debits and credits are
related by means of the identifying letters used. It should be
noted that the debits and credits identified by the letter (b)
do not represent an item of the supplementary data. That
particular adjustment is necessary to accumulate the total
debit to Cost of Goods Sold account. It will be noticed also
that the balance of the Cost of Goods Sold account shown in
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the debit adjusted trial balance column ($39,500.00) is a profit
and loss item, representing the actual cost of goods sold.

The Work Sheet—Its Use

After the work sheet is completed it does not matter to what
use it is placed first. Any of the formal statecments may be pre-

ROBERT R. CLIFTON

STATEMENT OoF ProFiT AND LoOss
For the Year lunded liccember 31, 19__

Sales..... .. e $50,000.00
Cost of Goods Sold:
Inventory of Merchandise, January 1,19__..... $ 2,000.00
Purchases......... ... ... ... .. e ol 40,000.00
$42,000.00
Less: Inventory of Merchandise, December 31,
19, ... . e e e 2,500.00
Cost of Goods Sold ......... . e e e e 39,500.00
Gross Profit on Sales. .. e . $10,500.00
Less Operating Expenses:
Salaries............ . . .... . $5,800.00
Store Expenses . . .. . co . 750.00
Officc Expenses. ... . .o 600.00
Depreciation of Buildings.. . . R 400.00
Depreciation of Furniture and Fixtures.. .. .. 360 00
Insurance............ . .. 200.00
Property Taxes...... 220.00
Bad Debts.... ... 500 00
Total Operating Expcnscs . . R 8,830.00
Net Profit on Sales....... . e e $ 1,670.00
Other Income:
Interest Earned...... .. . .. $ 118.00
Rent Earned........ . .. 360.00
$ 478.00
Other Expenses:
Interest on Mortgage. . . . 180.00 298.00
Net Profit for the Period. . .. . . . . . 8§ 1,968 00

ROBERT R. CLIFTON

ANALYSIS OF PROPRIETORSHIP
For the Year Ended December 31, 19__

Net Worth as shown by the Balance Sheet, December 31, 19 $21,968.00
Net Worth, January 1, 19_.. ... . 20,000.00

Net Profit as shown by the Statement of Proﬁt and Loss ...... $ 1,968.00
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pared first or the adjusting and closing entries may be made. At
this point the student should realize that once a work sheet has
been completed, the recording of the adjusting entries in the jour-
nal is a mere matter of copying the entrics indicated by Columns
3 and 4. The entries suggested here are identical with those
marked with an asterisk in Chapter XI. The entries nccessary
to close the books are indicated by the profit and loss columns,
7 and 8. It is advisable to compare these columns with the
closing entries for the same problem given in Chapter XITI.  The
data for the profit and loss statement are in Columns 7 and 8
although reference may have to be made to other columns for
details such as are nceded to present the cost of goods sold section
of the statement. The data for the balance sheet are in Columns
9 and 10, as is the information necessary for the analysis of pro-
prictorship statement.

The several stutements prepared from this work sheet are
shown on pages 156 and 157.

REVIEW OF ACCOUNTING PROCEDURE

Inasmuch as the major opcrations in the construction and
presentation of the accounts of an enterprise have been covered,
it seems desirable to restate them in the order in which they
occur, and to emphasize them by a brief review.

The major operations in the order of their occurrence may be
listed:

TiTLE OoF OPERATION WHEN PERFORMED
1. Journalizing Daily
2. Posting Daily for items for which it is
necessary to know daily balances
3. Taking a Trial Balance Monthly

4. Recording Adjustments (on the)
books, on a work sheet, or on] Whenever a statement of profit
both, but always on the books atf and loss and a balance sheet are

the end of each fiscal yecar). desired. This is usually monthly,
5. Preparing a Statement of Profit{ quarterly, semiannually, or
and Loss annually.

6. Preparing a Balance Sheet
Usually this operation is per-
formed only once every twelve
months, at the end of the fiscal
year. .

7. Closing the Books {
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Steps 5, 6, and 7 are listed in an arbitrary order. Which of
these three operations is done first, second, and third is a matter
of personal preference.

It will be noticed that the work sheet, an important piece of
accounting work, is not listed as a separate major opecration.
It develops in connection with steps 4, 5, 6, and 7 and is purely
an aid to an accountant. It is not a part of the book records.

An operation in which accounting plays a very important part
is not included as one of the distinctly major accounting steps.
This is the process of gathering the supplementary data essential
to recording adjustments. Taking the inventories of mer-
chandise and supplics; determining the amount of accrued
and dcferred items; ascertaining the amount of depreciation
applicable to various fixed assets; estimating the amount of
bad debts; and gathering other data requiring adjustments
represent a tremendous task in the usual business of any con-
siderable size.

Opcrations, such as totaling, balancing and ruling accounts,
correcting errors, posting adjusting cntries, and taking an
adjusted or a postclosing trial balance, while important, are not
considered major operations.

QUESTIONS

1. What is a work sheet? When and why is it prepared?
2. TIs a work sheet prepared before or after the adjusting journal entries?
The statements? The closing entries?.
3. Is a work sheet ever prepared without formal adjusting entries being
made; if so when and why?
4. Is o work sheet ever prepared without formal statements being
made? Explain.
6. Is a work sheet ever prepared without formal closing entries being
made? Ixplain,
6. Think of a ten-column work sheet and answer the following ques-
tions by numbers.
a. What columns supply the information for the adjusting entries?
b. What columns supply the information for the balance sheet?
¢. What columns supply the information for the statement of profit
and loss?
d. What columns supply the information for the closing entries?
e. What columns supply the information for the analysis of pro-
prietorship?
f. What columns are equivalent to an adjusted trial balance?



160

10.
11,
12,
13.
14.
15.
16.

17.

18.

19.

21.

ACCOUNTING FUNDAMENTALS [Ch. XIII

g. What columns supply the information taken from the ledger
before adjustments are made?

. Why are letters used alongside the amounts in Columns 3 and 4?
. a. Do any mixed accounts appear in Columns 1 and 2?

b. Do any mixed accounts appear in Columns 5 and 6? In 7 and
8? In 9 and 10?

a. An item in Column 5 is always extended to onc of what other
two columns? Why?

b. Anitem in Column 6 is always extended to one of what other two
columns? Why?

Is the net worth of an enterprise shown in one figure in the work

sheet? Explain.

What items, other than assets, may appear in the debit balance sheet

column?

What items, other than liabilities, may appear in Column 10?

To which two columns is the net profit added? The net loss?

The proprietor’s personal account appears in which balance sheet

column?

Indicate any differences between the balance sheet columns of the

work sheet and the postelosing trial balance.

Will the totals of the balance sheet columns of the work sheet agree

with those of the formal balance sheet? Explain.

a. Would the work sheet balance, if the amount of Notes Payable
were placed in Column 8 instead of Column 10? If the debit
balance of the proprictor’s personal account were placed in
Column 7 instead of Column 9?

b. If a work sheet balances, is it positive proof that the results
shown are correct?

Suppose the following items appear in Column 5. Give, by number,

the column to which cach is extended.

a. Insurance. f. Furniture and Fixtures.
b. Store Expenses, g. Depreciation of Buildings.
¢. Notes Receivable. h. Cost of Goods Sold.

d. Inventory of Store Expenses. 7. Prepaid Insurance.

e. Salaries. j. Bad Debts.

Suppose the following items appear in Column 6. Give, by number,
the column to which each is extended.

a. Sales. e. Rent Earned.
b. Reserve for Depreciation. f. Interest Collected in Advance.
¢. Notes Payable. g. Reserve for Bad Debts.

d. Accrued Salaries Payable. h. Interest Earned.

. List the steps in the accounting cycle of operations, in the order in

which you think they occur.
Must the formal statements be prepared before the books are closed?

Explain.



CHAPTER XIV
INVENTORIES, ACCRUALS, AND DEFERRED ITEMS

In Chapter XI it was shown that it is necessary to adjust a
set of books at the end of a period, because of -

1. The closing inventory of merchandise.
2. The closing inventories of supplics.
3. The unrecorded accrued items:
a. Accruals payable.
b. Accruals receivable.
4. Deferred items:
a. Deferred charges to subsequent periods.
b. Deferred credits to subsequent periods.
5. The depreciation of fixed assets.
6. The cstimated bad debts.
7. Other matters for which provision should be made.

In order to have more complete information about and to
decide the ultimate disposition of the adjustment items, each
of those marked with an asterisk in Chapter XI will be recon-
sidered in this or the following chapter.

The adjusting entries require the opening of a number of
new accounts. The new nominal accounts are cleared in
the closing process. 'The new real accounts are open on the books
after closing. Some of these real accounts will become nominal
in character, in part or entirely, during the ncw fiscal period.
Because some of these accounts will represent expenses or income
in whole or in part in the new period, it is considered desirable to
transfer their balances to nominal account titles. This transfer
is accomplished by entries which are known as readjusting,
reversing, postclosing, or reopening entries.

The process of readjusting the books is desirable but is not
imperative, as will be shown in the illustrations which follow.

161
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Readjusting Entry Defined

A readjusting entry is an entry made as of the first day of a new
period to transfer an adjustment item from a real to a nominal
account title. It is the reverse of an adjusting entry.

Inventory of Merchandise

Inventory of merchandise as defined in Chapter II is the
merchandise on hand at a given time. The inventory list
should show the composition and valuc of cach class of unsold
goods on a given date. It should include all merchandise on
hand which was acquired or produced for the purpose of selling
even though it is obsolete, shopworn or otherwise damaged.
Proper allowance should be made in valuing the substandard
goods.

In Chapter XTI it was shown that it is necessary at the end of a
fiscal period to determine the value of the merchandise on hand.
The bases for valuing inventories of merchandise used most
commonly by business concerns are

1. Cost.

2. Cost or market whichever is lower.

Cost value means the total of all expenditures made to acquire
and put the goods in a salable condition. It includes the invoice
price, transportation, handling and storage expenditures.

Market value means* ‘“the current bid price prevailing at the
date of the inventory for the particular merchandise in the
volume in which usually purchased. . .. ” The method of
valuing according to cost or market whichever is the lower is
approved by the Federal Reserve Board and the United States
income-tax authorities and is used generally. It is important
to understand that this method applies to cach item in the
inventory list and not to the total, as is indicated in the brief
illustration which appears on page 163.

The amount extended for cach item to the last column is
obtained by using the lower of its cost or market values. The
total of the last column is the cost or market whichever is lower
value of the inventory, a figurc which conservative practice
approves. The cost or market method of valuing inventory
avoids the anticipation of profits by valuing at cost in cases
where the market price is higher. It also avoids the postponec-
ment of a loss by valuing at market price when it is lower than

* United States Treasury Department Regulations.
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cost. To value unsold goods at a price higher than cost is to
anticipate profits. Profits are not made until goods are sold.
To valuc unsold goods at cost when they could be replaced at a
lower price is postponing a loss from the period in which the
decline in value occurred to the period in which the goods may
be sold.

COMPUTATION OF INVENTORY VALUE
Cost or Market Whichever Ts the Lower

Cost or Market
Cost Market Whichever 1s
Low
Item Count ower
Unit Total Unit Total Unmt Total

Beds -Single ... 20 835 00|38 700 00($38.00{$ 760.00($35.00{$ 700 00
Beds—Double e 15 45 00 675 00 40.00 600 00 40 00 600 00|
Dressing Tables ... 10 15 00 150 00 12 00 120 00} 12.00 120 00|
Chairs .. 10 3.00 30 00f 2.50 25 00f 2 50 25 00f
Total . . $1,555. 00 $1,505 00| $1,445 00

The same method of valuing inventory must be used con-
sistently. If it is not, the results of different periods are not
determined on the same basis and the possibility of making
valuable comparisons between periods is destroyed.

Inventorying merchandise at cost or market whichever is the
lower value may result in incorrect figures for cost of goods sold
and gross profit on sales in the profit and loss statement. For
example, if the inventory of merchandise on hand at the end
of a period cost $2,500.00 but on the cost or market whichever
is the lower basis is worth only $2,000.00, the incorrect profit and
loss statement appears as follows:

Sales. .. e e e $50,000.00

Cost of Goods Sold:
Inventory of Merchandise, January

) R T $ 2,000.00
Purchases....................... 40,000.00 $42,000.00
Less: Inventory of Merchandise, December 31,
19...... e e e 2,000.00
Cost of Goods Sold... ........cceviivriiit i 40,000.00
Gross Profit on Salcs. .. e S .. $10,000.00

The cost of goods sold and the gross profit on sales figures are
incorrect because $2,000.00 is not the cost of the inventory on



164 ACCOUNTING FUNDAMENTALS [Ch. XIV

hand at the end of the period. Itis the cost or market whichever

is the lower value; $2,500.00 is the cost value of the inventory.
A better way to present this statement is

Sales. . e e i e $50,000.00

Cost of Goods Sold:
Inventory of Merchandise, January

1,19_... .. . . $ 2,000.00
Purchases.. ... . . 40,000.00 $42,000.00
Less: Inventory of Merchandise, December 31,
19 ... et . 2,500.00
Cost of Goods Sold 39,500.00
Gross Profit on Sales. $10,500.00

The $500.00 decline in inventory value would be deducted as a
separate item in the Other Expenses and Losses section of the
profit and loss statement. (See Chapter XXVI.)

In Chapter XI $2,500.00 was the value of the inventory of
merchandise assumed to be on hand at the end of the period.
The following entry was given as the means of registering this
inventory value as a separate account on the books:

DeceEmBER 31, 19__
Inventory of Merchandise, 12/31/19__  2,500.00
Cost of Goods Sold 2,500.00
To place the new inventory on the books
in its own account.

The Cost of Goods Sold account was cleared in the closing
process but the Inventory of Merchandise, December 31, 19__
account is still open. The question now arises, is it desirable
to readjust this account or to leave it as it is?

A readjusting entry is not nccessary for two reasons

1. The Inventory of Merchandise, December 31, 19__ account
will be needed in the preparation of the next statement of
profit and loss, as the final inventory of merchandise of a
given period becomes the initial inventory of merchandise
of the next period.

2. The Inventory of Merchandise, December 31, 19__ account
on the books is a constant reminder of the value of the
merchandise carried over from the previous period. Unless
some error is found, the inventory of merchandise figure
should remain unchanged on the books during the following
fiscal period.
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Inventories of Supplies

Inventories of supplies as defined in Chapter II are supply
items such as stationcry, twine, wrapping paper, packing boxes,
etc.,, on hand at a given date. A separate inventory record is
made of each class of consumable assets.

Since supply items are consumed in a relatively short period
of time, it is the usual practice to charge expenditures for them
tonominal account titles, such as Office Iixpenses, Store Expenses,
and Postage. At the end of a period each of these accounts is
reduced by the value of unconsumed portions.

As was indicated in Chapter XI it is necessary at the end of a
fiscal period to make adjusting entries for the supply items on
hand. The entry given for the $50.00 assumed inventory of
store supplies in that chapter, was

DeceMBER 31, 19__
Inventory of Store Expenses 50.00
Store Expenses 50.00
To record the value of unconsumed store supplies
and to modify the Store Expenses account to
show the true expense.

The Store Expenses account was cleared in the closing process
but the Inventory of Store Expenses account is still open.

Since all supply items at the time of their purchase are con-
sidered to be cxpense transactions and are charged to nominal
account titles, it is desirable from the standpoint of consistency
to transfer the inventories of such items to their respective
nominal account captions at the beginning of a new period.

In the casc just cited this is accomplished by the following
readjustment cntry:

JANUARY 1, 19__
Stores Expenses 50.00
Inventory of Store Expenses 50.00
To transfer the balance in the Inventory of Store
Expenses account to Store Expenses

The above entry has another advantage. As expenditures
are made for Store Expenscs in the new period they are charged
to that title. The Store Expenses account will show, therefore,
at all times during the period, the aggregate of the amount
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carried forward and the new expenditures made under that
heading.

In case the above entry is not made as a readjustment, it must
be made as an adjustment at the end of the period. The read-
justment entry at the beginning of a new period is recommended
and is required throughout this text.

Accrued Items

Accruals payable as defined in Chapter II are accumulating
debts which arise out of services rendered to the business over
a period of time but which debts are not due. No business
paper, such as a purchase invoice, a check, or a note exists for the
amount of an accrual.

In Chapter XTI it was shown that the amount of each accrual
payable existing at the end of a period has to be recognized and
recorded on the books. The case used for an illustration in that
chapter assumed unrecorded salaries owing to cmployees but
not due at the end of the period, in the amount of $300.00.

The adjusting entry given for this fact was

DecEMBER 31, 19__
Salaries 300.00
Accrued Salaries Payable 300.00
To record unpaid salaries.

The Salary account was cleared in the closing process but the
Accrued Salaries Payable account is still open.  These accounts
appear on the ledger as follows:

Salaries
19_ 19 _ T
Dec.|31| (Total paid) 5,500,00{Dce.31| (Closing entry)| J 5,800[00
31| (Adjusting
entry) J 300,00
I _|.5,80000 | __|.5.800,00
| |

Accrued Salaries Payable

Dece.|31| (Adjusting
entry) J 300|00|
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The purpose of the Accrued Salaries Payable account is to
record the liability under this heading at the end of the period.
This liability will be satisfied on the first payday of the new
period when salaries are paid. Since salaries paid are charged
to the nominal account Salaries, it is desirable that a readjust-
ment entry be made to transfer the balance of Accrued Salaries
Payable account to Salaries. This is accomplished by the
following entry:

JANUARY 1, 19__
Accrued Salaries Payable 300.00
Salaries 300.00
To transfer the balance of Accrued Salaries
Payable account to Salaries.

Let it be assumed that the first payday of the new period is on
January 3, 19__, and that the amount of the salaries paid is
$375.00.

After the readjusting entry shown above and the cash dis-
bursecments entry for the salaries paid on January 3, 19 are
posted to the accounts in the ledger, the nominal and accrued
accounts for salaries appear as follows:

Salaries
19__
Dee.|31| (Total paid) .|31] (Closing entry)| J | 5,800/00
31} (Adjusting
entry) J
_ . 5,800 0.=OH
19_ ’ -
Jan.| 3| (Total paid) {CD 1| (Readjusting
cntry) J 300,00§
Accrued Salaries Payable
19 __ 19._
Jan.| 1| (Readjusting Dec.|31{ (Adjusting
entry) J 30000 entry) J 300I0_0ﬂ

The readjustment entry on January 1, 19__ transferred the
$300.00 liability from Accrued Salaries Payable to Salaries.
The showing of the liability in the nominal account made it
possible for the regular salary entry on January 3, 19 to
offset the record of the liability and to register the $75.00 salary
expense of the new period.



168 ACCOUNTING FUNDAMENTALS [Ch. XIV

As all accruals payable are comparable in character to the one
used in the illustration, readjusting entries should be made for
them.

Accruals receivable are accumulating claims which arise out
of services rendered by the business over a period of time but
which claims are not due. A particular accrual receivable may
be made up of a number of relatively small items which come
due at varying times. A good example is Accrued Interest
Receivable. This account shows the aggregate of accrued
interest on all notes receivable.

As in the case of accruals payable it is desirable to make read-
justment entries for accruals receivable. The purpose of an
accrual receivable account is to record an asset at the end of the
period. That asset will most likely be collected, in whole or in
part, during the new period but not as a separate item. It will
probably be collected as a part of a receipt from an income item.
It is desirable, therefore, that the accrual receivable be shown
as of the first day of the new period under a nominal rather than
an asset title.

The illustration in Chapter XI of an accrual reccivable at the
end of a period was accumulated interest on unmatured notes
receivable $8.00.

The adjusting entry for it was

DEcEMBER 31, 19__
Accrued Interest Receivable 8.00
Interest Earned 8.00
To add to the Interest Earnced account the interest
income which has not been received, and to sct up
an additional asset

The Interest Earned account was cleared in the closing process
but the Accrued Interest Reccivable account is still open.  Since
this asset Accrued Interest Receivable will be collected along
with interest earned in the new period, the balance of the asset
account should be transferred to the Interest Earned title. This
is accomplished by the readjusting entry

JANUARY 1, 19__
Interest Earned 8.00
Accrued Interest Receivable 8.00
To transfer the balance of the Accrued Interest
Receivable account to Interest Earned.
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Suppose $48.00 as interest on notes is collected on June 1, 19__
and that this collection includes the $8.00 which was accrued
at the end of the previous period.

After the readjusting entry given above and the cash reccipts
entry on June 1, 19__ are posted to the ledger, the nominal and
accrued accounts for interest appear as follows:

Interest Earned

19__ 19
Dec.31} (Closing entry) | J 118|00{Dec.|31] (Total
rececived) 110!00
31| (Adjusting
entry) J 800
. o 11800 . 118 OOP
19_ 19_ I B
Jan.| 1| (Readjusting June| 1| (Total
cntry) J 8100 received) |CR 48 OOH
Accrued Interest Receivable
19_ T hel T T
Dee |31] (Adjusting Jan. | 1| (Readjusting,
entry) J 8100 entry) J 8,00

The $48.00 credit to the Interest arned account offsets the
$8.00 claim for accrued interest carried over from the previous
period and registers the receipt of $40.00 for current interest
earned.

Deferred Items

Deferred charges are cxpenditures of one period that are to be
charged as cxpenses to a subsequent period or periods. Illus-
trations are inventory of store cxpenses, prepaid insurance,
prepaid rent, and prepaid interest.

Inventory of store expenses which was considered earlier in
this chapter is an illustration of a deferred charge. In that
case the amount of the deferred charge which benefits a sub-
sequent period is represented by the actual inventory of store
supply items. With accounts such as Prepaid Insurance and
Prepaid Rent, the deferred charge is represented by unexpired
services the benefits of which will be received in a subsequent
period or periods.
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The method of treatment given for inventory of store expenses
applies to all deferred charges if the original expenditures are
charged to expense account captions. In all such cases it is
necessary to adjust the expensc account at the end of the period
for unconsumed or unexpired amounts. The balance of the
inventory or other unexpired deferred charge accounts opened
by the adjustment entries should be transferred by readjustment
entries to expense account captions as of the first day of the new
period.

Not all deferred charge accounts are treated the same as
Inventory of Store FExpenses. For example, in Chapter X1 an
illustration of a deferred charge was developed from the following
facts:

Prepaid Insurance in the trial balance............. $500.00
Unexpired insurance, December 31, 19—........... 300.00
Cost of expired insurance for the period............ $200.00

The following adjusting entry was made:

DeceEMBER 31, 19__
Insurance 200.00
Prepaid Insurance 200.00
To reduce the Prepaid Insurance account by
the portion which expired this fiscal period.

The Insurance account was closed in the process of closing
the books but the Prepaid Insurance account is still open with a
debit balance of $300.00. It is not necessary to make any
readjusting entry for this account. All new expenditures for
insurance are charged to Prepaid Insurance. At the close of the
next period an adjusting entry similar to the one just given is
made for the amount of insurance expired.

Adjusting cntries may be more frequent than closing entries.
Books are closed ordinarily only once a year, but they may be
adjusted semi-annually, quarterly, or monthly, depcnding on
the number of times financial statements are prepared in a
fiscal year. Sometimes the adjustments arc not made on the
books but are made on work sheets from which the statecments
are prepared.

Suppose monthly statements are prepared for this business
where the expired insurance was $200.00 for the year. The
monthly adjusting entry under this situation is
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JANUARY 31, 19__
Insurance 16.67
Prepaid Insurance 16.67
To reduce the Prepaid Insurance account by
the portion expired in the month of January.

In the illustration the original expenditure was charged to
Prepaid Insurance, an assct title. It might have been charged to
Insurance, an expcnse account. Both are mixed accounts.
Ordinarily if the expenditure benefits the current fiscal period to a
greater extent than a subsequent period or periods, an account
with a nominal title is selected. In such cases the books are
adjusted for the unexpired part of the account. Conversely,
a real account title is used if the greater part of the expenditure
bencfits a subsequent period or periods. In a case of this kind,
which is the one presented by the figures given above, the books
are adjusted for the amount which has expired.

Deferred credits, as defined in Chapter II, represent receipts or
receivables of one period that will be earnings of a subsequent
period or periods. They represent items reccived or rececivable
which are not included in income until the period or periods in
which earned. They are liabilitics which are satisfied usually in
services or products.

In Chapter XI the facts used to illustrate this type of adjust-
ment were

Rent Earned account in the trial balance.......... $390.00
Rent collected but unearned in the period.......... 30.00
Rent income for the period.............. ........ $360.00

In this illustration rent collections were credited to the income
title Rent Earned. It was necessary at the end of the fiscal
period to adjust the Rent Earned account for the amount of the
rent collected but unearned in the period. This adjustment was
accomplished by the entry

DeceMBER 31, 19~
Rent Earned 30.00
Rent Collected in Advance 30.00
To reduce the Rent Earned account by the
amount collected in advance.

The Rent Earned account was cleared by the closing of the
books, but the Rent Collected in Advance account is still open.
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Since the amount of the rent collected in advance will be
income in the new period, it is desirable to transfer it to the
Rent Earned account. This is accomplished by the readjusting
entry

JANUARY 1, 19__
Rent Collected in Advance 30.00
Rent Earned 30.00
To transfer the balance of Rent Collected in
Advance account to Rent Earned.

The rent accounts in the ledger now appear as follows:

Rent Earned
19_| ) 19| |
Dec.[31] (Adjusting Deec.|31| (Total
entry) J 30(00 collected) 390,00
31| (Closing entry) | J 360|00 _
390000 | 390,00
19__
Jan.| 1| (Readjusting
entry) J 30’00u
Rent Collected in Advance
o | T ho | o |
Jan.| 1| (Readjusting Dec.|31] (Adjusting
entry) J 30,00 entry) J 30/00

The $30.00 rent collected in advance in the past period is an
income item in the new period. It is proper, therefore, that it
appears as of the first day of the new period under the income
account title Rent Earned.

Readjusting entries should be made for all deferred credits if
the original collections are credited to an income account title.
They are comparable in character to the rent illustration just
given,

If the original collections for rent arc not credited to the
nominal account title Rent Earned but to the liability title
Rent Collected in Advance, then the adjusting entry at the end
of the period is different and a readjusting entry is not necessary.
For cxample, suppose the rent collected in the past period was
credited to the account Rent Collected in Advance. The facts
would then be stated
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Rent Collected in Advance as shown in the trial

balance..........ooiiiiiiiiiiiii $390.00
Unearned rent collected in the period.............. 30.00
Rent earned in the period.............. ... ..., $360.00

In this case it is necessary to adjust the books at the end of the
period for the amount of rent earned by the following adjusting
entry:

DecemBER 31, 19__
Rent Collected in Advance 360.00
Rent Earned 360.00
To reduce the Rent Collected in Advance
account by, and to sct up the Rent Earned
account for, the amount earned in the period.

After closing, the accounts involved appear as follows:

Rent Collected in Advance

19 19
Dec.|31]| (Adjusting Dec.|31] (Total
entry) J 360(00 collected) 390(00
31| Balance 30,00
39000 | 390|00
— B et e T b
Dec.|31| Balance 30{00|
Rent Earned
19__ 19__
Dee.[31| (Closing entry) | J 360,00{Dec.|31] (Adjustment
T entry) J 360|00!

The Rent arned account was closed in the closing process but
the Rent Collected in Advance account is still open with a credit
balance of $30.00 which is the amount collected in advance.
Since, under this plan, new collections are credited to the Rent
Collected in Advance account, a readjustment entry is not
neeessary.

Generalizing from this last illustration it can be stated—
readjusting entries are not necessary if the original receipts or
receivables are credited to liability titles.

It is correct to credit receipts or receivables for income items
not yet earned, either to purely income titles or to deferred
credit titles. Thus, in the illustrations just -used, the $390.00
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rent collected was credited correctly either to Rent Earned or to
Rent Collected in Advance. Since the amount of a particular
deferred credit at the end of a period is usually smaller than the
amount earned by the account out of which it arises, it seems
desirable to credit to nominal account titles income items col-
lected in advance. This treatment requires adjustments at the
end of the period for the amount of the deferred credits and
readjustment entries as of the first day of the new period.

Guiding Principles on Readjustments

1. No readjustments are necessary with respect to
a. The inventory of merchandise.

b. Reserves for depreciation.

c. Reserve for bad debts.

2. So that the customary debits and credits to nominal
accounts may be made throughout the period, readjust-
ments are desirable with respect to accruals receivable and
accruals payable.

3. Deferred items may or may not need to be readjusted.

a. If the bookkeeper customarily debits or credits nominal
accounts when deferred-item transactions occur, readjust-
ing entries should be made.

b. If the bookkceper customarily decbits or credits real
accounts when deferred-item transactions occur, readjust-
ing entries should not be made.

4. Readjusting entrics are made as of the beginning of the
period.

The following chronological order of ledger operations must
be kept in mind:

Recording readjusting entries.

Recording the cash paid or liability incurred, or the cash
received or reccivable.

Taking a trial balance.

Recording adjusting entries.

Recording closing entries.

Ruling, totaling, and balancing ledger accounts where
necessary.

g- Taking a postclosing trial balance.

Sl

e &
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QUESTIONS

1. What is a readjusting entry? When is it usually made? Where is
it made? Why is it made?

2. a. Is a readjusting entry desirable for Inventory of Merchandise?

Explain. If desirable, give it.

b. Is a readjusting entry desirable for Inventory of Store Expenses?
Ixplain. If desirable, give it.

3. a. Give the adjusting entry necessary at the end of a period for store

salaries accrued in the amount of $120.00.

b. Give the readjusting entry, as of the first day of the new period,
for the fact in a.

4. a. Give the adjusting entry necessary at the end of a period for

$600.00 of Mterest accrued on bonds owned.

b. Give the readjusting entry for the fact in a.

¢. Suppose the readjusting entry requested in b was not made, what
entry or entries should be made when $3,600.00 cash is reccived as
interest on bonds? The $3,600.00 includes the $600.00 accrued.

b. Suppose most of the insurance policies of a business cover more than
a one-year period.

a. When insurance is purchased should it be charged to Insurance
or Prepaid Insurance? Why?

b. If the answer given to a is Insurance, what adjusting entry is
required at the end of a period? What readjusting entry, if any,
as of the beginning of the next period?

c. If the answer given to a is Prepaid Insurance, what adjusting
entry is required at the end of a period? What readjusting entry,
if any, as of the beginning of the next period?

6. a. What are the most common bases for valuing inventory of mer-

chandise?

b. Does cost value include transportation, handling, and storage costs?

¢. What do you mean by cost or market value whichever is lower?
Does this method apply to the total inventory or to cach item in
the inventory?

7. How can you justify writing down the value of inventory of merchan-
disc items to market values in a declining market and not justify
writing them up to market values in a rising market?

8. If inventory of merchandise is valued at cost or market whichever is
lower, is the figure obtained for cost of goods sold the real cost figure?
Is the gross profit on sales figure the real gross profit on sales amount?
Explain.

9. If the facts are known, is it possible to value inventory of merchandise
at cost or market whichever is lower and yet have the cost of goods
sold and the gross profit on sales figures correct? How?



CHAPTER XV
BAD DEBTS, DEPRECIATION, OBSOLESCENCE,
DEPLETION

In Chapter XI it was stated that the books of an enterprise
should be adjusted at the end of a period because of the estimated
bad debts and the depreciation of fixed assets. $The adjusting
entries for these items debited the nominal accounts Bad Debts
and Depreciation of Furniture and TFixtures, and credited the
real accounts Reserve for Bad Debts and Reserve for Depreci-
ation of Furniture and Fixtures. —

The nominal accounts opened by these adjustments are closed
in the process of closing the books. The real account titles are
open after closing. These valuation reserve accounts opcned
at the end of a period are created to offsct in part the asset
accounts they represent. They exist in lieu of credits to the
asset accounts and their balances should not be disturbed,
therefore, as of the first day of the new period. Readjustmept
entries are not necessary since reserve accounts do not become
income or expense items of subsequent periods. —

BAD DEBTS

\ The accrual basis of accounting makes necessary the adjust-
ment of the records to include all items that affeet income and
expenses whether or not cash has been received or paid. Busi-
nessmen who sell on a credit basis learn that it is almost impossible
to collect all of their rececivables because certain claims on
customers prove to be worthless in whole or in part. {-—

Purposes of the Reserve for Bad Debts

In Chapter II current assets were defined as cash and other
assets that will be converted into cash through the normal
operation of the business, usually in less than a year. The
current asset section of the balance sheet will not be correct unless

176
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the accounts and notes receivable are reduced by the anticipated
amount of uncollectible items.

The Reserve for Bad Debts account is a valuation account
set up for the purpose of modifying the value shown in Accounts
and Notes Receivable. It normally has a credit balance but
it is not a liability. ' Since it is impossible to forecast the par-
ticular receivable which will prove to be the source of a loss,
the Reserve for Bad Debts account is credited in the adjusting
entry.

In Chapter XI the estimated bad debts was considered to be
equal to 1 per cent of the $50,000.00 of net sales for the period.
The adjusting entry was

DeceMBER 31, 19__
Bad Debts 500.00
Reserve for Bad Debts 500.00
To adjust the books by the amount of esti-
mated uncollectible claims, 1 per cent of net
sales of $50,000.00.

What constitutes a reasonable estimate for uncollectible
claims varies between classes of businesses and with changes in
the general condition of business prosperity. Establishments in
the same line of business may not have the same relative losses
from bad debts because credit investigations and collection
policies differ. The length of the period for which credit is
extended is another factor causing differences between businesses.
Long credit periods are apt to result in greater bad debt losses
than shorter credit periods. For example, installment houses
may have greater losses from bad debts than enterprises which
sell the same kind of goods on shorter term credit.

Process of Estimating the Amount of Bad Debts

The chief difficulty in providing for uncollectible claims is the
determination of a reasonable estimate.

Four methods of estimating are of sufficient importance to
warrant consideration:

1. Percentage of Net Sales. The percentage of net sales
method estimates bad debts as a percentage of the net sales for
the period. The percentage figure is obtained by comparing the
actual bad debts of past periods with the net sales of the same
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Accounts Accounts
Time Net Sales Net Credit | Receivable Determined Bad Debts
Sales (Trade Worthless Recovered
Debtors)
Five years ago $ 150,000.00{$120,000.00{$13,000 00/ $ 750.00, —0-
Four years ago 170,000.00| 140,000 00| 12,000 00 850 00 $ 50 00
Three years ago 200,000.00{ 160,000.00| 16,000.00 850.00 60 00
Two years ago 240,000 00| 190,000.00{ 20,000 00 950.00 50 00
Last year 270,000 00| 210,000.00{ 21,000 00 900 00 40 00
Totals $1,030,000.00{$820,000 00/$82,000 00| $4,300 00| $200.00

The history of the last five years shows that approximately
four-tenths of 1 per cent of net sales, one-half of 1 per cent of
net credit sales and 5 per cent of accounts receivable proved to be
bad. The computation of these percentages follows:

Bad Debts to Net Sales Bad Debts to Net Credit Bad Debts to Accounts

Sales Receivable
$4,300.00 — $200.00 $4,300.00 — $200.00 $4,300.00 — $200 00
$1,030,000.00  — '00398 $820,00000  ~ ‘008 $82,00000  ~ 00

Unless the general condition of business prosperity in the
current period differs materially from that of the previous five
years, it is reasonable to expect that the past expecricnce with
respect to bad debts will continue. These percentages when
applied to the current figurcs show the following results:

Net Sales................. $250,000.00 X .004 = $1,000.00
Net Credit Sales......... . 200,000.00 X .005 = 1,000.00
Accounts Receivable....... 20,000.00 X .05 = 1,000.00

These calculations are approximately as they should be.
As only a certain proportion of the uncollected customers’
accounts go bad, the amount to be credited to the Reserve for
Bad Debts should be approximately the same, regardless of the
method used.

The application of rates determined by practical experience
has to be modified sometimes because of external or internal
factors, or both. The particular level of general business con-
ditions, a change in sales, credit or collection policies by the
enterprise or a change in its personnel or internal organization
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may be sufficient cause to justify the alteration of a rate based
on past experience. For example, the percentage used at the
end of a particular year may be less than the past history indi-
cates to be necessary, if

1. A period of prosperity is starting after a long period of
depression.

2. An efficient credit department is installed and the extension
of credit is guarded carefully.

3. A collection department is provided and is efficiently
managed.

Writing Off Bad Accounts

After all ordinary means have been exhausted and further
attempts to collect a balance due would entail an expense in
excess of the amount involved, the receivable should be written
off the books. There is no excuse for continuing such an account
as an asset.

If a set of books is kept on a cash basis no deduction may be
made from income for bad debts since income is not recorded
on the books until collected. For example, if a doctor does not
place his fees on his books as income until they are collected,
he cannot show any deduction from his income for the amount he
estimates he will be unable to collect.

In an enterprise where provision for future losses of existing
accounts and notes receivable has not bcen made, the Reserve for
Bad Debts account does not exist. In such a case if a particular
loss is recognized the amount of the account or note is charged
to Bad Debts. This method treats bad debts as a loss of the
year in which it is determined that there is no probability of
collection, regardless of the year of the sale. On the books of
such an enterprise the Bad Debts account will show the amount
of losses actually sustained during that period.

If a Reserve for Bad Debts account is provided for doubtful
claims on customers, it should be debited with all or any part
of an uncollected account as soon as the attending circumstances
indicate that it is worthless. The purpose of the reserve for bad
debts is to charge the period in which the credit arose rather than
the period in which the account proves to be uncollectible.
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Assume the following facts:

1. On December 24 last year $600.00 worth of merchandise
was sold to Frank Driscoll on credit.

2. On December 31 the trial balance showed
a. Sales (including Driscoll’s)............... .. $50,000.00
b. Accounts Receivable.................. ... .. 8,000.00

3. On October 12 of the current year a check for $240.00 was
received for the Driscoll account. It represented a scttle-
ment on the basis of forty cents on the dollar. As Driscoll
was insolvent this was all that could be collected.

The entries for these facts, if there is no Rescrve for Bad Debts
account, and if there is such an account, are as follows:

If Reserve IIad Been Created Equal to
Date If No Reserve 1 Per Cent of Sales
Dec. 31 Bad Debts 500 00
last year| No Entry Reserve for Bad
Debts 500,00
To adjust books by 1
per cent of Sales esti-
mated to be uncollect-
ible.
Profit and Loss 500.00
Bad Debts 500. 00
To close the Bad Debts
account to Profit and i
Loss. i
Oct. 12
this year| Cash 240 00 Cash 240.00
Bad Debts 360.00 Reserve for Bad Debts 360.00
Frank Driscoll 600.00[ Frank Driscoll G600 00)
Account settled on Account settled on ]
basis of $.40 on the basis of $.40 on the \
$1.00. Driscoll in- $1.00. Driscoll in-
solvent. solvent.

The following forms summarize the debits and credits to the
accounts Bad Debts and Reserve for Bad Debts in an enterprise
which uses the rescrve account.

Bad Debts

Is debited in the adjusting entry | Is credited in the closing entry‘
with the amount of bad debts ex-|with an amount equal to thc,

pense of the current fiscal period. | debit.
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Reserve for Bad Debts

[1s debited with all losses arising | Is credited in the adjusting cntryi
from bad debts. with the amount of bad debts ex-
pense of the current fiscal period.

In a fiscal period of twelve months the losses of accounts and
notes tend to close the Reserve for Bad Debts account, If it has
a debit balance at the end of a period, it represents an excess of
actual over estimated losses; if a credit balance, it represents an
excess of estimated over actual losses.

Recovery of Former Bad Debts

It sometimes happens that an account or note which was
written off as bad proves to be collectible. In order to have
the customer’s account show a complete history of all the trans-
actions with him, it is recommended that the collection of the
debt be handled through his account. To illustrate, assume that
Driscoll paid the balance of his account two years after it was
charged off. The following entries are nccessary whether a
reserve account was or was not used at the time Driscoll’s
unpaid balance was considered lost:

Frank Driscoll 360.00
Bad Debts Recovered 360.00
To charge Driscoll with ameunt previously
charged off as bad.
Cash 360.00
Frank Driscoll 360.00

To credit Frank Driscoll with check to cover
balance charged off, October 12, 19__.

At the end of the period the Bad Debts Recovered account
may be treated as any other credit nominal account and closed
as a gain of the period to the Profit and Loss account, and this
treatment is recommended. It may be credited, however,
directly to the capital account of the owner without going
through the intermediate Profit and Loss account. This latter
treatment arises out of the viewpoint that the item is a very
special gain which increases net worth because of excessive
charges to Bad Debts in prior periods. Under this plan, the
Bad Debts Recovered account is not shown as a part of the net
profit for the period.
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DEPRECIATION

In preceding chapters it was demonstrated that expenditures
for items consumed had to be considered expenses of the period
or periods in which used. Supplies were charged to the period
in which they were consumed. Insurance which expired in a
period was considered an operating expense of the period. In
the same way expenditures for most fixed assets must be appor-
tioned over the periods which receive the benefits from those
asscts. The expenditure for delivery equipment, for example,
is not a complete loss in the period when it is disposed of. A
portion of its value is consumed and is an expense to each period
of its useful life. The same is true of the cost of buildings,
furniture and fixtures and other fixed assets. Because fixed
assets are usually long lived the periodic decline in value should
not be ignored.

Definition

Depreciation may be defined as a cost or expense arising out of
the continuous lessening in the value of fixed assets caused
chiefly by wear and tear, the cffect of the elements, and gradual
obsolescence.

Several parts of this definition nced special emphasis:

1. Continuous Lessening. Depreciation begins as soon as the
asset is ready for use and continues until it is disposed of. It
will not depreciate so rapidly if kept in good repair but repairs
will not arrest the continuous lessening of its worth. Sudden
declines in value are not chargeable to depreciation. These
would include losses by fire, storm, theft, floods, carthquakes,
and other losses that come suddenly and unexpectedly. The
gradual and continuous lesscning in value is the very essence of
depreciation.

2. Value. Value means cost value and must not be confused
with exchange or replacement values. If an asset has rendered
service to the business equal to one-tenth of the possible service
that it is capable of rendering, it has depreciated regardless of
the fact that its exchange value may have increased. Fluctua-~
tions in the market value of fixed assets usually are ignored.

3. Fized Assets. Depreciation is limited to fixed assets. It
does not apply to current assets, 7.e., merchandise on hand is
inventoried and valued as explained previously.
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Not all fixed assets are subject to depreciation. For example,
it does not apply to land used or held for building or storage
purposes, nor to goodwill, as they are not affected by the chief
causes of dcpreciation. Some fixed assets like dishes in a
restaurant, electric insulators, and certain small tools are usually
100 per cent useful until broken. The decline in the value of
assets of this kind is measured ordinarily by subtracting an
appraised inventory value at the end of the period from the
balance of the ledger account. The difference represents the
cost of the asset chargeable to the current period.

4. Wear and Tear, Effect of the Elements, and Gradual Obsoles-
cence. 'The most important causes of depreciation are wear and
tear, effect of the elements, and gradual obsolescence although
they are not the only ones. Wear and tear refers to the shrinkage
in value caused by the use of an asset. The effect of the elements
refers to the influence of climatic conditions. Climatic condi-
tions cause certain asscts to decay or corrode and therefore
contribute to the lessening in their values.

Gradual obsolescence refers to the lessened value of fixed assets
due to successive improvements in the arts which make it
unprofitable to use some assets until exhausted. For example,
the experience of an enterprise may show that certain assets
which have physical lives of thirty years are discarded in eighteen
years because it is no longer profitable to use them. Inthe course
of cightecn years so many improvements and changes are avail-
able in asset modecls and productive methods that the assets
owned are discarded twelve ycars before the end of their physical
lives. (See section on Obsolescence.)

Some intangible assets such as patents, copyrights, licenses,
and leascholds decline in value because of the passage of time.
Their efficient lives are limited by law or contract.

The Problem of Depreciation

It is recognized generally that any tangible fixed asset, except
land used or held for building or storage purposes, depreciates
and that the amount of the periodic depreciation should be
charged to operations. The amount to be charged and the
method to be used present problems on which there is disagree-
ment. To determine the periodic amount of depreciation on an
asset, certain fundamental factors should be considered.
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Factors Influencing the Amount of Periodic Depreciation

To determine the amount of depreciation which should be
written off each fiscal period, three fundamental factors must be
considered:

1. Cost. Cost includes the purchase price or construction
cost of the asset, transportation, cost of installation, repairs at
the time of purchase to a property acquired in a partially worn-
out condition, and in the case of property under construction,
taxes, insurance, and interest. .

2. Estimated Useful Life. The estimated useful life of an
asset is the number of fiscal periods it is expected to be used
economically. The useful life does not start until the asset is
in position ready for use and continues until it is traded in,
scrapped, sold, exchanged, stolen, or wrecked.

To forecast this useful life it is necessary to learn about the
conditions under which the asset will be used, the effect of the
climate on it, and the policy of the owner with respect to repairs
and maintenance. It is difficult to forecast variations in use
caused by sudden obsolescence, inadequacy, and periods of
depression and prosperity.

Inadequacy refers to the inability of an asset to satisfy the
increasing requirements which arise out of changed market con-
ditions. Tor instance, the demand for the product of a machine
may increase to an extent that it is economically necessary to
discard the machine and replaceit with a model of greater capacity.

In the case of improvements made to leased property the
estimated useful life is the number of years remaining in the lease
provided the useful life of the improvements exceeds that of the
lease.

Two assets which are exactly alike may not have the same
useful life, particularly if used under different conditions. Metal
is affected sooner if near salt water; delivery trucks wear out
faster in hilly than in flat country; buildings used as stores do
not depreciate so rapidly as those of similar construction which
house machinery; assets not in use often deteriorate more rapidly
than if used, because of the action of the elements; assets in use
in a plant operating many hours each day have shorter lives than
those in a plant which works fewer hours each day; and those
operated by careless employees do not have so long a useful life
as those run by careful operators.
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3. Estimated Salvage Value. The estimated salvage value is
the amount expected to be realized at the time the asset is junked
or traded in. Salvage values are so low, usually, that this factor
frequently is not considered.

The difference between the cost and the estimated salvage
value is the amount of depreciation to be recovered during the
useful life of the asset.

Computation of the Depreciation Charge

The amount of depreciation is calculated usually on a time
basis. There are other bases only one of which—the per-
formance basis—will be illustrated.

The following facts are used to determine the amount of
depreciation under each method:

1. Cost of machine on January 1, 19__, $10,000.00.

2. Estimated useful life, ten years.

3. Estimated salvage value, $500.00.

4, Estimated units of output, 100,000.

5. Units of output first twelve months, 12,000.

Straight-line Method

The straight-line method charges depreciation to operations in
equal periodic amounts over the estimated useful life of the
property without regard to its performance. It is the method
in most common use because it does not involve extensive
mathematical computations and it effectively accomplishes its
purpose. Time is an important element in the straight-line
method. There are other methods in which time is an essential
factor but relatively their use is so infrequent that they will not
be explained.

Over a period of ten years, the depreciation charged off on
the machine in the illustration should equal $10,000.00 minus
$500.00 or $9,500.00. If the books are adjusted annually then
$950.00 or 914 per cent of cost will depreciate this asset during
its estimated useful life.

The following formulae indicate the method in summary form:

o L. Cost — Salvage
Periodic Depreciation = gar e ol Tife

Periodic Rate - Periodic Depreciation
. Cost
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The following table shows how the straight-line method affects
the operating costs and the asset values:

. Periodic Accumulated
Period . Depreciation Reserve Book Value
1 $ 950.00 $ 950.00 $9,050.00
2 950.00 1,900.00 8,100.00
3 950.00 2,850.00 7,150.00
4 950.00 3,800.00 6,200.00
5 950.00 4,750.00 5,250.00
6 950.00 5,700.00 4,300.00
7 950.00 6,650.00 3,350.00
8 950.00 7,600.00 2,400.00
9 950.00 8,550.00 1,450.00
10 950.00 - 9,500.00 500.00

$9,500.00

As indicated in the table the periodic charge to Depreciation
is $950.00. The Reserve for Depreciation account increases by
the same amount each period. At the end of the estimated life
of the asset the difference between the cost of the asset as shown
in the assct account and the allowance for depreciation as shown
in the Reserve for Depreciation account is the estimated salvage
value of the assct.

The book value of an asset is the value at which it is shown on
the books. Intheillustration above it is the excess of the amount
shown in the asset account over its related valuation reserve
account.

The straight-line method is also called the fired percentage of
cost method as it is a plan under which a constant perccntage of
the cost of an asset is written off each period.

Unit of Performance Method

The unit of performance method writes off the cost of an asset
in periodic amounts which vary according to performance. The
time element is not considered. Depreciation is charged to
periods in proportion to the use which has been made of the asset.

In the case of a machine each unit which is produced by the
asset is charged with its proportionate share of the estimated
depreciation of the asset. If, in the illustration, the machine
is capable of producing 100,000 units then each unit is charged
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with .095. In the first year if the machine has an output of
12,000 units the depreciation charge is $1,140.00; in the second
year if the output is 15,000 units, the depreciation charge is
$1,425.00.

Under this method
Cost — Salvage Value

Possible Performance Units
of Performance per Period

X Units

Periodic Depreciation =

Periodic Treatment on the Books

At the end of a fiscal period the values of the depreciable assets
on the books should be adjusted for depreciation by one of the
following two methods:

1. Write Down the Assets. To write down an asset the adjust-
ing entry debits a depreciation or other expense account and
credits the asset account, thus: Assume tools owned at a cost
of $2,000.00. At the end of the first yearly period the inventory
of tools is appraised at $1,600.00. Some of the original tools
have been broken, stolen, or discarded; others are badly worn.
These facts would be shown in the accounts as follows:

Tools
e [ (]
Jan.| 1| (Total owned) | | 2,000l00
DrcemBer 31, 19__
Depreciation of Tools
or % 400.00
Tool Expense
Tools 400 00
To adjust the books for the amount of depre-
ciation of tools.
DecemBER 31, 19__
Profit and Loss 400.00
Depreciation of Tools
or 400.00
Tool Expense
Depreciation of Tools
19 19 '
Dec.[31| (Adjusting Dec.|31]| (Closing
entry) J 40000 entry) J 400(00
{ I
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The Tools account appears as follows:

Tools
19_ f1o_ | |
Jan.| 1| (Total owned) 2,000{00]Dec.|31| (Adjusting

entry) J 400/00

The account Tools shows a debit balance of $1,600.00 which
is the estimated value of the tools owned at the end of the period
and the figure which appears in the balance sheet.

The method of writing down the value of the asset directly
may be followed for all depreciable assets but its use is limited
usually to depreciable assets with comparatively short lives
such as patterns and small tools.

2. Create Specific Reserve Accounts. The method of creating
specific reserve accounts provides a special reserve account for
each class of fixed assets subject to depreciation. In the case
of long-lived assets, it is desirable to show the investment in
each class of assets in separate asset accounts and the accumu-
lated shrinkage in their values caused by depreciation in sepa-
rate reserve accounts appropriately titled. In this way a more
complete history of the assets is available readily.

The entry necessary to adjust the books at the end of each
fiscal period debits the proper depreciation account and credits
a specific reserve account for each class of fixed assets.

The accounts for the figures shown in the table on page 187
appear as follows:
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Machinery
19_
Jan, | 1] (Original Coet) 10,000{00
Depreciation of Machinery
19 19
Dec. | 31| (Adjusting entry 1st yr.) J 950{00] Dec. | 31{ (Closing entry 1st yr.) J 950/00}
19_ 19
Deec. | 31} ( * * 2dyr.) J 950{00]Dec. | 31{( * “ 2dyr.) J 950@
19 19
Dec. | 3] ( “ “ 3dyr.) J1  950{00]Dec. | 31| ¢ * 3dyr) J 950/00
19__ 19_
Dec. | 31 ( " “ 4thyr) J 9509_9 Dec. | 31/ * “ 4thyr) J _ 950_02
19__ 19
Dec. | 31| ( * “ Bthyr.) J1  950[00]|Dec. | 31|¢ * “ 5thyr) J1  950]00]
19__ 19
Dec. | 31j( * * 6thyr) J| 95000 Dec. | 31} ( “ “ 6thyr.) J| 950]00
19__ 19
Dee. | 31{( “ “ 7thyr) J 950{00(|Dec. | 31/ ( “ Tthyr) J 95000
19_ 19
Dee. | 31 ( “ “ 8thyr) J 970(00|Dec. | 31{( “ “ 8thyr.) J 950/00
19__ 19__
Dec. | 31{( “ * 9thyr.) J| 950/00(Dec. | 31/( * * 9thyr.) J1  950[00
19__ 19_
Dec. | 31{(  * “ 10thyr) |J| 950{00|Dec. | 31j( “ “ 10th yr.) Ji 95000
Reserve for Depreciation of Machinery
19
Dee. | 31 (Adjusting entry 1st yr.) J 950/00
19__
Dec. | 31{( “ “ 2dyr) J 950{00§
19
Dec. | 31 ( “ “ 3dyr.) J 950(00
19__
Dec. | 31)( “ “ 4thyr) J 950100}
19
Dec. | 31} ( “ ‘“ 5thyr.) J 950100,
19__
Dec. | 31f ( “ “ 6thyr.) J 950/00
19__
Dec. | 31| ( “ “ Tthyr) J 950{00
19__
Dec. | 31{( “ “ 8thyr) J 950/00)
19
Dec. | 31| ( “ ‘“ 9thyr.) J 950,00}
19__
Dec. | 31{ ( ¢ “ 10thyr.) |(J 050100

The Depreciation of Machinery account is closed each year.
At the end of the estimated useful life of the machine, the differ-
ence between the asset account and its reserve account is the
estimated scrap value of the machine, $500.00.
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Reserve for Depreciation Account

A depreciation reserve account is a valuation account which
shows the amount by which an asset has been revalued because
of depreciation. It has a credit balance and exists in lieu of
credits to its related asset” It does not represent a fund which
will provide the cash with which to acquire another asset at the
time the existing one is replaced. A fund account is an asset
account; it represents cash, securitics, or other assets set aside
for a specific purpose. (Sce Chapter XXVI.)

Disposal of a Fixed Asset

A depreciable fixed asset although kept in ordinary repair
must be discarded eventually. Regardless of the cause of the
disposal, certain adjustments should be made in the records:

1. Depreciation should be provided for the current period to
the date of disposal.

2. The asset account should be relieved of the cost value of the
discarded asset.

3. The reserve account should be relieved of that part of its
balance which applies to the discarded asset.

4. If the asset is sold, traded, or discarded because no longer
serviceable and the amount realized differs from the book
value, the difference should be recorded in an account
which may be titled Profit through Disposal of Ifixed
Assets, or Loss through Disposal ‘of Iixed Assets.

5. If the asset is abandoned because of an accident the unin-
sured loss, if any, should be transferred to an account
descriptive of the loss, such as Fire Loss, or Loss from
Collision.

For purposes of illustration the example stated under Com-
putation of the Depreciation Charge on page 186 is continued
and appropriate journal entries are given:

1. After ten years of serviccable life the machine is sold for
cash on January 1, 19__ for its book value, $500.00.

JANUARY 1, 19__
Cash 500.00
Reserve for Depreciation of Machinery 9,500.00
Machinery 10,000.00
To record the sale at its book value of
machinery purchased, January 1, 19
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2. Suppose the machine is sold for $2,500.00 cash after eight
years of serviceable life.

JANUARY 1, 19__

Cash 2,500.00
Reserve for Depreciation of Machinery 7,600.00
Machinery 10,000.00
Profit through Disposal of Fixed
Assets 100.00

To record the sale for $100.00 more than
its book value, of machinery purchased,
January 1, 19__.

3. Suppose the machine is sold for $2,000.00 cash at the end
of eight years of serviceable life.

JANUARY 1, 19__
Cash 2,000.00
Reserve for Depreciation of Machinery 7,600.00
Loss through Disposal of Fixed Assets 400.00
Machinery 10,000.00
To record the sale for $400.00 less than
its book value, of machinery purchased,
January 1, 19_-.

4. Suppose the machine is traded in at the end of eight years
of serviceable life for another machine priced at $14,000.00.
The allowance on the old machine is $2,500.00; the balance

is paid in cash.

JANUARY 1, 19__
Machinery 14,000.00
Accounts Payable 14,000.00
To record the purchase of the new
machine.
Accounts Payable 2,500.00
Reserve for Depreciation of Machinery 7,600.00
Machinery 10,000.00

Profit through Disposal of Fixed
Assets 100.00

To record the transfer of the old
machine in part payment of the new

machine.

Accounts Payable . 11,500.00
Cash 11,500.00

To record the check given in full of
account.
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A profit or a loss account which arises out of the disposal of a
fixed asset may be treated as any other nominal account and
closed to the Profit and Loss account. This treatment is recom-
mended. It may be closed, however, directly to the account of
the owner on the theory that this special profit or loss arises from
excessive or insufficient depreciation charges in prior periods. In
either case, it must be considered for income-tax purposes.

The Effect of Capital Expenditures on Fixed Assets

The cost of fixed assets is increased by subsequent capital
expenditures, which may necessitate a change in the estimated
scrap value or a change in the estimated life of the asset. When
the cost, the estimated scrap value, or the estimated life of an
asset is changed, the periodic depreciation charge must be
changed.

The following procedure may be used to determine the new
figure for depreciation:

1. Compute the book value of the asset to the effective date of
the change.

2. Add any capital expenditure.

3. Deduct the newly estimated scrap value.

4. Divide by the newly estimated<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>