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PREFACE

Aecounting the Easy Way is designed for individuals with some knowledge of accounting
as well as those with none at all. This book presents the subject matter in a logical
sequence, with exercises after every appropriate topic within each chapter. These exer-
cises allow you to apply knowledge just learned and then check your work against the
solutions at the back of the book. This fourth edition also includes supplementary exer-
cises for each chapter, presented together in a separate section at the back of the book.
‘The first supplementary exercise for each chapter consists of questions relating to infor-
mation presented in the text for that chapter. Your ability to answer the questions to the
first supplementary exercise provides an indication of how well you understand the mate-
rial in the chapter. The remaining supplementary exercises are meant to be used to rein-
force your understanding or to assist you in cases in which the initial exercise proved
inadequate. The organization of these supplementary exercises is similar to the original
exercises presented in the body of the text. Key figures are provided, where appropriate,
to assist in verifying whether you d the supplementary ises correctly. Finally,
a comprehensive glossary includes definitions of important accounting terms.

Since no prior knowledge of accounting is needed to master the subject matter in
Accounting the Easy Way, the student will find this book an excellent self-study guide
and an invaluable companion to any textbook required in a survey-level college course on
principles of accounting. Unlike traditional college textbooks that present accounting
principles for various forms of business organizations at the same time, Aeccounting the
Easy Way concentrates on accounting for sole proprietorships and thus gives a simpler,
more direct presentation of the subject. The partnership and corporation forms of busi-
ness organizations are discussed briefly in the last two chapters of the book.

This fourth edition of Accounting the Easy Way presents the most up-to-date infor-
mation on the new tax code as it relates to this elementary course. The most up-to-date
withholding tax tables are used and illustrated. This book may also be used as a college
accounting textbook on the high school level. The presentation and organization meets
the traditional first term college accounting course curriculum.

I would like to take this opportunity to thank my wife, Amy, for her continuing
support and encouragement in the original writing and in this most recent revision of the
book. A special thanks to my son Howard for his invaluable patience and assistance in
instructing me in the use of the microcomputer and word processing software used in the
original and latest edition of this book.

Peter ). Eisen



CHAPTER 1

THE ACCOUNTING
EQUATION

Some Basics
WHAT IS ACCOUNTING?

Accounting 1s the art of organizing, maintaining, recording, and
analyzing financial activities. Accounting is generally known as the
“language of business.” The accountant translates this accounting
information into meaningful terms that are used by interested parties.
Every organization, whether organized for profit, nonprofit, charitable,
religious, or governmental purposes requires accountants.

Accounting may be divided into three areas: (1) public account-
ing, (2) private accounting, and (3) governmental accounting. The
public accountant, usually an employee of a CPA firm, is employed as
an independent contractor by a business to perform an auditing func-
tion: to review the accounting system used by the business, check the
correctness of financial statements, and give an opinion. The public
accountant also prepares income tax returns and provides management
advisory services. The private accountant, usually employed by a busi-
ness, records business activities and prepares periodic financial state-
ments. The governmental accountant performs the same functions
as a private accountant but is employed by a federal, state, or local
governmental agency.

WHO USES ACCOUNTING INFORMATION?

Accounting information is used by everyone. The manager of an
organization, who is charged with the responsibility of seeing that
the enterprise is properly directed, calls upon the accounting infor-
mation provided to make appropriate decisions. Investors in an enter-
prise need information about the financial status and future prospects
of an organization. Bankers and suppliers grant loans and extend credit
to organizations based on their financial soundness as evidenced by
accounting information. Customers are concerned about a company's
ability to provide a product or service. Emplovees are concerned
about the ability of the employer to pay wages and fringe benefit
packages.
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WHAT INFORMATION DOES AN ACCOUNTANT GATHER?

The accountant keeps track of all “business transactions.” A business
tr ion is any busi activity that affects what a business owns or
owes, as well as the ownership of that business.

What Are Assets?

EXERCISE 1

EXERCISE 2

EXERCISE 3

Those things that are owned by any business organization are known
as ASSETS. In order for an item to be considered an asset, it must
meet two requirements: (1) it must be owned by the organization, and
(2} it must have money value. OWNERSHIP is the exclusive right to
possess, use, enjoy, and dispose of property. MONEY VALUE exists
if @ buyer is willing to pay money to a seller for the property.

From the following list of items, indicate by checking the appropriate
box which items are or are not assets.

Ttem Yes Na

Cash

Automobile

Rented Apartment
Checks
Computer

Library Rook On Loan
Clothing
Postage Stamps

Grocery List
Fouod

Prepare a list of ten assets that you personally own. You may include
the assets listed in Exercise |, but attempt to list as many other per-
sonal assets as you can.

Prepare a list of ten assets that a business organization would own.
Attempt to list business assets that an individual might not have.

KEEPING TRACK OF ASSETS

Since there apparently are so many different kinds of asscts, how does
the accountant keep track of all of the assets? The accountant does not



EXERCISE 4

WHAT ARE ASSETS? 3

keep track of all of the assets individually, but rather combines assets
of a similar nature into commeon groups. For example, an individual
or business organization may have such assets as coins, bills, money
orders, and checks. These assets would be placed in a category or
grouping known as CASH. Thus, any money, regardless of its actual
form, would be known and categorized as cash. Cash also includes
money in bank of the individual that is available for payment
of bills.

Test your ability to assign specific assets to categories. Place the assets
listed below under the asset category headings that follow.

Traveler’s checks, tables, truck, typewriter, adding machine, lamp,
pencils, chairs, stati v, Wrapping paper, biles, coins, money

in bank, light bulbs, desk, pens, currency, showcases, computer, soft-
ware programs, computer printer, and toner cartridge.

Office Furniture and Office Delivery
Cash Supplies Fixtures Equipment Egquipment

1. What is the difference between office supplies and office
equipment?

2. A toner cartridge is considered an office supply, even though it is

an integral part of the computer printer. Why?

Will we replace a typewriter as frequently as a typewriter ribbon?

Why or why not?

4. What type of asset is a supply? (Short-life or long-life?)

5. What tvpe of asset is a computer? (Short-life or long-life?)

o

TYPES OF ASSETS

As the previous exercises indicated, assets may take many forms. While
they may be gmuped together into categories as in Exercise 4, they may

also be jered to be tangible and i gible assets as well. A tan-
gible asset is one that can be readily seen, md poss1b1‘_. touched, such
as those previously illustrated. They are physical assets. An i

asset is without physical qualities, but has a value based on rights or
privileges belonging to the owner.
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EXERCISE 5

The assets of an organization are usually divided into four cate-
gories: (1) current assets, (2) investments, (3) property, plant, and
equipment, and (4) intangible assets.

CURRENT ASSETS are defined as cash and other assets that can
reasonably be expected to be converted to cash, used up, or sold within
one year or less. Examples of current assets include cash, accounts
receivable (obligations due from customers), and supplies.

INVESTMENTS are generally of a long-term nature, are not
used in the normal operations of the organization and are not expected
to be converted to cash within the year. Examples of investments are
stocks and bonds of other organizations.

PROPERTY, PLANT, AND EQUIPMENT are long-term or
long-life assets that are used in the continuing operations of the organ-
ization and are expected to be used by the organization for more than
a year. These kinds of assets are also known as “Plant Assets.” Exam-
ples of these assets are land, building, machinery, and equipment.

INTANGIBLE ASSETS are usually of a long-term nature and
have no physical substance but are of value to the owners of the organ-
ization. Examples of these assets arc patents, copyrights, goodwill,
franchises, and trademarks.

Place the following assets in the appropriate columns of the form
following them: cash in bank, office equipment, First National City
bonds, patents, accounts receivable, office supplies, notes receivable
{due in ninety days), building, office machines, furniture and fixtures,
mortgage notes receivable (due in six years), store equipment, petty
cash, goodwill, factory supplies, and merchandise.

Current Assets Tnvestments Plamt Assets Intangible Assets

A COMMON WAY TO EXPRESS ASSETS

We have indicated that the accountant keeps track of all business trans-
actions. So far, the only business transactions we have discussed are
things that the organization owns, namely assets, In order to keep track
of these assets, there must be a common way of expressing these assets,
The common way of expressing the value of items in a business is
known as the MONETARY PRINCIPLE. All business transactions
are recorded in terms of money. Money is the only factor that is
common to all assets as well as to other iterns we will shortly be dis-



EXERCISE 6

EXERCISE 7

WHAT ARE ASSETS? 5

cussing. If we were to say that we have the asset “office supplies,” the
accountant would express the ownership of this asset in terms of a
money value assigned to it. The money value assigned would be based
on what the office supplies had cost when they were purchased. If we
acquired office supplies that had cost us $50, we would then say that
the value of the asset office supplies is $50. All things owned by and
owed to an organization, as well as the ownership of the organization,
will be expressed in terms of money value. Money or cash becomes the

c 1 d i in pr

ing infor

Determining Money Value of Assets

In the case of the office supplies illustrated, the value assigned was
based on the cost of the itemn. This is known as the COST PRINCI-
PLE. The cost assigned to the asset not only includes the purchase
price, but also transportation charges, installation charges, and any other
costs associated with placing the asset into use by the organization.

While every form of organization previously mentioned uses
accounting information, we will assume from this point on that we are
dealing with a profit-making business. We will further assume that
the business is that of a single owner (2lso proprictorship). A SOLE
PROPRIETORSHIP is a business that is formed by one individual.
This individual is considered the owner of the business and receives
any profits that the business earns and sustains any losses that the
business may incur. The assets which the business owns are separate
and apart from the assets that the owner may personally own. This is
known as the BUSINESS ENTITY CONCEPT.

Mr. Regal, the owner of a limousine service, purchases an automobile
from a local car dealer. The purchase price of the automobile is
$32,450. There are make-ready charges of $385, delivery charges of
$265, and applicable state sales tax amounting to 2,731,

1. Determine the cost at which the new automobile should be recorded
on the books of Mr. Regal’s business.

2. If, upon leaving the dealership, Mr. Regal was offered $35,500 for
the automobile, at what price should the new automobile be re-
corded on his records? Why?

3. Does Mr. Regal own the asset automobile? Why or why not?

Mr. Glenn is negotiating to buy a parcel of property for his business,
The seller of the property 1s asking $170,000 for the property. The
assessed value of the property for property tax purposes is $125,000.
The property is presently insured by the owner for $135,000, Mr.
Glenn originally offered the seller 130,000 for the property. Mr. Glenn
and the seller have agreed on a purchase price of $150,000. Shortly
after the purchase is made by Mr. Glenn, he is offered $175,000 for the
same property. At what price would Mr. Glenn record the property on
the books of his business?
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EXERCISE 8

EXERCISE 9

Recognizing the Proprietor’s Ownership

The proprietor in beginning a business contributes assets to the busi-
ness, These assets contributed may consist of cash, supplies, or equip-
ment. Each asset is assigned a money value based on the cost of the
asset to the proprietor. Since the proprietor is also the owner of the
business, those assets contributed represent the proprietor’s ownership
or equity in the business. A record is set up by the accountant to rep-
resent the proprietor’s ownership in the business. This record is called
CAPITAL.

CAPITAL is the ownership of the assets of the business by the
proprietor. For every asset that the proprietor contributes to the busi-

ness there is a corresp g value assigned to the record of pro-
prietor’s capital. A term frequently used interchangeably with capital
is EQUITY. In this i equity rep the ownership of the

assets of the business by the proprietor.

Ms. Taylor began a business on April 1, 200-, contributing to the busi-
ness the following assets: Cash, $3,000; Office Supplies, 8275; Office
Equipment, $700; Furniture and Fixtures, $2,100. Determine the value
of Ms., Taylor's ownership (CAPITAL) in the business.

1. What is the total value of the assets that Ms. Taylor contributed to
the business?
2. What is the value of Ms. Taylor’s ownership in the business?

Assets = Capital

From the above relationship we can develop a simple equation which
relates assets to capital. This equation will be expressed as: ASSETS
= CAPITAL. Thus, if Ms. Taylor contributed to the business assets
valued at $6,075, the equation would be expressed as:

ASSETS = CAPITAL
§6,075 = §6,075

If at some future date the proprictor contributes additional assets
to the business, both the value of the total assets and the value of the
capital will increase by the same amount, thus the equation would
remain in balance. Should the proprietor decide to take an asset out of
the business for personal use, this will cause a corresponding decrease
in the value of the total assets and the value of the total capital.

Using the chart presentcd b:low, show the effects on the cquation
caused by the followi t ions. After you have recorded
the transactions on lhc chart, add the individual columns and verify
that the equation is still in balance. (Remember that assets are set up
in various categories depending upon the nature of the asset. If a busi-
ness uses an existing asset to acquire another asset, this will only cause
a change in assets. There will be no effect on the proprietor’s capital.
Transactions 4 and 5 should not affect capital; they represent an
EXCHANGE OF ASSETS.)




EXERCISE
10

4

5.

WHAT ARE ASSETS? 7

The proprietor invested $5,000 cash in the business.
The proprietor invested a typewriter valued at $250.

. The proprietor took $200 out of the business as a permanent reduc-

tion in investment.

‘The proprietor purchased supplies for the business, paying for the
supplies with $75 in cash from the business.

The proprietor purchased an adding machine for 850, paving with
cash from the business.

ASSETS = CAPITAL
No. CASH + SUPPLIES + EQUIPMENT = CAPITAL
1
2
3
4
5
T
o
T
A
L

List the following headings on a sheet of paper. Cash + Accounts
Receivable + Store Supplies + Office Supplies + Furniture and
Fixtures + Equipment = Capital,

Record the following business transactions in the appropriate

columns. Identify each by number and after each transaction is
recorded, verify that the equation is in balance by FOOTING (adding)
the columns. The proprictor of the business:

b

10.

. Invested $20,000 in the business.
. Purchased furniture and fixtures for use in the business paying

$1,200 in cash.

Purchased store supplies paying $170 in cash,

Purchased equipment for use in the business paying 81,500 in cash.
Loaned a business associate $730 in cash which he promised to
repay in ten days.

Contributed office supplies to the business that had a value of $60.
Received a check for $300 in partial payment of the amount that
his associate has owed him.

Permanently reduced his investment in the business by taking out
a desk worth $100 and $900 in cash.

Returned equipment previously purchased and received a cash
refund of §175.

Bought office supplies paying $65 in cash.
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Expressing Borrowed Assets

In the previous two exercises we practiced recording business trans-
actions that affected assets and capital of the business. The owner of a
sole proprietorship will use the assets he or she contributed to the
business to acquire other assets that the business needs to function. In
some circumstances there may be inadequate assets available to meet
the needs of the business. When this situation occurs, it may be nec-
essary for the business to obtain the needed assets from other sources.

The most obvious way in which additional assets can be obtained
for the business is by borrowing. When cash or any other asset is bor-
rowed, the firm is said to have incurred a debt or liability. Regardless
of what is borrowed, it is customary to repay the obligation in cash.
When the obligation is initially incurred, the business obtains the asset
borrowed. At the same time, a liability is incurred which has to be
recognized as an obligation of the business. Until the debt is paid,
the creditor (the person to whom the money is owed) is said to have a
claim upon the assets originally loaned. A LIABILITY is defined as
the ownership of the assets of a business by its creditors. Notice that
this definition of a liability is identical to the definition of capital,
except for the last word. (Capital is the ownership of the assets of a
business by the proprietor). Since a liability is, by definition, not an
asset or ownership as evidenced by capital, it becomes necessary to
establish a third classification of items, namely that of labilities. Since
a liability is closely associated with the ownership of the business assets,
it is shown on the equation on the same side as capital. The term equity
as previously discussed was used synonymously with capital, Equity
significs ownership, thus it represents both capital and liabilitics in this
case. The final form of the equation, which is generally known as the
ACCOUNTING EQUATION, is:

ASSETS = LIABILITIES + CAPITAL

Liabilities may take many forms. If the owner of a business has
to borrow money and orally promises to pay back the obligation, this
abligation would be known as an ACCOUNT PAYABLE. If the
promise made took the form of a written document, such as an [OU
or a promissory note, then the obligation would be known as a NOTE
PAYABLE. Regardless of the form that the actual obligation takes, its
placement in the accounting equation would remain the same. Let's
assume the following information:

ASSETS = LIABILITIES + CAPITAL
$14,000 = =0- + $§14,000

‘The business borrows $6,000 from a local bank. What would happen
to the various classifications within the accounting equation? Show the
new totals (balances) as a result of recording the transaction.

ASSETS = LIABILITIES + CAPITAL
$14,000 = 0+ $14,000

+8 6,000 = +8$6,000 + o
§20,000 = _$6000  + $14,000

If at a later date the loan is repaid, determine the effects of the
repayment on the total value of the assets, liabilities, and capital.
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EXERCISE Calculate the value of the missing element of the accounting equation
11 in each of the numbered situations:

ASSETS = LIABILITIES + CAPITAL

1. $6000 =  $2,000 + ?
2. 85,500 = ? +  $2,300
3.7 = $4500 + §3,650
4. $10,550 =  $48% + ?
5. $B400 = ? +  §8,400

EXERCISE A. L. Brandon is the owner of the Brandon Small Appliance Repair

12 Shop. On January 1, 200-, the assets, liabilities, and proprietor's capital
in the business were: Cash, $2,000; Accounts Receivable, $400;
Supplies, $500; Equir $6,000; A its Pavable, $900; A. L.

Brandon, Capital, $8,000. The business transactions for the month of
January were as follows:

1. Paid 8300 of the outstanding accounts payable.

2. Received $100 on account (part payment) from customers.

3. Purchased $250 worth of supplies on account (on credit),

4. Returned a defective piece of equip that was purchased last

month and received a cash refund of $1,200.

Borrowed $1,000 from a supplier, giving word to repay the loan in

thirty days.

6. Paid creditor $200 on account (part payment).

7. Purchased equipment for $800, giving $200 cash and promusing to
pay the balance in sixty days.

8. Bought supplies paving $65 cash.

9, Received a $250 check from customer on account.

5.

Set up a chart using a form similar to that in Exercise 10. Record
the January | balances immediately under the various assets, liability,
and capital item headings. Record the business transactions listed
above. Be certain to label each transaction with the corresponding
number assigned, and foot the columns after each transaction has been
recorded to verify the balance of the equation. Notice that every
business transaction has a minimum of two changes. Transaction 7 has
three changes, but notice that the dollar change is equal, thus the equa-
tion in this case, as with all the business transactions, remains in
balance.

What Are Revenue, Expenses, and Profit?

Every business exists primarily to earn a profit. This profit is realized
through REVENUE received by an organization as a result of the sale
of a service or product by that business. Our primary concern will be
with a business that provides a service. Examples of persons in service-
oriented pations are lawyers, doctors, beauticians, real
estate and insurance brokers, and travel agents. The resulting profits
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of a service business belong to the owner (sole proprietor) of the
enterprise. The revenue generated through the services provided are
recognized as an increase in the capital of the owner. This is justified
because the profits that the business earns belong to the owner of the
business, and the revenue received should be reflected in the record of
ownership.

RECORDING REVENUE

If revenue of $500 cash is received by the business, this revenue should
be recorded as an increase in cash of $500 and a resulting increase in
proprietor’s capital of $500. Revenue may be received in forms other
than cash. An organization may receive payment for services rendered
in the form of other assets such as supplies, equipment, and even
someonc's word to pay at a future time (accounts receivable). The
effects on the accounting equation will still result in an increase in the
specific asset received and a corresponding increase in capital.

An increase in the proprietor's capital will result from not only an
investment by the owner, but also as a result of revenue received for
services provided.

RECORDING EXPENSES

Profit and revenue are not the same. PROFIT represents the income
that a business has earned after certain adjustments have been made.
Revenue is one component which permits the recognition of profit.
Every business, regardless of its nature, must incur certain costs in
order to operate. These costs are known as EXPENSES. Expenses are
generally referred to as the “costs of doing business.” Examples of
expenses that businesses incur are rent expense, insurance expense,
salary expense, and supplies expense. Expenses are also known as “nec-
essary evils,” because they must be incurred in order to obtain revenue
which ulti Iy will be translated into profits for the business. While
we learned that revenue causes an increase in capital, an expense will
have the opposite effect and result in a decrease in capital.

If rent expense for the month amounting to $300 is paid, this will
result in a decrease in the asset cash and a corresponding decrease in
proprietor’s capital.

A decrease in the proprietor’s capital will result from a permanent
reduction in the owner's inv in the busi from the pro-
prietor taking assets out of the business, and now as a result of the
payment of an expense.

Transaction Effect on Proprietor's Capital
Owner's investment Increase
Owner’s withdrawals Decrease
Revenues Increase

Expenses Decrease
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HOW REVENUE AND EXPENSES AFFECT CAPITAL

EXERCISE
13

When the proprictor makes the initial investment or subsequent invest-
ments in the business, this investment is said to be PERMANENT in
nature. An assumption is made that the assets contributed through the
investment will be used in the business on an ongoing basis to main-
tain the business and contribute toward future growth. The revenue
and expenses which affect capital are also used to determine if the busi-
ness has earned a profit. Since profit is determined periodically, these
records (revenue and expenses) are considered to be TEMPORARY in
nature. Also, when the proprietor borrows assets from the business, this
withdrawal is considered temporary.

PERMANENT CAPITAL = Proprietor’s Capital (Investment)
TEMPORARY CAPITAL = Revenue, Expenses, Withdrawals

In order to distinguish temporary capital from permanent capital,
the accountant maintains separate records for each specific kind of tem-
porary capital account. An ACCOUNT is a separate record maintained
for each category of asset, liability, permanent, and temporary capital
record. The proprietor’s capital account is only affected by changes
which are considered to be permanent in nature. Business transactions
which result in the receipt of revenue or the payment of expenses will
be recorded in separate specific accounts, These accounts will increase
and decrease in the same way as if the changes were made directly to
the proprietor's capital Just as r would be id
as an increase in the proprietor’s capital, it is expressed as an increase
in the specific revenue account. An expense, as a cost of doing busi-
ness, has a decreasing effect on the proprietor’s capital. Business trans-
actions directly affecting these expenses, while increasing the value of
the individual expense, still have a decreasing effect on the proprietor's
capital.

q
ed

Upon finishing law school, Carolyn Goldstein set up a law practice.
During the first month, she completed the following business
transactions:

1. Invested $3,000 cash in the business,
2. Purchased a law library for $1,200 cash,
3. Received $500 for services rendered.
4, Purchased office supplies on credit for $150.
5. Paid Rent for the month amounting te $300.
6. Sent a bill for $1,100 for services rendered.
7. Sent a check for $50 in part payment of accounts payable.
8. Received $200 from customers as a result of services previously
rendered and recognized.
9. Sent a check for $60 to the local utility company for costs incurred
in beginning service.
10. Borrowed $200 from the business (show the effect of this loan in
the Carolyn Goldstein drawing account),

Set up a chart using a form similar to that in Exercise 12, The
following account headings are to be used: Assets—Cash, Accounts
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Receivable, Office Supplies, Law Library; Liabilities—Accounts
Payvable; Capital—Carolyn Goldstein, Capital; Carolyn Goldstein,
Drawing; Income from Services; Rent Expense; Utilities Expense,
Record the business transactions listed above making certain to verify
the balance in the accounting equation as a result of each business
transaction. Remember, revenue increases capital. Expenses decrease
capital. Drawing decreases capital.

Summing Up

Accounting is the art of organizing, maintaining, recording, and
analyzing financial activities.

Accounting information is used by managers of all business organ-
izations. Others who may have an indirect financial interest in the
organization also make use of accounting information.

Business transactions represent economic events that affect the
financial condition of the business. The position of the organization is
represented by assets, liabilities, and capital.

Assets represent anvthing that is owned and has money value.
Assets are organized into groups. These groups are current assets;
investments; property, plant, and equi and i ible assets.

The assignment of costs to all noncurrent assets is based upon the
cost principle. The cost to be assigned to the asset includes all costs
necessary to make the asset operational for the business.

Liabilities are the claims upon the assets of the business by its
creditors. Liabilities may either be short-term or long-term obligations.
Accounts payable expected to be paid within a year are short-term
obligations. Notes payable, if not payable within a year, are considered
long-term liabilities.

Capital is the ownership of the assets of the business by the
proprietor,

The accounting equation is:

ASSETS = LIABILITIES + CAPITAL

Capital may be divided into two categories: permanent and tem-
porary. Per capital rep the investment that the owner
makes in the business. Temporary capital represents revenue, expenses,
and drawing (withdrawal).

All businesses are in business for the purpose of earning a profit.
‘This profit can be determined by comparing revenue with expenses.
The excess of revenue over expenses represents profit. If expenses
exceed revenue, the result is known as a loss. Resulting profit or loss
will cause a change in the proprictor’s capital.




CHAPTER 2

FINANCIAL STATEMENTS

What Are Financial Statements?

We learned that one of the functions of the accountant is to keep track
of accounting information. The accountant is also called upon to
prepare various reports from the accounting information. There are
three basic reports that the business organization uses on a regular
basis. These reports are the:

INCOME STATEMENT
STATEMENT OF CAPITAL
BALANCE SHEET

These financial statements present the accounting information in
formal reports that tell interested groups, such as managers, creditors,
prospective investors, and governmental agencies, how the business
is doing. These reports are prepared from information obtained from
the various business transactions that the business recorded. Thus,
transactions involving assets, liabilities, permanent and temporary
capital become the data used in the preparation of the financial
statements.

Financial statements are prepared at least once a year. The period
of time covered in a statement is known as the “accounting period.”
An accounting period may follow the calendar, in which case it begins
on January 1 and ends on December 31 of the same vear. A business
having such a system is said to have a calendar-vear accounting period.
Any business that has an accounting period consisting of twelve
months other than a calendar year is generally known as having a fiscal-
year accounting period. Organizations may prepare financial state-
ments for periods of time that are less than the one-year accounting
period. When such statements are prepared they are generally known
as “interim statements.” An interim statement 1s prepared for a period
of time other than a fiscal vear or calendar year. Examples of interim
statements would be statements prepared for six-month, three-month,
or even monthly periods. Regardless of the period of time covered by
the individual financial statements, the kind of information presented
by the various statements does not change.

13
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The Income Statement

The income statement is a report that p the r

and resulting net income or net loss for a business for a pmod of
time. The income statement is divided into two parts. The first part
is known as the “heading” and the second part is known as the “body™
of the report. The heading of the i asks three
questions:

Whose business is it?
What statement is being prepared?
When is it being prepared?

The body of the income statement lists the revenue and expenses. A
comparison of these two items will result in either a net income or net
loss. Where total revenue exceeds total expenses, the excess represents
the net income. Where the total of the expenses exceeds the total
revenue, then the difference represents a net loss.

Note the form of the following income

Regal Limousine Service
Income Statement
For the Year Ended December 31, 200-

Revenue:
Limousine Rental $24,000
Expenses:
Repairs Expense $ 2,350
Salaries Expensc 14,500
Gas and Oil Expense 3,000
Total Expenses 19,850
Net Income $ 4,150
Notice that the date assigned to the income statement covers a
period of time. This is true of all income statements regardless of
whether they are prepared for a one-year accounting period or for an
interim period.
EXERCISE T Referring to the Regal Limousine Service income statement, answer

the following questions:

1. What is the period of time covered by the income statement?
. What is the source of the revenue?

. What are the total revenues?

. What are the total expenses?

. Why is there a resulting net income?

. Is this an interim st ? Why or why not?

. Who does the net income belong to? Why or why not?

=1 da b B
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EXERCISE 2 Bambi Sands owns the New Wave Beauty Parlor. From the informa-
tion listed below, prepare an income statement for the month ending
January 31, 200-,

Revenue from Sales  $1,350 Rent Expense 3175
Salaries Expense 500 Supplies Expense 300
Service Revenue 4,580 Advertising Expense 850

The Statement of Capital

We learned in an earlier discussion that the proprietor’s capital account
represents his or her ownership in the assets of the business. Part of
the di ion centered d the fact that whatever net income the
business earns also belongs to the owner. The owner has the right either
to withdraw the profits that the business earns or to reinvest the income
in the business, If the latter approach is chosen, then the profits would
be added to the proprietor's capital record. If the proprietor withdraws
from the business more than the business earns, this results in a
decrease in proprietor's capital. Whichever approach is taken, it must
be reflected in the record of the proprietor’s ownership. The statement
of capital shows the changes that take place in the proprietor’s capital
over a period of time (usually an accounting period).

Because some information used in the statement of capital comes
from the income statement, the statement of capital is prepared after
the 1 t. The of capital mmum of two parts:
the heading and the body of the The h s the
same three questions as the income statement did: Whose statement?
‘What statement? When is it prepared?

Note the form of the following statement of capital.

Regal Limousine Service
Statement of Capital
For the Year Ended December 31, 200-

Avery Regal, (Beginning) Capital, Jan. 1, 200- : $23,200
Plus: Net Income for the Year §4,150
Less: Avery Regal, Drawing 3,200

Net increase in Capital 950
Avery Regal, (Ending) Capital, Dec. 31, 200- §24,150

‘The body of the statement of capital shows what has happened to
the proprietor’s record of ownership in the business during the year.
If the proprietor had made an additional i t in the busi
this would have appeared as an additional increase, in a fashion anm:lar
to showing the income for the vear. Changes in the proprietor’s capital
from the beginning of an acc ing period to the end of that period,
or a period as indicated by an interim statement, will occur as a result
of the following situations:




16 FINANCIAL STATEMENTS

1. A permanent increase in the proprietor's ir in the t
(Addition to Capital)

2. A permanent decrease in the proprietor's investment in the busi-
ness. {Subtraction from Capital)

3. The proprietor's withdrawal of assets from the business, usually in
anticipation of profits. (Subtraction from Capital)

4. ‘The recognition of net income for the period. (Addition to Capital)

5. The recognition of a net loss for the period. (Subtraction from
Capital)

In the Regal Limousine Services statement of capital, if the sub-
traction from capital had exceeded the addition to capital, this would
have resulted in a net decrease in capital, which would have been sub-
tracted from the original capital to arrive at the new capital balance.

EXERCISE 3  Prepare a statement of capital for the New Wave Beauty Parlor for the
month ending January 31, 200-, The proprietor, Bambi Sands, had a
beginning capital balance of $14,500. During the month she withdrew
81,600 in anticipation of profits. The net income earned for the month
amounted to $4,105,

EXERCISE 4 Albert Bradley owns the Bradley Cleaning Service. On January 1,
200)-, Mr. Bradley’s capital balance is $§20,500. During the vear the fol-
lowing activities affected his ownership (equity) in the business: net
income for the year was $18,300; on March 23, 200-, the proprietor
made an additional permanent investment in the business of §5,000;
during the vear the proprietor withdrew assets worth $15,600 from the
business. Prepare a statement of capital for the year ended December
31, 200-,

The Balance Sheet

The balance sheet shows the financial position of a business on a spe-
cific date. 1t represents a detailed presentation of the accounting equa-
tion. In chapter 1 the final form of the accounting equation was:

ASSETS = LIABILITIES + CAPITAL

The balance sheet provides a detailed listing of the various assets
that a business owns, the liabilities that are owed to the creditors, and
the value of the proprietor’s ownership of the assets of the business. It
is known as the bal sheet, t upon its completion it must be in
balance. In other words, the total value of the business's assets must be
in agreement with the total value of the liabilities and capital (total
equity) of the business. It is cumulative in nature in that it reports the
results of all the financial activities of the business since its formation.

The balance sheet may be prepared at any moment in time.
However, it is usually prepared following the preparation of the income

and the st of capital. This is due to the fact that the
balance sheet relies on the information obtained from the statement
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of capital in order for it to be properly and completely prepared. The
capital balance found on the balance sheet is obtained from the new
capital found on the last line of the statement of capital. While
the heading uf the balance sheet is basically the same as that of the pre-
vious fi its di 1, it does differ in one important
respect. The date assigned to the balance sheet does not cover a period
of time, but rather represents a moment in time. [f we were to prepare
a balance sheet on January 31, 200-, it would reflect the financial posi-
tion of the business at that time. This balance sheet would be differ-
ent from one prepared on the previous or the following day.

THE REPORT AND ACCOUNT FORMS

There are two forms that the balance sheet takes: (1) the report form
and (2) the account form. While both forms provide identical infor-
mation, their appearance differs according to the use to be made of the
forms by the accountant.

REPORT FORM
Regal Limousine Service
Balance Sheet
December 31, 200-
Assets
Cash $16,000
Accounts Receivable 2,500
Automobile Supplies 1,200
Limousines 38,000
Total Assets $57,700
Liabilities and Capital
Accounts Pavable $ 3,200
Notes Payable 30,350
Total Liabilities §33,550
Avery Regal, Capital 24,150
Total Liabilities and Capital $57,700
ACCOUNT FORM
Regal Limousine Service
Balance Sheet
December 31, 200-
Assets Liabilities and Capital
Cash $16,000 Accounts Payable § 3,200
Accounts Receivable 2,500 Notes Payable 30,350
Automobile Supplies 1,200 Total Liabilities 33,550
Limousines 38,000 Avery Regal, Capital 24,150
Total Assets $57,700 Total Liabilities & Capital  $57,700
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EXERCISE 5

EXERCISE 6

EXERCISE 7

EXERCISE 8

Referring to either form of the balance sheet just illustrated, answer
the following questions:

1. When was the balance sheet prepared?
2. How does the date on this balance sheet differ from the date on
the statement of capital or the income statement?
3. Can Avery Regal purchase another limousine for the business
paying cash of §19,9007 Why or why not?
4. What is the total equity of the Regal Limousine Service?
5. What is the total amount of Avery Regal's claim against the total
assets of the business?
6. What is the amount of the creditors’ claims against the assets of
the business?
7. What is the net income for the period?
8. What was the value of Avery Regal's ownership in this business
on January 1, 200- (beginning of the ing period)?
9. Inorder to prepare this fi ial which business reports
had to precede it and why?
10. What is the difference between the account form and the report
form of the balance sheet?

The New Wave Beauty Parlor had the following assets, liabilities,
and proprietor’s capital as of January 31, 200-: Cash, $2,380;
Accounts Receivable, §1,400; Beauty Equipment, $15,000; Bambi
Sands, Capital,’; Notes Payable, $2,275; Beauty Supplies, S80(;
Accounts Payable, 8300, Prepare an account-form balance sheet for the
New Wave Beauty Parlor. Note that the proprictor’s capital account
balance is not provided. Using the accounting equation will enable you
to determine the capital balance.

Betty Brody is the owner of the City-Wide Tax Service. For the year
ended April 30, 200-, this service business had the following infor-
mation; Cash, $12,500; Accounts Receivable, $3,700; Office Furnirure
and Fixtures, $11,300; Office Machines and Computers, $15,000;
Automobile, $9,500; Accounts Payable, $1,700; Betty Brody, Capital,
$32,000; Berty Brody, Drawing, $18,600; Revenue from Income
Tax Preparation, $21,300; Revenue from Monthly Clients, $43,800;
Salaries Expense, $12,500; Advertising Expense, $900; Rent Expense,
$6,000; Automobile Expense, $1,300; General Office Expenses, $7,500.

Prepare the City-Wide Tax Service's income statement, statement
of capital, and balance sheet for the vear ended April 30, 200-.

Based on vour reading and the completion of the 1ses in chap
2, answer the following questions:

1. What specific names have been given to the three accounting
reports we have discussed?

2. What is the order of the preparation of the accounting reports?
Why?



THE BALANCE SHEET 19

3. What is the name of the accounting report that may show either a
net profit or net loss for an accounting period?
4. What are the two main parts of the body of the income statement
known as?
5. If total revenue exceeds total expenses for an accounting period,
what is the difference called?
6. What accounting report shows the change that may take place in
proprietorship during the accounting period?
7. What are the two primary items that bring about a change in pro-
prietorship during the accounting period?
8. What business record shows the results of the proprictor's bor-
rowing assets from the business, usually in anticipation of profits?
9. What temporary capital records are found in the income statement?
10. What temporary capital record appears on the statement of capital?
11. In the body of a balance sheet, what are the two sections called?
12. Of the two forms of the balance sheet, which form more closely
approximates the accounting equation in form?

THE CLASSIFIED BALANCE SHEET

Regardless of the form of the balance sheet prepared, every balance
sheet we have prepared so far has been classified according to categories
of items. Assets, liabilities, and capital were grouped separately.

Classifying Assets

Assets we have learned may be further grouped according to the degree
of liquidity or the expected conversion to cash or the time it takes to
use up the asset. For analytical purposes, assets are classified as follows:

CURRENT ASSETS are cash and other assets that can reason-
ably be expected to be converted to cash, used up, or sold within
one year or less. Thus, on the classified balance sheet, current assets
would be listed first, based on their relative degree of liquidity (readily
converted to cash).

INVESTMENTS may be either short- or long-term asscts de-
pending on the nature of the investments. Generally, bonds are con-
sidered long-term investments, whereas stocks may be cither long- or
short-term investments. They generally appear immediately following
current asscts on the classified balance sheet.

PROPERTY, PLANT, AND EQUIPMENT are long-term in
nature and are used in the continuing operations of the business and
are expected to have a useful life of more than one year. They are also
known as plant assets and as fixed assets.

INTANGIBLE ASSETS are usually long-term in nature and are
traditionally shown after plant assets. Examples are patents, copyrights,
and goodwill.

Classifying Liabilities
Liabilities are classified in a similar manner. Liabilities are considered
to be CURRENT LIABILITIES if the obligation is to be settled

within one year or within the current accounting period. These debts
are usually settled with the payment of current assets, Examples of
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current liabilities are accounts payable, taxes pavable, salaries payable,
and notes pavable (if the obligation is due within one yvear). Following
current liabilities on the balance sheet are LONG-TERM LIABILI-
‘TIES, which are usually payable in more than a year. Examples of
long-term liabilities include bonds payable and mortgages payable. In
the vear in which a long-term liability becomes payable, it is usually
converted to a current liability (appearing under the current hability

heading of the balance sheet).

CLASSIFIED BALANCE SHEET—REPORT FORM

Regal Limousine Service
Balance Sheet

December 31, 200-

Assets
CURRENT ASSETS
Cash
Accounts Receivable
Automobile Supplies
Total Current Assets

FIXED ASSETS
Limousines
Total Assets

Liabilities and Capital
CURRENT LIABILITIES
Accounts Payable
Notes Payable (current)
Total Current Liabilities

LONG-TERM LIABILITIES
Notes Payable

Total Liabilities

Avery Regal, Capital

Total Liabilities and Capital

EXERCISE 9  Prepare a classified balance sheet for the North Shore Realty Co. As of
December 31, 200-, the following assets, liabilities, and proprietor’s

capital appeared for the business:

Cash

Office Equipment
Insurance

Office Salaries Payable
Samuel Fields, Capital
Office Supplies
Accounts Payable
Automobile

Accounts Receivable
Mortgage Payable

$2,960
2,005
o

60
6,900
75

65
2,030
125
200
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Summing Up

All businesses are organized and maintain records based on an account-
ing period. An accounting period covers a twelve-month period based
either on the calendar vear or any other complete twelve-month period
known as a fiscal period. Whether the business is on a calendar or
fiscal year, it must prepare various statements to satisfy the needs of
governmental organizations (federal, state, and local), as well as other
interested parties. In addition, the accountant may be called upon to
prepare these statements for a period of time less than a complete
accounting period. These reports are known as interim reports. There
are basically three financial reports that are prepared: the income state-
ment, the capital statement, and the balance sheet. Each statement
provides different information.

The income st pares the r earned for a period
of time with the expenses incurred for the same period. If the revenue
exceeds the expenses, the excess is known ag net income. When total
expenses are greater than revenue, the resulting difference is known as
a net loss,

The capital statement reflects the change that takes place in the
proprietor's capital account as a result of business activities of the firm.
A change in the investment, the recognition of net income or loss, the
recognition of proprietor’s drawing in anticipation of profit, all have
an effect on the proprietor’s capital account at the end of the specific
accounting period.

The balance sheet shows the financial position and condition of
the organization at a specific moment in time. A balance sheet consists
of a detailed listing of the values of the various assets, liabilities, and
proprietor’s capital at a specific date. The balance sheet relies on the
preparation of the statement of capital for the determination of the new
proprietor's capital balance. ‘The statement of capital also relies on the
income statement preparation for the determination of the change in
capital for the particular period. Thus, the order of preparation of the
financial statement will never change due to this relationship.

In addition to listing assets, liabilities, and proprictor's capital, a
more detailed balance sheet known as a classified balance sheet may be
prepared. The primary bencefit of the classified balance sheet is that
it categorizes assets and liabilities in significant groups according to
the useful life of the items. In general, asscts that can be expected to
be used up or converted to cash within one year, and habilities which
will be paid within one year, are classified as current items. Those assets
and liabilities that are expected to exist for more than one year are gen-
erally grouped as long-term items.

Remember that up to this point we have been dealing exclusively
with a sole proprictorship form of business. The form and content of
financial statements vary according to the nature of a particular busi-
ness organization. At this point, however, it would be counterproduc-
tive to illustrate corporate or partnership financial statements. They
will be presented in future chapters dealing specifically with those
forms of business organizations.




CHAPTER 3

RECORDING BUSINESS
TRANSACTIONS

What Are Business Transactions?

Business transactions are any business activities that affect what a busi-
ness owns and owes, as well as the ownership of the business. We have
learned in chapter 1 to keep track of business transactions by using an
expanded form of the accounting equation. Most businesses, however,
are involved in daily business transactions so numerous as to make this
method unwieldy. Since we cannot expect an accountant to remember
everything that has happened to the value of a specific asset or keep a
mental note of all the numerous records of an organization, another
method must be devised to record business transactions.

INFORMATION TO KEEP TRACK OF

When we added a business transaction to the accounting equation, we
showed the change that took place in the specific record. This increase
or decrease is an important part of our record, but we also want to keep
track of the date that a particular transaction takes place. Some form
of explanation is also helpful, especially if the specific item acquired
might not be apparent from the title of the record we maintain for it.
Thus, the three kinds of information that every business transaction
should contain are:

1. The date of the transaction;

2. An explanation of the transaction (where necessary);

3. The amount of the transaction and whether it represents an increase
or a decrease.

CHANGES RESULTING FROM A BUSINESS TRANSACTION

22

Every business transaction involves at least two changes. A review of
the business transactions affecting the accounting equation will vividly
illustrate this statement. 1f we were to acquire the asset equipment and
give in payment the asset cash, we can sce that both records are affected.
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‘This is known as double entry. If we were to acquire the asset supplies
and at the same time also acquire the asset equipment as a result of
paying cash, this would also be considered double entry. This is known
as double entry because the total value of the two assets obtained would
be equal to the value of the asset cash given up.

WHERE TO RECORD BUSINESS TRANSACTIONS

Business transactions are recorded in a record that is known as an
ACCOUNT. Each asset, liability, and capital record that we maintain
would be kept on a separate account page. The purpose of the account
is to facilitate the recording of the essential information gencrated by
the business transaction. The account is represented by a separate page
for each asset, liability, and capital record. These individual account
pages are kept in a bound or looseleaf type binder known as a
LEDGER. If we were to record the purchase of equipment and a
resulting payment of cash, it would be necessary to set up two accounts
in the ledger. The first ledger account would be headed with the name
“Cash.” The second ledger account would have the heading “Equip-
ment.” Changes made to these respective assets would then be recorded
on the specific account pages.

The Account
THE STANDARD FORM

Account Name

The standard form of the ledger account is very similar to the
basic account form of the balance sheet. The account form of the
balance sheet consists of two sides. In its simplest form the ledger
account is known as the “T™ account because it looks like the capital
letter “T," just as the account form of the balance sheet does. The
standard form of the account is illustrated below. This is the most
widely used form.

Account No.

Date

Item PR| Debit | Date Item PR| Credit
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The three major parts of the account form are: (1) the account
title, (2) the DEBIT side, and (3) the CREDIT side. The account is
divided into two equal parts. The left, or debit, side has provisions for
the date, item (explanation), and amount. The right, or credit, side also
has provisions for the date, item (expl ion), and

MAKING ENTRIES IN LEDGER ACCOUNTS

Each part of a business transaction will have an affect on a specific
ledger account. The effect will either be an increase or a decrease in
the existing account. In order for an account to exist it must have a
Balance. This BALANCE represents the value or worth of the specific
account at a moment in time, When a balance sheet is prepared, it rep-
resents the balances from the accounting equation at a moment in time.
The value of each asset, liability, and proprietor’s capital as shown on
the balance sheet can then become the basis for establishing the indi-
vidual accounts in the ledger. Using the account form of the balance
sheet provides an outline of how the balances in the individual ledger
accounts should be shown. The following simple balance sheet will
be used to illustrate recording the beginning balances in the ledger
accounts:

Assets
Cash

Total Assets

Regal Limousine Service
Balance Sheet
December 3, 200-

Liabilities and Capital

$16,000 Accounts Pavable $ 3,200
A. Regal, Capital 12,800
$16,000 Total Liabilities & Capital $16,000

Note the side of the balance sheet on which the assets are shown.
Since the assets are shown on the left side of the balance sheet, we will
show this balance on the left side of the ledger account for this asset
and all assets. The beginning balance of all asset accounts are shown
on the left side (debit side) of the account.

Cash

$16,000

The liability and proprietor's capital account balances are shown
on the right side of the balance sheet. The beginning balances of all
liability and proprietor's per capital will be shown on
the same side as they appear on the balance sheet. Thus the beginning
balances of all liabilities and proprietor’s permanent capital accounts
will be shown on the right side (credit side) of the ledger account.

Accounts Payable A. Regal, Capital

] $3,200 | $12,800
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RECORDING ASSET CHANGES

‘The beginning balances for all assets are recorded on the debit or left
side of the account. This balance on the ledger account will appear in
the same position as it appears on the balance sheet. T'he asset account
cash is said to have a debit balance.

When we wish to record an increase in any asset account, the
increase is shown on the same side as the beginning balance of the
account. [f we were to show an increase in the asset cash, this increase

. appears on the same side of the ledger account as did the original
balance.

Since the balance and any subsequent increase is shown on the
debit or left side of the ledger account, any decrease in an asset account
will be shown on the opposite side of the account. A decrease in any
asset account will be shown on the right, or credit, side of the account.
The following illustrative account will apply to all assets:

Asset Accounts

Beginning Balance | Decreases
Increases

If we wished to know the new balance in the account after changes
have taken place in it, we would add both sides of the account and
determine the difference between the totals. The excess of debits
over credits would give us a resulting balance known as a DEBIT
BALANCE. This is a normal balance for an asset account. If the
resulting balance was zero, this would indicate that total debits equaled
total credits and that the asset has no value at that point in time. It is
possible for an asset account to have a credit balance. This, however, is
quite unusual, so we will defer this discussion to a later chapter.

RECORDING CHANGES IN LIABILITY AND PERMANENT
CAPITAL ACCOUNTS

‘The beginning balance of the proprietor’s permanent capital account
and all liability accounts are shown on the same side of the account as
the side that they appear on in the balance sheet. To record an increase
in capital or a liability account we would credit the account. An increase
in a capital or liability account is shown on the same side as the begin-
ning balance in that account. If we were to record an additional obli-
gation in the form of an accounts payable, this would be credited to the
liability account, accounts payable. Any time a liability account is cred-
ited, this results in an increase in the value of that account. Should the
proprietor make an additional investment in the company, this would
result in an increase in the ownership as reflected in the proprietor’s
capital account. To record this increase, the proprietor’s capital account
would be credited. The beginning balance and any increase in a
liability and permanent capital account are recorded as credits to the
account, When an account is being credited, yvou are recording the entry
to the right side of the account.
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EXERCISE 1

EXERCISE 2

When a liability or permanent capital is to be decreased, this
reduction 1s shown as an entry on the left side or debit side of the
particular account. Any time there is to be a decrease in the value
of a liability or permanent capital, it is recorded as a debit. The
following account illustrates where changes take place in the ledger
account:

All Liability and Permanent Capital Accounts

Decrease Beginning Balance
Increase

If we are interested in finding the new balance for any liability or
per capital we would total both the debit and credit
columns of each account. If we were then to subtract the total debits
from the total credits, the resulting difference would cither represent a
credit balance or a zero balance. When total credits exceed total debits,
the resulting difference is called a credit balance. When total credits are
equal to total debits, a zero balance will result.

Answer the following questions to test your understanding of the
materials just presented:

1. Where does the accountant keep track of the changes in the value
of specific assets, liabilities, and the proprietor's capital?

2. What is the bound or looseleaf type book in which individual
records of assets, liabilities, and proprietor’s capital are kept?

3. What are the three kinds of information that appear on each side
of the “T" account?

4. What is the left side of the ledger account known as?

5. What is the right side of the ledger account called?

6. On which side of the account are the beginning balances for assets
shown?

7. On which side of the account do we show increases in assets?

8. On which side of the account do we show the beginning balances
for the proprietor's permanent capital and all labilities?

9. On which side of the account do we show increases in the
vialue of the various liabilities and proprietor's permanent
capital?

10. Where are decreases in the value of assets, liabilities, and propri-
etor’s permanent capital recorded in the account?

11, What does the term “balance” refer to?

12. What does the term “double entry™ mean?

13. What document may assist us in remembering where to record the
beginning balance for an item?

14. How may we determine the balance in a ledger account after trans-
actions have been recorded in it?

From the following balance sheer, set up the ledger accounts in *T"
form and record the beginning balances. Be certain to head up the
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account properly and also date each entry in the individual accounts to
correspond with the date of the balance sheet.

Jill Baxter
Balance Sheet
January 1, 200-

ASSETS

Cash § 4,000

Service Supplies 2,000

Furniture and Fixtures 7,000
Total Assets $13,000

LIABILITIES AND CAPITAL

Accounts Pavable § 2,000

Jill Baxter, Capital 11,000
‘Total Liabilities and Capital Sl3,ﬂﬂq

EXERCISE 3 Using the ledger accounts completed in Exercise 2, record the follow-
ing business transactions for the month of January 200-

Jan. 4 Received cash amounting to $5,000 as a result of returning
furniture and fixtures that had recently been purchased.

8 Sent out a check for $600 in partial payment of the accounts
payable.

14  Jill Baxter, the proprietor made an additional investment in
the business by contributing furniture and fixtures valued at
$1,500.

26 Purchased additional service supplies for $200. Agreed to
pay the obligation in thirty days.

3 Purchased service supplies paving cash of $50.

After vou have recorded the transactions in the appropriate ledger
accounts, find the balances in the respective accounts. After you have
found the balances, prepare a balance sheet for Jill Baxter, dated
January 31, 200-, Remember to use the balances that you have just
determined from the individual ledger accounts.

ANALYZING BUSINESS TRANSACTIONS

The process of recording business transactions as in Exercise 3 should
be done using the process of analyzing the various business trans-
actions, To merely debit cash and credit furniture and fixtures for
$5,000 on January 4, 200- is not sufficient. While the entry is correct,
there is no indication of what has taken place.

The analysis for the January 4 entry should be:

1. The assct cash increased; therefore, we debit the account.
2. The asset furniture and fixtures decreased; therefore, we credit the
account.
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Analysis will always entail classifying the account as either an asset,
liability, or form of capital. Then it is v to indi the chang
and whether the change is a debit or a credit.

The analysis of the transaction on January 26 would be:

1. The asset service supplies increased; therefore, we debit the account.
2. The liability account, accounts pavable increased; therefore, we
credit the account.

‘The analysis of the transaction of January 15 would be as follows:

1. The asset furniture and fixtures increased; therefore, we debit the
account.

2. The capital account, Jill Baxter, capital, increased; therefore, we
credit the account.

1t is obvious that the accountant must be thoroughly familiar with
how to record an increase and a decrease in the various accounts,

RECORDING TRANSACTIONS IN TEMPORARY
CAPITAL ACCOUNTS

Ledger accounts, in to being est d for all assets,
liabilities, and proprietor's capital, must also be set up for temporary
capital accounts. The temporary capital accounts for a sole proprictor-
ship consists of revenue, expenses, and the proprietor's drawing
account. Since these accounts are directly related to permanent
capital, and will affect proprietorship as evidenced by the statement
of capital, changes in these accounts will mirror the changes in per-
manent capital.

An increase in permanent capital is recorded as a credit to the
account. Since revenue represents an increase in capital, all revernue
entries in the ledger account will be recorded as a credit.

A diel hiliek

A. Regal Capital Income from Services

$10,000 $200

The preparation of the income statement compares revenue with
cxpenses. If the Iting diffe is net i , it is the net income
that is shown as an increase in capital. If there were no expenses, then
total revenue would cause a direct increase in capital. Since the
accountant must keep track of expenses as well as revenue, specific
cxpense accounts are cstablished. Since expenses have a decreasing
effect on net income, they would also cause an indirect reduction in
permanent capital. Just as a decrease in proprictor’s capital is recorded
as a debit, the recognition of an expense on the ledger account will be
recorded as a debir. All expenses recorded in their respective accounts
are recorded as debits. As the amount of the same expense is recorded
numerous times during the month (e.g., salaries expense), each entry
is recorded as a debit. As the total value of the expense increases, the
proprietor’s capital decreases,
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The proprietor's drawing or personal account will also decrease
the proprietor’s permanent capital, as evidenced by the statement of
capital. The proprietor uses the DRAWING ACCOUNT to take cash
and other assets out of the business, for personal use, in anticipation
of profits. If the business were to neither recognize a profit, nor sustain
a loss, the drawing account would cause a reduction in permanent
capital. Entries to the drawing account would be recorded as a debit.
The following “T™ accounts illustrate the entries as they would appear
in the drawing and expense accounts. Notice their relationship to the
normal balance in the proprietor's permanent capital account.

A. Regal, Capital  A. Regal, Drawing  Salaries Expense

$10,000  $100 $50
50

To find the balances in these ledger aceounts, it would simply be
a matter of adding (footing) the cblumn in which the amounts appear.
The balance in income from services is a credit balance of §200. The
balance in A. Regal, drawing is a debit balance of $100. The balance

in the salaries expense account is a debit balance of $100.

THE RULE OF DOUBLE-ENTRY ACCOUNTING

We have learned that every business transaction involves at least two
changes. The two changes must agree as to amount. The change must
cause the accounting equation to maintain its equality. Now that we are
recording transactions directly in the ledger accounts, the concept of
double-entry accounting must be applied completely.

For every debit entry, there must be a corresponding credit entry
of the same amount. When recording a simple business transaction,
such as an investment of §1,000 in the business by the proprietor, the
following entries in the ledger accounts would be recorded: Debit the
asset cash for $1,000; credit the permanent proprietor's capital account
for $1,000.

If a d busi tr ion such as the purchase of sup-
plies for 8100 equipment for $300, and the payment of $400 cash takes
place, the following entries to the ledger accounts would be recorded:
Diebit the asset supplies for $100; debit the asset equipment for $300;
credit the asset cash for $400. The requi of doubl try
accounting have been met because the total debits are equal in amount
to the total credits. A compound entry may represent any number of
accounts being debited and credited at the same time. The important
concept to remember is that total debits (dollar amounts) must egual
total credits (dollar amounts) for every business transaction. In this
compound entry the $100 and $300 (debit entries) = 3400 (eredit entry).




30 RECORDING BUSINESS TRANSACTIONS

EXERCISE 4

Refer to the Regal Limousine Service balance sheet previously pre-
sented on page 24, Set up “T" accounts for each item presented on the
balance sheet. Be sure to include the date, an explanation, and the
amount of the entry in the individual ledger accounts. Also verify
double-entry accounting based on the beginning balances in the ledger
accounts,

STANDARD FORM FOR THE LEDGER ACCOUNT

Checking your work on Exercise 4 with the solution provided, notice
the manner in which the information is placed in the account. The
current year is placed at the top of the date column, It does not take
up a line, but rather is inserted at the very top of the date column. The
month is then abbreviated followed by the day of the month. If another
entry debiting cash were to follow, the year and month would not be
repeated on the next line. Only the day of the month would appear. If
the next entry was in a new year, then the year would appear followed
by the month and the day of the month.

Since the information used to sct up the ledger accounts came from
the bal sheet, the | ion indi “balances.” This entry was
not the result of a daily business transaction, but was rather an exist-
ing balance from the December 31, 200- balance sheet. Subsequent
business transactions recorded in these accounts would contain infor-
mation in the explanation area of the account. In practice where an
entry in the ledger account is not unusual, the accountant may choose
to omit any explanation.

The amount areas of the ledger account does not include dollar
signs. Since the “T" account form does not provide specially ruled
columns, it is appropriate to use a comma to separate thousands from
hundreds of dollars and a decimal point to distinguish dollars from
cents.

The following standard form of the ledger account does not use
dollar signs, commas, or decimal points, The specific columnar format
differentiates these areas.

Cash
f Debit Credit
| Date Explanation PR Amount Date Explanation PR Amount
{| 200- JOL 200-
I'j’an, 1 || Balance v 000 )| Fan. 200 60|
I 4 40000 12500
I 3|z2]5| o0
- 7| 697550 oo
12 = 325.00 -
—_— 75150
6,650.50 N ,|? o
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EXERCISE 5 In Exercise 13in chapter 1 you recorded Carolyn Goldstein’s business

transactions for her first month in business in the expanded account-
ing equation. Assume that Ms. Goldstein established her law practice
on July 1, 200-. Further assume that the numbered business trans-
actions represented days in the month of July. Set up “T" accounts as
needed. Record the ten business transactions in the appropriate ledger
accounts. Working with the narrative to the exercise and the account-
ing equation solution will assist you in successfully completing this
exercise.

R ber: The beginning balance and increases in all assets are
recorded on the debit side of the account. All decreases in assets are
recorded as credits to the account.

The beginning bal and all i in liability and permanent
capital accounts are recorded on the credit side of the account.
Decreases are recorded on the debit side of the account.

The recognition of a revenue transaction is recorded to the credit
side of the account.

The recognition of an expense or proprietor’s drawing is recorded
on the debit side of the account.

OTHER FORMS OF THE LEDGER ACCOUNT

There are basically two other forms that the ledger account will take:
the three-column, or Boston ledger and the four-column ledger
account,

THREE-COLUMN LEDGER ACCOUNT

Cash
Date Ex‘p:'allalfan PR Debit Credit Balance

200- LL L
Fan, i || Balance v 000
3 200,00 Idstﬂa
4 ﬁmoﬁ EJDHM
7 400100/ SR 00
9 2500 laillsloo
12 rblso EE

I Il
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FOUR-COLUMN LEDGER ACCOUNT

Cash

Date

Balance
Explanation PR Debit Credis Debit Credit

200-

Fan, 1 || Balance v

=

=)
e
2
=

AN T N

=
2
BEEE

o
2

e

ST
=
&

EXERCISE 6

In order to determine the balance in the account form of the
ledger, it is necessary to foot both the debit column and the credit
column and then find the difference in the amounts to ascertain the
balance. Using the thr 1 or fi lumn form of the ledger
enables you to maintain a running balance in each account. If we
wanted to know the balance in any account at a particular moment,
we would simply refer to the account and the last figure found in the
balance column, which rep the bal in the . When the
three-column account is used, it is assumed that the amount shown
in the bal 1 the normal balance in the account.
Should an unusual balance appear, it will be shown either in brackets
or encircled. When the fou 1 ledger is used the nature
of the balance will be shown either in the debit-balance column or the
credit-balance column. Unusual balances, such as a credit balance in
an asset account, will be shown in the credit-balance column of the
account. The four-column ledger account, while used as part of a
manual accounting system, was more appropriately used with account-
ing posting machines.

1 1

Using either a thr or fi ledger record the
following business transactions for the month of October 200-:

Oct. 1 The proprietor, John Graves, began the Graves Delivery
Service by investing the following: Cash, $12,000; Delivery
Equipment, §8,000.

3 Received $3,000 in revenue as a result of delivery service
income.

5 The proprietor made an additional investment in the busi-
ness consisting of delivery equipment valued at $2,500 and
warehouse supplies worth 8500.
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8 Paid $500 in rent for the warehouse for the month of
October.

15 Paid $250 for repairs and gasoline expenses for the first half
of the month of October.

19 Received a check for $1,200 from a customer for delivery
services rendered.

25 Sent a check for $50 to pay for deposits required by the local
utilities company for electricity. Designated this payment as
a utilities expense,

30 Paid employees' salaries for the month amounting 1o $450.

After recording the business transactions in the various ledger
accounts, prepare a listing of the accounts and their various balances.
If the total debit balances equal the total credit balances, this should
indicate that we recorded the transactions correctly in the various
ledger accounts,

PROVING THE ACCURACY OF RECORDED TRANSACTIONS

At regular intervals, such as once a month, the accountant would want
to prove that the requirements of double-entry accounting have been
adhered to. In order to do so, a form is prepared that will prove the
accuracy of the ledger. This form is known as a TRIAL BALANCE.
A trial balance represents a listing of the ledger account balances as of
a moment in time. Following the listing of the account balances, the
footing of the debit column and the credit column of the trial balance
should agree. If the two columns agree, the trial balance is said to be
in balance, which means that the ledger is in balance. This does not
mean that the individual business transactions were recorded to the
appropriate ledger account; it merely means that for every debit there
was a corresponding credit of the same amount. The actual form of the
trial balance is illustrated below. This trial balance represents one that
would be prepared for Exercise 6, if one had been called for:

John Graves
‘T'rial Balance
October 30, 200-

DEBIT CREDIT

Cash $14,950
Delivery Equipment 10,500
John Graves, Capital $23,000
Delivery Service Income 4,200
‘Warehouse Supplies 500
Rent Expense 500
Repairs and Gasoline Expense 250
Utilities Expense 50
Salaries Expense 450

$27,200  $27,200
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After you have completed the trial balance and have totaled the
debit column and the credit column to prove that they both agree, the
final procedure is to double underscore the debit column and the credit

1 The p of double underlining the two totals indicates that
the ledger is in balance and the work has been appropriately recorded
for the month. Keep in mind that this trial balance does not indicate
that the entries were recorded in the proper accounts; it merely indi-
cates that double-entry accounting has been followed correctly.

The Journal

Each business transaction has at least two parts to it. There is an entry
that is recorded as a debit to a ledger account and a corresponding
credit to another account. While a date and possibly an explanation are
assigned to the transaction, there are still aspects of the transaction that
are not readily apparent from this entry system. If vou were to refer
back to a transaction that took place last month involving the receipt
of cash, the debit portion of the entry would be obvious. The problem
might center around the reason for the receipt of cash. Was the receipt
of cash the result of the recognition of revenue, the result of an addi-
tional investment, the result of a customer paying off an obligation, or
was it the result of a loan obtained from a local bank, and if so, was
that loan evidenced by an oral or a written promise? It should be
obvious that this receipt of cash could have resulted from many activ-
ities on one given day. A deficiency inherent in merely using the ledger
account is that the entire transaction 1s not recorded together. Also, the
ledger account lacks a dated order of transactions as would be found
in a diary or some other record of dated events. While an explanation
can be written into the ledger, it is often not practical to do so because
of the lack of adequate room. T'o correct the inadequacies of the ledger
account system, a record known as the journal, or businessperson’s
diary, is used.

THE PURPOSE AND FORM OF THE JOURNAL

The JOURNAL is known as the book of original or first entry. All
business transactions are first recorded in this journal. The journal has
three basic advantages over the ledger:

1. It shows the complete business transaction in one place. Regardless
of the number of debits or credits to a particular business transac-
tion, all parts of the transaction are shown together in one place.

2. All business transactions are recorded in the journal in chronologi-
cal order. This is the reason that it is known as the businessperson’s
diary. Like a diary that records events in dated order, the journal
records business transactions in dated order.

3. The journal provides for an adequate explanation of what took
place. Regardless of the nature of the transaction being recorded,
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provision is made for as detailed an expl ion as the acc
feels is necessary.

The following represents the typical form of the journal. It is
sometimes referred to as the general journal because of the fact thar alf
business transactions are first recorded in it.

General Fournal

Date

Acecount and Explanation PR Debit Credit

RECORDING BUSINESS TRANSACTIONS

Since the information to be recorded in the journal is basically the same
as that which we have been recording in the individual ledger accounts,
we must start by briefly reviewing that which we are already doing:

1. Recording the date of the entry;

2. Debiting the ledger account for the amount of the debit;

3. Crediting the ledger account for the amount of the credit;

4. Recording a brief explanation where necessary and appropriate.

We will continue doing the above four steps, but now they will be
done directly in the general journal, rather than through the individ-
ual ledger accounts.

If on January 3, 200-, the proprietor was to send a check for $500
in payment of the January rent to the Able Realty Co., the general
journal entry would be as follows:

General Fournal
Date Account and Explanation PR Debit Credit
200- 0u
Jan, Rent Expense SO0
Cash 'stolaloo

Paid Able Realty Co.

Jor month of January
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Note that a separate line was used for each debit and credit entry,
The debit entry began at the margin, followed by the credit entry that
was indented, The explanation followed the business transaction and
provided the necessary information that the actual accounts being
debited and credited could not pravide. It was not necessary to indi-
cate in the explanation that this transaction was in payment of rent, for
this was understood. The month that the payment represented and the
company being paid were not part of the transaction itself; thus, it was
included as part of the explanation.

Regardless of the kind of business transaction to be recorded, it
must first be recorded in the book of original entry—that is, the
journal. Each transaction begins with the date of the entry, followed
by the debit entry or entries, then the credit entry or entries which are
indented. This is all followed by an explanation on the next available
line,

Record the following compound journal entry using the proper
accounting form: On June 22, 200-, the business acquired office furni-
ture ar a cost of $1,200 and related office supplies costing $75. The
entire amount was paid by issuing check No. 345 to the Green Office
Equipment and Supply Co. of Andover, Mass.

General Journal
Date Aceount and Explanation PR Debit Credit
200-
Fune | 22 || Furniture and Fivtures 1
Office Supplies 715 )
Cash 1247131 oo
Sent check No. 345 to Green Office

Equipment and Supply Co. of Andover, Mass

While the above illustrations show the explanation starting at the
margin immediately following the credit entry, some accountants will
indent the explanation and still others will indent the explanation and
show it in brackets. The form of the explanation is not as important as
its use. It serves as an important part of the recording process and
should not be omitted.



RECORDING TRANSACTIONS IN BOTH JOURNAL AND LEDGER 37

EXERCISE 7 Record the followi g busi tr tions in the general journal of the
Albert Kranz Trucking Service.
200-
Aug. 1 Purchased a used delivery truck, paying A-1 Used Truck

Co. §2,300 cash.

4 Received a check from the Stevens Department Store in
payment of trucking charges as evidenced by a bill sent
today for $900.

6 Proprietor withdrew $200 from the business for personal
use,

9 Paid radio station WPBB $300 for advertising services for
the week.

10 Sent a check in payment of an outstanding obligation to the
Ready Repair Shop amounting to $230. The form of the
obligation was an oral promise (accounts payable).

16 Paid salaries for the two weeks ending today, amounting to
$370.

19 Sent a bill to May’s department store for $340 for goods
transported.

23 Paid $120 for gasoline and oil used in trucks for the three-
week period ending this date.

The proprietor took $150 home for personal use.

25

Paid salaries for the two weeks ending today, amounting to
$385.

31 Received payment from May's department store for obliga-
tion of August 19,

Recording Transactions in Both Journal
and Ledger

While it may appear that recording transactions in both the journal and
the ledger duplicates work, there are important reasons for doing so.
Let us briefly review the purpose of each record.

The journal is the book of original entry, all business transactions
are first recorded in it. All transactions are recorded in chronological
order. All parts of the transaction are recorded together and an ade-
quate explanation is provided.

The ledger is a bound or looseleaf type book that contains various
records called Each t rep individual assets,
liabilities, and forms of capital. Changes in the various accounts are
recorded as debit and credit entries. At any moment in time, the account-
ant may easily determine the balance of the account. From the accounts
found in the ledger, the accountant can prepare a trial balance. This
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trial balance will verify that double-entry accounting has been adhered

to. From the trial bal , the acc may prep various
financial statements as needed by the organization and other i 1
parties,

It should be obvious from this discussion that both the journal and
the ledger represent important doc that a busi organization

must maintain,

TRANSFERRING TRANSACTIONS FROM THE JOURNAL
The journal was defined as the book of original or first entry. This

indicates that business transactions are first recorded in the general
journal. The ledger may then be defined as the book of secondary
or final entry. The daily business transactions are transferred from
the journal to the ledger. The process of accomplishing this transfer is
known as POSTING. The process of posting is similar to mailing a
letter. The writer of a letter places the addressed letter in a mailbox,
where it is then transferred by the postal service to the person named
on the face of the envelope. When a business transaction is posted, the
information recorded in the journal is transferred to the specific ledger
accounts involved. The process of analyzing the business transaction
doesn't change, but the record of the business transaction can now be
found in two places. I the accountant, after posting a business trans-
action from the journal to the ledger, wishes to know the effect of a
business transaction on a specific account, there is an easy way to do
this. This is accomplished by using the POST REFERENCE or REF-
ERENCE columns found in both the ledger account and the journal.
Each journal page is assigned a page number, usually in consecutive or
numerical order. A designation such as J-1 would indicate page 1 of the
journal. Each page in the ledger would be given a number as well. The
ledger account page number would usually represent a specific kind of
account. The account “Cash™ might be assigned the number 1, the
account “Supplies” might be assigned the number 2, and so forth. The
reference columns in the journal and ledger account would then be used
to indicate, respectively, where the information had been transferred
to and where it had been obtained from. A serics of numbers may
be assigned to a group of accounts. As in the above illustrations, the
numbers 1-10 might represent assets. If more asset account numbers
are needed, then the 100 series might be used to represent assets. The
200 series might represent liabilities, ete. (Refer to Exercise 8 for series
of account numbers assigned.) The following business transaction will
illustrate the process of posting the information:

200~
Jan. 10 Paid 850 for supplies acquired today.
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General Journal Page 1
Date Account and Explanation PR Debit Credit
200- Jﬂl
Fan. | 10 || Supplies 2 00
Cash I 15100
Acquired today
Cash Aceount No. 1
Date Explanation || PR Debit Date || Explanation || PR Credit
200- LU‘J 200- _u
Han. | 1 || Balance v 00| Fan. (10 ¥-1 S0 00|
Cash Account No. 2
Date Explanation | PR Debit Date || Explanation || PR Credit

200-
Fan.

10 -1

i

10

The check mark indicates that the balance in the cash account on
January 1 is a result of previous business transactions resulting in this
remaining amount.
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EXERCISE 8 St up the following ledger accounts for the Speedy Car Wash Co,
Include the account numbers and balances. Use the June 1, 200- date:
Cash (#101), $2,000; Accounts Receivable (#102), $1,500; Supplies
(#110), §300; Car Wash Equipment (#115), $5,000; Accounts Payable
(#201), $500; Ralph Speedy, Capital (£301), $8,300; Ralph Speedy,
Drawing (#302); Car Wash Revenue (#410); Salaries Expense (#520);
Rent Expense (#521); Laundry Expense (#522); Utilities Expense (#523).
Prepare & trial balance dated June 1, 200-, Having verified that the
ledger is in balance, journalize and post to the ledger accounts the fol-
lowing business transactions for the month of June 200-,

200-
June 3 Paid monthly rent of $200 to Ajax Realty Co. in cash.

5 Received a check for $500 from Adams Bros. in part
payment of their obligation to us. (Cr. A/R)

8 Received $1,000 for car wash revenue for the week ending
today.

9 Paid salaries for the two weeks ending today amounting to
§480.

14 Sent a check for $300 in payment of our obligation to
Randolph Supply Co. due today. (Dr. A/P)

15 The proprietor took $500 out of the business for personal
use,

22 Sent a bill today for $200 to the Granger Trucking Co. for
services provided on credit. (Dr. A/R)

26 Paid monthly water bill amounting to $85.

27 Sent the Clean Towel Co. a check for $60 for the monthly
laundry expense.

29 Purchased a new wind machine for $1,200 and agreed to pay
Car Wash Equipment Co. in thirty days. (Cr. A/P)

30 Bought car wash supplies consisting of soap powder and
liquid wax, paying 8120 cash.

After you have journalized and posted the transactions, find the
balances in the ledger accounts and prepare a trial balance dated June
30, 200-,

Verifying Ledger Balances

The balances in the ledger are verified by preparing a trial balance. A
trial balance may be prepared at any time, such as at the end of a month,
three months, six months, or a year. A trial balance must be prepared
at least once a year; however, it is more practical for the accountant to
prepare the trial balance more frequently. This enables the accountant
to verify that the requir of doubl try acc ing have been
met. It also reduces the amount of checking that may be necessary in
the event that the trial balance does not balance.
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Before we discuss what to do when the trial balance is not in
balance, let’s review the accounting process from the business docu-
ment to the preparation of the trial balance. An accountant takes the
following steps in recording a business transaction:

1. Record the business transaction from the business document into
the journal.

2. Post the journal entry to the specific ledger account and note the
posting in the journal and ledger reference columns.

3. Find the balance in the standard “T" account or verify the balances
in the three- or four-column ledger accounts.

4. Prepare the trial balance.

In Exercise 8, you had an opportunity to follow through with the
steps enumerated above. Hopefully, you were able to get the trial
balance to balance, If you were not, be aware that this situation is not
unusual and can occur even with the most experienced accountant. If
your trial balance did not balance, there are specific steps that are fol-
lowed to locate the error, correct it, and get the trial balance to balance.

To correct a trial balance that is out of balance, you use basically
the same steps followed in ding the trar i initially, except
now you do them in reverse order.

The aceountant will begin by:

1. Re-adding the debit and credit columns of the trial balance to check
the totals obtained.

2. Verifying that the amounts carried to the trial balance from the ac-
counts are the same amounts and have been recorded in the ap-
propriate column of the trial balance. It is not uncommon for
a transposition (reversing numbers—i.e., 45 becomes 54) or a slide

i ing or deleting zeroes—i.e., $3,000 becomes $30,000

Y
or $300) to occur.

3. Verifying that the balances in the individual ledger accounts were
correctly determined.

4. Verifyving the posting process by first checking to see af all post
references are indicated in the journal.

5. Verifying that all journal entries have been properly posted to the
appropriate ledger account and the correct side of the account (e.g.,
a debit posting may have inadvertently been recorded on the credit
side of the account), and that all journal entries have actually been
posted to accounts.

6. Verifying that each business transaction recorded in the journal
has met the requirements of double-entry accounting. When you
originally journalize and you reach the bottom of the journal page,
it is customary to foot the debit and credit columns. Both columns
should have the same totals. This is a way of verifving double-
entry accounting even prior to posting. Remember, errors made
in journalizing will be led if not corrected prior to
posting.

The six steps listed above may not all be necessary. Once you
have located an error, you then correct it and indicate the correction
on the trial balance. By readding the tnal balance you may find it
to be in balance, unless there are other errors that you have not yet
located. If you were unsuccessful in getting vour trial balance to
balance in Exercise 8, use the above procedures to locate and correct
your error(s).
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Summing Up

The aceountant is called upon to keep track of changes that occur as a
result of business transactions. Every business transaction involves at
least two changes. Changes in assets causing an increase are recorded
as debits, Decreases are recorded as credits. Increases in all liabilities
and proprietor’s capital are recorded as credits. Decreases are recorded
as debits. Changes in temporary capital aceounts are recorded so as to
reflect their change in permanent capital. Thus, revenue causing an
increase in permanent capital is credited, while expenses and drawing
are debited, causing a decrease in permanent capital. If ledger accounts
are established based on an existing balance sheet, the beginning bal-
ances in the individual accounts would be shown on the same side of
the account as increases in those specific accounts would be.

Business transactions are recorded in two sets of books. Each busi-
ness transaction is first recorded in the journal (book of original entry),
and then posted (transferred) to the individual accounts found in the
ledger (book of final entry).

Every business transaction must meet the requirements of double-
entry accounting—i.e., for every debit entry, there must be a corre-
sponding credit entry of the same amount. A compound entry may
involve numerous account debits and/or credits. The total amount of
the debits must equal the total amount of the credits for cach transac-
tion in order to meet the requirements of double-entry accounting.

Each journal page is assigned a page number. Transactions are
recorded in the journal in chronological order, using each page in
numerical order. Each ledger account is also assigned a specific page
number that is unique to that particular account. Business transactions
are first recorded in chronological order in the journal and then posted
daily to the specific numbered ledger account. The reference columns
in both the journal and the individual ledger accounts are used to verify
posting. The reference column in the account indicates the source of
the posting; thus, “J-12" in the reference column of the cash account
indicates that the entry came from page 12 of the journal. The number
“1" placed in the reference column of the journal (on page 12) indi-
cates that the amount was posted to the cash account. When a trans-
action has been recorded in the journal and the reference column is
blank, this indicates that posting has not as yet taken place. The posting
reference in the journal indicates that posting has taken place and also
indicates which account the individual entry has been posted to.

The process of journalizing and posting is an ongoing, daily activ-

itv. Freq ly, it b v during the accounting cycle to
verify the accuracy of this activity. Even though financial statements
may not ily be ded, the p of checking the accuracy of

the ledger should take place. Most accountants will verify the accuracy
of the ledger once a month by preparing a trial balance. The trial
balance is a listing of the ledger account balances as of a specific date.
If the total of the debit and credit columns agree, the ledger is said 1o
be in balance. A trial balance that is not in balance requires the account-
ant to locate errors by redoing the steps of preparation in reverse order
until the error has been located and corrected.



CHAPTER 4

RECORDING ADJUSTING,
CLOSING, AND REVERSING
ENTRIES

Adjusting Entries

‘T'he business transactions that have been recorded represent activities
that affect the accounting period in which they are recorded. There
may be transactions, however, that will not only affect the current
period, but possibly a prior or future period. In order for the ledger
accounts to properly reflect the activities for the current accounting
period, it may be v for the acc to prepare adjusting
entries. ADJUSTING ENTRIES are journal entries that are recorded
in order to properly reflect the appropriate balances in the various
ledger accounts for a specific accounting period. Although these entries
are usually prepared at the end of the accounting period, they could
be prepared at any time that the accountant feels that it would be ap-
propriate to do so. Let us assume that we will only prepare adjusting
entries at the end of the accounting period.

TYPES OF ADJUSTING ENTRIES

There are basically two categories of adjusting entries that must be
considered—accruals and deferrals.

In order to understand how the above adjustments are used it 15
first necessary to be familiar with the nature of a particular business.
Most businesses are on what is called the ACCRUAL BASIS. This
system assumes that revenue is recognized when earned, regardless of
when the revenue is actually received in the form of cash, and that
expenses are recognized when incurred (e.g., rent for December is an
expense for December, even if it isn’t paid until January), regardless
of when payment in the form of cash is actually made. This concept
is known as the PRINCIPLE OF MATCHING COSTS AND
REVENUE. Individuals, unlike businesses, are on the CASH BASIS.
This means that revenue is recognized when received and expenses are
recognized when paid. While there are situations where a business may
be on the cash basis, we will assume here that all businesses are on the
accrual basis.

43
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Accruals

The word “accrual” means to ilate, In ac ing it is
to recognize that although certain items may have accumulated, lhc)
may not have been recognized as of yet.

Accrued Expenses

Frequently, expense items have been incurred but have not necessarily
been recorded, either because the business is not obligated to pay the
expense yet or for any number of reasons has failed to do so. When this
situation occurs, it is necessary to record an adjusting entry.

EXAMPLE Let's say that the December 200-, rent is due to be paid at the begin-
ning of December. The amount of the payment should be $500. The
business fails to pay the rent by December 31, which is the end of the
accounting period. The following journal entry represents the adjust-
ing entry that the accountant would prepare on December 31, 200-.

200-
Dec. 31 Rent Expense 500
Rent Payable 500
To recognize the expense for December

The recording of this adjusting entry enables the business to rec-
ognize an expense that was incurred during the accounting period that
includes the month of December, even though the actual expense will
not be paid until the following accounting period. The principle of
matching costs and revenue has been met. When an income statement
for the year ending December 31, 200-, is prepared, it will properly
include rent expense for the year, including the expense for December.
In this situation when the rent is actually paid in the new year, the fol-
lowing entry would be recorded in the journal:

200-
Jan. 4 Rent Payable 500
Cash 500
To pay December rent past due.

In our earlier discussion on current assets, it was stated that a
current asset is one that will be used up or converted to cash within
a year or less. The asset supplies, for instance, is generally classified as
a current asset. It is anticipated that part if not all of the asset supplies
will be used up within the course of an accounting period. The ledger
account for supplies records the beginning bal in the as
well as increases due to purchases and decreases as a result of supplies
being returned. If the accountant takes a physical count of the supplies
at the end of the accounting period, this count will probably represent
a dollar cost assigned to the supplies that is less than the value as stated
in the ledger account. The reason for this is that the supplies were prob-
ably used up in part during the period. A supply that is used up is con-
sidered to have become an exp Ith v to recognize
this expense on the books, thus the need for an adjusting entry.
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The bal in the supplies ledger on D ber 31, 200~ indi-
cates a balance in the account of $1,200. An actual physical count of
the supplies on hand indicates that the value of the supplies is actually
$750. The difference berween the supplies on hand and the balance in
the account indicates that $450 worth of supplies has been used up. It
becomes necessary for the accountant to record the following adjust-
ing entry to recognize the expense and at the same time to adjust the
supplies account so that it shows the true value of the supplies on hand.

200-
Dec. 31 Supplies Expense 450
Supplies 450
T'o recognize the supplies used up.

Let us examine the ledger account affected as a result of the
posting of this adjusting entry.

Supplies Supplies Expense

200-
Dec. 31

EXERCISE 1

200- 200-
1,200 | Dec. 31 450 Dec. 31 450

As a result of the adjusting entry, the supplies used up (8450) have
been recognized as an expense, and at the same time the value of the
asset supplies have been red 1 by the amount of the supplies no
longer in existence.

These two examples illustrate UNRECORDED EXPENSES that
have been adjusted at the end of the accounting period. Any current
asset that is subject to use and thus becomes an expense is treated in
the same manner as in the supplies illustration. Where an expense has
been incurred, but not vet paid as in the case of the rent expense, it is
treated in a similar fashion. Note that the rent expense was not paid in
December, so it became necessary to set up a liability when recogniz-
ing the rent expense,

Record the appropriate adjusting journal entries for the following
situations. Assume that the accounting period ends on December 31,
2002, and that all adjusting entries are made as of that date.

1. A physical count of office supplics indicates that $250 worth of
office supplies had been used up during the accounting period.

2. Rent totaling $800 for the months of November and December has
not been paid by December 31, 2002,

3. You received a bill from the Daily Standard News for adverti
placed in the newspaper during the second week of November. The
bill is for $200, not to be paid until January 15, 2003,

4. On December 1, 2002, you borrowed 51,000 from the First City
Bank. The bank charges you interest at an annual rate of 10% on
the obligation, and interest 15 not to be repaid for ninety days.
Record the adjusting entry to recognize the interest expense on the
loan from December 1 to December 31, 2002,
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5. On July 1, 2002, you took out a fire insurance policy on the busi-
ness premises. At that time you recorded this insurance premium in
an asset account entitled Prepaid Insurance for the amount of the
yearly premium of $600. On December 31, 2002, record the adjust-
ing entry for this asset. Remember, an asset that has been used up
becomes an expense.

6. Salaries are paid on Fridays for the week ending on the same day.
The salaries for the week amount to $5,000. The last day of the
accounting period 1z Wednesday, December 31, 2002. Record the
adjusting entry necessary to recognize the salaries expense for
the last three days of the year. The actual payment of the week's
salaries will not take place until January 2, 2003,

Accrued Revenue

In Exercise 1, adjusting entries resulting in the recognition of expenses
were highlighted. In cach adjusting entry an acerual was made to ree-
ognize the expense. In some cases the expense had not been paid; thus,
to recognize it a liability had to be set up. In other situations a current
asset that was used up was converted to an expense through the adjust-
ing process. The principle of accrued expenses can also apply to
ACCRUED REVENUE. When income has been earned as a result of
a service provided but payment is not due from the customer yet, we
record the transaction as a credit sale of services. In doing so we are
accruing revenue. This kind of transaction is not normally considered
an adjusting entry because of the nature of credit transactions, When
we provide a service on credit, it if important for us to record the
revenue and the resulting accounts or notes receivable, so that we have
a record of who owes us money as a result of the credit sale. There are
situations where revenue earned has not been recognized because it
hasn't been received. Accrued r Tef T that has been
accumulating during the accounting period and that will probably be
received during a future accounting period. Thus, it has not been rec-
ognized in the current accounting period. It is the accountant’s respon-
sibility to recognize this UNRECORDED REVENUE and see to it
that an appropriate adjusting entry is made.

EXAMPLE A customer borrowed $1,000, giving vou a ninety-day promissory note
that called for interest at the annual rate of 8%.

The note began to earn interest on December 1, 2002, which was
the date the note was given to you. The agreement calls for the inter-
est on the note to be paid to vou on the date that the note becomes due.
Since the interest income on the note will not be received until the note
is due, it is necessary to record an adjusting entry to recognize the
unrecorded revenue, Assuming that the accounting period ends on
December 31, 2002, it will be necessary to recognize acerued revenue
from December 1 through December 31 of the current vear. The
income earncd but not received and not gnized would be calculated
as $1,000 (amount owed) % 8% (interest rate) x 1/12 (30 days as com-
pared to a banking year, which consists of 360 days) = $6.67 (accrued
interest). The appropriate journal entry is:
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2002
Dec. 31  Interest Receivable 6.67
Interest Income 6.67
For interest earned but not yet
received on 90-day note.

Note that this entry is very similar to the first example of an
unrecorded expense. In that situation a liability was established in order
to recognize the expense. In this case an asset interest receivable is set
up. It would not be appropriate to debit the notes receivable account
because the face value of the note has not changed. When the note
becomes due on March 1, 2003, of the new accounting period, the fol-
lowing entry will be made:

2003

Mar. 1 Cash 1,020.00
Interest Receivable 6.67
Interest Income 13.33
Notes Receivable 1,000.00

Customer paid maturity value of
promissory note due today.

If the interest-bearing promissory note had come due in the same
accounting period as when it was issued, there would have been no
need for an adjusting entry. The above entry would have combined the
interest receivable and the interest income entry with the $20 being
credited to interest income.

Deferrals

We have seen that adjusting entries can result from unrecorded
expenses and unrecorded revenue. The accumulation of these items
and their subsequent adjusting entries are known as accruals. The
required adjusting entries affect liabilities and/or assets. It is also pos-
sible to encounter situations in which expenses that have been recorded
during an accounting period have not actually been used up to the
extent indicated in the account. Revenue recognized during an account-
ing period may not have been entirely earned, even though recorded as
such. When the accountant becomes aware of these facts, he or she
must record an adjusting entry known as a “deferral.” A DEFERRAL

p the posty it of the recognition of either an expense or
a revenue item.

Certain business transactions may be interpreted differenty
depending on the acex the phil hy of the busi as well
as the nature of the transaction. A simple business transaction, such as
the payment of the monthly rent, can be handled in two different ways:

1. Since the rent payment represents a right use property that will be
used up at the end of cach month, the rent should initially be
recorded as an expense; or,

2. Since the rent payment represents a right to use property and that
property has a money value, the rent can be considered a form of
an asset. Since rent is usually pavable at the beginning of the month
and the rights to use the property extend to the end of the month,
it is an asset.
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EXAMFLE

Both apy hes are ble and appropriate given the cir-
cumstances, 1f the first approach is used and the rent is recognized as
an expense, then no adjusting entry would be necessary except in the
following situation:

The terms of the one-vear lease on the premises that was signed and
became effective on November 1, 200-, were:
The annual rent is §6,000. It is to be paid in two installments of

50% cach. The first install is due November 1, 200-. The entry
made to reflect this transaction is as follows:
200-
Nov. 1 Rent Expense 3,000
Cash 3,000

For 6-month prepayment.

Notice that the rent expense recognized is for six months. The
number of months ining in this ing period is two. If we
were not to prepare an adjusting entry, the rent expense for the year
will be overstated. Ask yourself three questions:

1. For what period of time did we prepay the rent? (six months)

2. How many months and what amount should actually be recognized
as an expense through the end of the accounting period? (Two
months, §1,000)

3. What adjusting entry should be made and what will the deferral of
the expense create? (It should be obvious that the existing expense
is overstated to the extent of four months and $2,000. To correct
this situation the following entry is made:

200-
Dec. 31 Prepaid Rent 2,000
Rent Expense 2,000
To defer 4 months’ rent.

The credit to rent expense reduces the expense to be recognized
for the accounting period (a postponement). The debit entry converts
the expense to an account that is generally known as a “prepaid
expense.” The term PREPAID EXPENSE is somewhat confusing
because of its literal meaning. It represents an expense that was paid
in advance. Since it was paid in advance and at this point not used up,
it is actually classified as an asser.

If the accountant had used the ing the
rent payment to represent an asset or mmally a prepald expense, then
the entry for the payment would have been the following:

d 1

200-
Nov. 1 Prepaid Rent (or Rent) 3,000
Cash 3,000
For 6-month prepayment.

‘This approach assumes that the item initially is an asset and that
by the end of the accounting period, that portion of pn:pald rent thnl
has been used up will be converted to an exp in asi
to the conversion of supplies to an expense. In this case the adjusting
entry would be:
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200-
Dec. 31 Rent Expense 1,000
Prepaid Rent 1,000
To recognize the expense for
the 2 months.

Note that the adjustment permits the recognition of the proper
expense for the period and at the same time corrects the asset prepaid
rent to show a proper balance of $2,000 for the remaining four months,
This approach is an accrual,

When an expense previously paid has not heen fully used up, it is
necessary to defer that portion not used and convert it to an asset. The
usual title of such an asset has the term “prepaid” placed before it.
Accounts such as Prepaid Insurance, Prepaid Supplies, Prepaid Rent,
and Prepaid Commissions were all created as a result of an adjusting
entry when it b to posty the r ition of an
expense already paid for. W hen revenue has been received but not
earned entirely within the accounting period, you must defer the recog-
nition of the revenue. UNEARNED REVENUE represents revenue
received but not earned within the accounting period and the account-
ant must record an adjusting entry to defer this income. The principle
of matching costs and revenue requires that revenue be recognized
when earned, regardless of when received. Here the situation is that
the revenue has been received, and vet it may not be earned until some
future period. This is an example of a deferral.

You receive a rent check from your tenant on November 1, 2002, The
check is for $800 and is payment of four months' rent beginning with
November. The entry recorded upon the receipt of the check was as
follows:

2002
Nowv. 1 Cash 800
Income from Rental 800
Four months’ rent beginning
this date.

At the end of the accounting period, what adjusting entry would
the accountant have to make? Obviously, if the income received repre-
sents four months' rental income, then part of the income should be
recognized; however, the balance would have to be deferred. The fol-
lowing adjusting entry would be recorded:

2002
Dec. 31  Income from Rental 400
Unearned Rental Income 400
To defer uncarned rent.

The deferral of the income permits the income for the period to
be properly stated. The adjustment also results in the recognition of a
liability for the income received, but at this point not earned. The
tenant has the right to use the premises for the months of January and
February. The landlord has an obligation to supply the premises; thus,
a liability exists as a result of the adjusting entry.
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EXERCISE 2

During the next accounting period (2003), when the income actu-
ally becomes earned, the following entry would be made. This entry
could be made at the very beginning of the new year (as will be dis-
cussed shortly) or at the time the income actually becomes fully carned.

2003
Jan. 1 Uncarned Rental Income 400
Income from Rental 400
To recognize income carned in the New Year.

Record the following adjusting entries to reflect the accrual and defer-
ral of expenses and revenue for the calendar year ending December 31
of the current year.

1. Recognized the interest income accumulated on a $3,000 note
bearing interest of 9% dated November 2.

2. Recorded an adjusting entry to recognize that income from com-
missions previously received but not vet earned to the extent of 40%
of the $800 commission.

3. Determined that the balance in the ledger account for office sup-
plies was §990, but that an inventory showed only $260 worth of
office supplies remaining.

4. Accrued salaries for the last three days in the old year amounting to
$1,500.

5. Showed a balance of $2,270 in the prepaid insurance account. Insur-
ance records indicate that $1,245 of the insurance expired during
the year.

6. Borrowed 86,000 for ninety days, with interest payable at an annual
rate of 12%. The loan was taken out forty-five days before the end
of the accounting period and is due to be paid in full 45 days into
the new vear.

Adjusting Noncurrent Assets

Noncurrent, or plant, assets are subject to a loss in value due to the
item being used. Current assets such as supplies obviously lose value
because the item is used up. The loss in value of plant assets is not
obvious because the asset still exists in its complete form at the end of
the accounting period. It is necessary, however, to recognize a loss in
value due to use. This loss in value is known as DEPRECIATION,
which is the recognition of a loss in value of a plant asset due to wear
and tear over its useful life. When d on s i 1 as an
adjusting entry at the end of the accounting period, an expense is
charged. Since the expense does not represent an actual outlay of cash,
and the cost principle prevents us from reducing the value of the asset
directly, it becomes necessary to eredit a new account. This account is
known as “Accumulated Depreciation.” The following entry illustrates

depreciation being recog d on office equif it at the end of the

accounting period.

200-

Dec. 31  Depreciation Expense—Office Equip. Joo
Accumulated Depreciation 300

T'o record annual depreciation.
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This adjusting entry recognizes the expense and records a credit
entry to the accumulated depreciation account. This account is classi-
fied as a “contra-asset.” The purpose of this account is merely to offset
the plant asset account. The net or book valuc of the plant asset will
be determined by subtracting the accumul ion
from the value of the plant asset. The most wmmon form of depreci-
ation that is used is known as “straight-line depreciation.” Under this
method, the value of the asset is divided by its useful life in years to

| ine the of depreciation to be recognized annually.

EXAMFLE The original cost of a truck is $20,000. It is expected to have a useful
life of ten years and at the end of ten years to have no value. To deter-
mine the annual depreciation on the truck, the following would be
done:

COST OF ASSET _ $20,000 _ $2,000 ANNUAL
USEFUL LIFE 10 YEARS DEPRECIATION

The method used to determine depreciation may change, but the
adjusting entry to recognize depreciation is the same. We indicated that
adjusting entries could be made as frequently as once a month or when-
ever necessary. We are still assuming that these accruals and deferrals
are being made annually. To find depreciation for one month, we would
first find it for one year and divide the results by twelve. When a plant
assct 15 expected to have a “residual value” or scrap value at the end of
its useful life, this value is not subject to depreciation. If the asset in
the preceding example had a scrap value of $1,000, then the annual
depreciation recognized would amount to §1,900. After the asset has
been fully depreciated, the book value and the residual value would be
the same. The following calculation would be made assuming scrap
value of $1,000.

COST OF ASSET -S5CRAFP VALUE _ 220,000—$§1,000 _ 81,900 ANNUAL
USEFUL LIFE 10 YEARS  DEPRECIATION

EXERCISE 3 Office equipment was purchased at a cost of §3,400. It has an expected
useful life of six years, and after it has been fully depreciated, it will
have a scrap value of $400.

Determine:

-

How much of the asset is subject to depreciation?
2. What will be the annual depreciation recognized?
3. Assuming that the asset was ncqulrtd at the beginning of the year,

record the adj entry to preciation for the first full
year.

4. Determine the book value of the asset after the first year's adjust-
ing entry.

5. What is the book value of the asset after it has been depreciated for
six years?

6.

‘What happens to the book value of the asset during each year of its
useful life? Why?

7. When recording annual depreciation, why doesn't the accountant
credit the asset account directly?



52 RECORDING ADJUSTING, CLOSING, AND REVERSING ENTRIES

RECORDING ADJUSTING ENTRIES

Preparing the Worksheet

Adjusting entries recorded at the end of the accounting period permit
revenue to be recognized when earned and expenses to be recognized
when incurred. Since the adjustment process can take place monthly
as well as annually, the accountant may be called upon to prepare finan-
cial statements following the adjusting process. To expedite the prepa-
ration of financial statements and the preparation of adjustments prior
to statement preparation, the WORKSHEET is prepared.

In an earlier chapter we illustrated and discussed the preparation
of the trial balance. 'The trial balance was used to verify that the ledger
was in balance. The trial balance is prepared prior to recording adjust-
ing entries and becomes the backbone of the worksheet. Some account-
ants define a worksheet as an expanded trial balance, which it literally
is. Unlike financial statements, the worksheet is used and viewed by
the accountant only, so it is usually prepared in pencil. The form con-
sists of a column to list the accounts from the ledger followed by eight
money columns.

The preparation of the worksheet precedes the recording of
adjusting entries. At the end of the accounting period or a month, a
trial balance is prepared on the worksheet. Necessary adjusting entries
are recorded directly on the worksheet using the adjustments columns.
The information in the adjustments column is then extended along
with the trial balance information to the remaining rwo sets of the
worksheet columns. The remaining sets of columns are the income
statement and balance sheet columns.

Assets, habilities, permanent capital, and the proprietor’s drawing
account are extended from the trial balance columns through the
adjustments columns and recorded in the appropriate balance sheet
column, Revenue and expenses are extended from the trinl balance
columns through the adjustments columns to the appropriate income
statement column. (See accompanying illustration.) The function of
the adjustments columns is to adjust the balances in the ledger accounts
to match costs and revenue for the specific ing period d
by the worksheet. No journal entries or related postings are made at
this time, although these adjusting entries made on the worksheet will
later become the basis for recording adjusting journal entries and
related postings at the end of the accounting period. If the accountant
is preparing interim statements from the worksheet, no adjusting
journal entries or related postings would be made. The worksheet
merely becomes the vehicle for preparing the interim statements.

The following worksheet is illustrated prior to recording adjust-
ing entries on it.
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EXERCISE 4

The accountant gathers information relevant to the adjusting
process. The adjusting entries are then recorded directly on the work-
sheet. The following exercise is based on the illustrative worksheet pre-
sented. Accompanying this exercise is a completed worksheet based on
the exercise.

Record in journal form the following adjusting entries using the infor-
mation provided in the worksheet previously presented.

a. Depreciation for the year amounting to $500.

b. Salaries are paid on Friday for the week including the payday.
December 31, 2002, falls on a Thursday this year. The daily payroll
amounts to §130. Record the adjusting entry to recognize the
accrual of salaries for four days.

c. Included in the rental i is i ived but not
yet earned amounting to $1,200. Rcoord the necessary adjusting
cmr}

d. Suppli ized as an exp ing to $600 have not been

used up during the current accounting penod Make the necessary
adjusting entry.

Verify the correctness of your journal entries by comparing the
entries with the adjustments that appear on the completed worksheet
presented that follows.
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How to Record Adjusting Entries on the Worksheet

‘The trial balance only contains those accounts that have balances as of
December 31, 2002. When adjustments are recorded to the worksheet
where accounts are needed, such as adjustment (a), then the needed
account is added below the trial balance. Notice that letters are used
to relate debit adjustments to corresponding credits. Once the adjust-
ments have been recorded in the adjustments column, the accountant
will foot the debit and eredit adjustments column. If the totals are in
agreement, they are then double underscored. Those accounts not
having adjustments are simply extended to the appropriate set of
columns. Assets and the proprietor's drawing account are extended to
the debit column of the balance sheet. Liabilities and proprietor's
capital are extended to the credit column of the balance sheet. Revenue
and expense accounts that were not adjusted are extended to the credit
and debit columns respectively. The extensions of the accounts that
were affected by the adjustments are treated according to the specific
adjustment.

Adjustment (2) causes a change in the accumulated depreciation
account that began with a credit balance on the trial balance. There
was a credit adjustment to it that caused it to increase to $1,500.
This new adjusted balance is carried to the credit side of the balance
sheet column. (Remember, this account is @ contra-asset. ) The debit

entry to adj (a) gnizes a d n exp and extends
the amount to the debit or expense 'nde of the income statement
columns,

Adjustment (b} causes an increase in salaries expense that is
extended to the debit side of the income statement section. The cor-
responding credit to salaries payable establishes this liability that was
not previously on the books and extends the amount to the credit side
of the balance sheet.

Adj (c) red rental i as 8 result of its not
having been earned, causing the balance in the account to be reduced
and extended to the credit or income side of the income statement
columns. The corresponding credit establishes the liability unearned
rental income, which is extended to the credit side of the balance

sheet,

Adj (d) recognizes that what had been considered to be
l:mm‘.'ly an expense apparently is still in inventory. This caused a reduc-
tion in the li , the new bal of which was extended
to the debit side of the i t 1t col and i the

prepaid supplies account (an asset) with the extension to the debit side
of the balance sheet.

Following the extensions of the trial balance and adjustments to
entry amounts, the four remaining columns are footed. Note that the
results of the footing causes four different totals. A comparison of the
difference between the i and bal. sheet column
totals are the same, however. The reason that the same difference
appears is that this difference will either represent a net income or a
net loss. In the above worksheet, note that there is an excess of credit
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on the income st 1 as d with debits. This excess

represents net income rhar is shown on the debit side of the income
statement to allow the two columns to be balanced. Note that the debir
total exceeds the credit total on the balance sheet columns. This is the
case because the income earned by the business has not yet been trans-
ferred to the owner of the business (it is not reflected in Avery's capital
account). Remember, temporary capital accounts are eventually trans-
ferred to the proprietor’s capital account. If the balances in the income
statement and the balance sheet had been reversed, this would mean
that the business had sustained a loss. A credit entry to get the income
statement columns to balance would indicate that the total expenses
(debits) exceeded the total revenues (credits). This loss would be
reflected in a debit entry to get the balance sheet columns to agree. The
debit entry would represent the net loss that would have to be taken
out of the proprietor’s capital account.

The extension of the drawing account is made to the debit side of
the balance sheet columns. This is done because the drawing account
has a reducing effect on proprictor’s permanent capital.

Using the Completed Worksheet

If the had been req d to prepare interim financial state-
ments, the information needed could be taken directly from the work-
sheet. There would be no need to journalize and post adjusting entries.
This is especially important if a company normally adjusts its boaks
only at the end of the accounting period. If the worksheet is prepared
at the end of the accounting period, this enables the accountant to
record and post the adjusting entries properly after preparing the work-
sheer. Financial statement preparation is greatly expedited by the
preparation of the worksheet. The actual adjustment to the books can
take place at any future time without holding up the preparation of
these statements. In preparing the statements from the worksheet, the
income statement is taken directly from the income statement columns
of the worksheet. The preparation of the statement of capital requires
the accountant to obtain the beginning capital balance from the balance
sheet, as well as the drawing and net income figures. The preparation
of the balance sheet uses all the information in the balance sheet
columns, except for the drawing, net income or loss, and proprietor's
capital balances. The statement of capital will provide the new capital
balance for the proprietor.
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EXERCISE 5

The following trial balance was prepared for the Beldon Service Co. as
of December 31, 200-.

Beldon Service Co.
Trial Balance

December 31, 200-

Debit Credit
Cash $16,5900
Accounts Receivable 2,000
Prepaid Insurance 600
Supplies 300
Furniture 13,500
Accumulated Depreciation $ 500
Accounts Payable 1,500
Notes Pavable 8,000
L.. Beldon, Capital 12,000
L. Beldon, Drawing 4,000
Service Revenue 21,000
Rental Revenue 1,600
Salaries Expense 3,000
Rent Expense 1,400
Utilities Expense 900

§4+4,600 §44,600

T'he following information is provided for adjustment purposes:

a. An analysis of the insurance files indicates that there is a balance in
the insurance account of $400.

b. Supplies used during the year amounted to $175.

c. Depreciation expense on the furniture amounted to §500 for the
year.

d. Of the service revenue recorded, it has been determined thar $400
of it has not been earned for the current year.

e. Salaries earned but not paid for the last week in the fiscal year
amounted to $300.

f. Interest expense incurred but not yet paid on a promissory note
amounted to $40.

Directions:

1. Set up an eight-column worksheet using the trial balance presented
above.

2, Record the adjusting entries directly on the worksheet using the
letters assigned.

3. Complete the worksheet.

4. Using the completed worksheet prepare an income statement, state-
ment of capital, and balance sheet.

Chart of Accounts

If you wanted to find where a particular topic was covered in this book,
vou would use the table of contents at the beginning of the book.
The accountant in organizing the ledger will also establish a CHART
OF ACCOUNTS, which is comparable to a table of contents. The pur-
pose of the chart of accounts is to provide the user of the ledger with
a means of determining the accounts found in the ledger and their
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location within the ledger. The organization of the chart of accounts
follows the accounting equation format very closely, in that the chart
lists asset accounts first, followed by liability accounts, then propri-
ctor's capital, drawing, revenue, and expense accounts, In every ledger
and trial balance form previously presented this format has been
followed. Note that the numbering of the account pages also follows
this format. The asset accounts are assigned the numbering series
beginning with 100. Liabilities are assigned the 200 series, and capital
accounts use the 300 series,

The following represents a typical chart of accounts found on the
first page of a ledger:

CHART OF ACCOUNTS
Assets
Cash 101
Accounts Receivable 102
Supplies 105
Equipment 120
Liabilities
Accounts Pavable 201
Notes Payable 205
Capital
J. Jones, Capiral 300
1. Jones, Drawing 301
Service Revenue 30
Rental Revenue 320
Commission Revenue 330
Rent Expense 350
Salaries Expense 355
Supplies Expense 356
Insurance Expense 357
Utilities Expense . 358
Mizscellaneous Expense 370
Income Summary 400

Notice that even though the accounts are listed in numerical order,
not all numbers have been used. This is to allow for future expansion
when additional accounts will need to be inserted in the correct area of
the ledger.

Closing Entries

In an earlier chapter we disting d between per and temp
rary capital accounts. Temporary capital accounts consisted of the pro-
prietor’s drawing account and all of the revenue and expense accounts.
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The word “temporary” means NOT permanent or subject to change.
These temporary accounts are eventually eliminated and the contents
of the accounts transferred to permanent capital. We accomplish this
through the preparation of the statement of capital. The statement of
capital compares the drawing account with the net income or loss
shown by the income statement. The resulting balance causes either an
increase or a decrease in the proprietor’s capital. While this process
is necessary in order to prepare financial statements, it must also be
reflected in the various ledger This is lished through
the recording of closing entries.

The CLOSING ENTRY involves transferring the balances of
the temporary capital accounts to the proprietor’s permanent capital
account. In order to plish this, each porary capital
must be either debited or credited to eliminate its balance, while a cor-
responding debit or credit is summarized in another temporary account
designed exclusively for that purpose, This new temporary account is
known as the INCOME SUMMARY or NET EARNINGS
SUMMARY. The name of the account may vary from business to busi-
ness, but the cl remains basically the same.

The procedure for closing the ledger accounts is as follows:

1. All revenue accounts are closed to the income summary account.

2. All expense accounts are closed to the income summary account.

3. Proprietor's drawing is closed to the income summary account.

4. The income summary account is closed to the proprietor's perma-
nent capital account.

The following partial trial balance is illustrated for Mary Rodriguez
Co. (after adjusting entries have been recorded and posted to the
ledger):

Mary Rodriguez Co.
Trial Balance
December 31, 2002
Debit  Credit

Mary Rodriguez, Capital $5,000
Mary Rodriguez, Drawing § 045
Service Revenue 2,000
Rental Revenue 1,200
Salaries Expense 800
Rent Expense 450
Miscellaneous Expenses 1,250

‘The following closing entries would be recorded in the ledger of
the Mary Rodriguez Co.:

2002
Dec. 31 Service Revenue 2,000
Rental Revenue 1,200
Income Summary 3,200

To close revenue to income summary.
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2002
Dec. 31
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Income Summary 2,500
Salaries Expense

Rent Expense

Miscellaneous Expenses

To close expense to income summary.

Income Summary 645
Mary Rodriguez, Drawing

To close drawing to income summary.
Income Summary

Mary Rodriguez, Capital
To close income summary to capital.

800
450
1,250

55

Notice the effects on the individual ledger accounts as a result of
these closing entries being posted. The word “Balance” in the individ-
ual ledger accounts refers to the pencil footed balance in the individ-

ber 31. D k

ual

as of D

posting of the closing entries.

31 entries represent the

Mary Rodriguez, Drawing

2002 2002 2002
Balance 5,000 Balance 645 | Dec. 31 645
Dec. 31 55
Services Revenue Rental Revenue
2002 2002 2002 2002
Dec. 31 2,000 | Balance 2,000 Dec. 31 1,200 | Balance 1,200
Salaries Expense Rent Expense
2002 2002 2002 2002
Balance 800 | Dec. 31 800 Balance 450 | Dec. 31 450
Miscellaneous Expenses Income Summary
2002 2002 2002 2002
Balance 1,250 | Dec. 31 1,250 Dec. 31 2,500 | Dec, 31 3,200
3 645
31 55

After the closing entries have been journalized and posted, the
only accounts that will have balances in the ledger will be the perma-
nent accounts—namely, the assets, liabilities, and proprietor's perma-
nent capital. The temporary accounts will still be found in the ledger;
however, these accounts will now have no balances. The process of
closing the ledger takes place at the end of the accounting period, so
that at the beginning of the next accounting period the accountant
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EXERCISE 6

can begin to accumulate information in the temporary accounts again.
Remember that the income statement covers a period of time. The
closing process permits the eli ion of one ing period's tem-
porary accounts, and thus the accumulation of revenue, expenses, and
proprietor’s drawings begin again in the following period.

Using the worksheet prepared from Exercise 5 set up “T" accounts
for each account found in the trial bal R d the bal in the
individual “T" accounts. Journalize the adjusting entries from the
worksheet and post to the “T" accounts. Take the information as to
proprietor's drawing, as well as the information in the income state-
ment, journalize and post the closing entries.

Post-Closing Trial Balance

EXERCISE 7

End-of-the-year activities involve the preparation of the worksheet,
including the making of any necessary adjusting entries. The account-
ant will then journalize and post these adjusting entries. Closing entries
are then journalized and posted. The adjusting and closing process has
a dramatic effect on the ledger, in that the trial balance prepared to
verify that the ledger was in balance is no longer valid. It then becomes
necessary to prove that the ledger is still in balance. In order to do so
the accountant will prepare another trial balance that is called a “post-
closing trial balance.” Prepared at the end of the accounting period,
the POST-CLOSING TRIAL BALANCE differs significantly from
the previous trial balance in that its accounts reflect adjusting entries
that have been made and its temporary accounts no longer have bal-
ances. The successful completion of the post-closing trial balance will
prove that the ledger is in balance at the end of the accounting period.
Prior to recording any business transactions for the new accounting
period, this post-closing trial balance must be prepared.

Having completed Exercise 6, prepare a post-closing trial balance for
the Beldon Service Co.

Steps in the Accounting Cycle

‘We will assume that the accountant is called upon to prepare financial
staternents once a year at the end of the accounting period. Given this
fact the following steps would be followed in maintaining accounting
records for the accounting cycle:
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a. Journalize daily business transactions.

b. Post to the various ledger accounts,

€. Prepare a trial balance monthly.

d. Prepare a worksheet with necessary adjusting entries at the end of
the accounting period.

€. Prepare financial statements.

f. Journalize and post adjusting entries.

g. Journalize and post closing entries.

h. Prepare a post-closing trial balance.

When the accountant is requested to prepare interim financial
statements, the procedures just presented are slightly modified. Since
in most business organizations adjusting entries are journalized and
posted at the end of the accounting period, to do so during the year
would entail additional unnecessary work., An interim statement is
prepared at any time other than the end of the accounting period. The

it could prepare these monthly, quarterly, semi-
annually, or for any period of time of less than one year. Generally
accepted accounting principles require that adjustments take place to
reflect properly revenue and expenses; however, for interim purposes
these adjustments do not have to be reflected in the journal or ledger.

The accountant in preparing interim would
the worksheet with adjusting entries reflecting the specific p:rmd of
time d by the but would not journalize or post the
adjusting entries nor prepare closing entries. Journalizing and posting
adjusting and closing entries would only take place at the end of the
accounting period.

Reversing Entries

The process of recarding adjusting entries creates certain ledger
accounts that are not normally recorded in the accounting period. For
example, in the process of recognizing accrued salaries, the salaries
payable account is established. Note the following adjusting entry:

2002
Dec. 31 Salaries Expensze 1,800
Salaries Payable 1,800
To recognize acerued salaries

While the salaries payable account will be listed on the chart of
accounts and an actual page for it will be found in the ledger, no entries
are normally made in this account during the yur, with lhe exception
of the adjusting entry just illustrated. The payroll clerk or bookk
in charge of preparing the payroll at the end of the week is familiar
with the basic procedure of recording the salaries expense and reduc-
ing the amount of cash.

The following example will illustrate the need for a reversal entry.
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EXAMPLE Salaries are paid on Friday for the week ending that day. December 31
ends on a Tuesday and salaries are not to be paid until Friday of that
week. Accrued salaries for those two days amounts to 1,800, The fol-
lowing adjusting entry is recorded by the accountant as part of the
adjusting process:

2002
Dec. 31  Salaries Expense 1,800
Salaries Payable 1,800
To recognize accrued salaries

As a result of closing the ledger at the end of the accounting
period, the salaries expense account will have a zero balance going into
the new accounting period. We recognize that salaries payable, being a
liability, will appear on the post-closing trial balance and will have a
balance at the beginning of the new accounting period. When the
payroll entry is made on January 3 of the new vear, the amount of the
payroll is 4,500, The payroll clerk is used to recording the following
entry and would normally do so on January 3.

2003
Jan. 3 Salaries Expense 4,500
Cash 4,500
For the week ending today

How much of this expense should be recognized in the new year?
(Only $2,700 representing three days' earnings in the new year.)

How much of this expense has already been recognized in the pre-
ceding year? (81,800 as a result of the December 31 adjusting entry.)

How much of the exp was recognized by the bookkeeper on
January 37 ($4,500)

Since the bookkeeper or payroll clerk are not expected to be
involved with the adjusting entry process, the above problem can be
solved by recording a REVERSING ENTRY on the first day of the
new accounting period. The ledger accounts following the preparation
of the post-closing trial balance appear as follows:

Salaries Expense Salaries Payable

2002
Dec. 31 1,800

Since the salaries payable account is not one of the accounts found
to have a balance during the year, the accountant will record the fol-
lowing reversal entry:

2003
Jan. 1 Salaries Payable 1,800
Salaries Expense 1,800
To reverse adjusting entry
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Note: The reversal entry is the exact opposite of the adjusting
entry recorded on December 31. Notice the effect this entry has when
posted to the ledger accounts.

Salaries Expense Salaries Payable
2003 2003 2002
Jan. 1 1,800 Jan. 1 1,800 | Dec. 31 1,800
(New Year) (New Year)

The balance in the salaries payable account has been eliminated
and the balance transferred to the salaries expense account as a
CREDIT BALANCE, which, in effect, says that this expense account
is temporarily being classified as a liabilit,. When the bookkeeper
makes the entry paying the payroll on January 3 (as shown above), the
effect of the posting on the salaries expense account is as follows:

Salaries Expense

2003 2003
Jan. 3 Pavment 4,500 | Jan. 1 (reversal} 1,800

What is the balance in the salaries expense account on January 17
(credit balance, $1,800)

What is the total salaries expense that should be paid for the week
ending January 37 ($4,500)

What was the salaries expense recognized for the old year as a
result of the adjusting entry? (§1,800)

What is the salaries expense that is being recognized for the new
year as of January 37 ($2,700)

WHEN TO USE REVERSING ENTRIES

A reversal entry is required whenever an adjusting entry results in the
establishment of an account on the books that normally does not carry
a balance during the year. The reversal entry will take place on the first
day of the new accounting period and the entry will be the exact reverse
of the previous adjusting entry recorded.

Examrre At the end of the accounting period, the bal in the li
account is $900. After a physical inventory, it is dnm:rmmed ':hut $125
in supplies have not been used up and have to be adjusted.

1. Record the necessary adjusting entry.

2, Record the closing entry necessary based on the information
provided.

3. Record the reversal entry.
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(Old Year)
Dec. 31 Prepaid Supplies (Asset) 125
Supplies Expense 125
T'o recognize the expense not used
up during the accounting period.

31 Income Summary 775
Supplies Expense 775
To close the expense account.

(New Year)
Jan. 1 Supplies Expense 125
Prepaid Supplics 125
To record the reversal entry.

Note the effects on the accounts after these entries have been
posted.

Supplies Expense Prepaid Supplies

Old

Balance 900

New
Jan. 1 125

EXERCISE 8

Old Old New
Dec. 31 Dec. 31 125 | Jan. 1 125
3t

) -
(iR

What was the supplies expense recognized in the old year? (8773)

What account did the adjusting entry establish and how is it clas-
sified? (Prepaid supplies are classified as an asset.)

What did the reversing entry convert the asset prepaid supplies
into? (Supplies expense.)

What benefit does the reversing entry provide in this instance?
{The supplies expense has been 1 blished with a bal of $125,
which represents a probable expense in the new year.)

The process of recording reversing entries is left up to the discre-
tion of the accountant. We have previously discussed situations where
adjusting entries created balances in accounts that are not normally
used during the accounting period, While it is advisable to utilize rever-
sal entries, it is not mandatory to do so. In a situation where the book-
keeper is not familiar with these reversible accounts, it is advisable to
record reversal entries. When the bookkeeper or accounting clerk is
familiar with the accounts established as a result of adjusting entries
and can properly record future period transactions invelving them,
then reversal entries may not be needed.

Based on the following information, record the necessary adjusting
entrics. Having done so, record the necessary reversal entries,

1. Salaries for the week amounted to $3,500. For the week cnding
January 4 (payday) record the adjusting entry needed for the old
vear,

2. The office supplies account has a balance before adjustments of
§530; the office supplies inventory at the end of the year is $160.
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3. The insurance cxpense on the trial balances has a balance of $1,350.
An analysis of the various policies shows that $450 in unexpired pre-
miums remain at the end of the vear.

4. You sign a new lease with a tenant that requires that the tenant pay
his rent for a six-month period at 5100 per month. The effective
date of the lease was November 1. At that time vou received a check
for $6(0 that you credited to the rental income account. Make an
adjusting and reversal entry, if needed.

Summing Up

The accounting period or cycle consists of a twelve-month period. 1f
the accounting period follows the calendar, the company is said o be
on a calendar-vear basis. If the company's vear begins on any dare other
than January 1, the business is said to be on a fiscal-year basis. Regard-
less of these factors, every business must maintain records that provide
detailed information on the business's ac es for the accounting
period. Maintenance of adequate and appropriate records 1s accom-
plished through the following procedures:

1. Business transactions are journalized on a daily basis.
2. These transactions are then posted to approprinte ledger accounts.
3. A trial balance proving that the ledger is in balance is usuaily pre-
pared monthly.
4. A worksheet is prepared whenever interim financial statements are
needed by the organization.
5. At the end of the accounting period, & worksheet is prepared with
the necessary adjusting entries for the year.
6. Financial statements are prepared from the year-end worksheet.
7. Adjusting entries on the vear-end worksheet are then journalized
and posted to the ledger.
8. Closing entries arc then journalized and posted causing the tem-
porary capital accounts to be closed to income summary, and the
resulting balance closed to proprictor’s permanent capital.
The balance in the ledger is then verified by the preparation of the
post-closing trial balance.
10. At the beginning of the new accounting period, reversal entries
are recorded to cli those ts established as a result of
the adjusting process.

b

Adjusting entries are usually recorded at the end of the accounting
period. The purpose of these entries is to see that the principle of
matching costs and revenue is followed. Adjusting entries may repre-
sent accruals or deferrals. They generally affect the recognition of
unrecorded expenses and revenue as well as the need to postpone the
recognition of expenses and revenue.

Closing entries are recorded at the end of the accounting period.
These entries close the temporary capital accounts, and the resulting
balances either increase or decrease the proprietor’s permanent capital.

Reversing entries are recorded at the beginning of the new account-
ing period. The completion of these entries makes 1t easier for the
accountant to monitor the recording of the daily business transactions



68 RECORDING ADJUSTING, CLOSING, AND REVERSING ENTRIES

by the bookkeepers and accounting clerks. By recording reversal
entries, the accountant does not have to rely on the bookkeeper's
knowledge of the adjusting process.

Many tools are developed for use by the accountant that enable
the accurate and timely preparation of business data. The use of a chart
af accounts in the ledger enables the user to locate a specific account
quickly due to the logical organization of the chart. A worksheet is an
invaluable tool in preparing financial statements. When the worksheet
is prepared in the interim, the work involved in adjusting journaliza-
tion and posting is not necessary. A year-end worksheet expedites the
preparation of the financial statements, as well as the journalizing and
posting of adjusting and closing entries. The preparation of a trial
balance and a post-closing trial balance enables the accountant to check
that the ledger is in balance as a result of the balance documents.



CHAPTER 5

ACCOUNTING FOR A
TRADING BUSINESS

How Service and Trading Businesses Differ

There are primarily two functions of businesses: service and trading.

Service businesses sell knowledge while trading businesses sell a
particular product or group of products. Obviously, there are busi-
nesses that specialize in the manufacture of the product that the trading
business sells; however, this business organization will be presented in
a more advanced course,

Up to now we have been concentrating exclusively on accounting
for a service busi The accc ing for a trading business is
primarily the same as that for a service business, except that in a trading
business a product is being sold. Service companies, such as law
firms, accounting firms, and advertising agencies, perform services and
the compensation received for those services is recorded in various
accounts such as: income from fees, commissions income, and income
from services. These revenue totals, when compared with total ex-
penses, enable the accountant to determine whether the service busi-
ness has earned a profit or sustained a loss. The determination of profit
or loss for a trading business is somewhat more involved, however,
because of a significant added component. That component is the cost
of purchasing the product being sold. As a result of this cost, it is
necessary to be familiar with a number of ledger accounts that are only
used by organizations that sell products.

SPECIAL ACCOUNTS FOR A TRADING BUSINESS

Since a trading business's primary reason for existence is to sell a
product, it is necessary to talk in terms of the product being sold. In
order to sell the product, it is first necessary to acquire it. Since these
goods that we are purchasing are not being bought for use but rather
for resale, we usually maintain records on them separate from records
on traditional assets that are bought for use.

The account title used for goods that are bought for resale is
usually called “Merchandise Purchases.” Merchandise purchases are all
goods bought exclusively for the purpose of resale. This account is
classified as an expense. [t is expected that as the goods are sold, the

69
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cost will be recognized as an expense that is known as the “Cost of
Goods Sold.”

From time to time goods that are purchased may not meet the
owner's expectations. When this happens, the buyer will request the
right to return the good. The goods being returned are recorded in a
separate account entitled “Purchases Returns and Allowances.” This
account is classified as a contra-exp account b it directly
offsets the merchandise purchases account. In order for goods to be
available for sale, it 15 necessary to have those goods transported to the
retailer’s establish By agr the cost of transporting the
goods can be borne by either the buyer or the seller. If the cost is
the responsibility of the buyer, this cost is recorded in an account
entitled “Freight on Purchases” or “Freight In.” It is appropriate to
maintain a separate record for freight charges so that an accurate analy-
sis of the accounting data can be made.

As an incentive to pay their obligations early, buyers of goods may

be offered discounts by the seller. This di is only r ized if
and when it is taken by the buyer. This discount is recorded in a ledger
account called “Purct Di " or "Di on Purct "

Thus, the discount represents a reduction in cost due to early payment
and is a form of revenue to the buyer of the goods. It is recognized
only when taken by the buyer.

METHODS OF DETERMINING INCOME

‘The primary difference b a service busi and a trading busi-
ness is the product sold by the trading business. The primary expense
of a trading business is usually the cost of the item being sold. Because
of this fact, a trading business's income statement is traditionally
broken down into a ber of i The following represents a
skeletal form of an income statement for a trading business:

Net Sales
— Cost of Goods Sold

Gross Profit
~ Expenses

Net Income

Determining Net Sales

Merchandise sold by a trading (retail} busi are usually recorded in
an account called “Sales.” This revenue account may have other titles,
such as Income from Sales, Sales Income, Sales Revenue, or other titles
that provide a greater description of the product being sold. Every sale,
whether it is made for cash or on credit, will be credited to the sales
account. The balance in the sales account at the end of the accounting
period is usually known as GROSS SALES. Gross sales represents the
total sales made by the organization for the particular accounting
period.

If a customer receives a defective or otherwise unsatisfactory item
from the seller, the seller usually provides the customer with a right to




HOW SERVICE AND TRADING BUSINESSES DIFFER 71

return the product. Since the original intent of the buyer was to retain
the goods, an assumption is made that the reason for the return was
the fault or negligence of the seller. It is important that a record be
maintained for the returns of these items. The accountant will set up
a separate account to show these returns; the account is called “Sales
Returns and Allowances.” Since the effect of the return is to offset the
original sale, this account can be classified as a contra-revenue account.
Entries recorded in the sales returns and allowances account would
represent debits,

At the end of the accounting period or for interim statement
purposes, the calculation of net sales would result from subtracting
sales returns and allowances from the figure for gross sales. The fol-
lowing represents the net sales section of an income statement for a
trading business:

Revenue
Gross Sales 65,000
Less: Sales Returns and Allowances 2,380
Net Sales 62,620

Recording Sales, and Sales Returns, and Allowances

Sales both on credit and for cash cause the revenue account (sales) to
be credited. The following examples illustrate the journal entries for
recording both cash and credit sales:

200-
July 3 Cash 1,357
Sales 1,357
For merchandise sold for cash.
7 Accounts Receivable 985
Sales 985

For merchandise sold on credit.

When a customer wishes to return goods to a seller, this right is
usually not The will req the right to return
the goods to the seller. If the original sale had been paid for, then the
following entry would reflect the refund issued on the books of the
seller of the merchandise:

200-
July 5 BSales Returns and Allowances 78
Cash 78

If the original sale was made on credit, the buyer must first request
the right to return the goods. The seller’s permission to return the
goods comes in a form known as a CREDIT MEMORANDUM. This
is the authorization needed by the buyer to return the goods. The credit
memo becomes the document that is used to record the following entry:

200-
July 12 Sales Returns and Allowances 102
Accounts Receivable 102
Issued credit memo #453 for
defective merchandise returned.



72 ACCOUNTING FOR A TRADING BUSINESS

Recording Sales Discounts

A DISCOUNT is a reduction in price. A SALES DISCOUNT
represents a reduction in price related to a sale. The seller of goods has
a choice as to how goods are to be sold. Basically, goods may be sold
for cash or on credit. Competition among sellers really determines
whether an item is to be offered for sale for cash or on credit. Where
credit is extended on sales, the terms given the buyer are stated on the
sales invoice. Such TERMS (means and methods of payment allowed)
are caleulated from the date of the invoice. Terms such as “n/30" mean
that the entire obligation, the net (n), is due the seller within 30 days
of the invoice date. Terms of “n/60 or “n/90" or “n/120" or longer
periods of time may be given to the purchaser to pay the obligation.
The terms offered usually depend upon the custom of the trade. In
some trades, it is customary for invoices to become due and payable 10
days after the end of the month in which the sale occurred. Such a term
would be expressed as “n/10 EOM."

When credit periods are long, creditors may offer the buyer a
CASH DISCOUNT, which is a price reduction offered by the seller
to the buyer as an incentive to pay the obligation to the seller before
the buyer is actually required to do so. Terms of “2/10, n/30" may be
offered. This term states that a 2% discount will be given if the obli-
gation is paid within 10 days of the invoice date, or the entire amount
(net) is due within 30 days from the invoice date. The sales discount is
offered by the seller, but it is the buyer who exercises the option of
taking the cash discount or not. To the seller this sales discount
represents an expense of the business. As such, when it is taken by the
buyer, it is recorded on the seller's books as an expense. The account
title used to recognize this expense is “Sales Discount™ or “Discount
on Sales.” On the buyer's books this cash discount represents a form
of revenue, or a contra-expense, and is generally known as a purchase
di or di on purch When the dlscount is taken by the
buyer it is recorded as a credit to the purch

When a customer sends payment within the discount perlod
offered by the seller, the transaction on the seller’s books would be
recorded as follows, given the following example:

Sale made on credit on January 5, 200-. The amount of the sale
was $500, the terms: 2/10, n/30. The following entries were made to
record the credit sale and the subsequent payment received from the
buyer on January 13, 200-.

200~
Jan. 3  Accounts Receivable 500
Sales 500
2/10, n/30
13 Cash 490
Sales Discount 10
Accounts Receivable 500

Inv. paid within discount period.
Sales discounts are lated in the exp Since this
discount represents a cost of doing business and it is directly related to
the sale of the product, it i1s appropriate to show sales discounts as a
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EXERCISE 1

EXERCISE 2

reduction from gross sales on the income statement. The following
section of the income statement illustrates the placement of a sales
discount:

Revenue
Gross Sales 30,000
Less: Sales Returns and Allowances 1,350
Sales Discount 940 2,290
Net Sales 47,710

The Spencer Department Store bought $2,400 of merchandise, terms
2/10, n/30, from the Gigi Company. Assuming they paid for the goods
within the discount period, make the following entries on the books of
the seller: (1) the recording of the original sale and (2) the entry for the
payment of the liability within the discount period by the customer.

Merchandise is sold on account to a customer for $12,000, terms: 2/10,
1/15, n/30. The date of the invoice is March 6, 200-. The bill is paid
by the customer on March 20, 200-. Determine the amount of cash to
be received by the seller and record the journal entry on the books of
the seller to reflect the receipt of the money on March 200-,

Determining the Cost of Goods Available

for Sale

The primary cost in a trading business is the cost of the merchandise
sold. In order for the sale of merchandise to take place, the goods must
first be available for sale. Goods available for sale consist of two com-
ponents: net purchases and merchandise inventory.

During the current accounting period, goods that are purchased
are charged to the merchandise purchases account. Any goods returned
are credited to the purchases returns and allowances account, Delivery
charges on purchases are charged to a freight on purchases account.
Discounts earned as a result of early pavments of credit purchases are
credited to the purchases discount account, Net purchases would be
determined in the following manner:

Merchandise Purchases 15,000
Less: Purchases Returns and Allowances 400

Purchases Discount 300 900

14,100

Add: Freight on Purchases 200

Net Purchases 14,300
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Merchandise purchased in a previous accounting period that
remains unsold into the current accounting period is known as MER-
CHANDISE INVENTORY. This inventory at the beginning of the
new accounting period is known as beginning merchandise inventory.
During the current accounting period this inventory remains on the
books with no changes being recorded to it. At the end of the account-
ing period the accountant determines the value of the goods sold.
Before this can be done, however, the accountant must determine the
COST OF MERCHANDISE AVAILABLE FOR SALE. The fol-

lowing section of the income statement for a trading business illustrates

this:
Merchandise Inventory, January 1, 2002 4,000
Merchandise Purchases 15,000
Less: Purchases Returns & Allowances 400

Purchases Discount 500 900

14,100

Add: Freight on Purchases 200
Net Purchases 14,300
Cost of Merchandise Available for Salc 18,300

DETERMINING THE MERCHANDISE INVENTORY

The merchandlse of a trading business consists of goods on hand
at the L of the ing period (begi merch

inventory) and goods purchased during the accounting period (mer-
chandise purchases), both being available for resale to customers. The
beginning merchandise inventory and the merchandise purchases for
the ing period rep it the COST OF MERCHANDISE
FOR SALE as prevmusly illustrated. While the determination of
merch is obtained from the ledger account, as a result
of posting to the account during the accounting period, the determi-
nation of the value assigned to MERCHANDISE INVENTORY is
obtained by taking a “physical count” of merchandise at a particular
time during the accounting period. Companies that sell a great quan-
tity and variety of items such as department stores keep track of their
stock of goods by using the PERIODIC INVENTORY METHOD.
This method entails taking a physical count of the merchandise on
hand at the end of the accounting period. The value of this inventory
is determined by multiplying the quantity of each item by its appro-
priate unit cost. A total cost figure for the entire inventory is then deter-
mined by adding the total costs of all the kinds of merchandise in the

inventory.
The actual physical inventory is taken at the end of the account-
ing period. It represents a bination of goods purchased during the

year and merchandise the firm had on hand at the beginning of the
year but has not sold as of the end of the accounting period. This mer-
chandise inventory is actually an asset, an asset that has to be reflected
on the books at the end of the accounting period (year). In order to do



DETERMINING THE COST OF GOODS AVAILABLE FOR SALE 75

so the following adjusting entry is made to establish the ending mer-
chandise inventory on the books of the company:

2002
Dec. 31 Merchandise Inventory 500
Income Summary 300
To blish the ending 1 y on the books

The debit entry establishes the asset value on the books. The credit
entry acts to offset the value of the merchandise purchases and the
beginning inventory, which, in combination, represent the cost of
merchandise available for sale, but only after the value of the goods
remaining is subtracted. The credit entry is necessary to obtain the cost
of goods sold, as the next topic will illustrate.

The merchandise inventory determined at the end of the account-
ing period also represents the beginning merchandise inventory for
the next accounting period. This beginning inventory is necessary in
order to determine the cost of merchandise available for sale in the next
accounting period.

DETERMINING THE COST OF MERCHANDISE SOLD

Cost of goods sold represents the cost assigned to the actual merchan-
dise that was sold during the accounting period. To determine the cost
of goods sold under a periodic inventory system, it is necessary to
compare the cost of merchandise available for sale with the goods that
were not sold. Goods not sold are represented by the ending merchan-
dise inventory. The following section of the income statement provides
the value of the goods sold during the accounting period:

Cost of Merchandise Available for Sale 18,300
Less: Merchandise Inventory, December 31, 2002 3,500
Cost of Merchandise Sold 14,800

The actual-cost-of-merchandise-sold section of an income state-
ment for a trading business would appear as follows:

COST OF MERCHANDISE SOLD

Merchandise Inventory, January 1, 2002 4,000
Merchandise Purchases 15,000
Less: Purchases Returns & Allowances 400
Purchases Discount 500 GO
14,100
Add: Freight on Purchases 200
Net Purchases 14,300

Cost of Merchandise Available for Sale
Less: Merchandise Inventory, December 31, 2002
Cost of Merchandise Sold

e S0

+

:
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EXERCISE 3 At the end of the accounting period the following information relating
to a trading business was: Sales, $219,180; Merchandise Inventory
December 31, 2002, $46,200; Purchases Returns and Allowances
$2,500; Merchandise Inventory, January 1, 2002, $52,390; Freight on
Purchases, $2,600; Purchases, $97,500. Determine: (1) Net purchases
(2) Cost of goods available for sale; (3) Cost of goods sold, and (4)
Gross profit on sales.

EXERCISE 4 Prepare an income statement for a trading business through the gross-
profit-on-sales section. The following account balances were found
in the ledger of the Reliable Dry Goods Co. as of December 31, 2002,
Merchandise Inventory, January 1, 2002, $28,650; Sales $172,200;
Sales Returns and Allowances, $3,430; Purchases $138,900; Freight
on Purct , $2,300; Purcl Returns and Allowances, $1,820;
Purchases Discount, $1,300; Merchandise Inventory December 31,
2002, §31,200.

Recording Daily Business Transactions

As you read through this section, post the journal entries presented to
“T" accounts. Set up the following “T" accounts: Cash; Accounts
Receivable; Merchandise Inventory; Accounts Payable; Sales; Sales
Returns and Allowances; Sales Discounts; Merchandise Purchases;
Purchases Returns and Allowances; Purchases Discounts; and Freight
on Purchases. Allow four lines for each ledger account.

The following business transactions in narrative form are pre-
sented for the Acme Department Store. As vou read the narrative
analyze the information and determine the appropriate journal entry
called for. Compare vour entry with the journal entry immediately
following the narrative, and then proceed to post the journal entries to
appropriate ledger accounts.

On January 1, 2002 the following selected balances appeared in the
ledger account for the Acme Department Store: Merchandise Inven-
tory, January 1, 2002, $12,000.

(Jan. 4—Sales on credit amounted to $3,000. Terms: 2/10, n/30).

2002
Jan. 4 Accounts Receivable 3,000
Sales 3,000
2/10, n/30
(Jan. 5—Purchased merchandise on credit for $900. Terms: 1/10,
n/30.)
Jan. 5 Merchandise Purchases 900

Accounts Payable 900
Credit terms offered 1/10, n/30
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(Jan. 7—Sent a credit memo to our customer allowing a return of

8200 on goods sold on Jan. 4.)

2002
Jan. 7  Sales Returns and Allowances 200
Accounts Receivable 200
Issued credit memo #202

(Jan. 13—Received a check from our customer in payment of the
invoice of Jan. 4, less the return of Jan. 7, and the discount taken by
the customer.)

Jan. 13 Cash 2,744
Sales Discount 36
Accounts Receivable 2,800

Customer paid inv of Jan. 4, less 2% discount.

(Jan. 15—Sent a check for $891 in payment of purchase made on
Jan. 5.)

Jan. 15 Accounts Pavable 900
Purchases Discount 9
Cash 891
Paid inv. of Jan. 5, less 1% discount.

(Jan. 18—Cash sales amounted to §5,500)

Jan. 18 Cash 5,500
Sales 5,500
Cash sales

(Jan. 25—Purchased merchandise on eredit for $1,200. Terms:
1/10, n/30.)

Jan. 25 Merchandise Purchases 1,200
Accounts Payable 1,200
Credit terms offered 1/10), nf30

(Jan. 27—Received authorization to return $200 in goods
purchased on Jan. 25.)

Jan. 27 Accounts Payable 200
Purchases Returns & Allowances 200

Received credit memo for Jan. 25 inv.

(Jan. 31—Paid for freight charges on purchase of Jan. 5. The
amount of the bill was §40.)

Jan. 31 Freight on Purchases 40
Cash 40
Paid freight charges on January 3
purchase
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After you have posted the above transactions to the appropriate
ledger accounts, foot the accounts and determine the balances in the
accounts as of January 31, 2002, Using the appropriate ledger accounts,
prepare an income statement for Acme Department Store (through the
gross-profit-on-sales section).

Adjusting and Closing Entries

The adjusting entries previously discussed for service businesses apply
as well to trading businesses. There are accounts, however, used in a
trading business that were not part of a service business and thus
require discussion.

The merchandise inventory account on the chart of accounts is
listed as an asset. This account is not recorded to during the account-
ing period. Any adjustments to the goods available for sale are shown
in the merchandise purchases or the purchases returns and allowances
account. At the end of the accounting period, the beginning merchan-
dise inventory account is considered to have been sold. Because of this
concept, it is necessary to convert the asset to an expense. In order to
do so the following journal entry is recorded:

2002
Dec. 31 Income Summary 10,500
Merchandise Inventory 10,500
To close beginning merchandise inventory

This adjusting entry eliminates the January 1, beginning balance
in the merchandise i ¥ t and converts the value of the
inventory to an expense. The debit side of the income summary
account represents all the expenses of the business. At this poine it is
assumed that all of the goods in the inventory account have been sold.

At the end of the ing period, the busi will take a physi-
cal inventory to determine the value of the goods on hand thar were
not sold. This inventory represents the ending inventory of the period.
Since the beginning inventory has been closed to income summary, it
15 then appropriate to recognize the value of the new ending inventory
on the books. The following entry is made to set up the ending inven-
tory on the books:

2002
Dee. 31 Merchandise Inventory 9,300
Income Summary 9,300
To set up ending merchandise
inventory

This adjusting entry has brought about two changes. First, the
new ending inventory (asset) is recognized on the books. Secondly, the
value of the goods not sold reduces the cost of goods available for sale
to represent the cost of goods sold.

The following example will illustrate how the adjusting and
closing process determines the cost of goods available for sale and the
cost of goods sald.
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EXAMPLE  The following balances appear in the ledger account: Merchandise
Inventory, Jan. 1, 2002, $4,000; Merchandise Purchases, $6,000. The
value of the December 31, 2002, inventory is §3,000. The following
are entries to adjust and close the accounts:

2002
Dec. 31 Income Summary 6,000
Merchandise Purchases 6,000
To close expenses.

31 Income Summary 4,000
Merchandise Inventory 4,000
T'o close beginning inventory.

31  Merchandise Inventory 3,000
Income Summary 3,000
To set up ending inventory.

Income Summary

2002
Dec. 31 6,000
31 4,000

‘The balance of $10,000 represents the cost of goods available for

sale.

Income Summary

2002 2002
Dec. 31 6,000 | Dec. 31 3,000
31 4,000

The balance of $7,000 represents the cost of goods sold.

PREPARING A WORKSHEET

A trading concern’s worksheet contains the same adjusting entries
that would characterize a service business’s worksheet. The accounts
unique to a trading busi are handise purct , purchases
returns and all , purchases di freight on purchases, sales
returns and allowances, sales discount, and freight on sales. These
would be adjusted when necessary and closed to income summary,
because they are all temporary accounts. The treatment of the inven-
tory accounts is unique to a trading business and thus requires further
discussion.

The daily business transactions just illustrated involved the mer-
chandise inventory account in the adjusting and closing process. These
entries, as with all adjusting entries, are preceded by their appearance
on the worksheet. The trading organization’s first adjusting entry on
the worksheet will transfer the beginning merchandise inventory
account, located on the trial balance, to income summary. This recog-
nizes that this asset carried during the year is now converted to
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an expense. This entry causes the balance in the merchandise inven-
tory to become zero. The debit entry to income summary recognizes
that this asset is now considered to be an expense, The second adjust-
ing entry establishes the ending merchandise inventory on the books
as an asset by debiting merchandise inventory and crediting income
summary. The credit to income summary recognizes that not all of
the purchases or beginning merchandise inventory sent to income
summary really represents an expense. The following partial worksheet
will illustrate these procedures:

Eversharp Trading Co.
Worksheet
For the Year Ended December 31, 2002

Aecount Trial Balance Adjustments

Dr. " Cr. D Cr.

r.
Cash oo [
Merchandise Inventory ‘1‘1”]4“" b)) H)H?[w (a))
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Income Summary (a) (b)

Adjusting entry (a) converts the beginning inventory to an
expense. Adjusting entry (b) sets up the asset value of the new ending
inventory.
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The following trial balance for the Xavier Co. is presented:

Kavier Co.
Trial Balance
June 30, 2003

DEBITS  CREDITS

Cash $ 6,500

Merchandise Inventory, July 1, 2002 3,000

Notes Receivable 1,500

Accounts Receivable 2,200

Office Supplies 500

Equipment 1,850

Accounts Payable $ 1,550

MNotes Payable 250

A. Xavier, Capital 10,000

A, Xavier, Drawing 475

Sales 12,640

Sales Returns and Allowances 150

Merchandise Purchases 8,025

Purchases Returns and Allowances 150

Discount on Purchases 340

Discount on Sales 110

Freight on Purchases 43

Rent Expense 600

Interest Income 25
§34955 ___§24.055

The following information was available as of June 30, 2002 the
end of the fiscal vear:

(a) The ending physical inventory on June 30, 2003 was $3,950.

(b) Office supplies used amounted to $60,

(c) Annual depreciation of equir it was §175,

(d) Interest accrued on notes payable amounted to $11 for the vear.
(e) Interest income on notes receivable earned but not received

amounted to §75.

Prepare a worksheet for the Xavier Co. Record the adjusting and
closing entries to the general journal. Prepare the necessary financial
statements for the Xavier Co.

Reversal Entries

The reversal entries we previously discussed apply to a trading form
of business as well as a service business. The criterion for recording &
reversal entry is whether that particular account, having been set up as
a result of an adjusting entry, normally carries a balance in the ledger
account during the year. If it does, then no reversal entry is needed, 1f
the account normally does not have a balance in the ledger during the
year, the balance in the account is eliminated at the very beginning of
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EXERCISE 6

EXERCISE 7

the new accounting period through the recording of a reversal entry.
Remember that the reversal entry is the opposite of the original adjust-
ing entry made,

The various expenses presented below were incurred by a trading
business during the current year. Analyze the numbered items pre-
sented and for each item determine in which section of the income
statement they should be reported. In which of the following expense
sections of the income statement should each be reported: (a) selling
(b} general, (c) other?

1. Fire insurance premiums on inventory expired.

2. Advertising materials used.

3. Salary of the gencral manager paid.

4. Heating and lighting expenses incurred.

5. Gasoline and oil used in the delivery equipment.
6. Depreciation expense on office equipment accrued.
7. Salary of the salespersons paid.

8. Interest expense on notes payable incurred.

From the following information prepare journal entries to: adjust the
books at the end of the accounting period, prepare the necessary closing
entries, and, where appropriate, prepare the reversal entries needed.
Assume the end of the accounting period coincides with the calendar
vear.

1. Merchandise inventory, Jan. 1, 2002, $35,700; merchandise inven-
tory Dec. 31, 2002, $36,500.

2. Sales salaries are poid for a five-day week ending on Friday. The last
payday of the year was Friday, December 26, 2002. If the weekly
payroll for a five-day week is $4,500, prepare the adjusting entry to
recognize the acerual for the last three days in the vear.

3. The prepaid insurance account before adjustments at the end of
the accounting period has a balance of $2,396. An analysis of the
policies indicates that the actual balance in the account should be
$1,800.

4. Interest on a promissory note had been paid one year in advance,
The amount of the income recognized was $45 for a period of one
year. The income was recognized for the full amount on the day the
note was issued, which was Julv 1, 2002,

Summing Up

There are primarily two forms of business organizations: service and
trading. T'he distinction between a service business and a trading busi-
ness is found in the accounts of the trading business. Since a trading
or merchandising business is concerned with the sale of a product
the following accounts are usually an integral part of this business
merchandise purchases, purchases returns and allowances, discount on
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purchases, freight on purchases, sales, sales returns and allowances, and
sales di Income determination for a trading business usually
takes the following form:

Net Sales
= Cost of Goods Sold

Gross Profit
~ Operating Expenses

Net Income

The ledger accounts that characterize a trading business are
porary capital ac which are closed out at the end of the
accounting period.

In a trading concern using the periodic inventory system, a
merchandise inventory account is used. The physical inventory that is
taken annually becomes the basis for recognizing the asset value of the
goods on hand at the end of the period. This ending inventory for one
accounting period becomes the beginning inventory for the following
period.

The cost-of-goods-sold scction of an income statement for a
trading business shows the interaction of the inventory in relation to
the goods purchased.

Cost of Goods Seld

Merchandise Inventory, January 1, 200-
+ Merchandise Purchases (Net)

Cost of Goods Available for Sale
- Merchandise Inventory, December 31, 200-

Caost of Goods Sold

The daily activities of a trading business are basically the same as
for any business. Transactions involving the acquisition of goods for
the purpose of resale are recorded in the merchandise purchases
account. Any adjustments related to the acquisition of the goods are
usually recorded in separate accounts for analytical purposes. The sale
of the product is handled in the same manner as the sale of a service
that may either be for cash or on credit. Since goods sold may be
returned by the buyer, the seller must record the goods returned in a
sales returns and allowances account,

The adjusting process for a trading organization differs from a
service business only in respect of the merchandise inventory account,
At the end of the accounting period, the accountant must close the
beginning inventory to income v, thus bling the r iti
of the fact that the asset has been converted to an expense. Once the
physical inventory has been taken, it is necessary to establish the new
inventory on the books. The entry requires a debit to merchandise
inventory and a credit to i v. The debit recognizes the
asset value, and the credit recognizes that all the goods available for sale
have not been sold. The adjusting, closing, and reversing processes for
trading businesses are basically the same as those for service businesses.




CHAPTER 6

SPECIAL JOURNALS AND
CONTROLS

What Are Special Journals?

The accountant is responsible for the design and implementation of
the accounting system used by the business organization. Whether the
accountant is the controller of the business or comes into the organi-
zation as an outside consultant, his or her function entails the record-
ing, classifving, and summarizing of data accomplished either manually
or by the use of mechanical, electrical, or electronic equipment. While
the current trend towards high technology focuses on the use of mini
and microcomputers for accounting purposes, it is necessary that the
accountant be thoroughly familiar with the manual systems that have
been traditionally used. The traditional manual systems are easier to
understand and more adaptable to learning through practice. This
chapter will focus in part on special journals designed for manual
accounting systems. The following special journals can also be readily
applied to the microcomputer.

All rransactions discussed in previous chapters have been illus-
trated using the two-column general journal. While the entries have
been appropriately recorded and would be done in a similar fashion in
most business concerns, there are situations where special journals are
used that will take the place of the general journal as illustrated. The
need for an alternative approach to the exclusive use of the general
journal arises out of the volume of business transactions to be recorded
by an organization. In a large busi there may be hundreds or even
thousands of business transactions to be recorded daily. In order to
handle these transactions rapidly and efficiently requires the develop-
ment of special journals. Special journals divide the labor required
with a two-column general journal, so that more than one bookkeeper
and or accountant can work on the books of the organization at the
same time. SPECIAL JOURNALS are books of original entry that
are specifically designed for the purpose of recording similar kinds of
transactions. Because of the similarity in the transactions recorded in
the individual special journals, the actual recording and posting repre-
sents a substantial time- and labor-saving device.
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Kinds of Special Journals

There are primarily four special journals that are used by most busi-
nesses. These journals are the:

Sales Journal

Cash Receipts Journal
Purchases Journal
Cash Payments Journal

Regardless of the nature of the business enterprise, one or all of
the above journals may be used. The criteria for using one or all of the
special journals is the volume of business transactions and the need for
a division of labor.

The organization of the special journal is tailored to the particular
needs of the business. Special columns are used to record repetitive
transactions. This procedure permits the posting of transactions or
parts to be done in total (summary) at the end of the month, rather than
daily. Picture a transaction that may be recorded two or three hundred
times per month, such as the receipt of cash. Using a special journal,
you can reduce posting to the cash account by two hundred and nincty-
nine entries. This can be accomplished by posting the debit to the cash
account once at the end of the month, rather than three hundred nmes
during the month.

In addition to special journals, special ledgers will be introduced
to show how certain kinds of transactions are posted to scparate
ledgers, known as SUBSIDIARY LEDGERS. A subsidiary ledger is
separate and apart from the general ledger and, like the special jour-
nals, will contain specific accounts not specifically found in the general
ledger.

SALES JOURNAL

Recording Transactions

Sales of goods and/or services may be made for cash or on credit. While
it is more desirable to sell goods and services for cash whenever possi-
ble, competition and other factors may force a business to sell their
product or service on credit. When the terms of a sale call for payment
in thirty, sixty, or ninety days the use of a special journal is appropri-
ate. In fact, any sale of a product or service on credit {regardless of the
credit terms) will be recorded in the SALES JOURNAL.

The recording of the following credit sale was made to the general
Journal:

200-
Jan. 10 Accounts Receivable 400
Sales 400
R. Jones, terms: nf30
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This credit sale requires the journalizing of both the debit and
credit parts of the entry and subsequent postings. The use of a sales
journal will reduce the work in both journalizing and posting. Another
disadvantage to using the general journal for this kind of entry that we
haven’t previously discussed is that the oral promise represented by the
debit to accounts receivable does not specify the person who owes the
money as a result of the credit sale. The following entry to the sales
journal will provide obvious benefits:

Sales Fournal
Date Aecount Debited Inv. # || Terms || PR Amount
T
Yan. | 10 || R. Jones 101 nf30 00

The same basic information previously recorded to the general
Jjournal appears in the sales journal. There are certain obvious advan-
tages to the sales journal form. The transaction is recorded on a single
line. The debit entry is to a specific customer's name. The amount
appears only once and the credit portion of the entry is assumed. Every
credit sale is recorded in the sales journal and each credit emry wﬂl
affect the sales account. It is ¥ top an
column because of the many customers that a business will sell to on
credit, During the month each sale on credit previously recorded in the
general journal had to be posted immediately to the two accounts in
the general ledger.

Using the sales journal permits the bookkeeper to refrain from
posting the credit portion of the entry until the end of the month.

At that time the total of the amount column will be posted in
summary to the credit side of the sales account. The debit postings
must be made daily and here is where what we have previously learned
has to be modified. The daily postings of the debit entries will be made
to a subsidiary (secondary) ledger that is known as an ACCOUNTS
RECEIVABLE LEDGER.

The accounts receivable ledger is a separate ledger that contains

individual for each who has been sold goods on
credit. The form of the customer accounts are the same as the previ-
ous ledger P d. The 's name will appear on the
top of the 1 to the will be ded as debit

entries and decreases will be recorded as credit entries. Transactions
recorded to the sales journal on a daily basis will require daily postings
to the various customer accounts found in the accounts receivable
ledger. Many business organizations will assign a specific page desig-
nation to each customer’s account. This page designation is used to



KINDS OF SPECIAL JOURNALS 87

indicate that posting has taken place. We will use a page designation
that corresponds to the first letter of the last name of the customer.
R. Jones’s page designation in the accounts receivable ledger would be
the letter “],” to correspond to the first letter of his last name. The
following illustrates the sales journal and the daily posting to the
subsidiary accounts receivable ledger.

Sales Journal Page 5-1
Date Account Debited Inv. # || Terms || PR Amount
200-
Fan. | 10 || R. Yones 101 n/30 ¥ <)o
Accounts Receivable Ledger
R. Jones Page ¥
Date PR Debit Credit Balance
= I i
Fan. | 10 || nj30 5.1 Lnp) o)

All credit sales would be recorded to the sales journal in the same
manner as the transaction just illustrated. The posting procedure
would be the same for each credit sale except that now they would be
posted to a specific 's The receivable ledger
will contain as many accounts as there are customers. Be particularly
aware of the designations used in the post-reference columns of the
sales journal as well as the customer’s account. The “J” in the post-
reference column of the sales journal indicates that posting to the
ledger has taken place and that it was made to the account page “J."
The S-1 in the post reference (PR) column of the customer’s account
indicates the source of the information. Notice that the terms given the
customer are also shown in the ¢ 's ledger t.

Notice how the following additional credit sales arc recorded and
posted to the respective accounts:

200-
Jan. 12 Sold goods to D. Lane for §3,000, terms: n/30
15 Sold goods to R. Jones for $500, terms: as had
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Sales Fournal Page S-1
Date Account Debited Inv. # || Terms PR Amount
200-
Fan. | 10 || R. Fones 101 nf30 i 4LB OGI
12 || D. Lane 102 || wan || L ool
15 || R. Jones 105 || wao || 7 siollool]
il
Accounts Receivable Ledger
R. Jones Page ¥
Date PR Debit Credit Balance
m Y o
Jan. | 10 8-1 00, 00|
15 51 sioloo 9o|oo
1 1l
D. Lane Page L
Date PR Debit Credit Balance
]
Fan. | 12 8-1 13 o 00
[ Hin

The notation in the post-reference column (PR), also known as the
ledger-reference column, in the sales journal indicates two things. A
letter appearing in the column indicates that the transaction has been
posted, and secondly, where the posting has been made to. The January
10 entry in the sales journal has been posted to account “J," which
represents the page in the accounts receivable ledger that the R. Jones
account is found. The same fact would be true for the entry of January
15. The entry of January 12 indicates that the posting was made to the
D. Lane account in the accounts receivable ledger. While the format of
the general journal is lacking in the sales journal, it is understood that
the only part of each entry that must be posted immediately is the debit
to the various customer accounts in the subsidiary ledger. This is nec-
essary because of the many different credit customers an organization
will be dealing with. Remember, we will no longer debit the accounts
receivable account, but will record all credit sales in the sales journal
and post the debit part of the entry to the individual customer’s
account in the accounts receivable ledger. The time- and labor-saving
aspects of this journal enable us to post the credit to the sales account,
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in summary, at the end of the month. No posting to the sales account
will take place during the month. The individual customer accounts
established for R. Jones and D). Lane reflect the postings made from
the sales journal. The source of these postings is evidenced in the post-
reference column (also known as the journal-reference column) by the
“8-1" notation. This information came from the first page of the sales
journal,

The Summary Entry

During the month, only the debit entries are posted from the sales
journal. At the end of the month, the summary entry enables us to
complete the posting so that double-entry ing is maintained
Notice that in the sales journal completed below, the total is obtained
at the end of the month. This total represents the amount of the credit
entry to be posted to the sales journal. The accounts receivable account,
found in the general ledger, is known as o CONTROL ACCOUNT.
The function of the control account is to provide a summary of the
activities posted to the subsidiary ledger. This account is necessary in
order to prepare a trial balance at the end of the month. Since indi-
vidual customers' accounts are not found in the general ledger (the
source for the preparation of the trial balance), it is necessary to have
a “control” figure in the ledger. The individual in charge of the sub-
sidiary accounts receivable ledger prepares a SCHEDULE OF
ACCOUNTS RECEIVABLE. The schedule of accounts receivable is
a hsting of the balances in the individual customer accounts, in this
illustration, at the end of January of the current vear. The total of this
schedule is used to verify that the control account 1s in agreement with
the subsidiary ledger. The posting to the accounts receivable control
account in the general ledger 15 a direct result of the posting of the
debit portion of the summary entry illustrated.

Sales Journal Page 5-1
i
Date Account Debited I # Terms PR Amount

200-

Jan. | 10 || R. Jones 1o nf30 ¥ | 0|

12 || D. Lane w2 || wgo || L oo

15 || R. Jones 103 nfi0 T 5SRO0

31 Dr. Accounts Receivable, Cr. Sales 5/30 39% |
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General Ledger

Accounts Receivable {Cantrol Aecount ) Page 5
T T T
Date || | PR l Debit Credit Balanee
| i ‘ Debit Credit
200- i | |
Jan, |31 || |51 390i0/00 oloo
| RN [l
Sales Page 30
Date ]. | PR ] Dbt Credit Balance
| | Debit Credit
200- ' '
Fan. | 31 51! ol o o

EXERCISE 1

The following schedule of accounts receivable would be prepared
to verify the control balance.

A Business
Schedule of Accounts Receivable
January 31, 200-

R. Jones 900
D. Lane 3,000
Total 3,900

Once the control account balance has been verified, the trial
balance may then be prepared.

The following business transactions took place during the month of
February 200-, for the Anderson Stationery Co.:

200-
Feb. 3 Sold stationery supplies 1o Clearview Mfg. Co. for $680,
terms: n/30.

8 Sold 10 reams of bi-fold computer paper to Data Word Asso-
ciates for 389, terms: n/30.

17 Sold stationery supplics to FIAL Corp. for 8700, terms: n/30.

28 Sold fifteen cases of rexo-graph paper 84" % 117 to Clear-
view Mfg. Co. for $180, terms: n/30.

Directions:

1. Rule a sales journal similar to the one illustrated;
2, Set up general ledger accounts for accounts receivable (page 5), and
sales (page 40);



KINDS OF SPECIAL JOURNALS 91

3. Set up four customer accounts in the accounts receivable ledger;
4. Journalize and post the transactions presented above;

5. Summarize the sales journal; and

6. Prepare a schedule of accounts receivable.

The accounts receivable ledger contains customer accounts that
are organized in a fashion similar to the telephone directory. Some
accountants prefer giving individual customer account numbers rather
than letters, When this approach is used, the control account is given
an account designation such as “5." All customer accounts then use the
designation “5.01," “5.02," “5.03," and so on. Either method is accept-
able and appropriate. A mere checkmark in the post-reference column
of the sales journal will indicate that posting has taken place (and is
acceptable), but does not indicate where the posting has been made to.
The last method is the least desirable, but is the most common method
used.

CASH RECEIPTS JOURNAL

Recording Transactions

The aceountant justifies the use of the sales journal based on the sub-
stantial volume of credit sales recorded during the month, If the terms
of the credit sale call for payment by the customer in thirty days, then
the volume of cash receipts will equal and probably substantially
exceed the number of credit sale entries. This then justifies the intro-
duction of the multicolumn CASH RECEIPTS JOURNAL. All
transactions, regardless of their source, that result in the receipt of cash
are recorded in the cash receipts journal, While it is obvious that obli-
gations due a business as a result of prior credit sales will be recorded
in the cash receipts journal, the same organization may have as many,
if not considerably more, cash sales. These sales, as well as other trans-
actions causing an inflow of cash, would be recorded in the cash
receipts journal.

The following cash receipts journal is a typical form used in

business:
Cash Receipts Journal

Darte Account PR Generml Sales Accounts Sales Cash

Credited Aeet. Cr. Cr. Receivable Cr. || Discount Dr, Dr.

200- A
Feb. | 9|| R. Fames 5 Lo oo Lo
10|| D. Lane L 31‘2"]! on By
15 || R. Fowes 7 LAM on 13 K3
17 || Sales v 700 o0 gLl
21 || Notes Receivable || 8 Ha o0 ksl
28 T’h on 7o oo o oo 15 o0 w
1 i il o 1L 11
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The multicolumn cash receipts journal contains special columns
representing those accounts that are most frequently encountered in
recording cash receipts. The criterion for using a special column is
the volume of monthly transactions to that account. The most obvious
column needed is a CASH DEBIT COLUMN. Every transaction
in this journal will cause a debit to cash to be recorded. As was
mentioned earlier, the advantage of this column is that posting to
the cash ledger account will only take place once, at the end of the
month. During the month, no postings will be made to the cash account
in the general ledger. The number in brackets under the total of the
cash debit column represents the post reference for the summary
entry posted to the cash account in the general ledger at the end of the

month.
Every cash receipt results from a number of different kinds of daily
business transactions; h , the most 1 transactions result-

ing in the debit to cash are from cash sales and from customers paying
their outstanding obligations. Thus, two primary special columns are:
sales (cr.) and accounts receivable (cr).

Any time a cash sale is made to customers, the transaction is
recorded in the cash receipts journal. Note the February 17 transaction
in the cash receipts journal just illustrated. Since both parts of the
transaction are recorded in special columns, there is no need for daily
postings to take place. In fact, the accountant uses a checkmark in the
post-reference column to indicate that no posting is to be made at this
time. From the standpoint of labor and time savings, the accountant
has eliminated the posting of daily transactions invelving cash sales and
simply posts the two column totals at the end of the month.

The transactions of February 9, 10, and 15 represent the payvment
of obligations by customers. Note that in each case the credit entry is
recorded in the accounts receivable credit column. Unlike the sales
and the cash columns, this accounts receivable column has to be posted
daily because each customer's account has to be reduced to the extent
of the payments made. Notice that the post-reference column reflects
the postings that were made to the various customer accounts that are
found in the accounts receivable ledger. At the end of the month, the
summary total of the accounts receivable credit column is posted to the
accounts receivable control account in the general ledger. The entry of
February 15 also involved the taking of a discount by the customer.
Apparently the customer paid within the discount period and was enti-
tled 1o a 1% discount. The effect of this discount caused a reduction
in the amount of cash received, the recognition by the seller of an
expense, and the elimination of the obligation, in full, by ¢rediting the
customer's account. The posting of the sales discount takes place at the
end of the month, since only entries involving sales discounts are
recorded in that specific column.

Whenever an account is credited in the cash receipts journal and
there is no specific column set up for that account, it must be recorded
in the general accounts credited column. These accounts are general
ledger accounts and since they may be various accounts, it is necessary
to post these accounts on a daily basis to the general ledger. The entry
in the cash receipts journal for February 21 illustrates how the general
accounts credited column is used. Notice at the end of the month, there
is a checkmark under the general accounts credit column. This check-
mark indicates that no posting is to be made. This is due to the fact
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that the accounts recorded in this column have been posted during the
month and a summary posting is not necessary.

The Summary Entry
At the end of the month the columns of the cash receipts journal are
il-footed. The debit col totals (sales discount and cash) are

th:n compared with the totals of the credit columns {general accounts,
sales, and accounts receivable). If the total of the debit column agrees
with the total of the eredit column totals, the journal is said to be in
balance. The totals are then recorded in ink, the date is assigned,
usually the last day of the month, the totals are double underscored,
and the posting of the totals takes place. The summary entry in the
cash receipts journal involves the posting of the totals of all the
columns of the journal, except the general accounts credited column.
The general accounts credited column is not posted at the end of the
month, since it is posted daily to the general ledger. The sales, accounts
receivable, sales discount, and cash columns are all posted at the end
of the month to their respective accounts in the general ledger. The
accounts receivable credit column had been posted to the individual

in the subsidiary ledger during the month. The
summary entry sees to it that the accounts receivable control account
in the general ledger reflects what was shown in the customer’s ac-
counts during the month.

Record the following transactions in Estelle Rafferty’s sales journal and
cash receipts journal for the month of October 200-.

200-
Oct. 1 Received a check for $100 from L. Marin in partial payment
of his account.

5 Sent an invoice to T. Ross for sale made today amounting to
$100, terms: 2/10, n/30.

9 The proprictor made an additional cash investment in the
business amounting to $1,500.

13 Sold goods to R. Adams for $200. Terms: n/30.

15 Received a check from T. Ross in payment of invoice dated
October 5, 200-. {Note the terms of October 5 transaction.)

17  Received a check from R. Horne in payment of his note due
today. The amount of the note was $450.

Z1 Sent an invoice to G. Crane for sale made today for $310.
Terms: 2/10, n/30.

25 Received a check for $235 from T. Ress in full payment of
his October 1 balance.

Received $350 from cash customers for miscellaneous sales
of merchandise.

31 Received a check from G. Crane in payment of the invoice
dated October 21.
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After you have recorded the above transactions to the appropriate
Jjournals, prepare the summary entry for the sales and cash receipts
journal,

EXERCISE 3 Set up the following accounts with balances as indicated:

GENERAL LEDGER

Ace. # Account Balance
1 Cash $1,100 (dr.)
5 Accounts Receivable 770 (dr.)
7 Notes Receivable 750 (dr.)
40 Estelle Rafferty, Capital 8,000 (cr.)
Sales —

51 Sales Discounts —

ACCOUNTS RECEIVABLE LEDGER
R. Adams $210
G. Crane 180
L. Marin 145
T. Ross 235

Based on the solution you prepared for Exercise 2, post from
the sales and cash receipts journals to the accounts set up. Record
the summary entries and prepare a schedule of accounts receivable to
verify that the ledger agrees with the accounts receivable control
account.

PURCHASES JOURNAL

Recording Transactions

We have learned that sales on credit and subsequent cash received,
regardless of source, are recorded in the sales and cash receipts jour-
nals, respectively. Whenever a special journal is used, this will reduce
the need for and the use made of the general journal. When the volume
of transactions dealing with purchases an organization makes on credit
is great, this calls for the introduction and use of the PURCHASES
JOURNAL. Any kind of purchase that is made on credit is recorded
in the purchases journal. This special journal is a multicolumn journal.
The typical form of the purchases journal is presented on page 95.



KINDS OF SPECIAL JOURNALS 95

411 LGl
ool ooldolef [ ool e
fl volclote | | [leololole a (0g/) 00 +myogt || 0g
__8 < 0z SIDIUNG WO JySiatg 8_m_h_ ” ¥ o) Sy 2y || gz
[loolstele 81 sa1jddng oolelel d (09/u) oy puvyy || 21
ooldlclz 3 juaudndy EIQ ¥ (ogfu) o0 aqy || z1
Sja_~ S_HjN s foefu) oo ymug || 1 | usf
-00Z
mnouyr || o Pasgad unony (sq) (43)
PAHIGIT SN0 [OEIMIS) sapipund di¥ yd Panpas)) unoasy RL
I-d o g [ouinof sasvyxng




96 SPECIAL JOURNALS AND CONTROLS

The use of the purchases journal is very similar to that of the sales
Jjournal, except that the purchases journal is used for the purchase of
anything on eredit. The purchase journal is a multicolumn journal that
has special columns for recording recurring information. The use of
the special purchase column is obvious. In practice a special column
should be set up for any account that may be used frequently. [f there
were a large number of supplies bought on credit, a special column for
supplies could be established. In the purchases journal illustrated, the
supplies are shown as part of the general accounts debit columns;
however, if the volume of supplies purchased on credit was significant,
a special column for the supplies could be included in the purchases
journal. Notice that this journal has provisions for two post-reference
columns. Whenever the general accounts debit area is used, it is posted
i diately to the g I ledger and noted in the second post-
reference column. When the purchases column is used, the posting
will take place at the end of the month in summary, in a similar fashion
to the summary of the sales column in the cash receipts journal.

Every purchase recorded in the purchases journal must be on
credit in order to record it to this journal. Each transaction results
in the establishment of a liability known as accounts pavable. In prac-
tice it is important for businesses to know specifically to whom they
owe money, In order to keep track of this information, it is necessary
to set up an additional subsidiary ledger to accomplish this. The
ACCOUNTS PAYABLE LEDGER is a subsidiary ledger in which
separate accounts are maintained for all the creditors of a business
organization. In the general ledger the ACCOUNTS PAYABLE
CONTROL account is maintained to mirror the subsidiary ledger.
Notice that the first post-reference column is to the immediate left of
the accounts payable credit column. The purpose of this post-
reference column is to post the obligations to the various creditor
accounts on a daily basis to the subsidiary accounts payable ledger. The
workings of the accounts payable control and subsidiary ledger is very
similar to that of the accounts receivable control and accounts receiv-
able subsidiary ledger. During the month the credit entries to the
various creditor accounts are posted to the subsidiary ledger and page
letter designations corresponding to the first letter of the last name are
used to indicate that posting has taken place. It is necessary at the end
of the month to see to it that whatever has been posted to the sub-
sidiary accounts payable ledger is also reflected in the accounts payable
control account in the general ledger.

The Summary Entry

The summary entry is made on the last day of the month as with the
other special journals. Since the purchases journal is a multicolumn
journal, it is first necessary to pencil-foot the money columns, The
combined total of the debit columns must agree with the total credit
to the accounts payable column. Once this has been determined, it is
then appropriate to write the totals in ink and then double underscore
the columns. The summary entry will indicate the appropriate ac-
counts to be posted to, by number shown under the ruled column. The
total of the accounts payable column would be posted in summary to
the accounts payable account in the general ledger. The debit from the
purchases column would be posted in summary to the merchandise
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purchases account in the general ledger. The general accounts debited
column would be checked off, since no posting is necessary at the end
of the month. (Remember that we post the general ledger accounts
debited column amounts to the specific accounts during the month,
thus no posting is necessary or appropriate at the end of the month.)

Set up a purchases journal in a form similar to the one just illustrated.
Record the following journal entries to the purchases journal:

200~
April 1 Purchased merchandise from the Bolden Co., amounting to
700, Terms: n/30.

5 Purchased office supplies from the Reliable Office Supply
Co, for $125. Terms: n/l5,

9 Bought office equipment consisting of a typewriter and

table for $325. Terms: n/20 from A & B Equipment Co.

15 Purchased merchandise from the Caldwell Manufacturing
Co. for $375. Terms: n/30.

After journalizing the previous four entries to the purchases
journal, peneil-foot the journal, verify that total debits are equal to the
accounts payable credit total, and rule the journal indicating the last
day of the month.

Set up three-column general ledger accounts for office supplies,
office equipment, merchandise purchases and accounts payable. Set up
an accounts payable ledger account for the creditors listed in the pur-
chases journal. Post the transactions from the purchases journal to the
appropriate ledgers during the month and in summary at the end of
the month.

Prepare a schedule of accounts payable to verify that the subsidiary
ledger is in agreement with the accounts pavable control account in the
general ledger, The form of the schedule of accounts payable is similar
to that of the schedule of accounts receivable that we have previously
illustrated.

CASH PAYMENTS JOURNAL

Recording Transactions

Credit purchases, regardless of their nature or terms, eventually must
be paid. This requirement is the basis for the cash payments journal.
The CASH PAYMENTS JOURNAL is used any time that there is an
outlay of cash, regardless of the reason. Cash payments will automati-
cally call for the use of this multicolumn special journal. The form that
the cash payments journal takes will basically be dependent upon the
needs of the organization. The following form of the cash payments
journal is typical, but is not the only form used:
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Cash Payments Fournal Page CP=]
Date Account PR [ General Arcounts Purchases Purchases Cath
Diebited | Accounts Dr. Payable Dr. Drebit Discount Cr. Cr.
200- I

Jan. | 2|| Purchases s | liaw 00 se| o0
4| & Allen A Fik ]
9| Jones Supply Co. || T A o0 il 00
14 || Rent Expense 45 2on oo 2o 0o
19 || Office Supplies || 15 s a0 i ]
31 A0 o0 s oo &, L Al oa A5 00

4 i FF fil7 |

The multicolumn cash payments journal illustrated has special
columns for accounts pavable, purchases, purchases discounts, and
cash. When recording in the last three account columns, no posting is
made from these columns during the month. Since the nature of the
entries to each individual column is the same, time and labor is saved
in posting at the end of the month. The accounts payable column
records the reduction in liabilities to individual creditor accounts. This
column is posted daily to the subsidiary accounts payable ledger. Since
the payable in the g I ledger presents a summary
of the postings to the subsidiary ledger accounts, it is necessary to post
the total of the accounts pavable column at the end of the month as
part of the summary entry.

Where there are a substantial number of cash payments dealing
with a specific item such as salaries, the accountant may choose to
introduce another special column such as salaries expense. If this
column is used, posting would be made in summary at the end of the
month only. Where a special column does not exist (Jan. 14—Rent
Expense) the debited account is named in the account debited column
and the general accounts debited column records the amount. Since
there are numerous different accounts recorded in this column, posting
must be made on a daily basis.

The Summary Entry

The summary entry for the cash payments journal is prepared in a
fashion similar to the preparation of the cash receipts journal. At the
end of the month the columns are first pencil-footed. The total of the
debit column totals must agree with the totals of the credit column
totals. Once this has been determined, the figures are placed in ink and
the columns are double underscored. The accounts payable column and
all special columns are then posted in total to their respective accounts
found in the general ledger with the appropriate posting reference
numbers placed in brackets under the amounts, A check-mark is placed
under the general accounts debit col to indi that no ¥
posting of that column is to be made. The individual transactions to
that column have been posted daily.
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Bracket Entries

The use of subsidiary ledgers (accounts receivable ledger, accounts
pavable ledger) and the control accounts (accounts receivable, accounts
pavable} in the general ledger requires that both the general ledger and
subsidiary ledger contain the same total information, The schedule
of accounts receivable and accounts payable verifies the correctness of
the control accounts. When the four special journals are used, the daily
posting and summary entries assume that the control accounts agree
with the schedules of the subsidiary ledger. On occasion it becomes
necessary to record transactions in the general journal. When these
transactions involve customer or creditor accounts, unique problems
result. Both the control and subsidiary account must be posted. The
use of a BRACKET ENTRY or a DOUBLE-POSTING ENTRY
solves this problem. Whenever a general journal entry requires an entry
to a customer or creditor account, a bracket entry is prepared.

A business received a thirty-day promissory note on March 10, 200-,
from R. Friend for $3,000 in payment of her oral promise.

200-
Mar. 10 Notes Receivable 8 3,000
R. Friend ] F
Accounts Receivable. 5 3,000
30-day note, due 4/6.

Notice that the requirements of double-entry accounting have
been met in that the debits are equal 1o the credits; however, notice also
that there are two accounts credited. The posting of R. Friend 15 made
to the subsidiary ledger. Since there is no special column for the cus-
tomer, there is a resulting need to post the credit to the control account.
This posting is also done immediately. Transactions invelving sales
returns as well as purchases returns are handled in a similar fashion (if
the returns are the result of previous credit transactions).

Set up the following journals on appropriate accounting paper using
the forms previously illustrated: Sales Journal, Cash Receipts Journal,
Purchases Journal, Cash Pavments Journal, and a two-column General
Journal.

The following transactions took place during the month of March,
200-. Record these transactions in the appropriate journals.

200-
March 1 Issued a check for $150 to Landis Co. for the March rent.

3 Purchased merchandise from Harris Co. for $950. Terms:
2/10, n/30,

Cash sales for the week amounted to $1,000.

6 Received a credit memorandum from Harris Co, author-

izing the return of $50 worth of merchandise purchased
on 3f3.

w
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200-
March 8 Sold merchandise to Adams Bros. for $1,200. Terms: 172
cash, balance in 30 days.

o

Received a check from Adams Bros. in accordance with
the terms of March 8 sale.

11 Issued a $200 check to Brooklyn College to pay the tuition
for Mr. Reynold's son (the owner of the business).

13 Issued a check to Harris Co. to pay the invoice of March
3, less the return of March 6.

16 Merchandise sold to Stone Bros. Terms: 1/10, n/30. The
amount of the invoice was $800.

17 Issued a check for $§70 to Rapit Transit, Inc. for freight
charges on the sale of March 16.

19 Received a 60-day, $500 promissory note from Black Co.
in settlement of their account.

20 Issued a $20 check to the Ace Stationery Co. for the pur-
chase of office supplies.

23 Purchased $800 worth of merchandise from Young & Son.
Terms: 30-day note.

24 Issued our 30-day note to Young & Son as per terms of
the purchase of March 23.

25 Received a check from Stone Bros. as per terms of March
16 sale.

26 Received a check for 8900 from Carson Company in pay-
ment of their 30-day promissory note due today. The note
included interest of $15.

31 Paid the monthly pavroll amounting to $3,450.

Summarize the journals and indicate which columns are to be
posted at the end of the month, Any columns that are not to be posted
at the end of the month should contain a checkmark.

OTHER SPECIAL JOURNALS

Special journals are introduced into the accounting system if they are
required bv the volume of transactions recorded or the need for a
division of labor. Additional special journals are also used for analysis
of data. T'wo special journals that will meet the criteria for use are the
PURCHASES RETURNS AND ALLOWANCES JOURNAL and
the SALES RETURNS AND ALLOWANCES JOURNAL. When
these journals are used, the entries for sales returns and purchases
rerurns are not recorded in the general journal as previously discussed,
but rather in the special journal established.

The purchases returns and allowances journal may show that a
large number of credit purchases are being returned by the buver to
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the seller. A significant number of purchase returns would indicate that
there is a problem that must be rectified. The intent of a buyer in pur-
chasing merchandise is to resell the goods and recognize a profit from
doing so. Goods returned to the seller are obviously not available for
resale by the purchaser. If a pattern of continued returns is established
with a supplier, this situation is readily seen in the purchases returns
and allowances journal. This will probably result in the reduction
or total elimination of any busi lealings with that particular seller
(creditor).

The purchases returns and allowances journal has an account
debited column in order to record the reduction in the obligation to the
creditor, as well as an explanation column and an amount column. The
following purchases returns and allowances journal is a typical journal
form used.

Purchases Returns and Allowances Journal Page PR-1
Date Account Debited Explanation PR Amount
200- J
Jan. | 3 || R. Smith Damaged Mdse. 5 7500
9 || Alpine Co. Wrang goods ent A His.00
31 25/41 112000

Daily postings are made to the creditor accounts in the subsidiary
ledger. At the end of the month, the summary entry causes a debit to
be posted to the ts payable control in the general ledger,
and a corresponding credit to be posted to the purchases returns and
allowances account in the general ledger.

The need for the sales returns and allowances journal arises when
there are a large number of sales returns that were originally sales to
customers on credit. A large volume of transactions justifies the use of
the journal, but this journal may also help you analyze the reasons these
sales returns are taking place. Tt is a basic assumption that the pur-
chaser of the goods bought them in good faith with the intention of
keeping them. Cir es beyond the buyers' control caused them
to request permission to return the goods to the seller. Sales returns
may have resulted from incorrect goods being shipped, goods being
received in damaged or soiled condition, goods being received not in a
timely fashion as ordered, and numerous other reasons. It is important
for the seller to recognize the reason he is sending a eredit memoran-
dum to buyer is to hopefully remedy the situation. The use of the
sales returns and allowances journal will highlight various problems so
that corrective action may be taken. The following sales returns and
allowances journal is typically used by many organizations.
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Sales Returns and Allowances Journal Page SR-1
Date Credit Memo # || Account Credited Explanation PR Ameaunt
200-
Jan. d 402 L. Breen Soiled goods B L5100
19 403 Restin Co. Incorrect order R 00”
26 404 Arnold Bros, Soiled goods 4 oloo|
31 3505 slrolod|
Posting is made to the individual customer accounts during the
month. At the end of the month, the summary entry posts a debit to
the sales returns and all =3 in the 1 ledger and a
credit posting is made to the accounts receivable control account in the
general ledger.

EXERCISE 6 The following business transactions occurred during an accounting
period. Using the five primary journals discussed, indicate in the ap-
propriate area which journal the transaction would be recorded in:

Journal
1. Sale of goods on account
2. Sale of merchandise for cash
3. Issued a credit memo to a customer
4, Cash payment of a promissory note
5. Sale of a service on credit
6. Purchase of office furniture on credit
7. Purchased merchandise for cash
8. Received a credit memo from a creditor I
9, Adjusting entry to recognize accrued salaries
10. Received a promissory note in place of an oral
promise from a customer
11, Paid monthly rent
12, Received a check from a customer in part
payment of an oral promise
13. End of period adjusting entry for revenue _
EXERCISE 7 Rule “T" fora g | ledger, receivable ledger, and

an accounts payable ledger. In the general ledger the 100 series will be
used for assets, the 200 series will be used for liabilities and account
numbers, and 301 and 302 will be used for the proprietor’s capital and
drawing accounts. Account numbers 305 through 310 will be used for
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revenue accounts, and account numbers 311 through 330 will be used
for expenses.

Rule the five special journals discussed in this chapter.

Elizabeth Sasoon began a retail beauty parlor business on March
10, 200-. You are to record the following business transactions in the
appropriate journals and post to the correct ledger accounts on a daily
basis. At the end of the month, summarize the journals and post the
summary entries. Prepare a schedule of accounts receivable and ac-
counts payable. If the schedules agree with the control accounts, pre-
pare a trial balance dated March 31, 200-,

Elizabeth Sasoon began business on March 10, by investing the
following assets in the business: Cash $5,000; Beauty Supplies $2,000;
and Equipment $2,500. (Since the proprietor is beginning business on
this date, this entry is traditionally recorded in the general journal, even
though cash has been received. Record this compound entry in the

B 1 journal r izing the assets and the proprietor’s capital. This
transaction is to be posted immediately to the various ledger accounts.}
200-

March 11  Sent a check for $300 to the Reliable Leasing Corp. in
payment of the rent for the month of March.

12 Purchased beauty supplies from the Avon Supply Co. for
$260. Terms 2/10, n/30.

13 Sent a check to the Drago Insurance Co, for the premium
on an insurance policy on the premises for $180.

14 Cash sale for the week amounted to $2,6(1.

15 Sold beauty supplies to Estelle Evans, a customer for
$200. Terms: 1/10, n/30,

16 Ms. Evans returned $50 of the beauty supplies and a

credit memorandum was issued for the return.

17 Purchased a professional hair dryer for $300 from the
Consolidated Equipment Co. Terms: 3/10, 1/20, n/30.

19 Sent a check to the Avon Supply Co. in payment of the
invoice of March 12.

20 Received a credit memorandum from Consolidated Equip-
ment Co. for $20. This allowance was for the repair of the
dryer.

21 The proprietor withdrew $300 cash from the business for
personal use.

24 Received a check from Ms, Evans for payment of the
March 15 invoice less the return of March 16.

Cash sales from March 15 to today amounted to $5,300.

Sold beauty supplies on credit to Ruth Glasser for $350,
Terms: 1/10, n/30.

27 Paid salaries for the three weeks ending today, amounting
to $675.

28 Purchased store supplies from the Eveready Stationery
Co. for $75 cash.

8 R
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200-
March 29 Sent a check to the Consolidated Equipment Co. for

balance due them.

30 Purchased beauty supplies from the Avon Supply Co.
amounting to $350. Terms: 2/10, n/30.

31 Sold beauty supplies to Estelle Evans for $600, Terms:
30-day promissory note.

31 Received promissory note from Estelle Evans as per terms
of sale made today.

EXERCISE 8 Test your knowledge of this chapter by answering the following state-
ments as either True or False, If your answer is False, explain why.

11.

12

13.

14,

15,

The use of special journals and ledgers makes it possible for several
bookkeepers to work on different accounting records at the same
time.

If merchandise costing $500 is purchased with terms of 2/10, n/30,
the amount due in 10 days 1s $500.

The cash receipts journal is used to record the collection of cash
mide by the business.

A sales discount rep a form of r to the seller.

Cash refunds to customers are recorded in the sales returns and
allowances journal.

. The purchases journal is used to record all purchases that are made

on credit.

Transportation costs paid on the purchase of merchandise are
recorded in the merchandise purchases account.

Purchases discounts represent a form of revenue to the buyer of
goods.

The summary entry in the sales journal is a debit to the accounts
receivable account and a credit to the sales account,

The accounts pavable subsidiary ledger is posted to at the end of
the month as part of the summary entry from the purchase and
the cash pavments journals.

Adjusting entries at the end of the accounting period are recorded
in the general journal.

If a purchases returns and allowances journal is not used, any pur-
chase returns would be recorded in the general journal, assuming
that the obligation has not been paid yet.

A refund received from a creditor is recorded in the purchases
returns and allowances journal, assuming that this journal is used
by the business,

The general ledger columns found in the cash receipts and the cash
payments journals are not posted as part of the month-end
summary entries and checkmarks are placed under the columns.
When a promissory note is sent to a creditor in exchange for an
oral promise, this transaction is recorded in the cash payments
journal,



SUMMING UP 105

Summing Up

As the size of a business organization increases as measured by the
volume of its business transactions, two factors must be recognized: (1)
the need for a division of labor so that the necessary recordkeeping can
take place in an efficient and accurate manner, and (2) the introduction
of various special journals and ledgers to permit the division of labor
and at the same time to reduce the amount of work of a repertitive
nature done by those in charge of the financial records.
The special journals that have been discussed include the:

Sales Journal, which is used to record all credit sales of goods and/or
services to customers.

Purchases Journal, which is used to record the purchases of all goods
and/or services on credit.

Cash Receipts Journal, which s used to record the receipt of cash
regardless of its source.

Cash Payments Journal, which is used to record the payment of cash
regardless of the reason for the payment.

Sales Returns and Allowances Journal, which is used to record the
issuance of a credit memorandum, which evidences the return of mer-
chandise to the seller, giving the buyer eredit for the return.

Purchases Returns and Allowances Journal, which is used by the
buyer of goods to acknowledge the receipt of o credit memorandum
from the seller authorizing the return of goods and the reduction or
elimination of the buyer’s obligation to the scller.

General Journal, which is used to record all business transactions that
are not recorded in the special journals listed above. In the event that
one or more of these special journals is not used, then the general
journal will be pressed into service.

The use of the special journals requires that a subsidiary ledger
be used in addition to the general ledger. Tn the gencral ledger the
accounts receivable account and the accounts payable account are
known as control accounts. The function of these accounts is to provide
a summary of the transactions affecting various customers and credi-
tors, The actual transactions with the individual customers and credi-
tors are posted on a daily basis to the appropriate subsidiary ledger.
The subsidiary ledgers consist of the accounts receivable ledger and
the accounts payable ledger.

The subsidiary accounts receivable ledger is a separate ledger that
contains individual customer accounts. These accounts are established
for each customer for sales made to the customers on credit. The sale
is initially recorded in the sales journal. The debit is then posted to the
customer’s account in the subsidiary ledger. When payment is received
from the customer at a later date, the entry is first recorded in the cash
receipts journal, and the credit is posted to the customer’s account, The
summary entry from the sales journal and the cash receipts journal is
posted to the accounts receivable control account in the general ledger
at the end of the month.

‘The subsidiary accounts payable ledger is a separate ledger that
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contains individual creditor accounts. These accounts are established
for each creditor as a result of purchases made from these creditors on
credit. The purchase is initially recorded in the purchases journal. The
credit part of the entry is posted to the individual creditor account
found in the subsidiary accounts payable ledger. When payment is
made to the creditor at a later date, the entry is first recorded in the
cash payments journal, and the debit to the creditor’s account is posted
to the debit column of the individual creditor’s account in the accounts
payable ledger. At the end of the month the total of the accounts
payable column in both the purchases and the cash payments journal

are posted to the payable control inthe g 1 ledger.
Remember, the control account mirrors the activity of the subsidiary
ledger.

The preparation of the schedules of accounts reccivable and
accounts payable will verify the correctness of the respective control
accounts in the general ledger. If they fail to agree, the accountant must
locate the discrey make the y corrections, and then pro-
ceed to prepare a trial balance.

The summary entries from the special journals are made so that
the special columns not posted during the month are posted to the
appropriate ledger accounts in the general ledger at the end of the
month. R ber, the receivable and accounts payable
columns in the special journals are posted daily to the specific sub-
sidiary ledger accounts and at the end of the month to the respective
control accounts in the general ledger.

Whenever an entry involving either an accounts receivable or an
accounts payable is recorded in the general journal, it must be recorded
as a bracket entry. The bracket entry enables a double posting to be
made first to the control account in the general ledger and then to the
individual account in the subsidiary ledger. The bracket entry causes
two accounts to be listed (thus the double posting), but only one
amount to be shown. If the sales returns and allowances journal or the
purchases returns and allowances journal are not used, these credit
returns must be recorded in the general journal and require bracket
entries.




CHAPTER 7

ACCOUNTING FOR CASH—
SPECIAL CONTROLS

Internal Control

A properly designed accounting system must meet the needs of the
business organization that it is being created for. Provisions must be
made for the accumulation, recording, and reporting of data. Chapter
6 dealt with special journals and addressed the basic organization of
the books of account in use. Once these financial records are in place,
it becomes necessary to see to it that the system design provides for:

1. Measurement of the various phases of the business’s operations.

2. Assignment of authority and responsibility.

3. Implementation of a program for the prevention of errors and
fraud.

The control of an organization's operations, regardless of the size
of the firm, is generally known as INTERNAL CONTROL. In a
small organization where the owner personally supervises the em-
ployees and directs the operation of the business, the degree of inter-
nal control is not as complex as a larger more decentralized
organization. As the number of employees and the complex nature of
the organization increases, it becomes virtually impossible for manage-
ment to be involved in every phase of operations. As the firm expands,

must delegate authority and place greater reliance on the
accounting systems in controlling the enterprise’s operations.

Internal control must see to it that assets are safeguarded, appro-
priate accounting data is generated, management policies and proce-
dures are followed, and that productivity and efficiency is achieved
throughout the organization.

Special Controls to Safeguard Cash

The most liquid asset within any organization is cash. Because cash is
easily transferable, it is the asset most susceptible to improper diver-
sion and use by employees. Since there are numerous transactions that
either directly or indirectly affect the receipt of cash and its payment,

107
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it is essential that cash be effectively safeguarded through the develop-
ment and use of special controls.

Within most organizations there is usually no significant amounts
of cash available. Any cash received is immediately or within a rea-
sonable amount of time deposited in a bank account. Any payments
made by the organization are done by check. Maost businesses deposit
all cash receipts in a checking account at a convenient commercial bank
and make all payments by check drawn against that bank. The forms
used by the depositor in working with the commercial bank are signa-
ture cards, deposit slips, checks, and bank statements.

When a checking account is first opened by a business concern,
certain employees are given the responsibility of signing the checks that
will be drawn on the business’s checking account. The authority to sign
the checks is given by the signature appearing on the SIGNATURE
CARD. This puts the bank on notice that the signatories on the sig-
nature card are authorized to sign the check for the concern. Usually
the organization will require that the signature on the check be a
two-party signature. There may be numerous individuals who are
authorized to sign the checks; however, there must at all times be two
signatures on the check in order for it to be valid. The two-party check
acts to reduce the possibility of misappropriation of funds, and also
makes more than one individual aware of where funds are being spent.

In order for an organization to write checks on an account, there
must be funds within the account to cover the checks written. In order
to accomplish this, a DEPOSIT SLIP or DEPOSIT TICKET must
be prepared. The deposit slip, which is usually prepared in duplicate,
has a space for writing the amount of currency and coin being deposited
as well as for listing the checks being deposited. The deposit slip will
have a place to write in the checking account number on the slip, or if
the deposit slip is preprinted, it will already contain the account
number and the name of the business organization on the face of the
farm.

Once the checking account has been set up and there exists funds
in the account, it 1s possible to make cash payments by writing checks
on the account. A check by definition is said to take the place of cash.
The CHECK is 2 written instrument that orders the bank it is written
on to pay a specific sum of money to the party designated on the face
of the check. There are three parties to a check; the bank on which the
check is drawn, known as the drawee; the person to whom the check is
being paid to (pay to the order of), the pavee; and the person who signs
the check, the drawer or payor. The check, or more specifically, the
check stub or duplicate copy of the check, becomes the basis for the
journal entry made in the cash payments journal. While the form
of the individual checks issued by different banks may vary, basically
the following information is found on the typical check: the name
and address of the depositor; serial numbering in order to facilitate the
depositor’s internal control; a preprinted account number; and the
name of the bank on which the check is written.

The records maintained by the business organization having the
checking account are usually found in the checkbook, which contains
the unwritten checks and the check stubs. The bank maintains a sepa-
rate record of the activity within an individual checking account, and
forwards to the checking account a bank 1t, usually

on a monthly basis. The BANK STATEMENT reflects the record that
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the bank maintains of activiries affecting the customer’s checking
account for the month. Like any account that is maintained for a cus-
tomer or a creditor, certain specific information is found in the bank
statement. This account is treated by the bank as if the customer is
actually a creditor, because the funds being safeguarded for the check-
ing account customner, as far as the bank is concerned, represents a
liability to the bank.

The bank statement contains the opening balance in the cus-
tomer's account. Any increases to the account as a result of deposits
are listed on the bank statement and are known as credits. Any checks
the customer has written and the bank has paid during the month are
shown as reductions on the bank statement, and thus are recorded as
debits to the bank statement. Any charges that the bank has made, such
as monthly service charges, appear on the bank statement and are
shown as reductions from the balance in the account. When the bank
has been asked to pay obligations for the customer, these payments are
shown as debits to the account. In using the bank “debit card” the cus-
tomer is authorizing the bank to reduce the checking account balance
by the amount of the charge, as if the bank were paying a check that
had been written by the customer. Where the bank has acted as a col-
lection agent for the customer, these collections appear as credits on the
bank statement. The final line on the bank statement represents the
ending balance in the statement. This balance should agree with
the balance on the check stub for the same date. This is usually not the
case and will be explained shortly.

BANK RECONCILIATION STATEMENT

There are two records thar are kept of the checking account. The
records are basically maintained by the bank and the customer. The
balance in a checking account can be found by referring to the balance
as indicated on the last check stub or by referring to the cash balance
in the general ledger plus the cash receipts, less the cash payments to
date. If the bank statement were compared with the balance as per the
customer's records (regardless of the record used), the accountant
would usually find that the two records are not in agreement. Bringing
these records into agreement 15 known as a BANK RECONCILILA-
TION. A bank r iliation s the [ whereby the balance in the
bank’s records of a checking account and the balance in the depositor's
records are brought into agreement. On a monthly basis a BANK
RECONCILIATION STATEMENT is prepared that brings the
checkbook balance in the ¢ r's checkbook into ag with
the bank's balance as found on the bank statement.

The inequality that exists between the balance per the bank stare-
ment and the balance per the checkbook is due to a2 number of things.
When a check is written by a business, the effect on the checkbook
balance at that time is to reduce immediately the balance by the amount
of the check written. The bank, however, would not reduce its record
of the business's balance to the extent of the check written because at
that time it has no knowledge of the check having been written. This
kind of check is then known as an OUTSTANDING CHECK. An
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outstanding check is one that has been written but has not been paid
by the bank because the bank has not yet received the check. The
balance per the bank statement will show a higher balance than that of
the checkbook b of the ding checks.

In some cases it i1s the bank that is aware of things that the cus-
tomer only becomes aware of when the bank statement is received. The
monthly bank service charge calculated by the bank is recorded on the
bank st as a debit o d This, as well as other charges
macde by the bank, are not known to the customer until the receipt of
the bank statement. At that time, it is necessary for the customer to
adjust the business’s books to reflect the information presented on the
bank statement. When the bank is authorized to act as a collection agent
for the customer or authorized to pay bills for the customer, this infor-
mation as well is not usually known by the customer until the receipt
of the monthly bank statement. In these situations it is necessary to
adjust the checkbook balance to the extent of the information in the
bank statement. Any adjustments made to the checkbook side of the
bank reconciliation will not only affect the checkbook balance, but must
also result in an adjusting entry being made to the books of account.
If interest income has been earned and received or interest expense
has been paid, these factors should be reflected on the checkbook side
of the bank reconciliation. Error on the part of the customer or bank
should also be shown. When the bank staternent has a NSF (not suf-
ficient funds) notice, this customer’s check must generate a reduction
in the checkbook balance on the reconciliation as well as an adjusting
entry. Following the preparation of the bank reconciliation statement,
the adjusting entries are recorded to the books of account.

Preparing the Statement

The bank reconciliation statement represents a comparison between
the checkbook balance and the bank staterment at a specific moment in
time {usually at the end of the month). The form of the reconciliation

will either rep the or the report form. Regard-
less of the form, the headings will ask the same questions that all finan-
cial statements ask: who?, what?, and when? The end result of the bank
reconciliation statement is to see to it that both records are in agree-
ment. This agreement is not merely a mathematical activity, but rep-
resents a logical approach to what has taken place, what will take place,
and how the books of account should reflect the changes. The follow-
ing illustrates the form of the bank reconciliation statement. Each item
hsted will be explained following the presentation.

Anthony Raymond Co.
Bank Reconciliation Statement

Less: Bank Service
Charge
Add: Notes Receivable
Adjusted Checkbook
Balance

August 1, 200-
Checkbook Balance $3,000 Bank Balance $4,000
Less: Outstanding Checks
5 Check # 203 §35
905 207 65 100
£3,900 Adjusted Bank Bal $3,900
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Notice that the bottom lines of the bank reconciliation statement
illustrate the equality of the balances. Both final amounts are labeled
“Adjusted Balance.” The reason for this terminology is that in both
cases there were changes shown to both sides that resulted in the change
being recorded, thus affecting the balances on both sides. Note the
changes that have affected each side of the statement.

Let's discuss the bank balance side first. ‘The list of nuwtandmg
checks is made by comparing the checks written according to the check
stubs with the checks paid according to the bank statement. Any checks
that are not listed on the bank statement are considered to be out-
standing and are listed on the bank side of the reconciliation statement.
This is completed in this fashion because it is recognized that the
checks written but not received by the bank will be received and paid
within a few days. The accountant anticipates this happening and treats
the checks as if received and thus paid by the bank. Any adjustment
that the bank has no knowledge of would be recorded on the bank
balance side of the reconciliation statement. A deposit in transit that
has not yet been received by the bank (as evidence by the bank state-
ment) would be added to the bank balance side as if the deposit had
been received.

The adjustments recorded on the checkbook side of the bank rec-
onciliation statement are those items that the bank usually knows
about, but the customer does not until either a memorandum from the
bank is received or the information appears on the bank statement. On
the bank reconciliation illustrated above, it appears that the bank is
charging its customer for the monthly bank service charge. The bank
will automatically reduce its record of the customer's balance to the
extent of the bank service charge. On the bank statement, a debit mem-
orandum will appear in which the bank charges the customer for the
service rendered. When the customer reviews the statement, the sub-
traction for the bank service charge is then shown on the bank recon-
ciliation statement. If the bank is also charged with the responsibility
of paying obligations for the customer, these payments are handled in
the same manner. Payments by the bank would be noted on the bank
statement and these payments would be recorded as reductions on the
checkbook side of the bank reconciliation statement. Although not
illustrated on the checkbook side of the bank reconciliation statement,
any debit card transactions would also be listed on the checkbook side
of the statement as a subtraction from the checkbook balance. These
amounts may be listed in a separate ion of the bank at, and
once the customer has verified that these transaction amounts agree
with the debit card receipts, the amount of the debit card charge would
be subtracted from the checkbook side of the statement. The addition
of the notes rel:ewshle on the checkbook side of the bank reconcilia-
tion 1i that a has paid an obligation to
Raymond Co. through the bank, The bank is acting as a collection
agent. When the note is payed, the bank returns the note to the cus-
tomer and credits Raymond Co.'s checking account with the value of
the note coll d. A credit dum is usually sent to the cus-
tomer at the time of the settlement of the note, and this transaction
will appear on the bank statement for the month. Since the bank
may be called upon to act as a collecting agent for the customer, any
time the bank receives funds in the name of the customer, it is the
bank's responsibility to credit the customer’s account. The credit
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memorandum appears on the bank statement and is recorded as an
increase on the checkbook balance side of the bank reconciliation
statement.

The Steps

The bank reconciliation statement is prepared using two documents:
the bank's statement and the checkbook stub. The bank statement con-
tains the beginning balance, deposits made during the month, checks
paid during the month, debit memoranda resulting from charges made
by the bank and activitics causing a reduction on the customer’s
balance, credit memoranda resulting from collections made by the
bank for the customer, and ending bank balance. ‘The customer’s check-
book stub contains the balance in the checking account as well as
deposits and the information as to the checks written. In order to
prepare the bank iliation nt, the following steps should
be followed:

1. Compare the deposits found on the check stub with the deposits
listed on the bank statement. Any deposits not shown on the state-
ment are known as DEPOSITS IN TRANSIT. These deposits in
transit represent deposits made bur not yer credited to the cus-
tomer's account by the bank. Deposits in transit are to be added to
the bank balance side of the reconciliation statement as if received
by the bank.

2. Compare the cancelled (paid) checks returned by the bank, as part
of the bank statement, with the check stubs to determine which
checks, if any, have been written but not yvet paid by the bank, If
there are any ourstanding checks, they would be listed on the bank
balance side of the reconciliation statement, The outstanding checks
would be subtracted from the bank balance as if the checks had been
paid by the bank.

3. Locate any debit and credit memoranda appearing on the bank
statement. These charges and credits are recorded as adjustments to
the checkbook side of the bank reconciliation statement,

4. Based on the above information, the bank reconciliation statement
is prepared.

5. Prepare the necessary adjusting entries based on the information
that has been recorded to the checkbook side of the bank reconcil-
iation statement. Any adjustment to the checkbook side must result
in the recording of an adjusting entry.

Recording Adjusting Entries
When the bank reconciliation has been completed, it becomes neces-
sary to prepare adjusting entries to correct or reconcile the cash
balance. The adjusting entries required will be based on the adjust-
ments made to the checkbook balance side only.

If the bank service charge as recorded on the bank statement
amounted to §5, the following adjusting entry would be made:

200-
Aug. 1 Bank Service Charge Expense
Cash
Monthly service charge.

w
w
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If the bank acted as a collection agent and collected a note in the
customer's favor, charging a nominal fee, the following entry would
result:

200-
Aug. 1 Cash 905
Bank Service Charge 15
Notes Receivable 920
Collection of note.

It is possible for another difference between the bank balance and
the checkbook balance to result from an error in the customer's books.
When such an error is discovered, its correction also requires an adjust-
ing entry. For example, if a check was properly written for $75, but on
the check stub it was recorded as §57, this transposition would result
in a difference in balances of $18. The correcting entry for such an
error would be:

200-
Aug. 1 Accounts Payable/]. Jones 18
Cash 18
To correct checkbook error.

Adjusting entries are only made as a result of adjustments made
to the checkbook side of the bank reconciliation statement.

Prepare a2 bank reconciliation statement dated May 30, 200-, based on
the following list representing receipts and payments that were made
by the Reliable Retail Store:

MAY CASH RECEIPTS

Date Receipts Deposits
52 $100 $100
5/9 200

5/9 100 300
3/16 400 400
5/23 200 200
5/30 300 300

MAY CASH DISBURSEMENTS

Date Check No. Amount
5/3 101 $50
5/10 102 150
5/10 103 20
5/10 104 10
5017 105 200
5/24 106 560
5/24 107 30
5/31 108 20

From the company’s checkbook records:
Cash balance (in bank) May 1, 200- $300
Cash balance (in bank) May 31, 200- $560
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EXERCISE 2

The May 31, 200-, bank statement for the Reliable Retail Store
from the First City Bank appears as follows:

Account Of: Reliable Retail Store FIRST CITY BANK
Date Check
200- No. Amount Deposits Balance
Apr. 30 300
May 4 100 400
6 101 50 350
11 102 150 300 490
104 10
18 400 890
19 105 200 690
25 107 30 200 860
10 NSF 850
26 106 560 290
31 28C 288
May 31 288

Code Explanations: EC—Error Correction; NSF—Not Sufficient
Funds (the bank charges a §10 fee for all NSF checks); Col—Collection
Charge; SC—Service Charge.

After you have prepared the bank reconciliation statement for
the Reliable Retail Store, prepare the necessary adjusting journal
entries.

The following data has been accumulated for use in preparing the bank
reconciliation for Alice Reinholt and Co. for the month of
September 200-

1. Balance per depositor’s records on September 30—84,239.35.

2. Balance per bank statement on September 30—8§4,581.50.

3. Deposits in transit—$362.80,

4, Checks outstanding—8694.10.

5. A check for $57 in payment of a bill was erroneously recorded on
the check stub as $75.

6. A bank debit memo for service charges amounted to $7.15.

PETTY CASH FUND

Most businesses need to have small amounts of money available for
various expenditures for which writing a check would be inappro-
priate or impractical. Small amounts of cash might be needed to pay
for transportation charges, postage fees, supplies, or coffee, as well as
other small expenditures that occur on a regular basis. Because these
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small payments occur frequently and amount to a considerable sum of
money, it is desirable to maintain close control over the payments. This
can be accomplished through the establishment of a PETTY CASH
FUND. The purpose of the petty cash fund is to have a small amount
of cash on hand with which to make some minor expenditures. The
person who is in charge of this fund is generally known as the petty
cashier. The petty cashier is given a check written to his or her order
for between $50 and $150 to establish the petty cash fund with., The
initial establishment of the fund is recorded by the following journal
entry:

200-
April 1 Petty Cash 100
Cash 100
To establish the fund.

The petty cashier then cashes the check and places the money into
a petty cash box, which resembles the inside of a cash register drawer.
The money is distributed by the petty cashier when requested by a
signed petty cash voucher. The PETTY CASH VOUCHER is a piece
of paper that states what the funds are to be used for, the date of the
transaction, the voucher number, the account to be charged, the indi-
vidual approving the voucher, and the fact that payment has been
received. The petty cash voucher is then placed in the petty cash box.
The combination of the cash in the box and the total amount of the
vouchers should be equal at any time to the amount of the petty cash
fund. The petty cashier also makes use of a record called the PETTY
CASH BOOK. The purpose of the petty cash hook is to keep track of
the expenditures from the petty cash fund. It represents a form of a
cash payments journal, except that expenditures are not evidenced by
a check but rather by a petty cash voucher. During the course of a
month, it may be necessary to REPLENISH THE FUND. When the
of the dist from the fund begins to approach the
amount of money established for the fund, it is necessary to replenish
the fund. The replenishment of the fund is justified by the fact that
expenditures were made from the fund and should be recognized. The
following entry would be made in the cash payments journal, although
illustrated in general journal form, to replenish the fund based on totals
obtained from the petty cash book:

200-
April 25 ‘Transportation on Purchases 62.50
Office Supplies 2.00
Postage Expensc 3.00
Cash 67.50

To replenish the petty cash fund.
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This replenishment will restore the balance in the petry cash box
to $100 and enable the petty cashier to continue distributing small
amounts of cash, The petty cash fund is usually replenished when the
balance in the fund has gotten low. However, at the end of the account-
ing period, the fund should be replenished so that expenses for that
accounting period can be properly recognized.

The only time an entry is made to petty cash is ar the time the
fund is blished. The replenish recogni the expenses
incurred. If the organization feels that the amount of the petty cash
fund is either too great or too small, an entry can be made adjusting
the balance in the petty cash aceount. The basic entry, however, usually
only occurs when the fund is first established.

The Spelvin Co. established a petty cash fund of $150 on January 1,
200-. On January 24, 200-, the fund was replenished for the payments
made to date as shown by the following petty cash vouchers: Freight
on Purchases, $9.50; Postage Expense, $46.00; Telephone Expense,
$3.20; Repairs Expense, $31.70; Miscellaneous Expenses, $22.00.
Prepare the necessary journal entries to record (1) the establishment of
the fund on January 1, 200-, and (2) the replenishment of the fund on
January 24, 200-,

VOUCHER SYSTEM

Just as it is important to control the expenditures of small amounts of
cash through the petty cash fund, it is important to be able to control
expenditures which take the form of checks. In every form of business
a large number of expenditures must be made each month for goods
and services. The handling of these kinds of transactions require that
the following steps be taken:

1. The expenditures must be authorized, prior to payment, by a pur-
chase order or some other document that evidences that the pur-
chase was originally authorized.

2. The goods must be inspected upon receipt and verified as to the
specifications of the order.

3. Invoices from suppliers must be examined for correctness of prices,
extensions, shipping costs, and credit terms.

4, Checks must be issued for payment with the necessary signatures
and approvals.

In a very small business the sole proprictor would probably be
responsible for all the steps listed above. As the size of a business
increases, it becomes inpractical for the owner of the business to be
directly invalved in the four steps histed above. A well-designed

ing system assigns certain employ to handle cach step and
to guard against waste and fraud, Since the safeguarding of cash,
whether it is in the form of coins and currency or checks, is an impor-
tant aspect of any business, the use of the voucher system will help to
provide this needed safeguard.
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The VOUCHER SYSTEM is a method of establishing control
over the making of expenditures and the payment of liabilities, This
system requires that every liability be recorded as soon as it is incurred,
regardless of when it is payable, and payment is made only when an
approved voucher is prepared. The voucher is a written authorization
that is prepared prior to every expenditure, regardless of whether the
expenditure covers services, merchandise for resale, or assets for use in
the business. A simple entry, such as the payment of the monthly rent,
will no longer involve a debit to rent exy and a corresponding credit
to cash, but will now involve the establishment of a liability and then
the subsequent payment. The following general journal entries illus-
trate the recognition and payment of the rent:

200-
Jan. 1 Rent Expense 300
Vouchers Payable 300
To recognize the expense.
1 Vouchers Payable 300
Cash 300
To record the payment of the voucher.
The Voucher
A VOUCHER is merely a document that ins specific infor

regarding the recognition and subsequent payment of an obligation.
When an invoice is received as a result of purchasing a product or
service, the bill is attached to the voucher. The following voucher is
used by the Reliable Service Co.:

Reliable Service Co.

Chicago, 1L
Pay to Voucher No.
Date
Terms:
Date of Invoice Gross Amount $
Invoice Number Less: Cash Di
Net Amount 8

Approval

Page 1
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Debit
Purchases
Supplies

Delivery Expense
Mise. Selling Exp.

Mise. Gen'l Exp. Voucher Summary

Credit Vouchers Payable

Page 2

Account Distribution Voucher No.
Amount
Payee

Amount
Adjustment

Net
Approved
Payment Summary
Date
Amount
Check No.
Approved

The face of the voucher is completed, indicating the name and
address of the creditor. A voucher number is assigned, and the date of
the entry is noted along with the terms of the transaction. The date of
the invoice is also recorded, as well as the gross amount of the hill. On
page 2 of the voucher, the account distribution information is com-
pleted. The purchases invoice is then hed to the her and is
placed in a file generally known as the UNPAID VOUCHER FILE,
The unpaid voucher file is set up according to when the earliest date
of payment should take place in order to take advantage of the terms
of the purchase. A voucher is prepared for every transaction that will
eventually require the payment of cash utilizing the checkbook. Trans-
actions that are normally thought of as mere payments of cash, such
as paying the business’s monthly rent, are not treated in that manner
when the voucher system is used. Each transaction must first be
recorded as a credit transaction.

Effect of System on Books of Original Entry

The purchases journal, as we have developed it, is not used when the
voucher system is in use. The purchases journal is replaced by another

book of original entry that is known as the VOUCHER REGISTER,

which is used to record all tr ions that Ited in the pref ion
of a voucher. Prior to the filing of the her (and i ice artached)
in the unpaid voucher file, the inf ion is 1 ded in the }

register. Each entry in the voucher register includes the assigned
voucher number and all the information typically entered in a purchases
journal. Instead of an accounts pavable column appearing in the
voucher register, it is usually replaced by a column called vouchers
payable. Two additional information columns are also used to indicate
the date the voucher is paid and the check number evidencing the
pn}'mem.

The following represents the typical form of the voucher register:
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The use of the voucher and voucher register also eliminates the
need for the subsidiary accounts pavable ledger. In place of this ledger
is the unpaid voucher file. Also, a glance at the paid column (check
no. and date) in the voucher register will indicate which vouchers
are outstanding. If that area has been completed, it indicates that the
obligation has been paid. If the area is blank, the obligation is still out-
standing. The vouchers payable account replaces the accounts payable
control account in the general ledger, but still shows the amount of the
outstanding obligations, which vou will need to know to prepare the
trial balance.

Following the entry of the voucher in the voucher register, the
voucher is filed in the unpaid voucher file. The voucher will remain in
this file until it is paid. In order to be aware of and to take advantage
of discounts offered as part of the terms of a purchase, proper filing
of the voucher is essential. The amount due on each voucher repre-
sents the credit balance that in a traditional system would be compa-
rable to a creditor account in a subsidiary ledger. Since the subsidiary
ledger is not used in a voucher system, it is assumed that the business
will avail itself, wherever possible, of the favorable credit terms offered.
In order to do so the unpaid voucher is filed according to the earliest
date that payment should take place to carn the discount. Since the file
is set up in a fashion similar to a calendar, the individual in charge of
the file will be able to determine readily which vouchers are due for
payment on any given date. When a her is paid, it is d from
the unpaid voucher file and a check is usually prepared to pay the obli-
gation. Information as to the date, check number, and payment are
recorded on the voucher. If the checkbook provides for a duplicate
check, this copy is usually attached to the voucher and then filed in the
paid voucher file, which is organized in numerical order according to
the voucher number assigned.

Recording Voucher Payment

All vouchers are paid by check. The traditional accounting system uti-
lizes the cash payments journal to record the payment. When the
voucher system is used, however, the cash payments journal is replaced
by a book of original entry called the CHECK REGISTER. All
vouchers paid by check are recorded in the check register according
to the check number. Each check written is in payment of a voucher
that has previously becn entered as a vouchers payable in the voucher
register. The effect of each entry in the check register is to cause a
debit entry to be recorded to the vouchers payable account. The only
additional columns needed in the check register are columns for cash
credit to indicate payment, and columns to recognize a credit entry
to discount on purchases. The following check register illustrated is
v used by busi using a voucher syvstem:
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Cheek Register

Date Payee Voucher || Check [ Vaouchers Purchases Cash

No. No. || Payable—Dr. || Discounts—Cr. Cr.

EXERCISE 4

Notice that the check register has no provision for a post-reference
column. There is no need for a post-reference column because all of
the columns are special columns that need only be posted once a month,
at the end of the month, as part of the summary entry. Remember, the
voucher system eliminates the need for a subsidiary accounts payable
ledger. The check number and date that the payment is made as evi-
denced by the entry in the check register are also recorded in the
voucher register. Remember, the paid area of the voucher register indi-
cates that the obligation has been paid.

The introduction of a voucher system eliminates the need for a
purchases journal, cash payments journal, and the subsidiary accounts
pavable ledger as we have used it. These account documents are
replaced with the voucher register, check register, and the paid and
unpaid voucher files. All documentation, from the original purchase to
the final payment, is recorded on or attached to the voucher. The use
of the voucher system ensures that expenditures are properly author-
ized and that payments made are in legitimate payment of an organi-
zation's obligations,

The Renfield Co. uses a voucher system. Record the following busi-
ness transactions in general journal form, Also indicate as an explana-
tion the appropriate special journal that would be used for each
transaction.

200-

Apr. 2 Voucher #2435 was prepared for the purchase of office sup-
plies at a cost of $85 from the Buyrite Stationery Co. The
terms of the transaction are 2/10, n/30,

10 Check #333 was issued in payment of voucher #245.

14 Voucher #246 was prepared to establish a petty cash fund
amounting to $50.
15 Check #334 written in payment of voucher #246.

16 Voucher #247 “us prepurtd to replenish the petty cash fund,
which contai r for: ge, $20,00; miscell
expenses, §15.00; dl.]:\cr\ expenses, §4.50.

19  Issued cheek in payment of voucher #247.
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Set up a voucher register and check register for the Mansfield Co.
Record the following transactions in the appropriate registers:

200-
Aug. 2 HReceived a bill from the Best Realty Co. for the month's rent
amounting to $700. {Begin with voucher #201.)
5 Received an invoice from Spelvin Co. for a purchase of
merchandise made today amounting to $2,457. Terms:
2/10, n/30.
7 Issued check #435 in pavment of voucher #201.

13  Prepared a voucher pavable to the Buyrite Stationery Co. for
a purchase made today of office supplies amounting to $95.

Terms: 2/10, 1/15, n/30.
14  Sent a check in payment of voucher #202.

18 Issued voucher #204 for $3,769.60 in favor of L. Sprang Co,
for our note. Face value of note $3,720.00, interest on note
F49.60.

26  Paid voucher #204 as per terms.

27  Prepared voucher to reimburse the petty cash fund.
The expenditures were as follows: Postage, 812.71%; Transportation on

Purchases, $43.10; Store Supplics, $13.80.
Pencil foot and rule both registers at the end of the month.

Set up a petty cash book, voucher register, and check register. Record
the following selected transactions, and total and rule the records at the
end of the month as appropriate,

200-
Sept. 1 Purchased goods from Smith Inc. Terms: n/10, 500, Pre-
pared voucher #916.
2 Issued voucher #917 to establish a perty cash fund amount-
ing to $200. Issued check #371 in payment to R, Brown.
5 Advertising expenses amounted to 8762, Received an
invoice from Jantzen Co. and set up voucher.

7 Paid cash of $9 out of the petty cash fund for postage
stamps. (Petty Cash Voucher #1.)

11 Paid voucher #918,

12 Received a freight bill from Hall Freight Inc. for $96 pavable
in twenty davs, [ssued o voucher.

15 lssued a check for $713 to Howard Co. in payment of
voucher #912, which had been issued last month for office
supplies.

18 Paid cash from the petty cash fund for transportation on
purchases amounting to $12. (Paid A.B. Freight Inc.)
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200-
Sept. 19 Purchased merchandise from Bell Co. paying $45 cash from
the petty cash fund,

21 Purchased goods from Texas Originals for $950. Terms:
2/10, n/30.

29 Replenished the petty cash fund.

30 Issued a check in payment of the September 21 voucher to
Texas Originals.

Summing Up

As we have seen, some of the important activities of management
center around the planning and controlling of cash. This includes cash-
flow planning, controlling cash receipts, controlling cash payments, the
voucher system, monthly bank reconciliations and even the disburse-
ment of small amounts of cash through the petty cash system.

The preparation of monthly bank reconciliation statements and
the resulting adjusting entries are performed by every business organ-
ization regardless of its size (providing it has a checking account). The
voucher system is appropriate for di to large-sized busi
operations only. [ts objective is to control the incurring of liabilities
and the making of expenditures. The cash payments journal and the
purchases journal are replaced by the voucher register and the check
register, while the subsidiary accounts payable ledger is replaced by the
unpaid and paid voucher files.




CHAPTER 8

ACCOUNTING FOR
RECEIVABLES AND PAYABLES

Selling Goods and Services

Goods and services may be sold by a business organization for cash or
on credit. Most organizations, if they were given a choice, would prob-
ably prefer to sell their product or service for cash. Due to competition
and other factors, many businesses, out of necessity, must offer their
products and/or services to customers on credit. As we have learned in
a previous chapter, when a sale is made to a customer on credit, the
effect of the transaction is to establish an accounts receivable account
on the books in the name of the customer. This account is classified as
an asset. When the customer pays the obligation to the seller, the cus-
tomer's account is credited and the cash account is debited as a result
of the receipt of cash.

No business organization prefers to sell on credit, especially since
it is possible the customer may prove to be unwilling or unable to pay
his or her obligation when it becomes due. Most businesses will utilize
a credit department or service to ascertain the creditworthiness of a cus-
tomer. The credit department will investigate the debt-paying ability of
each new customer and determine the maximum amount of credit to
extend. A credit service such as Dun & Bradstreet, Inc., furnishes credit
reports on prospective customers. Whether the customer is an individ-
ual or a business, some form of credit information is obtained prior
to extending credit to the customer. The amount of credit extended
depends on a number of factors. The credit terms offered by the seller
may be modified for a new customer until the debt-paying ability of the
customer can be determined firsthand. A seller who normally offers
credit terms of n/30, may decide to offer terms initially of only n/10 to
a new customer. Many sellers who have previously sold to buyers for
cash may use this information as a means of extending credit to the
© In ller organizations, where petition is great, credit
checks may not be made at all. A “seat of the pants™ approach or a “gut
feeling” approach may be used by smaller organizations.

Recognizing Bad Debts

‘When a sale is made without the immediate receipt of cash, a portion
of these credit sales may prove to be uncollectible. Regardless of a

125



126 ACCOUNTING FOR RECEIVABLES AND PAYABLES

credit department’s efforts or the credit service used, a small portion
of the outstanding accounts receivable may prove to be uncollectible,
When this happens, a provision must be made to match costs and
revenue by recognizing this receivable as a BAD DEBT. A bad debt is
an expense recognized by a business that was caused by a customer
failing to pay an obligation arising out of a prior credit sale. The recog-
nition of this uncollectible account receivable may be handled in many
ways depending on the nature of the business.

There are three methods used to recognize customer obligations
that have proven to be uncollectible:

1. Direct Write-off Method.
2. Net Sales Method.

3. Aging of Accounts Receivable Method. Allowance Methods

DIRECT WRITE-OFF METHOD
The DIRECT WRITE-OFF METHOD is used by businesses when

it is possible to determine that an account will prove to be uncollectible
within the same accounting period as the original sale took place.
Although this method is not allowed on the business’s books, when
it sells most of its products or services for cash, the direct write-
off method may be appropriate, since the t of its credit sales will
be very low. Since the credit period offered by the seller is probably
rather short, any uncollectible accounts can be ascertained quickly and
probably within the same accounting period. Given this information,
the bad debt recognition is made when the debt proves to be uncol-
lectible. The following information will illustrate the direct write-off
method.

On August 10, 200-, a credit sale was made to John Reston for
$300, terms: n/30. On November B, 200-, it was determined that Mr.
Reston would not pay his obligation, which at that point was two
months past due. A decision was made to write off Mr. Reston's
account as uncollectible.

200-
Aug. 10 |[John Reston I
Accounts Receivable
Sales 300
Terms: n/30,

Nov. 8 Bad Debt Expense 300
John Reston ]
Accounts Receivable
To write off the uncollectible
account.

The entry on August 10 represents the credit sale made to Mr
Reston. The November 8 entry recognizes that the customer will
not pay his obligation. This d entry gnizes the expense and
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eliminates the obligation that Mr. Reston has to the seller. By writing
off the account as uncollectible in the same accounting period as the
original sale, the accountant is able to more correctly match cost with
revenue, The effect on the debit to bad debt expense directly offsets
the revenue recognized in the credit sale of August 10, According to
the Tax Reform Act of 1986 the direct write-off method is the only
method allowed on a tax return.

Should a customer whose debt was previously written off pay his
obligation, the following reversal entry would be recorded:

200-
Now 25 []ahn Reston ]
Accounts Receivable 300
Bad Debts Expense 300
To restore obligation previously
written off,

25 Cash 300
John Reston ]
Accounts Receivable
Payment received originally due

on September 9, 200-

300

If this reinstatement took place in the following accounting period,
the bad debts expense account might tcmpnrn:n]} have a credit balance.
If this bal is not eli d by additional write-offs in the new
accounting period, the account with a credit balance would represent
a form of revenue.

While the direct write-off method is an accurate means of writing
off uncollectibles, it is less desirable than other methods because of
its failure to match costs and revenue within the same accounting
period.

Record the following transactions using the two-column general
journal.
200-
Mar. 6 Sold goods to Standish, Inc., for $840, terms: n/30
9  Sent a credit dum for $60 to Standish, Inc. for
returning damaged merchandise.

Apr. 14 Received a check from Standish, Inc., for $300 in part
payment of the March 6 invoice,

May 18 Determined that the balance Standish, Inc. owed us is
uncollectible, Decided to write off the account.

26 Received a check from Standish, Ine. for $100. Thi.s
d partial ion of the pr ly
wrlmn off.
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NET SALES METHOD

In order for the direct write-off method to be effective, the volume
of credit sales should be small and the write-off should take place
during the same accounting period as the original sale. Since these
requirements cannot be met by most businesses, the NET SALES
METHOD would be more appropriate for them. We have stated
that a bad debts expense results from credit sales to customers who
later fail to pay their obligations. Since the accountant’s primary
concern is to match costs and revenue within an accounting period,
an adjusting entry is made to recognize the anticipated uncollectible
accounts. At the end of the accounting period, the net sales method is
used to estimate the amount of net sales that will become uncollectible
in subsequent accounting periods. This estimate is usually expressed
as a percentage of net sales. Initially a business will rely on industry
statistics, which will eventually be modified based on the firm's own
experience. A company may decide that 1% of annual net sales of
$150,000 may prove to be uncollectible. They would record an adjust-
ing entry debiting bad debts expense for $1,500 ($150,0{0 x .01}. Since
the business would not know, at that time, which debts will actually
prove to be uncollectible, a credit entry is recorded in an account
entitled “Allowance for Bad Debts.” This account is classified as a
contra-asset account. It offsets the accounts receivable account in
the general ledger. The resulting book value of the accounts receivable
becomes known as the “realizable value” of the accounts receivable.
This is the amount of the accounts receivable actually expected to be
collected.

The adjusting entry using the net sales method to recognize the
bad debts expense at the end of the accounting period would be:

2001
Dec. 31 Bad Debts Expense 1,500
Allowance for Bad Debts 1,500
1% of Net Sales.

On the balance sheet at the end of the accounting period, the
accounts receivable section appears as follows:

Accounts Receivable $150,000
Less: Allowance for Bad Debts 1,500
Net Accounts Receivable 148,500

During the next accounting period, as various debts prove to be
uncollectible, these accounts are written off in the following manner:

2002
Jan. 13 Allowance for Bad Debts 270
John Reston ]
Accounts Receivable
To write off uncollectible debt.

270

Note that the write-off causes a reduction in the balances in the
customer's account (John Reston), the accounts receivable control
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and the all for bad debts account. The accounts recerv-
able section of the balanee sheet, if prepared following this entry, would
appear as follows:

Accounts Receivable $149,730
Less: Allowance for Bad Debts 1,230
Net Accounts Receivable 148,500

As additional customer accounts prove to be uncollectible, the
same entry to write off the account would be recorded. At the end of
the current accounting period, it is again necessary to prepare an
adjusting entry to recognize the anticipated bad debt write-offs for the
following year. If at the end of the year it is again determined that 1%
of net sales is the expected rate of uncollectible debts, then an adjust-
ing entry is once again prepared. Since it is virtually impossible to write
off the exact amount of the estimate, there will be a remaining balance
in the allowance for bad debts account. This balance is then changed
as a result of the adjusting entry. The net sales approach to recogniz-
ing uncollectible debt expenses and the subsequent write-off is a widely
used method. It is a simple method to use and provides a good means
for charging bad debts expense to the period in which the related sales
were made.

EXERCISE 2 The Ruth Allen Co. had these account balances at the end of the
calendar year: accounts receivable, $541,300; allowance for bad debts,
$10,912. Make entries in general journal form, and post to the
Allowance for Bad Debts “T™ account only, for the following transac-
tions for the new year:

1. Sales made on credit amounted to $5,456,575.

2. Cash sales made during the year amounted to $121,214.

3. Collections of accounts during the year: actual cash collected,
$5,381,642; sales discounts allowed, $130,004,

4, Wrote off uncollectible ac ing to $9,280.

5. Collected $2,340 for an account that had previously been written
off.

6, Made the adjusting entry to
credit sales for the vear.

bad debts based on 1% of net

AGING OF ACCOUNTS RECEIVABLE METHOD

While the net sales method is certainly superior to the direct write-off
method, it too has some limitations, If the balance in the allowance for
bad debts always has a credit balance each year, prior to the adjusting
entry, the balance in the account will continuously increase, No provi-
sion is usually made for this situation with the result that the bad debts
expense recognized each year will tend to be overstated. In order to
remedy this situation, another method can be used that will provide a
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EXERCISE 3

greater degree of control over the recognition of the bad debts expense
as well as providing for the proper amount to appear in the allowance
for bad debts at the beginning of a new accounting period. The
AGING OF ACCOUNTS RECEIVABLE METHOD provides for a
more realistic presentation of the bad debts exp and the all e
for bad debts account. This allowance method is permitted for book
purposes only.

The aging of accounts receivable method involves analyzing the
accounts found in the accounts receivable ledger. Customer accounts
are recorded in an analysis chart according to the due date of the receiv-
ables. Those accounts that are past duc are listed according to the
number of days they are past due, such as 1=-30 days, 31-60 days, 61-90
days, and so on. A percentage based on past experience is then applied
to the balance not due as well as the balances past due. The amount of
the estimated uncollectibles is then determined and used as a basis for
the adjusting entry. The adjusting entry is the same as that for the net
sales method, except that the balance in the allowance for bad debts
account is considered in arriving at the adjusting entry. The following
example will illustrate how the aging method is used:

A business determines that $2,300 will be uncollectible according
to the aging of accounts receivable method. The remaining balance
in the allowance for bad debts account is a credit balance of $200. Since
the purpose of this method is to consider the adjusting entry made in
the prior period in arriving at the current adjusting entry, the follow-
ing adjusting entry will be recorded:

200-
Dec, 31 Bad Debts Expense 2,100
Allowance for Bad Debts 2,100
Using the Aging Method.

While the anticipated amount of bad debts is $2,300, the
adjusting entry only reflects $2,100 because the desired balance in
the allowance account is to be $2,300. This method corrects the
previously overstated expense by correcting it in the current adjusting
entry.

If the balance in the allowance for bad debts account prior
to adjustment had been a debit balance of $200, the amount of
the adjusting entry would be $2,500. This would give a balance in
the allowance account of $2,300, the actual estimated accounts to be
written off.

A company prepared an aging schedule of accounts receivable for
the end of the vear. The estimated adjusting entry for the uncol-
lectible receivables amounted to $9,150. At the end of the year,
before the adjusting entry, the allowance for bad debts had a credit
balance of $350. Make the necessary adjusting entry at the end of the
vear,
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The aging of accounts receivable determines that write-offs for the
coming vear will amount to §$2,445. The balance in the allowance for
bad debrs account, prior to the adjusting entry, shows a debit balance
of $185. Record the adjusting entry under the aging of accounts receiv-
able method,

Extending Credit

The extending of eredit to customers is an important aspect of any
business's operation, When credit is given, a receivable is set up on the
books of the seller. As we have learned, this receivable is usually in the
form of an “oral promise,” known as an accounts receivable. A receiv-
able represents claims against individuals, business organizations, or
other debtars that will eventually be settled by the receipt of cash or
any other asset accepted by the creditor. Where the ereditworthiness
or reliability of a customer is in doubt, the seller may decide to sell to
the customer on credit with certain additional requirements. The seller
may require the buyer to prepare a PROMISSORY NOTE as evidence
of the buyer’s obligation to the seller.

PROMISSORY NOTES

A promissory note is an unconditional written promise to pay a stated
sum of money upon demand or at a future determinable date. This
written promise is usually prepared by the debtor as a result of a
request or requirement made by the ereditor. The terms of a credit sale
may read: 30-day, non-interest-bearing promissory note. Upon receipt
of the invoice by the buver, it is the buyer’s obligation to prepare and
deliver to the seller the promissory note within a reasonable time. The
“maker” of the note (debtor) records the note in an account entitled
“Notes Payable.” If the original purchase had caused a credit to be
recorded to the accounts payable control account and the individual
creditor's account, then the issuance of the note would represent the
payment of the oral promise with a corresponding credit to the notes
payable account. Assume the following facts:

On April 23, 200-, Reliable Equipment Co. received an invoice
from the Fireside Tire Co. for $630. T'erms: 30-day, non-interest-
bearing promissory note. The following entries were recorded in
general journal from:

200-
Apr. 23 Trucking Supplies 630
[Fircaide Tire Co,]
Accounts Payable
Terms: 30-day note.

650
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24 [Firtsidc Tire Co. ]
Accounts Payable 650
Notes Payable 650
Issued 30-day note to Fireside Tire Co.

As a result of posting to the notes payable account, the following
information appears in the account:

Notes Payable

200-

April 24 Fireside Tire Co. 30-day 650
non-interest-bearing
note

Since the notes pavable account lists all the promissory notes that
a company issues, it is necessary to indicate to whom the note is
pavable, the terms, and, where appropriate, the due date of the note.
In the above account, the explanation should have also included the
due date of the note. The note begins to run as of the date of the
invoice, which was April 23. The due date of the note would be May
23, which is thirty days from April 23.

While the above transactions and ledger account are made by the
Reliable Equipment Co., there are also entries to be made on the books
of the Fireside Tire Co. The following general journal entries would
be recorded on the books of the Fireside Tire Co.:

200-
April 23 [Reliable Equipment CD.]
Accounts Receivable 650
Sales 650
30-day note
25 Notes Receivable 650

[Relinhle Equipment Co.]
Accounts Receivable

From Reliable Equipment Co., due on
May 23, 200-

650

Note that on the books of the seller, the original transaction
was recorded according to the invoice date. The entry for the receipt
of the note in payment of the oral promise is recorded on the day
it is received. The due date of the note is shown as part of the
explanation. The transaction of April 25 represents an exchange of
assets. The oral promise (accounts receivable) is reduced as a result
of the receipt of the written promise (notes receivable). Regardless
of whether the promissory note is interest-bearing or non-interest-
hearing, it is recorded at its face value in the notes receivable account.
This account is handled in a fashion similar to that of the notes payable
account in that the explanation must include the name of the company
obligated to pay the note as well as the due date or terms of the
note,
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INTEREST-BEARING PROMISSORY NOTES

EXERCISE 5

An interest-bearing p i Yy note is 4 written promise to pay a
certain sum at a fixed and determinable future date along with an addi-
tional sum known as interest. This interest is calculated based on the
holding period of the note, which is usually expressed in days, and the
payment of a specific stated rate in interest, which is calculated on
the face amount of the note. An interest-bearing note in the hands of
the maker is known as a notes payable, The same interest-bearing note
in the hands of the creditor is known es & notes receivable.

Determining Interest
Thei igned to the promissory note is usually calculated based

on three factors:

1. The face value of the note, known as the PRINCIPAL.

2. The amount of time the note is in the hands of the creditor before
payment is made, known as the TIME.

3. The rate of interest being charged on the note, which is commonly
referred to as the RATE.

‘The basic formula for calculating interest is:

Principal % Rate x Time = Interest

In using this formula there are certain assumptions that are made.
In most cases the period of time for which money is borrowed as evi-
denced by a note is usually less than one year. In fact, it is not unusual
for the terms of a note to call for payment within 30, 60, 90, or 120
days. Since this is the rule rather than the exception, an assumption is
made that a year consists of 360 days. This is known as a "banking
year.” Using this rule, note the calculation of the interest on the fol-
lowing promissory note:

A note for §1,000 bearing a rate of interest of 6% for a period of time
of 90 days. Using the formula P X R X T =, find the amount of inter-
est on the note.

Principal x Rate X Time = Interest
$1,000 x .06 x 90/360 =
$1,000 x .06 x1/4 =§15

Determine the interest on the following notes using the formula just
illustrated:

Face Amount Number of Days Interest Rate

1. §3,000 360 8%
2. 2,600 60 9%
3. 1,000 9% 10%
4. 5,000 45 6%
5. 4,000 30 12%
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Short Cut for Determining Interest

Since we have assumed that a year consists of 360 days (banking year),
and that most promissory notes will be due and pavable in 30, 60,
90, or 120 days, there is a shortcut method available for computing
interest known as the 60-DAY METHOD OF DETERMINING
INTEREST. This 60-day method is based on the fact that the inter-
est on any amount of money borrowed at 6% interest for a period of
60 days will always equal 1% of the money borrowed.

Thus, an interest-bearing note for $1,000 due in 60 days and
carrying a 6% rate of interest would accrue interest of $10. The fol-
lowing chart will assist in the analysis and solution of the above

problem:
FProblem Principal Rate Time
$ 1,000 06 60 days
$10

The answer of $10 was arrived at by merely moving the decimal
point two places to the left to calculate 1% of the principal. Regardless
of the amount of money borrowed, if it is borrowed for 60 days at a
6% rate of interest, the cost of borrowing the money will always be 1%
of the money borrowed.

Using the formula initially presented as a proof, the following will
result:

Principal X Rate x Time = Interest
§1,000 x .06 = 60/360 =
$1,000 x .06 x1/6 =$10

While it is obvious that this formula works for any amount bor-
rowed at 6% for 60 days, it is not as useful at today’s lower rates of
interest or for periods of time other than 60 days. This method may
be modified, however, to take into consideration rates and time other
than those used above.

Assume that the promissory note for $1,000 carried a rate of
interest of 3% and was held for 60 days. The following represents the
solution using the 60 day method:

Principal Rate Time
$1,000 3% 60 days {Problem Line)
10 6% 60 days  (known)
5 3% 60 days  (solution)

Picture an imaginary equals sign after the principal column and
befare the rate column. This equals sign would indicate that whatever
is done to the right side of the equation must also be done to the left
side of the equation to maintain the balance. Note that on line 3 when
we show 3% on the right side (which is '/; of 6%), we also show the
value of the 3% (which is '/, of $10) to the left side of the equation,
thus maintaining the equality. Note the solution of the following

problem:
$1.000 6% 90 days  (Problem Line)
$10.00 6% 60 days  (known)
+$ 5.00 + 30 days

$15.00 6% 90 days
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In this situation it was not necessary to solve for the rate, but
merely the number of days. Notice how a change on one side brings
about a corresponding change on the other side. If both the rate and
the time were other than the 60-day method, changes would have to be
made to both. However, only one variable can be changed at a time. Note
the following problem and subsequent solution:

$1,000.00 12% 90 days  (Problem Line)
s 10,00 6% 60 days  (known)

+§  10.00 + 6% (solving for rate)
§ 2000 12% 60 days

+%  10.00 + 30 days  (solving for time)
§ 30,00 12% 90 days

Note that the cost of borrowing 1,000 for 90 days at 12% interest
will cost the borrower $30 in interest. Remember, when using the
60-day method and solving for rates or times other than 6% and
60 days, the calculations must solve for each unknown separately.

Using the 60-day method, determine the interest charges on the
following notes:

Face dmount Rate of Interest Time
1. 8600 6% 60 days
2. 60K 9% 60 days
3. 600 6% 90 days
4. 600 2% 90 days
5. 600 ki 6l days
6. 600 6% 30 days
7. 600 % 30 days
8. 600 2% 30 days
9. 600 3% 90 days
10. 600 2% 45 days
Recording Interest

The interest on a note is recorded at the time the note is paid. When
the note is given by the buyer to the seller, it is recorded on the books
as previously illustrated on pages 131 and 132. Notice that the expla-
nations indicate the terms of the notes. In both instances the notes were
30-day notes that were non-interest-bearing by virtue of the fact that
no interest was included in the terms. If those notes had been interest-
bearing, then the explanation would have indicated that, and the fol-
lowing phrase might have appeared as an explanation: 30-day, 6% note.

The interest on a promissory note is recorded at the time the note
matures, The following example illustrates the payment of an interest-
bearing note by the person who originally issued the note.
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EXERCISE 7

EXERCISE 8

On August 1, 200-, a promissory note was issued by the Able
Trading Co. to the Reliable Manufacturing Co. for $1,000. The note
was a 60-day, 6% note. The following general journal entry would be
recorded upon payment of the note at maturity:

200-
Aug. 31 Notes Payable 1,000
Interest Expense 10
Cash 1,010

Paid 6%, 60-day note to
Reliable Manufacturing Co.

On the books of the Reliable Manufacturing Co., the following
entry would represent the receipt of the cash from Able Trading Co.
in payment of their obligation:

200-
Aug. 31 Cash 1,010
Notes Receivable 1,000
Interest Income 10
Payment of 6%, 60-day note
by Able Trading Co.

Note that the interest paid on the note by the Able Trading Co.
represents an expense (Interest Expense) to the company at the time
that the payment is made on the note, The interest received by the
Reliable Manufacturing Co. represents income {lnterest Income) at the
time that the notes receivable is paid.

If the note was payable in the next accounting period, then an
adjusting entry would be recorded at the end of the accounting period
to recognize the accrued interest expense on the books of the Able
Trading Co., and accrued interest income at the end of the accounting
period would be reflected in an adjusting entry on the books of the
Reliable Manufacturing Co.

A business organization issues a 60-day, 9% promissory note for
$10,000 to a ereditor in payment of an obligation. Present in general
journal form entries to (1) record the issuance of the note, and (2)
record the payment of the note, including appropriate interest.

A promissory note dated December 1, 2002 bearing interest at a rate
of 12% and due in 90 days, i1s sent to a creditor. The face value of the
note is $900. Determine:

1. The due date of the note;

2. 'T'he total interest income that will be earned on the note;

3. Assuming the note is held for thirty days in the old accounting
period (December 1-31, 2002), find the interest that would be
earned on the note for that period (accrued interest income);
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4. Prepare the general journal entry for the receipt of the note;

5. Record the adjusting entry on December 31, 2002 and any neces-
sary reversal entries;

6. Record the entry for the pavment of the note by the customer; and

7. Record entries 4, 3, and 6 on the books of the customer who issued
the note.

Advantage of Note

If a seller of goods andfor services is given an option to sell for cash
or on credit, the obvious preference is to receive cash at the time of the
sale. As we have previously indicated, this iz not usually a choice that
the seller has due to the dictates of the industry or trade. However, in
selling on credit, the seller has the choice of accepting an oral or a
written promise. Having dealt with a particular customer on an ongoing
basis, an oral promise from the customer may be adequate. Where your
experience with a customer is limited, you might request a written
promise when initially sclling to the customer on credit. Should a
dispute between the customer and the seller develop at a later date, the
presence of a promissory note will assist the seller in having the dispute
adjudicated in the seller's favor. The courts will accept written evidence
over oral testimony in a litigation.

If a seller anticipates problems in collecting from a customer when
the original sale is to be consummated, the seller should probably not
sell to the customer on credit, whether or not the transaction is
evidenced by a promissory note, But if a problem in collection should
subsequently arise, the holding of a promissory note is advantageous.
The primary benefit that a promissory note has over an oral promise
is its negotiability. This is the ability to transfer the note in exchange
for cash or other assets. Negotability i is not pusnbll. with an oral
promise because of its lack of sul L it 18 quite o
to transfer a promissory note.

Transferring and Discounting Notes

‘The receipt of a promissory note from a customer enables the business
to sell that note prior to maturity for cash rather than to hold it until
maturity. This proeess is knewn as DISCOUNTING THE NOTE.
Discounting the note is the process of selling the promissory note to a
bank or finance company. The note is endorsed, in a fashion similar to
that of a check, and delivered to the bank. The bank deducts from the
maturity value of the note (face value of the note plus interest) their
discounting charges and provides the seller with the net proceeds
(maturity value less discount). When the note becomes due, the lending
institution that discounted the note expects to receive the maturity
value of the note from its maker. The fact that the note has been dis-
counted and turned over to the lending institution does not eliminate
the seller’s involvement with the note. The endorsement of the note
expedites and enables the negotiation of the note, but at the same time
it represents a guarantee on the part of the endorser that if the maker
of the note fails to pay the bank, the seller will do so.

While this situation docs not represent an actual liability, 2 con-
tingent liability has developed. A CONTINGENT LIABILITY is the
commitment of the endorser to pay the discounter the maturity value
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of the note in the event that the maker of the note defaults. The dis-
counting of the note creates the contingent hability that continues in
effect until the due date of the note, If the maker pays the appropri-
ate amount at maturity, the contingent liability is eliminated without
any action taken by the endorser. If the maker defaults, then the con-
tingent liability becomes an actual liability. Note that the elimination
of the contingent liability takes place on the due date regardless of the
action or lack of action taken by the maker of the note, The following
illustrates the entry for (1) the receipt of the promissory note, (2) the
discounting of the note, and (3) the entry made on the due date of the
note. Amounts have been intentionally omitted so that the flow of
entries could be highlighted.

200-
Apr. 1 Notes Receivable XXXX
Accounts Receivable ]
1. Jones
Received 60-day note.

May 1 Cash XXXX
Notes Receivable Discounted XXXX
Discounted note at bank.

XXXX

31 Notes Receivable Discounted XXXX
Notes Receivable XXXX
Note honored by maker.

When the note is discounted on May 1, the note is actually
turned over to the lending institution. The contingent liability is
recognized by crediting the notes receivable discounted account for
the face value of the note. While it would be possible to credit
notes receivable directly, it is not a preferred method because it is
important that the contingent liability be recognized when the note is
discounted.

If a balance sheet were to be prepared shortly after the transac-
tion of May 1, the effects of this entry on the balance sheet would be

as follows:
Notes Receivable EXXX
Less: Notes Receivable Discounted XXX
Net Notes Receivable XXXX

The reader of the balance sheet is immediately made aware of the
fact that a contingent liability exists.

The entry of May 31 is made regardless of whether or not the
maker of the note pays the maturity value to the lending institution.
In the May 31 entry above, if the maker of the note had defaulted,
the explanation would have stated that the note was dishonored by the
maker. This entry eliminates the contingent liability and at the same
time eliminates the balance in the notes receivable account to the extent
of that particular note. If the maker of the note pays the obligation to
the bank, the discounter of the note is relieved of any possible liabil-
ity on the note that was discounted.

Should the maker of the note DEFAULT on the note, an actual
liability will result and the contingent liability will be eliminated. This
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failure to pay the obligation when it becomes due (default) on the part
of the maker causes the endorser (discounter) of the note to become
primarily liable. The bank or financing company will then obtain the
maturity value of the note from the discounter. If the endorser of the
note has an account with the lending institution, which is usually
the case, the bank will take the maturity value of the note out of the
endorser”s account and notify the endorser. This results in an entry
reflecting payment out of the account of the endorser. The following
entry is usually made:

200-
June 3 [Acmums Receivable I
]. Jones XXXX
Cash XXNX

Dishonored note and protest fee.

“The bank will return the dishonored note to the endorser, but the
note, having been dishonored, is no longer recognized on the books of
the endorser. In its place an accounts receivable is established consist-
ing of the maturity value of the note and any protest fee that the bank
has charged to the endorser because of the dishonored note. This total
amount is charged to the customer. No expense is recognized for the
protest fee since it is the obligation of the defaulting customer. The
initial recourse the endorser has against the maker of the note is to
request payment of the obligation in full. If the maker of the note fails
to pay, the endorser takes the note and other appropriate documenta-
tion to court in order to receive relief. The endorser may also be enti-
tled to reasonable interest on the obligation from the due date to the
final settlement date of the obligation. This will usually be determined
by the court as part of the adjudication.

‘The following problem involves the discounting of a non-interest-
bearing note and its subsequent payment:

Albert Co. received a non-interest-bearing, 90-day note from a
customer on June 1, 200-. Thirty days later the note was discounted at
the Fidelity Bank. The bank held the note for 60 days and charged a
6% rate for discounting the note, which had a face value of $1,000. The
following entries reflect the receipt of the note, its discounting, and
subsequent payment:

200-
June 1 Notes Receivable 1,000
Accounts Receivable ]
A, Customer
G90-day note from A, Customer.

1,000

July 1 Cash 990
Interest Expense 10
Notes Receivable Discounted 1,000
6%, 60 days at Fidelity Bank.

Aug. 30 Notes Receivable Discounted 1,000
Notes Receivable 1,000
Note honored by maker.
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EXERCISE 9

Since the bank held the non-interest-bearing note for 60 days, they
were entitled to interest calculated on the maturity value of the $1,000
note, which was the same as the face value because there was no inter-
est to be earned on the note, at their discount rate of 6%. The calcula-
tion of the interest is as follows:

$1,000 x .06 x 60/360 = §10

When discounting the note, the bank will take the interest away
from the maturity value of the note to determine the net proceeds of
the note. The amount of cash received consisted of the maturity value
of 81,000, less the bank's discount charge of $10. The credit part of
the July 1 entry recognizes the contingent liability.

On August 30, the maturity date of the note, the contingent
liability is eliminated. Remember, this entry is made whether or not
the note is actually honored.

On March 10, 200-, Arthur Cromwell received from the Bache Co,, a
customer, a 120-day, non-interest-bearing note for $1,500. The note
was discounted at the Jackson National Bank on April 24, 200-. The
Jackson National Bank eharged C 11 6% for di ing the note.
Answer the following questions based on the above information:

. What is the due date of the note?

What is the maturity value of the note?

. How many days did Cromwell hold the note?

. How many days did the bank hold the note?

How much interest is the bank entitled to on the note?

What entry will Cromwell record for the receipt of the note?
What entry will Cromwell record for the discounting of the
note?

What entry will Cromwell record on the due date of the note?
What entry will result if the note is dishonored on the due date by
the maker, assuming a protest fee of $15?

Loe SN R W

Discounting Interest-Bearing Notes

The discounting of an interest-bearing promissory note is handled in
the same manner as that of a non-interest-bearing note, except that the
maturity value of the interest-bearing note will include the interest
earned on the note by the discounter at the maturity date. The bank in
discounting the note will discount it based on the maturity value, which
15 the amount of money the bank will receive at the marturity date.
Thus, even though the face value of the note may be $1,000, if the
maturity value is $1,010 ($1,000 + $10 interest), the bank will discount
the note based on the maturity value as if the discounter had borrowed
$1,010 from the bank originally.
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EXAMPLE  Assume that a 90-day, 6% note receivable for $1,000, dated August 5,

EXERCISE
10

is discounted at a bank on September 4 at a rate of 8%. The following
calculations will result:

Face value of note dated August 5: $1,000.00
Interest on note—=6%, 90 days: 15.00
Maturity value of note on November 3: 1,015.00
Discount period—Sept. 4 to Nowv. 3 (60 days):

Discount on maturity value ($1,015 x .08 % 60/360): 13.53
Net Proceeds £1,001.47

The entries recording receipt of the note and discounting the note
would appear as follows:

200-
Aug. 5 Notes Receivable 1,000.00
Accounts Receivable 1,000.00
90-day, 6% note from XXXX.
Sept. 4 Cash 1,001.47
Notes Receivable Discounted 1,000.00
Interest Income 1.47

Discounted at 8% for 60 days.

If the discounter of the note had held it to maturity, the amount
of interest earned on the note would be $15. Having discounted the
note after 30 days caused the note to be in the hands of the bank for
60 days. The bank charged a discounting fee of 8% for the 60 days,
which amounted to an interest expense to the discounter of $13.53, The
excess of interest income earned ($15) over the interest expensc
charged by the bank (813.53) resulted in a net interest income of §1.47
to be recorded. An alternate acceptable entry on September 4 could
have been:

Sept. 4 Cash 1,001.47
Interest Expense 13.53

Notes Receivable Discounted 1,000.00

Interest Income 15.00

Discounted at 8% for 60 days,

‘While this second entry is acceptable, the first is preferred because
it nets out the income and expense to reflect one amount. If the amount
of the interest charged by the bank as a result of discounting the note
had exceeded the interest income carned on the note, the first entry
would have shown a debit to the interest expense account.

Whenever an interest-bearing note is discounted, the amount of
the discount is always calculated on the maturity value,

Arthur Andersen holds a 90-day, 7% note for $1,200 dated April 18
that had been received from a client on account. On May 28, the note
is discounted to the Town Bank at a rate of 8%. Answer the following
questions relating to the above information:
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1. What is the maturity value of the note?

2. How long did Andersen hold the note?

3. How long did T'own Bank hold the note?

4. What is the amount of the discount on the note?

5. What is the amount of the net proceeds as a result of discounting
the note?

6. What is the general journal entry to be made on May 28 when the

note is discounted?

EXERCISE Epson Co. received the notes listed below during the last quarter of
11 their calendar year:
Date Face Amount Terms Interest Rate  Date Discounted  Discount Rate
(1) Oct. 8 $3,600 30 days _ QOct. 18 9%
(2) Sept. 22 $8,000 60 days 6% Oct. 1 7%
(3) Now 15 $3,000 90 days 7% Now. 20 B%
(4) Nov, 17 $900 30 days B% Dec. 7 7%
(5) Dec. 1 2,000 60 days 6% _ —
For each note find:
1. The due date;
2, 'The amount of the interest due at maturity;
3. The maturity value of the notes;
4. The discount period (where applicable);
5. The net proceeds of the discounted notes;
6. Thei s or i on the individual notes;
7. The general journal entries for the discounting of notes (1)—{4);
and
8. The adjusting entry necessary on December 11, the end of the
accounting period, if note (5) is to be held until maturity.
Discounting a Company’s Own Note
When a business wishes to borrow money from a lending institution,
it may do so by issuing a promissory note payable to the bank. The
bank in accepting the note will frequently discount the note. Dis-
counting a notes payable will result in the firm receiving less cash than
the face value of the note, to the extent of the interest charged by the
bank for the privilege of borrowing the money. The discounting of
the note is in actuality the process by which the bank lends money to
the business.
EXAMPLE A business issues a 90-day, non-interest-bearing promissory note

payable to a bank for $2,000. The bank's discount rate is 9%. The
amount of the discount is $45 and the net proceeds arc $1,995.
‘This transaction would appear on the books of the borrower as
follows:
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200-
June 5 Cash 1,955
Interest Expense 45
Notes Payable 2,000
Issued 90-day note to XXXX Bank
discounted at 9%.

Notice that the note was issued and recorded at face value, which
is also the maturity value. The interest expense is recorded at the time
the note is issued. When the note is paid in ninety days the following
entry would be recorded:

200-
Sept. 3 Notes Payable 2,000
Cash 2,000
90-day note previously discounted.

If the original intent of the borrower was to obtain the use of
$2,000, it would be necessary to borrow an amount greater than §2,000
so that the net proceeds of discounting the note would amount to
$2,000.

A bank in issuing a loan may choose not to discount the note, but
rather require the business to issue a 90-day, 9% note to the bank. If
this was the case, the following entries for the issuance and subsequent
payment would be recorded on the buyer's books:

200-
June 5 Cash 2,000
Notes Payable 2,000
90-day, 9% note to XXXX Bank
Sept. 3 Notes Payable 2,000
Interest Expense 45
Cash 2,045

Paid note plus interest.

Renquist Co. issues a 30-day, non-interest-bearing note for $15,000 to
the First National T'rust Co., which the bank discounts at 6%. Record
the necessary entries in general journal form to (1) issue the note and
(2) pay the note at maturity. Assume that the note was written on
January 3.

You are given a choice by your bank as to the nature of the loan
you are negotiating. You may (1) issue a $5,000, non-interest-bearing
note that the bank will discount at a rate of 12% or (2) issue a §5,000
note bearing interest at a rate of 12% that will be accepted at face
value.

Determine: (1) the amount of interest expense for each option, (2)
the amount of the net proceeds for each option, and (3) indicate which
option is most favorable to you and why.
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Summing Up

When a choice is avai most organizati would prefer selling
their goods and services for cash rather than on credit. When the nature
of the industry dictates that credit must be extended, a provision
should be made for uncollectible accounts receivable. There are
basically three methods that can be utilized: (1) the direct write-off
method, (2) the net sales method, and (3) the aging of accounts receiv-
able method. The method selected will be determined by the amount
of credit sales, the timeliness of determining the 1l
and the degree of accuracy desired according to the concept of soatch-
ing costs and revenue. Regardless of the method selected, the effect
will be to recognize an expense entitled bad debts expense. This
expense recognition will result in adjusting the income for the partic-
ular accounting period m\olved When the net sa]es or aging methods
are used, the exp is diatel ized as an adjusting entry
at the end of the accounting period, with subsequent write-offs being
taken as the debts prove to be uncollectible.

Some business organizations, as a result of selling goods on credit,
may require a promissory note from the buyer. The advantage of this
commitment on the part of the buyer is that it provides written evi-
dence of the transaction with the buyer's signature on it. Should a
dispute subsequently develop, the seller will be in a better position to
have the dispute adjudicated in his favor. Also, the possession of a
promissory note enables the seller to convert this asset to cash, prior to
the maturity of the note, though the process of discounting the note.
The promissory notes receivable is an asset that may be interest-or
non-interest-bearing in nature. An interest-bearing note will result
in interest income being recognized on the note when it is paid at
maturity. On the books of the issuer of the note, n represents a liabil-
ity. An mtert-stlbearmg notes payable will
on the issuer's books when the note is paid. The maturity value of the
note, whether on the books of the issuer or the recipient, is the face
value of the note (principal) plus the interest.




CHAPTER 9

ACCOUNTING FOR
LONG-LIFE AND
INTANGIBLE ASSETS

Long-Life Assets

We have previously defined an asset as anything owned that has money
value. Assets were further classified in terms of their useful life. An
asset that can readily be expected to be consumed or converted to cash
within a vear or less was classified as a CURRENT ASSET. Any asset
that has a useful life of more than one year is usually considered to be
a LONG-LIFE ASSET. There are other terms used to describe long-
life assets, including FIXED ASSETS or PROPERTY, PLANT,
AND EQUIPMENT.

USING LONG-LIFE ASSETS

Long-life assets are acquired through purchase for use in the opera-
tion of the business and are not intended for resale. Assets included in
this category are: equipment, tools, furniture, machinery, automotive
equipment, buildings, and land. In order for the above-mentioned
items to be classified as plant assets, they must be used in the business,
though not necessarily used continuously, and have a minimum useful
life of at least one year. The function of long-life assets is to assist in
the generation of revenue, which is the primary activity of most
business organizations. A fixed asset such as a delivery truck enables a
firm to transport goods that have been sold to the organization's various
customers. Thus, this long-life asset is an integral part of the con-
summation of the sale. Without this fixed asset the firm would have to
incur the expense of hiring a delivery service to complete the trans-
action. While the cost of hiring the delivery service is an obvious
expense, the use of the firm's delivery truck is also an expense that
must be recognized over the assigned useful life of the truck. While
this expense is not so apparent, it still must be recognized, which we
will do shortly.

145
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DETERMINING PLANT AND EQUIPMENT COSTS

EXERCISE 1

The cost of plant and equipment includes all expenditures necessary
to acquire and place the asset in use by the organization. Costs includ
the purchase price of the asset, plus any applicable sales taxes, the cost
of transporting the equipment to its place of use, the installation costs
and any other incidental costs necessary to make the asset operational
for the organization. The justification for including all the costs indi-
cated, rather than recording some as expenses, is that these costs are
all an integral part of making the asset usable by the organization.
The benefits derived from the cost assigned will be recognized over the
useful life of the asset. The COST PRINCIPLE, previously discussed,
states that all assets are set up on the books at their actual cost. This
cost includes any specific or incidental costs necessary to place the asset
in use by the firm. This principle is an integral part of the concept of

hing costs and .

A business wishes to acquire a machine that has a list price of
§5,000. The seller offers a trade discount of 20%. There is a delivery
charge of $175, and applicable sales taxes on the net purchase price
amounting to 8%. [n order to make the machine operational, a special
cement pad must be constructed at a cost of $500. The installation
charge amounts to $250. The following represents the determination
of the total cost of the machine as it will appear on the buyer's books
should the organization decide to acquire the asset:

List Price of Machine $5,000
Less: Trade Discount (20%) (1,000)
Net Purchase Price 4,000
Add: Sales Tax (8%) 320
Delivery Charge

Cement Pad
Installation Charge
Total cost of machine

On the books of the buyer, the machine will be set up at a total
cost of $5,245. Any subsequent costs, such as repairs, would be treated
as expenses. This asset will remain on the books at the value assigned,
unless the asset is sold or there is a subsequent CAPITAL EXPEN-
DITURE. A capital expenditure is a material expenditure that usually
increases the useful life of a fixed asset. For example, the replacement
of a roof on a building is a capital expenditure that increases the cost
of the building on the books and also increases the building's useful
life. A repair to the roof, however, is considered an expense that does
not increase the cost of the asset.

A building with an assessed value of $70,000 for property tax purposes
is offered for sale at $95,000. The building is acquired by a business
firm for $32,000 cash and the balance in the form of a 2-year non-
interest-bearing note. The real estate brokerage fee is 5% of the selling
price. Legal fees for the contract and closing are $2,500. Determine the
cost of the building to be recorded on the books of the purchaser.
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Allocating Plant and Equipment Costs

A short-life (current) asset such as supplies is adjusted annually to
reflect the fact that it has been used up. This conversion from an asset
to an expense is accomplished by recording an adjusting entry. At the
end of the accounting period, an inventory is taken of the actual sup-
plies that are on hand. The difference between the book value of the
supplies and the inventory tells the accountant the value of the sup-
plies used up, and becomes the basis for the adjusting entry. Plant and
equipment cannot be treated in the same fashion because there is no
apparent change in the value of the asset that can be readily measured.
However, the approximate useful life of a plant asset can be deter-
mined. This useful life, expressed in years or usage, becomes the basis
for assigning a cost or expense for the asset periodically. The term used
to describe the recognition of an annual expense for a plant asset is
DEPRECIATION,

Depreciation is the recognition of a loss in value of a plant asset
due to wear and tear over time. Thus, the recognition of depreciation
causes a portion of the asset value to be converted to an expense the
same way that the asset supplies was converted. In recognizing this
annual expense, the accountant must still follow the dictates of the
cost principle. The value assigned to the fixed asset on the books must
remain the same unless the asset is sold or changed as a result of a
capital improvement.

DEPRECIATION

The entry to record depreciation is an adjusting entry and is usually
recorded at least once a year. Some organizations may choose to record
depreciation monthly, quarterly, or semiannually. Regardless of when
it is recorded, it still represents an adjusting entry similar to the con-
version of the asset supplies to an expense, Since it is necessary to
retain the original balance in the asset account for a plant asset, the
adjusting entry first recognizes the expense by debiting an account
entitled “Depreciation Expense.” The corresponding credit is not made
directly to the asset account, but rather to an account that is classified
as a CONTRA-ASSET. A contra-asset is a negative account that will
always represent a credit entry offsetting a specific plant asset. If the
plant asset being depreciated is equip the contra-asset account
would be entitled “Accumulated Depreciation—Equipment.” 1f we
were to recognize annual depreciation of the asset equipment amount-
ing to $500, the following entry would be recorded in the general
journal:

200-
Dec. 31 Depreciation Expense—Equipment 500
Acct lated Depreciation—Equip 500
To recognize annual depreciation.

‘The depreciation expense account is handled in the same manner
as any other expense. Shortly after the adjusting entry is recorded and



148 ACCOUNTING FOR LONG-LIFE AND INTANGIBLE ASSETS

posted at the end of the accounting period, it is closed to income
summary and becomes a part of the income that is prepared
The credit entry to lated depreciation—equipment is a
contra-asset account and as such will not be closed but rather appear
as a subtraction from the asset account on the balance sheet of the busi-
ness when it is prepared. The following represents how the asser and
related contra-asset will appear on the balance sheet of the business:

Equipment $12,400
Less: Accumulated Depreciation 500
§11,900

Depreciation may result from one of two major causes. Ideally,
depreciation results from PHYSICAL DETERIORATION duc to the
plant asset being used. Some assets are depreciated based on the some-
what arbitrary useful life (in years) assigned to it, and other assets are
deprccm\:ed based on their capacity to complete a number of specific
fi For le, a hine may be depreciated based on its
ability to stamp out a specified number of items. The machine’s output
is used to determine the depreciation expense. Another cause resulting
in the recognition of depreciation is obsol wce. OBSOLESCENCE
is the process of becoming obsolete or out of date. A personal com-
puter designed a mere two vears ago may be considered obsolete today,
even though it is operational, because a more sophisticated computer
has been developed. Obsolescence may also happen when a plant asset
cannot meet the needs of a rapidly growing business. Inadequacy of a
plant asset may necessitate replacement with a larger unit, even though
the asset is in good physical condition and is not obsolete.

CALCULATING DEPRECIATION

The method used to calculate depreciation will vary depending on a
number of factors. The most obvious factor is the nature and use made
of the plant and equipment. An asset that is used infrequently would
probably not be depreciated based on useful life but rather actual usage.
Another asset that is in continuous use may be appropriately depre-
ciated based on useful life. The depreciation of another asset may
be accelerated because of rapid changes in the value of the asset or
other factors, such as anticipated repair costs. A business organization
utilizes as many methods of recognizing depreciation as are suitable for
the assets being depreciated. The four methods most commonly used
to recognize depreciation are; STRAIGHT-LINE, UNITS OF PRO-
DUCTION, DOUBLE-DECLINING BALANCE, and SUM-OF-
THE-YEARS'-DIGITS.

The Straight-Line Method

The straight-line method is the simplest and most widely used method
of r:cognizing depreciation. This method provides for the annual

gnition of depreciation in equal amounts over the useful life of
thc asset. If the asset being depreciated is expected to lose value in a
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uniform manner year after vear, then this method would probably be
appropriate. The amount of the asset that is subject to depreciation
is known as the DEPRECIABLE VALUE. The depreciable value is
determined by subtracting from the total cost of the assct the salvage
or scrap value of the asset. This residual value represents the value
of the asset after it has been fully depreciated and also the minimum
value of the asset when it is no longer of use to the business. The
salvage value is usually an estimate and represents the amount that can
be obtained for the asset when it s no longer of use to its owner. If a
plant asset has a total cost of $10,000 and a residual value of $500, then
the depreciable value would be determined as follows:

Cost = Residual Value = Depreciable Value
$10,000 - $500 = §9,500

The useful life, usually expressed in years, is divided into the
depreciable value to determine the annual depreciation expense to be
recognized.

Cost—Residual Value

Useful Tife (in years) = Annual Depreciation Expense

If the above asset with a depreciable value of $9,500 had a useful
life of ten years, then the annual depreciation would be calculated as
follows:

'1%?;_%% =$950 (Annual Depreciation)

The annual depreciation can also be expressed as a rate, This is
done by taking the useful life expressed in years and placing it in
fractional form under 1. Thus, in the above situation, a useful life of
10 years would be expressed as the fraction ', which converted to a
percentage would represent annual depreciation of 10% under the
straight-line method.

This calculation would take the depreciable value ($9,500) and
multiply it by the straight-line rate of 10%.

$10,000 -8§500 = §9,500 x .10 = $950

An asset is acquired at the beginning of the accounting period at a total
cost of $7,850. It is expected to have a useful life of 5 years and a scrap
value of 8350.

Determine:

1. The annual rate of depreciation using the straight-line method;
2. The depreciable value of the asset;

3. The amount of annual depreciation expense to be recognized;

4. The total depreciation recognized after the third vear;

5. The net asset value after recognizing three vears of depreciation.
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Recording Depreciation
In the pm’wus illustration, the ad]u.an.ng entry for the first full year's
p ion would be r ded as fi
200
Dec. 31  Depreciation Expense—Equipment 950
Accumulated Dcprccmnon—Fqunpmem 950
To gnize first year's dep ion.

As a result of this entry being posted to the ledger accounts, the ac-
counts would appear as follows:

Equipment

2002
Jan. 1 10,000

Accumulated Depreciation—Equipment

2002
Dec. 31 950
After the second year’s depreciation exp is gnized, the
Juif would in as illustrated above; however, the
ace lated depreciati quif account would appear as follows:

Accumulated Depreciation—Equipment

2001
Dec. 31 (After 1" Year) 950
2002
Dec. 31  (After 2" Year) 950

Notice that the accumulated depreciation account has increased
from $950 at the end of the first year’s depreciation recognition to $1,900
after the recognition of the second year's depreciation. The balance
sheet after the second year would show the asset equipment as follows:

Equipment $10,000
Less: A lated Depreciation 1,900

$8,100

The resulting balance for the equipmem account is known as
its BOOK VALUE. The bock value is the ong‘]ml mﬂ of the asset as
established on the books, less the i The
book value for this asset at the end of the third year wuu]d be $7,150
($10,000 - §950 — 8950 — 8950 = §7,150).

1f the asset was to be fully depreciated over its useful life of ten
years, the resulting book value would be its scrap value of $500
($10,000 = 59,500 = $500). Remember that book value represents the
original cost ($10,000), less accumnulated depreciation ($9,500).

In the previous illustrations and discussion, we assumed that
the plant asset was acquired at the beginning of the calendar year and
depreciated for the entire year, as first-year depreciation. In practice as
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we will see, the first year’s depreciation is calculated from the date the
asset is put in service until the end of that business year. Since plant
and equipment assets are acquired and placed in service as needed, this
date will probably be other than the beginning of the calendar year.
The calculation of the first vear's depreciation will be as previously
illustrated, but consideration is given to the fraction of the first vear of
service. A calendar year business placing an asset in service on March
2 will only recognize first year's depreciation from March 2 through
December 31. The annual straight-line depreciation will then be mul-
tiplied by 10/12 to determine the appropriate first year’s depreciation.

The depreciation expense account would be closed to income
summary at the end of each accounting period.

A mimeograph machine was acquired for use in the office on July 1 of
the current year. The cost of the machine was $3,250, It has a useful
life of 8 years and a salvage value estimated to be $50. Using the
straight-line method, answer the following questions:

1. What is the annual rate of depreciation?

2, What is the depreciable value of the asset?

3. What is the amount of annual depreciation to be recognized?

4, What is the amount of depreciation to be recognized for the first
year? (July 1-December 31)

5. What is the adjusting entry to be recorded for depreciation at the
end of the first calendar year?

6. What is the balance in the accumulated depreciation account at the
end of the second year after the appropriate adjusting entry?

7. When the asset has been fully depreciated, what is its book value?

THE UNITS-OF-PRODUCTION METHOD

The units-of-production method allocates the cost of a plant asset to
the various accounting periods on the basis of the actual output by
the asset. Thus, the useful life of the asset may be unlimited in terms
of time, but limited as to the number of items that can be produced
using the asset. As in the case of the straight-line method, the portion
of the cost of the asset under this method subject to depreciation is
known as the depreciable value. By dividing the depreciable value by
the estimated productive capacity, the accountant can ascertain the
depreciation expense charged against each unit produced by the
machine,

Depreciable Value _ o 15.- 1,
Productive Capacity er-Unit Depreciation

If the number of units produced for the accounting period is then
multiplied by the per unit depreciation, the total adjusting entry for
depreciation expense can be determined.

A lathe acquired at a total cost of $20,750, wnh a salvage value of
$750, is to be depreciated using the units-of-p hod. The
estimated productive capacity of the lathe is 40 000 hours. The per-
hour depreciation is determined as follows:
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$20,750 (Cost) - $750 (Salvage Value)

40,000 Hours (Productive Capacity) =30.50 (Per-Hour Depreciation)

If the lathe was used for 1,500 hours during an accounting period,
the hours multiplied by the §0.50 rate of depreciation would mean a
depreciation expense of $750 for the year.

When the amount of usage of a plant asset varies greatly from year
to year, the units-of-production method would be more appropriate
than the straight-line method. Certainly costs are more appropriately
charged against revenue for the specific accounting period, as dictated
by the matching of costs and revenue principle.

EXERCISE 4 A van is acquired by the Acme Delivery Service at a cost of $15,600.
The expected salvage value is $600 and the useful life as expressed
in mileage is ecstimated to be 150,000 miles. Using the units-of-
production method answer the following questions:

1. What is the depreciable value of the van?

2. What is the rate of depreciation per mile?

3. What is the adjusting entry for the first year's depreciation if the
van is driven 23,200 miles?

4. What is the bal in the ilated depreciation account after
the van has been driven for 63,400 miles?

5. What is the book value of the van given the information in
question 47

ACCELERATED DEPRECIATION

ACCELERATED DEPRECIATION is the recognition of greater
amounts of depreciation in the early years of use of the plant asset and
reduced amounts in later vears. Accelerated depreciation is automati-
cally recognized when the units-of-production method is used, since
this method recognizes use that may be greater in the early years of the
asset. Some asscts may not be appropriately depreciated using the
units-of-production method if a greater amount of depreciation should
be recognized in the early years. An automobile used in business might
normally be depreciated using the straight-line method, and yet this
method may not adequately reflect the use made of the automobile. If
the productivity of the automobile is greater in its earlier years of use,
then a form of accelerated depreciation should be used. In the case of
many plant assets, there is an increase in maintenance and repair costs
the longer the asset is used. An automobile might not be subject to
repair charges within the first two or three years of its use, but it can
be expected to incur greater repair costs as the years progress, By
recognizing accelerated depreciation in the earlier years and lower
depreciation in the later years, the maintenance and repair costs tend
to equalize the overall cost recognition for the asset being depreciated.
This philosophy is consistent with the basic accounting concept of
matching costs and revenue.
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The Double-Declining Balance Method

This method is appropriate when the asset subject to depreciation
contributes to the production of earnings to a greater extent in its early
vears of use than in its later life. This method modifies the straight-
line method in that depreciation is taken at “double” the straight-line
rate. Thus, an asset with a useful life of 10 years is depreciated under
the straight-line method at a rate of 10% per vear. Using the double-
declining balance method the same asset is depreciated at a rate of 20%
per year on the remaining balance or book value of the asset. When
using this method, the residual value is not a part of the caleulation,
The formula used to calculate first-vear depreciation under this
method is:

Cost x Double-Declining Balance Rate = First-Year Depreciation

The plant asset costing $10,000, with a useful life of 10 years
and salvage value of $500, would be depreciated under the double-
declining balance method as follows:

$10,000x.20 = §2,000.

Notc that the salvage valuc is ignored in this calculation. The
depreciation recognition in subsequent years is based on the book value
of the asset multiplied by the double-declining balance rate.

The depreciation of the above asset over its useful life would be
calculated as follows:

Equipment Cost—810,000; Salvage Value—3$500 (ignored)
Useful Life—10 years; Straight-Line Rate 10% (1/10)
Double-Declining Balance Rate—20% (2/10)

COMPUTATION DEPRECIATION ACCUMULATED  BOOK
(BOOK VALUE x RATE) EXPENSE DEPRECIATION  VALUE
$10,000.00 x 20% $2,000.00 $2,000,00 $8,000.00
B,000.00 = 20% 1,600.00 3,600.00 6,400.00
6,400.00 % 20% 1,280.00 4,880.00 5,120.00
512000 % 20% 1,024.00 5,904.00 4,096.00
4,006.00  x 20% 819.20 6,723.20 3,276.80
3,276.80 % 20% 635.36 7,378.56 2,621.44
262144 % 20% 524.29 7,902.85 2,097.15
2,097.15 % 20% 419.43 8,322.28 1,677.72
1,677.72 % 20% 335.54 8,657.82 1,342.18
1,342.18 % 20% 268.44 8,926.26 1,073.74

The last amount shown in the book-value column following the
caleulation of the tenth vear's depreciation represents the salvage value
of the asset. Under the double-declining method, the asset, after being
fully depreciated over its useful life, will have a residual value equal to
the remaining book value of the asset. A comparison of this acceler-
ated depreciation method with the straight-line method will graphically
show the difference in the amount of depreciation recognized each year.

Following the determination of the first full vear’s depreciation,
the calculation for the second and subsequent years is based on the
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EXERCISE 5

EXERCISE 6

book value (cost—accumulated depreciation) multiplied by the double-
declining balance rate (straight-line rate x 2).

If the above asset had not been acquired at the beginning of the
accounting period, which is usually the case, the amount of depre-
ciation to be recognized will be a fraction of the year, based on that
portion of the year the asset was used. Let us assume that the above
asset was acquired on April 2 of the same vear. The first year's depre-
ciation would be calculated based on the asset’s being used from April
2 through December 31, a period of nine months. The first vear's
double-declining balance depreciation for the nine months would be
caleulated as follows:

$10,000 % 20% % 9/12 = $1,500

The book valuc of the asset after the above adjusting entry would
be $8,500. This amount would be used to calculate the second full
vear's depreciation as follows:

88,500 x 20% = $1,700

The book value of the asset after the second year's adjusting entry
would be $6,800. This amount would be used to calculate the third full
vear's depreciation as follows:

$6,800 % 20% = §1,360

Regardless of when the asset is acquired, the amount of deprecia-
tion to be recognized for the first vear 1s based on the amount of time
the asset is in service for that first vear. The fraction of the yvear for the
recognition of the first year’s depreciation is usually not calculated for
periods of time less than one-half month, Thus, an asset acquired on
May 10 will probably be depreciated from May 15 through December
31 for the calendar vear (7 1/2 months). The fraction used in this case
would be 15/24, which would be reduced to 5/8. Some businesses will
depreciate the asset only on the basis of a full month; thus, an asset
acquired on February 10 would be depreciated from February 1. An
asset acquired on February 17 would be depreciated from March 1.

On January 6 of the current year, the Halpern Service Co. acquired
a plant asset at a cost of $5,000. The asset is expected to have a use-
ful life of five years and a serap value of $450. Using the double-
declining balance method, determine the depreciation to be recognized
on the asset over its useful life. Prepare a table similar to the one illus-
trated in this unit.

On July 1 of the current fiscal yvear ending December 31, Balley and
Co. acquired a plant asset at a total cost of $70,000. The asset has an
expected useful life of four years and no salvage value is anticipated,
Using the double-declining balance method, determine the deprecia-
tion over its useful life. Prepare a mable similar to the one illustrated
in this unit. Be careful to recognize the first fiscal vear’s depreciation
only from July through December. Also, the last vear’s depreciation
recognition will only be from January through June.
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The Sum-of-the-Years’-Digits Method

Comparing the straight-line method with the double-declining balance
method shows a substantial difference in the amount of depreciation
recognized, especially during the early years of depreciation recogni-
tion. An accelerated form of depreciation may be desirable that pro-
vides a depreciation expense that is greater than under the straight-line
method, but not as severe as with the double-declining method. An
appropriate compromise can be accomplished using the sum-of-the-
years'-digits method (SYD method).

The SYD method produces a depreciation expense in a form
similar to, but not as extreme as, the double-declining balance method.
The yearly depreciation declines steadily over the estimated useful life
of the assct because a successively smaller fraction is applied cach vear
to the original cost of the asset less the estimated salvage value. The
fraction used to determine the SYD depreciation expense is determined
by finding the sum of the years’ digits. If an asset has a useful life of
5 vears, the sum of the years’ digits wouldbe 5+ 4+ 3+ 24 1=15,
The number 15 becomes the value assigned to the denominator of the
fraction to be used. The numerator of the fraction will change each
year over the useful life of the asset. Since the earlier years should be
charged greater depreciation under this accelerated approach, the first
year's numerator will be the highest vear (5), the seeond vears numer-
ator will be the next highest vear (+), and so forth, The first year's frac-
tion will be 5/15, the second vear's fraction will be 4/15, the third year's
fraction will be 3/15, and so forth, Each vear's depreciation is obtained
by multiplving the appropriate fraction by the original cost, less the
residual value, The plant asset illustrated above would be depreciated
using the SYD method as follows:

COST LESS DEPRECIATION  ACCUMULATEDR  BOOK VALUE AT

YEAR RESIDUAL VALUE = RATE FOR YEAR DEPRECIATION YEAR n
1 59,500.00 = /55 $1,727.27 $1,727.27 $8,272.73
2 9,500.00 ®  U/55 1,554.55 3,281.82 6,718.18
3 950000 % R/55 1,351 .82 4,663.64 5,330,306
4 9,500.00 x 735 1,209.08 587233 4,127.27
5 9,500,001 x  6/55 1,036.37 6,909.10 ERIE A
[ 9,500.00 » 553 6304 777154 2,227.26
7 9,500.00 w4435 (9091 840365 1,536.35
8 9,500.00 = 335 518.18 K981 53 L0187
o 49,500.00 235 45,45 9,327.28 67272
10 49,500.00 = 1f35 17272 4,500.00 504000

After the asset has been fully depreciated, the remaining book

value of the asset is its residual value. In order to obtain the denomi-
nator of the fraction for the SYI) method it was necessary to add the
sum of the digits (10+ 9+ 8+ . .. 1). The denominator can more easily
be determined by using the following formula (5 = sum of the digits;
N = number of years of the estimated useful life):
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EXERCISE 7

EXERCISE 8

EXERCISE 9

Each year’s depreciation expense is 1/55 less than the previous
year's, multiplied by the original cost less the salvage value. The above
illustration once again assumes that the asset was acquired at the begin-
ning of the accounting period and will be depreciated for the entire
first year. In practice, assets are acquired when needed, and the first
year's depreciation must reflect the period of time for which the
asset was used. If the above plant asset had been acquired on April 3,
then the first year's depreciation expense would be calculated as
follows:

§9,500% 10/55x9/12 =$1,205.45

The 9/12 represents the fraction of the first year for which the
asset was used. The second and subsequent year's depreciation using
the SYD method would remain the same as previously illustrated.
Remember that the asset will be fully depreciated after 10 vears, which
in this case means that 3 months' depreciation will be recognized at
the beginning of the eleventh year. The calculation for the last three
months (first 3 months of the eleventh year) would be:

$9,500x1/55x 3/12=843.18

Using the information provided in Exercise 5, determine the depre-
ciation expense in tabular form using the SYD method.

Referring to Exercise 6, determine the depreciation expense in tabular
form using the SYD method,

A factory is acquired on January 9 at a cost of $325,000 and has an
estimated useful life of twenty-five years. Assuming that it has no
residual value, determine the depreciation for each of the first two years
by: (a) the straight-line method, (b) the double-declining balance
method, and (c) the SYD method.

DISPOSAL OF PLANT ASSETS

Plant assets may be disposed of at any time, They may be disposed
of because of obsolescence, sale, or deterioration prior to, at, or after
being fully depreciated. The details as to the entries for disposal will
vary, but in all cases it is necessary to remove the book value of the
asset from the accounts. The two accounts always affected are the
asset t and the lated depreciati t (contraasset
account). The mere fact that an asset has been fully depreciated does
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not mean that it should be removed from the books. Many assets that
have been fully depreciated and have a zero book value, are still in use
and retained on the books until the asset is actually disposed of. An
asset that has been fully depreciated and has no residual value and no
further service to provide the business is discarded. When this occurs
the following entry is made to record the disposal:

200-
Nowv. 26 Accumulated Depreciation—Equipment 10,000
Equipment 10,000
To write off equipment discarded.

If this asset had been fully depreciated but still had a book value
of $500 representing its residual value, and it was sold for its residual
value, the following entry would be recorded:

200-
Nov. 26 Cash 500
Accumulated Depreciation—Equipment 9,500
Equipment. 10,000

When an asset is sold prior to its being fully depreciated, an adjust-
ing entry is recorded at the time of sale to reflect the depreciation for
the current accounting period up to the date of sale. Following the
adjusting entry, an entry recording the disposal is made. The follow-
ing illustration shows the recognition of depreciation to the date of sale
and the disposal of the asset where the proceeds of the sale are less than
the remaining book value of the asset:

200-
Jun 27 Depreciation Expense—Equipment 475
Accumulated Depreciation—Equipment 475
To record depreciation to the date of sale.
27 Cash 900
Accumulated Depreciation—Equipment 9,025
Loss on Disposal of Equipment 75
Equipment 10,000

To write off equipment sold.

If the asset had been sold for $1,000, the following entry for its
sale would be recorded:

200-
Jun 27 Cash 1,000
Accumulated Depreciation—Equipment 9,025
Gain on Sale of Equipment 25
Equipment 10,000

To write off equipment sald.

Whenever assets are sold or disposed of and the cash received is
in excess of the asset’s book value, the resulting difference is recorded
as & gain. When the cash received is less than the book value of the
asset, the resulting difference is recorded as a loss. Both gains and losses
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EXERCISE
10

on the disposal of plant assets are non-operating items and are reported
on the income statement in the respective non-operating sections.

A depreciable plant asset was sold for $22,000. At the end of the pre-
vious accounting period, the balance in the accumulated depreciation
account was 890,000, and the original cost of the asset was $115,000.
The adjusting entry on the date of sale (October 22} is $5,000. Record
the adjusting entry to recognized depreciation on the date of sale and
record the sale of the plant asset.

Trade-in of Plant Assets

Certain assets when they are no longer of use to the organization may
be traded for similar or different assets. The treatment of a trade-in
will be based on the kind of asset given as compared with the asset
acquired.

When the asset being traded is different from the one being
acquired, there is a recognition to the gain or loss as a result of the
transaction. The TRADE-IN ALLOWANCE is the amount of credit
the seller is willing to extend to the buyer for the asset being traded in.
To determine whether a gain or loss is recognized, you compare the
book value of the asset given with the trade-in allowance given by the
seller on the old asset,

The following facts will be used to illustrate the entries required
to record the trading in of different assets: (1) new asset cost—3$9,400;
(2) trade-in allowance on old asset—81,673; and (3) book value of old
asset after adjusting depreciation to the date of sale—$1,500 (original
cost, $6,000).

A comparison of the trade-in allowance ($1,675) with the book
value of the old asset (81,500) indicates that the seller is giving the
buyer an allowance of $175 in excess of the buver's book value for the
old asset. This excess represents the gain on the trade-in that is recog-
nized by the buyer. The following general journal entry represents the
trade-in:

200-
Aug. 6  Furniture 9,400
Accumulated Depreciation—Furniture 4,500
Cash 7,725
Equipment 6,000
Gain on Trade-In of Equipment 175

Ta record the trade-in of equipment
for furniture.

Had the asset furniture been purchased outright without a trade-
in, the cost of the furniture would have been $9,400 in cash. The
amount of cash pad in this case is §7,725. This was determined by
taking the cost of the asset (59,400) less the trade-in allowance given
by the seller (81,675).

Whenever one asset is traded in for another asset that is not similar
in nature, the gain or loss resulting from the trade-in must be recog-
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nized. If the trade-in allowance is less than the book value of the asset
being given, then the difference is a loss that is recorded in an account
entitled “Loss on Trade-In of Plant Asser.”

When one plant asset is traded in for a simifar asset, the recogni-
tion of gain or loss on trade-in is not recognized. This method, which
is frequently referred to as the INCOME TAX METHOD, permirts
the postponement of the recognition of the gain or loss so that the post-
ponement is spread out over the useful life of the similar asset acquired.
If the asset acquired in the above illustration had been similar to the
one given, the gain of $175 would have reduced the cost of the new
asset acquired. The new asset would have been recorded on the books
at §9,225 rather than $9,400 as illustrated. The postponement of a loss
on trade-in would cause the cost of the new asset acquired to be
increased to the extent of the loss. [f a loss in trade-in of $200 occurred,
then the new asset would be set up on the books at $9,600, rather than
at the purchase price of $9,400.

A computer was purchased on January 1, for §75,000 cash. The useful
life was estimated to be 6 vears, with a salvage value of $10,000. The
SYD method of depreciation was used. On July 1, four and one-half
years later, the computer was traded in on another computer. The fol-
lowing information is available to us: (1) cost of the new computer—
$100,000, and (2) trade-in allowance on the old computer—820,000,

The company is on a calendar-year basis. Prepare the adjusting
entries needed on July 1 to record the trade-in,

Depletion

Not all long-life assets are subject to depreciation. The land that the
depreciable asset building is on is not subject to depreciation. The
reason for this should be obvious: the land does not lose its value, even
though the building does.

Other assets, because of their nature, may not be subject to de-
preciation, but may lose value which still has to be recognized. For
example, a business may own land that it uses for purposes other than
the placement of a building on it. Land may be used for farming or for
the extraction of metal ores and other minerals. The business may not
even actually own the land, but may merely lease the rights to use the
land for o period of years. The cost of the lease or the cost of the land
owned can be converted to an expense based on the fact that the use
made of the land may cause its value to decrease. An oil company may
estimate that there are 20,000 barrels of crude oil beneath the land they
lease. If the leasehold on the land calls for a total payment of $20,000,
then for every barrel of oil extracted from the land, a cost of $1 per
barrel can be assigned to the cost of the oil. This form of depreciation
that applies to land use is known as DEPLETION. Depletion is the
pro-rate allocation of the cost of land (through direct ownership or by
lease) to the units of natural resources removed from the land.
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Calculating Depletion

The caleulation of depletion is very similar to the units-of-production
form of depreciation previously discussed. Since depletion represents
the assignment of a cost to that which is extracted from land, two
factors must be known: (1) the cost of the land (ownership or lease
costs), and (2) the expected units to be extracted from the land.

Once these two factors are known, it is then possible to assign the
depletion expense for a particular accounting period based on the rate
of extraction from the land.

Assume that a company leases the rights to extract coal from a coal
mine estimated to contain 2 million tons of coal. The cost of the lease
is §1 million. The depletion charge per unit extracted is calculated by
dividing the anticipated total units to be extracted (2 million tons) into
the cost of the lease (§1 million). Each ton of coal extracted would carry
an assigned cost of $.50. The adjusting entry to recognize the deple-
tion based on extraction of 250,000 tons would be:

200-
Dec. 31  Depletion Expense 125,000
Accumulated Depletion—Coal
To record extraction of 250,000 tons. 125,000

Notice that the entry for depletion is very similar to the entry for
depreciation. In this case an accumnulated depletion account is used in
place of the accumulated depreciation. The book value of the lease or
land owned is the cost of the investment (land, or lease), less the accu-
mulated depletion.

When the land is leased for a specific period of time and the
amount of the minerals that will be extracted cannot be readll} deter-
mined, a straight-li appmach imilar to '_,‘ line depreci is
used. Naturally, no residual value is recognized since at the end of the
lease the land reverts back to the owner.

EXERCISE Timber rights on a tract of land were purchased for $60,000. The
12 amount of timber to be harvested is estimated at 600,000 board feet.
During the current year, 45,000 feet of timber were cut. Record the
entry to recognize the depletion expense for the fiscal vear.
INTANGIBLE ASSETS

We have previously learned that an mtang-lble aaset is somcthmg
that cannot readily be seen or hed; it has no pl 1

Examples of intangible assets include ]emholds, copyrights, fnm-
chises, licenses, trademarks, and goodwill. In order for these items to
qualify as assets, they must be owned (or the rights of use must be
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owned) and must have a money value. A LEASEHOLD is the right of
a tenant to use and occupy real property under a lease, COPYRIGHTS
are exclusive rights applied for to the federal government and given to
an individual or organization to use and control literary and artistic
works., These rights currently extend for fifty vears bevond the life of
the creator. A FRANCHISE and a LICENSE (PATENT) are rights
given by a company or governmental unit to conduct a certain type of
business in a specific area. These rights are purchased. A TRADE-
MARK is a symbol or design used to distinguish a film's producr or
service. Trademarks are issued by the United States Patent Office. The
golden arches of McDaonald's restaurants is an example of a trademark.
GOODWILL is usually said to represent the reputation and manage-
rial skill of a business, It represents the excess earnings of a particular
business organization over the normal rate of return of other businesses
in the same industry. Goodwill is usually only recorded when the buyer
of a business pays a price that exceeds the fair market value of the
acquired company’s net identifiable assets.

Amortizing Intangible Assets

Unlike depreciation and deletion, which can be readily measured, the
expense of intangible asscts is determined in a somewhat arbitrary
fashion. The systematic write-off of the cost of an intangible asset
over the periods of its economic life is known as AMORTIZATION.
The entry to record amortization of an intangible asset is a debit to
amortization expense and a credit directly to the intangible asset ac-
count. The period of time for which a particular intangible assct is to
be written off is dependent upon the asset. Goodwill should not be
written-off for a period of less than sixty months, and usually not more
than forty years. A copyright is granted for seventy years beyond the
life of its creator; however, this may be impractical from the stand-
point of recognizing amortization. If the specific work covered by the
copyright is expected to have a useful life of twenty-five vears, then
this would be an appropriate period to recognize amortization. A patent
is recorded at the cost and legal fees to register and defend it. Patents
have a legal life of twenty years.

Other intangible assets, such as organizational costs, may also be
subject to amortization. Determining the useful life of these assets is
usually left up to the discretion of the accountant. A general guide is
that they should not be amortized over less than five years, unless it
can be substantiated that their benefits will be for a lesser period of
time. T'he fact that a useful life has been assigned to an intangible asset
does not mean that it cannot be adjusted at a later date. If the holder
of a franchise that has a useful life of ten vears finds that the benefits
of the franchise will not extend beyond the eighth year, an adjust-
ment in amortization would be appropriate. If any intangible asset is
no longer worth anything, it should be written off as an extraordinary
loss.

A business is purchased for 3300,000. The assets of the business totaled
$2635,000, and the balance represents goodwill. The buyer expects the
goodwill to be of value for a period of seven vears. The following
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entries represent the purchase and first full vear's amortization of

goodwill:
200-
Jan. 100 Assets (various) 265,000
Goodwill 35,000
Cash 300,000
For purchase of business.
Dec. 31 Amortization Expense—Goodwill 5,000

Goodwill 5,000
To write off annual goodwill.

CAPITAL IMPROVEMENTS

We have seen that plant assets when acquired are set up at their actual
cost, which includes any costs necessary to get the asset operational
within the organization. Subsequent maintenance and repair costs are
treated as current expenses and do not directly affect the accounting
for the plant asset. As the asset is used on a continuous basis, there may
come a time when major repairs or improvements are needed to keep
the asset operational. When this situation arises, there may be a need
for a CAPITAL IMPROVEMENT. Capital improvements are costs
that add to the utility of a plant asset for more than one accounting
period. Overhauling the engine of a delivery truck is an example of a
capital improvement. Although the cost of the expenditure is relevant,
the primary consideration in designating this work as a capital improve-
ment or expenditure is that without this work the continued use of the
asset may be impossible. Since this work is necessary and will prob-
ably extend the useful life of the asser, the expense is CAPITALIZED,
meaning that the cost of this overhaul is added to the original cost of
the asset. The following problem will illustrate how the accountant
records this capital expenditure:

Original Cost of Truck $10,500
Salvage Value 500
Depreciation Method—Straight-Line

Useful Life—10 Years

Accumulated Depreciation 7,000
Capital Expenditure after Seventh Year 2,400

Entry to record capital expenditure:

200-
Jan. 4 Debivery Truck 2,400
Cash 2,400
T'o record capital expenditure
& increase useful life by one vear.

Dee. 31 Depreciation Expense—Delivery Truck 1,350
Accumulated Depreciation 1,350

To recognize adjusted annual depreciation [.‘E’iﬁ‘_]_)
4+ YRS
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Note that the annual depreciation recognized has changed. This
change was brought about because of the capital expenditure, which
increased the original cost of the truck. The following calculations
resulted in the new depreciation recognition as well as the extension of
the useful life of the delivery truck:

Original Cost of Delivery Truck $10,300
Salvage Value 300
Depreciable Value (10 years) 10,000
Accumulated Depreciation (after 7 years) 7,000
Book Value (after 7 vears) 3,000
Capital Expenditure 2,400
New Book Value (extending life by 1 yvear) 5,400
New Annual Depreciation Rate (85,400/4 years 1,350
uscful life)

In this illustration both the useful life and the depreciation to be
recognized have changed. If the useful life of the truck had not been
affected, then only the depreciation expense recognized would have
been increased over the remaining three vears to the extent of §800 per
year.

A factory with an original cost of $450,000 and an expected useful life
of thirty years has been depreciated using the straight-line method for
twenty vears (no scrap value). The roof of the building is replaced at
a cost of $45,000 after the twentieth year, and it is expected to extend
the useful life of the structure by five years. Determine:

1. The annual depreciation recognized per year prior to the capital
improvement.

2. The accumulated depreciation over the twenty years.

3. The entry to record the capital improvement.

4, The book value of the building prior to the capital improvement.

5. The book value of the building after the capital improvement.

6. The depreciation expense to be recognized annually as a result of
the capital improvement. (Life extended five vears.)

Summing Up

Accounting for long-life assets is quite different from the accounting
for current assets. The cost principle requires that all long-life assets
be set up on the books at their actual cost and that costs remain on the
books until such time as the asset is sold, discarded, or adjusted as a
result of & capital improvement, Since long-life assets in general lose
value over time due to use, it is necessary to recognize this loss in value.
Loss in value is recognized through depreciation, depletion, or amor-
tization, depending on the nature of the asset.

Depreciation is the loss in value of a plant asset over time due
to wear and tear. The methods used to recognize depreciation are:
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straight-line; units of production; double-declining balance; and sum-
of-the-yvears’-digits. The latter two methods are considered to be accel-
erated forms of depreciation that recognize greater depreciation in the
earlier years of the asset's use,

Depletion is the loss in value of land resulting from the extraction
of metal ores or other minerals. Depletion converts the cost of the land
or the cost of the lease on the land to an expense based on that which
is being taken from the land.

Amortization is the conversion of the cost of an intangible asset
to an expense based on the benefits of the intangible asset being used
up. The period of time used to take this write-off is dependent upon
the period of time benefitted by the intangible asset.

Long-life and 1 ible assets are maintained on the books until
such time as they are converted through sale, trade-in, or obsolescence.
‘With the exception of intangibles that are written off directly through
the recognition of amortization expense, all other assets are eliminated
from the books at the time that they are sold, traded in, or discarded.
Any cash received in excess of the book value of the asset is reported
as a gain, and any amount received that is less than the book value
of the asset is recognized as a loss. When like assets are traded in or
exchanged, any goin or loss is postponed.

Capital improvements cause the value of an asset to be increased
by the extent of the improvement. This will affect the remaining depre-
ciation to be recognized regardless of whether it extends the useful life
of the asset or not,




CHAPTER 1 0

ACCOUNTING FOR
INVENTORIES

What Is Merchandise Inventory?

In an earlier chapter you were introduced to a trading form of busi-
ness organization in which the primary function of the business was
the sale of a product. At the end of the accounting period for this form
of business it was necessary to determine the value of the ending
merchandise inventory. Expressing the value of the inventory on the
balance sheet and the income statement was illustrated, with particu-
lar emphasis placed on the procedures used to determine the cost of
goods available for sale and the cost of goods sold. MERCHANDISE
INVENTORY was defined as the cost of the goods on hand as of the
date the inventory was taken. We have previously illustrated the taking
of the inventory at the end of the accounting period. The valuation of
the inventory taken is based on its cost. Keep in mind that merchan-
dise inventory represents only those assets that were acquired exclu-
sively for the purpose of resale in the normal course of business. The
taking of an inventory of supplies on the other hand was for the
purpose of converting an asset on the books to an expense to the extent
those supplies had been used up.

INVENTORIES AND THE TRADING BUSINESS

A multi-step income statement for a trading business highlights the fact
that between 40% and 60% of revenue from sales is accounted for as
the cost of goods sold. Cost of goods sold is found by taking the cost
of goods available for sale (begmnmg merchandise inventory + net pur-
chases), less the ending y. In a wholesale or retail
trading business, merchandise held for resale in the normal course of
business is the largest asset owned by the organization. For this reason
it is vital that accurate up-to-date records be maintained when goods
are acquired and inventories taken.

Merchandise inventory is listed under the current asset section of
the balance sheet, which usually follows cash and accounts receivable.
Due to its relatively large value and its appearance on both the balance
sheet and the income statement, an error in calculating inventory
can have a significant effect on the recognition of income and the

165
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financial position for the accounting period, Also, since the ending
merchandise i y for one ing period b the begin-
ning merchandise inventory for the next period, an erroneous mer-
chandise inventory figure will affect future as well as the current
accounting periods.

ERRORS IN VALUING MERCHANDISE INVENTORIES

Correet Ending Overstated Understated
Inventory Inventory Inventory

Sales $500,000 $500,000 $500,000
Cost of Goods Sold
Merchandise Inv. $150,000 $150,000 $150,000

1/1/02
Net Purchases 300,000 300,000 300,000
Cost of Goods

Available for Sale 450,000 450,000 450,000
Less: Merchandise

Inventory 150,000 180,000 120,000

12/31/02
Cost of Goods Sold 300,000 270,000 330,000
Gross Profit on Sales 200,000 230,000 170,000
Operating Expenses 150,000 150,000 150,000
Net Income $ 50,000 $ 80,000 $ 20,000

The following income statement for the Classic Fabric Co. will
illustrate the effects of incorrectly stating the ending merchandise
inventory:

Classic Fabric Co.
Income Statement

For the Year Ended December 31, 2002

First, note the differences reported for net income between the
correctly and incorrectly stated i ies on the i 1t
The overstatement of the ending merchandise inventory causes an
understatement of the cost of goods sold to the extent of the error
($30,000) in the ending inventory. This causes the gross profit on sales
to be overstated to the extent of the error in ending inventory. Not only
are the gross and net income affected, but the error will also affect the
value assigned to current assets on the balance sheet. Remember that
the ending merchandise i y is set up on the books at the end of
the accounting period and will be shown as a current asser, thus an
over of the ending inventory will also cause a corresponding
over t of the merch ise inventory on the balance sheet at the
end of the accounting period. The over t of net i will
also cause an overstaternent of the proprietor's permanent capital, since
profits not taken out of the business are transferred to the proprietor’s
capital account. Since the merchandise inventory account in the next
accounting period is overstated, this will affect the determination of
profit for that year. Assuming that the second year’s ending inventory
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is properly stated, the over of the beginning i v for
the second year will probably result in an overstatement of the cost of
goods sald at the end of the second year.

If the ending merchandise inventory is understated, there will be
a corresponding overstatement of the cost of gooda sold, which results
in an understatement of the gross profits amd net income for the year.
Since the ending i ¥ the b ing inventory for the
next accounting period, the balance sheet will show the current asset
merchandise inventory to be understated. The net income at the end
of the accounting period is understated by $30,000 and this will cause
an understatement of the proprietor's capital account on the balance
sheet. In the second vear of operations, the understatement of mer-
chandise inventory will cause an understatement of the cost of goods
sold, thus inflating net income at the end of the second vear.

The effect on net income, current assets, and proprietor’s capital
of incorrectly determining the ending merchandise inventory can be
summarized as follows:

An of ending handise inventory causes:

1. Understatement of cost of goods sold;
2. Overstatement of net income;

3. Overstatement of current assets;

4. Overstatement of proprietor’s capital.

An und of ending merchandise i ¥ causes:

1. Overstatement of cost of goods sold;
2. Understatement of net income;

3. Understatement of current assets;

4. Understatement of proprietor's capital.

Remember that an incorrectly stated ending inventory not only
affects the current accounting period, but will also have an adverse
effect on the next accounting period as to the statement of current
assets, proprietor's capital, and the determination of net income.

TYPES OF INVENTORY SYSTEMS
The Periodic System

There are basically two inventory systems used in accounting: the peri-
odic and the perpetual inventory systems, So far we have discussed only
the former. When the PERIODIC INVENTORY SYSTEM is used,
only the income from sales is recorded when sales are made. No entries
are made in either the merchandise inventory or the purchases account
to recognize the cost of the particular items sold. Periodically (at least
once & year, usually at the end of the accounting period), a physical
inventory is taken to determine the cost of the ending inventory. A
compmson bmwcl:n the cost of goods available for sale (beginning
1i ¥ + net purch and the ending merchandise
v enabled the to determine the cost of goods sold.
Most businesses use the periodic inventory system, especially if the
goods sold consist of large quantities of diverse products. With the
advent of high technology, this system may be modified somewhat by
many trading organizations.




168 ACCOUNTING FOR INVENTORIES

The Perpetual Inventory System

With the PERPETUAL INVENTORY SYSTEM, accounting
records that continuously disclose the amount of inventory are main-
tained. A separate subsidiary ledger is maintained that contains sepa-
rate accounts for each type of inventory item. Increases in the specific
inventory item arc debited directly to the specific account and corre-
sponding decreases due to sales or returns are credited directly to the
specific account. Thus, the balance in the individual subsidiary ledger
account at any moment in time represents the actual amount of that
particular product on hand. Since this method is time-consuming and
expensive to maintain, it is primarily used by those organizations that
sell relatively small numbers of items with high unit cest, such as auto-
mobile dealerships. While a perpetual inventory system may be used
for the sale of automobiles, the parts department of the dealership will
use a periodic inventory system.

To use the perpetual inventory system, the actual cost of the goods
assigned to the various accounts in the subsidiary inventory ledger must
be known., While the periodic system segregated cost and revenue items
related to merchandise purchased into specific accounts, such as pur-
chases returns and all purchases di and freight on pur-
chases, this is not done under the perpetual system. The cost assigned
to the various inventory accounts under the perpetual system is com-
posed of the purchase price and all costs incurred in acquiring such
merchandise, less savings from discounts and any subsequent author-
ized purchase returns. The most significant difference in using the
perpetual system is the activity that takes place in the merchandise
inventory account, which replaces the merchandise purchases account
used in the periodic system.

The following general journal entries are typical entries relating to
the acquisition and subsequent sale of goods, using a perpetual inven-

tory system:
200-
Feb. 3 Merchandise Inventory 5,000
Accounts Pavable 5,000
1,000 units at 85 per unit
10 Cash 2,700
Sales 2,700
300 units at $9 per unit
10 Cost of Goods Sold 1,500
Merchandise Inventory 1,500
300 units at $5 = §1,500
14 Merchandise [nventory 3,060
Cash 3,060
600 units at $5.10 per unit
17 Cash 7,200
Sales 7,200

800 units at $9 per unit



WHAT IS MERCHANDISE INVENTORY? 169

200-
Feb. 17 Cost of Goods Sold 4,010
Merchandise Inventory 4,010
700 units at $5.00 per unit = §3,500
100 units at $5.10 =__ 510
£4,010

The entry of February 3 records the purchase of merchandise on
credit, This entry and others that follow would normally be recorded
to special journals; however, for ease of analysis they are recorded in
simple two-column general journal form. Unlike the periodic system,
which uses the merchandise purchases account, the perpetual system
records purchases of merchandise directly in the inventory account.
Each type of good acquired is posted to a specific subsidiary ledger
account that contains an explanation similar to that of the journal entry.
The actual subsidiary ledger account is alse known as a STOCK
RECORD CARD. The purpose of the stock record card is to list spe-
cific information pertaining to the goods acquired and subsequently
sold. The following represents the typical form of the subsidiary
ledger, stock record card:

Ttem Stock # -432A Description: Hand Tool |
Location: Bin 3E Hasis—FIFO
Received Isaued Balance I

Unit Total Unit Total Unit Total |

Date Units Cost Cost Units Cost Cost Unir Cost Cost I

200-

Feb. 3 1,000 5.00 5,000 1,000 5.00 5,000
10 300 5.00 1,500 700 5.00 3,500
14 600 R 3,060 700 5.00 3,500

B0 510 3,060
6,560

17 F00 5.00 3,500
100 510 510 300 5.10 2,550

Note thar the stock record card contains the date of the transac-
tion, and the number of units, unit cost, and total cost of goods received
and issued, as well as a running bal The posting of the February
3 entry to the stock record card records the receipt of goods and then
extends the information to the balance column. As of February 3, the
balance in this inventory account consisted of 1,000 units at a per unit
cost of §5, making a total cost value of §5,000.

The first general journal entry above for February 10 initially
records the sale of the product as it would be recorded regardless of
the inventory system in use. The second entry for the tenth, however,
represents the recognition of the cost assigned to the product being
sold. Because the accountant can specifically identify the cost of the
goods being sold, this entry charges the cost to a new account entitled
“Cost of Goods Sold.” This account is used when the perpetual inven-
tory system is employed by a trading organization.
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The cost of goods sold account is classified as an expense that
will offset net sales in order to determine the gross profit on sales.
Gross profit on sales can thus be determined at any moment in time
by simply comparing the net sales with the cost of goods sold account.
‘The explanation to the entry indicates how the value was assigned to
the transaction. Referring to the stock record card, note the entry and
the extension to the balance column. As of February 10, the balance
in this particular inventory account consists of 700 units at a unit cost
of §5, for a total cost of $3,500.

The February 14 entry records the additional acquisition of 600
units at a unit cost of $5.10. The stock record card records the receipt
as well as the extension. Notice that the extension utilizes three lines.
This is necessary because there are different unit costs assigned to
the goods in the inventory at this date. The first balance represents the
February 10 balance still on hand as of February 14, The second line
represents the additional inventory acquired at & per-unit cost of $5.10.
The total value of the inventory as of February 14 (which is shown on
the third line) amounts to $6,560.

The first entry on February 17 records the cash sale of 800 units
at the selling price of $9 per unit. The second entry for that date rep-
resents the assignment of the cost of the goods sold in a similar fashion
to the second entry of the tenth. The explanation for this entry differs
from the one on the tenth in that the sale of the 300 units is taken from
two separate inventory costs. This i v method that units
will be sold in the order they were acquired; thus, the earliest cost is
charged against the earlicst sale. If vou refer back to the stock record
card for the balance on the fourteenth, you will notice that there are
two separate inventory balances listed. First, 700 units at $5.00, and
then 600 units at $5.10. The earliest acquisition has a remaining
balance of 700 units, which is first charged against the 800 units sold.,
Since these units now have been ext i, the will take
the remaining 100 units out of the 600 units remaining at a cost of
$5.10 per unit. Note the entry on the stock record card for the issuance
of February 17. The authorization for charging the cost against the
units sold is obtained from the expression “FIFO,” which appears after
the word “Basis.” FIFO means “first-in, first-out.”

Five-hundred units remained after this transaction at a per-unit
cost of $5.10. If we wished at this time to determine our gross profit
on sales, we would subtract the cost of goods sold ($5,510) from our
net sales {§9,900) to arrive at our gross profit on sales ($4,390).

Determining the Cost of Inventories

A major aspect of financial reporting is the determination of the cost
of the ending merchandise inventory. Whether the periodic or perpet-
ual inventory svstem is used, it is necessary to use a specific method
for the assignment of costs to the ending inventory as well as to the
goods sold account. Since goods are usually purchased at different costs
during the accounting period, the assignment of costs can become a
rather complex procedure.

The beginning point used in determining the value of the ending
inventory and the cost assigned to the goods sold is the COST-FLOW
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ASSUMPTION. This procedure permits the consistent recognition of
costs assigned to the ending inventory as well as the goods sold account.
There are three cost-flow assumptions generally used: FIFO (first in,
first out); LIFO (last in, first out); and the WEIGHTED AVERAGE.
Each method will generate a different outcome and is used according
to an organization's needs.

THE FIFO METHOD

EXERCISE 1

The basis for the assignment of inventory costs on the stock record
card illustrated above was FIFO. This method dictates that the oldest
cost assigned to the i v is charged against the cost of goods sald.
The cost assigned to the first goods in, is charged to the first sales made.
Obviously, there must be a sufficient number of units at the earliest
price in the inventory to absorb the units first sold. If this is not the
case, then a part of the subsequent purchases will be used to meet the
deficiency. Referring to the stock record card, the units sold on Febru-
ary 10 were taken from the inventory of February 3. However, the units
sold on February 17 were first taken from the earliest remaining inven-
tory of 700 units, with the balance of 100 units coming from the goods
acquired later. If the unit cost of the merchandise acquired on Febru-
ary 3 and 14 had been the same, there would have been no need to
differentiate between them. The cost assigned to the cost of goods
sold through February 17 would be $5,510. The value assigned to the
ending inventory under the FIFO basis would be $2,550 as of Febru-
ary 17. Notice that the per-unit cost assigned to the ending inventory
represents the most recent unit cost of $5.10.

While business organizations are free to choose among a number
of inventory methods, many will adopt FIFO simply because there is
a tendency to dispose of goods in the order of their acquisition. While
this method is not as accurate as one which would specifically identify
the item being sold, it does closely approximate it. During a period of
rising costs, this method will cause the value of the ending inventory
to be high, which will more closely approximate the current replace-
ment cost of the inventory and therefore allows a realistic cost to be
assigned to the inventory. With the FIFO method, the same ending
value results with either the periodic or perpetual system.

The following transactions relating to the purchase and subsequent sale
of merchandise took place during the month of May for the current
year.

200-
May 3 Acquired 500 units of goods at $10.00 per unit.

5 Purchased 300 units of goods at $10.20 per unit.
9 Sold 150 units.
10 Sold 400 units.
15 Purchased 200 units of goods at $10.10 per unit.
24 Sold 300 units,
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Rule a stock record card similar to the one illustrated previously.
Record the above transactions on the card, determining the appropri-
ate balances after each transaction.

Prepare general journal entries for the above transactions. Assume
that the unit selling price of the items sold was $20 in each case.
Further assume that the sales were cash sales and the purchases were
paid for in cash.

THE LIFO METHOD

The LIFO method of assigning costs to i that the
most recent cost of merchandise acquired should be charged against
the most recent sales, Thus, the assignment of a cost to the ending

v would rep the cost of all earlier purchases, without
regard to the order in which the goods are actually sold, since we can
assume that the goods are all the same and readily interchangeable. The
Jjustification for using this method is that as goods are sold, more goods
must be acquired to replenish the stock in inventory. The cost assigned
to current sales should closely reflect the cost of replacing such goods
sold. The concept of matching costs and revenue applies as well, under
the theory that the current cost of merchandise should be matched
against the current sales price. As the cost of purchasing merchandise
increases, there is a tendency for this additional cost to be passed along
to the consumer in the form of an increased selling price for the
product. The following example will illustrate the use of the LIFO

cost-fl ption as evid d by the completed stock record
card:

Item Stock # -432A [eseription: Hand Tool

Location: Bin 5E Basis—LIFO

Received Tssued Balance
Unit | Total Unit | Total Unit | Total

Date Units Cost Cost Units Cost Cost Units Cost Cost

200-

Feb. 3 | 1,000 | 500 | 5000 1,000 | 500 | 5,000
10 300 3.00 1,500 700 5.00 3,500
14 600 5.10 3,060 700 5.00 3,500

600 | 5.10 | 3,060
6,560

17 600 310 3,060
200 500 | 1,000 500 | 500 | 2,500
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The information on the above stock record card is the same as on
the previous card, except that the basis (LIFO) and the resulting cost
flow assumptions as indicated in the body of the card are different, The
general journal entries will also be the same as those previously illus-
trated, except for the amount assigned to the cost of goods sold on Feb-
ruary 17, Note that for the entry of the seventeenth on the stock record
card, the first units to be transferred to cost of goods sold were the last
units acquired (600 units at $5.10). Once the most recent acguisition
has been exhausted, the balance is obtained from the carlier inventory
purchase. The final balance in the ending inventory under LIFO is
$2,500 as compared with $2,550 under the FIFO method. Should addi-
tional goods be received prior to the next sale, the most current goods
would be charged against the next sale.

Referring to Exercise 1, complete that problem using the LIFO method
of determining the cost of the merchandise inventory.

THE WEIGHTED AVERAGE METHOD

The WEIGHTED AVERAGE method determines the cost assigned
to the ending inventory and the cost of goods sold by determining an
average unit cost for all the goods that are available for sale during the
accounting period. The total cost of goods available for sale is divided
by the number of units available for sale. This provides an average cost
per unit, which is then mulnphcd by the number of units remaining
in the ling y. The resulting figure is the
average unit cost of the inventory. This method is primarily used when
the trading concern uses a periodic inventory system. It permits the
taking of a physical inventory in units only, rather than specifically
identifying the cost of each physical unit being counted.

Cost of goods available for sale: $45,000
Number of units available for sale: 3 000
Average unit cost: = $ 15
Ending Merchandise Inventory (250 units x §15) = $ 3,750

Average unit cost = Cost of goods available for sale/Number of
units available for sale

Ending merchandise inventory = Number of units in the ending
inventory X average unit cost

Since this method does not take into consideration the cost of the
goods purchased at any specific time during the accounting period,
it may not appropriately enable the proper matching of costs and
revenue. This deficiency is offset, however, by its ease in calculation
and other cost-saving benefits derived from its use.
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EXERCISE 3 The following information was obtained from the Able Trading Co.
during the current accounting period:
Purchases—500 units at $6.50, 240 units at $5.90, 370 units at
$6.10, and 320 units at $6.00.
Ending Merchandise Inventory physical count—290 units.
Determine: (1) The average cost per unit; (2) The cost assigned to
the ending inventory; (3) The value of the cost of goods sold.

SIGNIFICANT CHANGES IN INVENTORY VALUE

The dollar value assigned to inventory, as well as other assets, is based
on the actual cost of obtaining the inventory. Circumstances may cause
this value assigned to differ significantly from the replacement cost
of the inventory. For example, if handheld calculators were originally
purchased by a firm for $10 each, but the same calculators can now be
purchased for $4 each, this represents a significant and perhaps per-
manent change in the replacement cost of the asset. Or, if this same
asset became obsolete before it could be sold, that would also be a sig-
nificant change in the value of the asset. In either illustration, a per-
manent decline in the value of the asset must be recognized. Since it
would be virtually impossible to sell the above asset at what would be
considered its normal selling price of perhaps $20, it is necessary to
recognize and adjust for the loss in value so that the asset could at least
be sold at a competitive price. Since the utility of the assct has fallen
below cost by reason of a decline in the price level or by obsolescence,
an actual loss has occurred. This loss may appropriately be recognized
as @ loss in the current accounting period by reducing its cost to a level
that approximates the replacement cost of the asset. This concept is
known as the LOWER OF COST OR MARKET RULE. The lower
of cost or market rule permits the recognition of a permanent reduc-
tion in the value of inventory due to physical deterioration of the
asset, a permanent price decline in terms of the replacement cost, or
obsolescence. Under the lower of cost or ket rule, merchandi
inventory is re-valued at cost or current replacement cost (market),
whichever is lower.

The entry to recognize this permanent reduction in value when
the market value is less than the cost converts this difference to an
expense:

200-
Dec. 31 Loss from Inventory Decline 2,150
Merchandise Inventory 2,150
To recognize permanent decline.

The effect of recognizing this loss in value of the inventory as an
expense is to reduce the income recognized for the period. The expense
could also be charged directly to the cost of goods sold account, causing
the same effect.

Should the replacement cost (market price) of this inventory
inerease in the next or subsequent accounting periods, an increase in
the firm’s profits would be recognized.
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Estimating Inventory Value
THE GROSS PROFIT METHOD

EXERCISE 4

There are two methods widely used to estimate inventory: (1) the
GROSS PROFIT METHOD and (2} the RETAIL METHOD. The
periodic i y system requires that a physical inventory be taken
at least once a year, usually at the end of the accounting period. For
financial accounting purposes, mventory information may be needed
more frequently. Because of the cost involved in taking physical inven-
tories, the gross profit method can provide a viable alternative. The
gross profit method is used to estimate the cost of goods sold and the
ending inventory for an accounting period or for interim statement
purposes.

The gross profit method utilizes information that is available from
past accounting periods and applies it to the current period. The
following formula is used:

Cost of goods sold for past period/Net sales for past period =
The ratio of cost of goods sold to net sales

£75,000/8100,000 = 0.75 or 75%

This calculation determines that 75% of past period net sales actu-
ally represented the cost of goods sold, This percentage is then applied
to the current net sales figure. If net sales for the current year amounted
to $120,000, then by using the gross profit method, the cost of goods
sold for the current period would be $90,000 ($120,000 x 75%). If we
were then to subtract the cost of goods sold (§90,000) from the cost of
goods available for sale, we would then have the value of the ending
merchandise inventary for the current accounting period.

Using this formula we can also determine the gross profit
percentage of net sales. If we know that net sales is equal to 100%, and
we subtract the cost of goods sold percentage determined above (75%),
the resulting p ge of 25% rep our gross profit percentage.
‘Thus, for every dollar of sales, §.25 would be the company’s gross
profit. In the above illustration, the gross profit would be $30,000
($120,000 x 25%).

The use of the gross profit method is usually based on the actual
rate for the preceding vear, adjusted for any known or anticipated
changes during the current year. When interim statements are needed,
this method is an invaluable tool for determining the value of the
ending inventory, cost of goods sold, and gross profits on sales.

The owner of the D&L Trading Co. wants to know the value of the
company's ending inventory as of April 30, which is the end of the
fourth month of the accounting period. The following information is
known about the current year’s operations to date:

Beginning Merchandise Inventory $22,500
Net Purchases to date 15,750
Net Sales to date 30,000
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During the previous year, the actual net sales amounted to
$100,000 and the actual cost of goods sold amounted to $65,000. Use
the gross profit method to determine:

1. The gross profit rate;
2. The value of the ending inventory;
3. The cost of goods sold to date;

4. The gross profit on sales to date.

THE RETAIL METHOD

The second method frequently used to estimate the ending merchan-
dise inventory is the retail method. The retail method is widely used
by retail businesses that use the periodic inventory system. Unlike the
gross profits method, which relies on data obtained from prior account-
ing periods, the RETAIL METHOD uses a ratio based on actual infor-
mation currently available to the business, The total cost of the goods
available for sale is divided by the total selling prices of all the goods.
The resulting ratio is the average cost of goods sold to be applied to
each dollar of sales. The ratio is computed as follows:

Total cost of goods available for sale/Total selling price of all
goods available for sale =
Ratio (or percentage) of cost of goods sold to net sales

The following information is available to the accountant:

Cost Rerail

Merchandise Inventory, Jan. 1 $ 20,000 $ 40,000
Net Purchases for the Year: 230,000 410,000
Retail Method Ratio: $230,000/8450,000 = 55.6% 250,000 450,000
Net Sales for the Year 420,000
Merchandise Inventory, 12/31 at Retail 30,000
Estimated Merchandise Inventory, 12/31 ar Cost

(30,000 x 35.6% =) 16,680

It is important to recognize that cach item sold did not cost the
retailer 55.6% of ner sales and that the actual gross profits did not
amount to 44.4% of net sales. [t is assumed that using the avemge of
all sales will amount to the above percentages. When the markup on
different products in the inventory varies substantially, it is advisable
to develop separate ratios for each of the various goods. The retail
method does not eliminate the need to take a physical inventory at the
end of the year; however, it does provide valuable information, espe-
cially for interim statement purposes. Many retailers prepare interim
statements on a monthly basis for analytical purposes. In addition to
assisting in the frequent determinations of income, the retail method
provides a business with the value of the inventory at retail as well
as at cost, and acts as a means of disclosing the extent of inventory
shortages.
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EXERCISE 5 Based on the following information, determine the cost of the ending

inventory using the retail method:

Cost Retail
Merchandise Inventory, January 1 $ 90,000 $160,000
Net purchases (January 1-June 30) 350,000 640,000
Net Sales (January 1-June 30) 730,000

Summing Up

The stock-in-trade of a retail business is its inventory. Between 40%
and 60% of the revenues received by a retail business go to cover the
cost of the goods that are sold. Thus, the maintenance of records relat-
ing to inventories is one of the most important aspects of the account-
ing function. An inadvertent over of the ending merchandise
inventory will cause an understatement of the cost of goods sold,
an overstatement of gross profir, and an overstatement of the value
assigned to the current assets and proprietor's capital on the balance
sheet. If the ending inventory is understated, the opposite effects will
result.

Inventory systems used by trading businesses may either be on
a periodic basis (usually taken once a year) or on a perpetual basis
(usually taken almost daily). The choice of which system to use will
depend upen the kinds of products sold and the specific information
needed. The use of a perpetual inventory system creates an account
entitled “Cost of Goods Sold,” which is charged with the cost of the

goods sold in each transaction. This entry reduces the amount of the
handise i

mer ¥
A merchandise purchases account is not maintained with a per-
petual system, and is replaced by a merchandise inventory account,
which is used to record all goods acquired for resale in the normal
course of business. The stock record card is used as part of a subsidiary
inventory ledger. Changes are posted to the stock record card as a result
of goods being purchased, returned, and sold.

The costs to be assigned to the cost of goods sold account and
the ending inventory are based on either the FIFO, LIFO, or weighted
average methods, In accounting periods when costs remain relatively
constant, the FIFO method is probably the most appropriate. If it is
important that replacement costs relate as closely as possible to the cost
of the goods sold, the LIFO method is more appropriate. The weighted
average method is s third option that can be used, even though it
doesn't necessarily bring about the matching of costs and revenue. Its
simplicity may have a cost-saving effect.

When it is ascertained that there is a permanent change in the
market value of the inventory, the lower of cost or market rule can be
applied in assigning a value to the ending inventory. If the market price
for the inventory is less than its cost, then the reduction in merchan-
dise inventory causes a corresp ition of an

The gross profit method and the retail method are used to esti-
mate the value of the ending merchandise inventory. The gross profit
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method uses information from past vears to approximate the value
of the current ending inventory. The retail method compares the total
cost of goods available at both cost and retail to ascertain the average
percentage that cost is of selling price. This percentage is then applied
to the ending physical inventory for the current year to assign a cost
to it



CHAPTER 1 1

ACCOUNTING FOR
PAYROLL

What Is Payroll?

One of the largest expenses that most businesses incur on a regular,
ongoing basis is payroll. PAYROLL represents the compensation that
is regularly paid to the employees of a business organization. Labor
costs and the related payroll taxes represent a large and constantly
increasing portion of the total cost of operating most business organ-
izations. Based on the dollar expenditures and the governmental regu-
lations relating to payroll, it is one of the most important accounting
activities. While one tends to think in terms of his or her payroll check
at the end of the particular payroll period, there is more to payroll than
just take-home pay.

All emplovees of a business organization receive compensation for
the activities they perform within the organization. The comp ion
is known as salary, wages, or other more descriptive terms, such as com-
missions or piccework carnings. The number of employees is not as
significant as the nature of the payroll system that is in use. The payroll
system in use must be designed to perform the intricate computations
required by the various governmental authorities, process the payroll
data quickly, and assure the payment of the correct amount to each
employee. The system should also provide for safeguards against pay-
ments to nonexistent emplovees or other misappropriations of funds.

PAYROLL DEDUCTIONS

The amount earned by an employee, whether paid on an hourly,
weekly, semimonthly, monthly, pi k, or e ission basis, is
the employee's GROSS PAY. Gross pay is the total earnings of the
employee for the particular payroll period. The amount of money the
employee actually takes home is known as TAKE-HOME PAY or
NET PAY. Net pay is arrived at by subtracting certain deductions
from the gross pay. DEDUCTIONS consist of various taxes that the
employer is required to withhold from the employee’s pay on a regular
basis that coincides with the payroll period in use.

179
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Form W-4 (2003)
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Form W4 (2003) Fage 2

Deductions and Adjustments Worksheet
Note:  Use this worksheet only i you plan 1o itemize deductions, claim certain crodits, or claim agjustments to income on your 2003 fax retum
1 Enter an estimate of your 2003 itemized deductions. These include qualifying home mortgage interest.
charitable contributions, state and local taxes, medical expenses n excess of 7.5% of your income, and

miscelianeous deductions. (For 2003, you may have o reduce your itemized deductions il your income s
Is over $139,500 ($69,750 if married filing separately). See Worksheet 3 in Pub. 919 for details) . . . 1
$7,950 if masried filing jointly or qualifying widowler)
2 Enen | 370001 head of househoid R -
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$3.975 if married filing separately
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4 Enter an estimate of your 2003 adjstments to income, inchuding aimany, decuctibie IRA contibasions, gnd stcent oan rterest 4 S
5 Add lines 3 and 4 and enter the total. Include any amount for credts from Worksheet 7 in Pub. 919 5 S
& Enter an estimate of your 2003 nomwage income (Such as dividends or interest) - e & o+ w & ]
7 Subtract line 6 from line 5. Enter the result, but not less than ~-0-" . . 7 3
B8 Divide the amount on line 7 by $3,000 and enter the result here. Drop any rramon B
9  Enter the number from the All Worksh line H, page 1 |
10 Add lines B and 8 and enter the total here. If you plan to use the Two-Ei Two-Job also
enter this total on line 1 below. Otherwise, stop here and enter this total on Form W-4, ine 5, page 1 . 10
Two-Earner/Two-Job Worksheet
Note: Use this worksheet only if the instructions under fine H on page T direct you here.
1 Enter the number from kne H, page 1 for from ine 10 above if you usad the and 1
2 Find the number in Table 1 below that applies 1o the lowest paying job and enter it here ., - —
3 Ifline 1 is more than or equal to line 2, subtract line 2 from Bne 1. Enter the result here (if zero, enter
*-0-") and on Form W-4, line 5, page 1. Do not use the rest of this worksheet . . 3
Note: If line 1 is less than fine 2, enter "-0-" on Form W-4, MeSmgelCamlmoWs!?bﬂowlo
lculate the '_,mml sary to avoid a year-end tax bill
4 Enter the number from line 2 of this worksheet . . . . . . . . . . 4
5 Enter the number from line 1 of this worksheet . . . . . . . . . . 5
6 Subtractline 5fromlned . . . | ce. . B
7  Find the amount in Table 2 below that apphes lo lhe highesl pu;png Joo anu ener I: nere e
&  Multiply line 7 by line & and enter the result here. This is the addivonal annual withholding needed . . 8 $
9  Divide line B by the number of pay periods remaining in 2003. For example, divide by 26 ff you are paid
every two weeks and you complete this form in December 2002, Enter the result here and on Form W-4,
ine 6, page 1. This is the additonal amount 10 be withheld from each paycheck ., . . . 9 5
Table 1: Two-Earner/Two-Job Worksheet
Married Filing Jointly All Others
W wages from LOWEST  Enter on f veages from LOWEST Erter on # wages from LOWEST Enter on  wages, ko LOWEST Enter on
[paying job are— fin 2 above _paying job so— line 2 sbove bne 2 pbiove i ang= line 2 above
50 - 34,000 L) 4000 50000 ., . @ o B
4001 - 8000 1 50007 - GOOO0 . . . § 1 L)
9,001 - 15,000 2 60,001 - 70,000 .. 2 0
15,001 - 20,000 3 70001 - 80000 . . . M 1
20,000 - 25,000 ] 90,001 - 100.000 Lo I
25,001 - 33,000 5 00001 - 115000 . . . 13 5
31,001 - 38,000 & 115,001 - 125.000 T &
38.001 - 44,000 7 125,001 and over .15 7
Table 2. Th
Married Filing Jointly All Others
I wages from HIGHEST Enter an If wages from HIGHEST Entex on
paying job are— li T above paying job ae— line T above
30 - $50000 ., . B4S0 30 - 330000 . . . 340
50000100000 . ., . 800 30001 - 70000 . ., . 600
100.001 - 150000 ., . 900 70,001 - 140,000 .. 900
150000 - 270,000 . . . 1050 140007 - 300000 . . . 1050
290000 and over. |, . . 1,200 300001 ard over . . . . 1200
Privacy Act snd Paperwork Reduction Act Notice. We ask for the informasion on control rumber. Books of records relating o & form of 3 insaructions must be
i Torm 10 caery ouk the Ireinad Reverue ke of i Unneg State. The iimal Istained @5 long 4% ek Contenas may Lecoene materkal In the adminisiraten of any
Reverwe Cooe requines this - infarmation under sections 3:1 m_m:I-lem mnm;u;wg;: (Anu::u;n fenunns and recum informanon are confidantial
[provide a properfy complet re: your B3 requi saction
= W:‘“lmmﬁmmmw . Tha tma reeced ths depending on
B hrmiton re o i 1> Deabrar o st 1o ook e S S o o 37 e Pagarog o o B 1 b
L 10 cities, 3aaies, and the t u3a In BATINEAING et COMTMINIS CONCRMming (M@ ACCLTacy of Msa tma 5
3 lyws. nd using & in the National Directory of New Hires, We o mgmrmm.ummwmm!mmpurmmmmw
.m".‘.’.'.'“.?"'" o Fecorst an and sLe agencies o enforce Foderst nomax crminal ‘a1 Forms Cammittee. West Districetion Center, fancno Cordova, CA

e Ares

!:?uuum B nal end e 31 0P 0 113 GBS, IFStEad, Qe & 10 your
¥ou e Nt rquined 10 provide the idormation requestod on a form that i empioyer
subject 1o the Faperwork Reducion Act uriess the fom dsplays & valid OMB

®
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In order for the emplover to withhold taxes from the employee's
paycheck, there are certain things the emplover must know about the
employee. This needed information is obtained through the emplovee's
preparation of a W-4 Form, the EMPLOYEE'S WITHHOLDING
ALLOWANCE CERTIFICATE, which is available from the Internal
Revenue Service (IRS). This certificate asks for the employee's full
name, social security number, home address, marital status, and the
number of dependents that the person is claiming. The form is then
signed and dated by the employee and used by the employer to deter-
mine the amounts of the various deductions to be taken from the
employee’s gross pay.

The typical deductions made by the employer from the employee's
gross pay include:

1. Social Security Tax (FICA)

2, Medicare Tax

3. Federal Income Taxes Withheld

4, State and Local Income Taxes Withheld (where applicable)
5. State Disability Insurance (where applicable)

6. Other Voluntary Deductions

Social Security Taxes

The Social Security tax is the result of the Federal Insurance Contri-
butions Act (FICA). This act provides for monthly pension benefits to
be paid to retirees, for survivor benefits, and for disability benefits. The
Social Security tax is levied on all employees, the funds received going
to support the abovementioned programs. In addition, employers are
required to match the employee's contribution, which is treated as an
expense (FICA tax exg )} by the employer. Beginning in calendar
year 1991, the federal government separated Social Security tax into
two components. While the combined rate was the same, the federal
government calculated FICA tax and Medicare rax separately. Both
taxes are known as NONPROGRESSIVE TAXES because each indi-
vidual has withheld from his or her salary the same percentage, regard-
less of the amount of the earnings for the pay period. The FICA tax
rate for 2003 is 6.2% of the gross pay of the employee. There is a ceiling
on the amount of gross pay subject to FICA tax. The 2003 maximum
gross earnings subject to FICA tax is $87,000. Any earnings in the 2003
calendar year in excess of $87,000 are not subject to FICA tax. The
Medicare tax rate for 2003 is 1.45% of the gross pay of the employee.
There is no ceiling ( imum earnings subj to the tax) on the
Medicare tax. Over the last few years, the respective FICA and
Medicare tax rates have remained constant; however, the ceiling for
FICA taxes has increased each year (1994 FICA tax ceiling was
$60,400), The following employees would have FICA and Medicare
taxes withheld from their weckly salaries as follows (assuming they
have not reached the FICA ceiling):

Giross Pay FICA Tax Medicare Tax
A. Adams $345.00 $21.39 $5.00
B. Brown 74200 +6.00 10.76
€. Campbell 905,30 56.13 13.13

D Davis 630.00 39.06 9.14
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As an employee’s earnings approach the eeiling, the
must calculate the Social Security tax so as not to withhold the tax on
income in excess of the ceiling ($87,000 for 2003). Assuming that the
year is 2003, the following represents the FICA tax and Medicare
tax based on current period earnings as compared with the ¢ lative
earnings to date:

Gross Pay  FICA Tax  Medicare Tax

E. Elman (cumulative earnings  $1,450.00 $31.00 $21.03
$86,500)

Note that the FICA tax was withheld on only $500, which is the
amount of earnings remaining necessary to reach the FICA tax ceiling
of $87,000. The Medicare tax has no ceiling so that the entire gross
pay of §1,450 was subject to the 1.45% rate.

The employer is required to withhold a hing of FICA
and Medicare taxes in addition to the amounts withheld from the
employee’s salary, which is usually deposited on a monthly basis, or
even more frequently, depending on the t of the taxes being
withheld. The employer's hing amount rep 1t an exp to
the employer.

For the calendar year 2003, the maximum earning subject to
FICA tax is 887,000 based on a Social Security tax rate of 6.2%.
The Medicare tax rate is 1.45% on total earnings for the calendar vear,
regardless of the total amount of the earnings.

‘The following weekly wages were earned for the week ending Novem-
ber 7, 2003. Determine for each employee the amount of the Social
Security tax and Medicare tax to be withheld from their earnings
(wages) for the week.

Employee Wages Cumulative Earnings FICA Tax  Medicare Tax
A. Albert § 685.30 §30,240.45
B. Blume 1,020.85 4491740
C. Carter 1,500.00 83,600.00
D. Delphine  2,180.00 93,825.00
E. Edwards 1,945.00 85,770.50

Federal Income Taxes

The federal income tax is a pay-as-you-go tax. The amount withheld
from the employee’s salary every pay period is not actually a tax, but
rather income withheld in anticipation of the federal income tax. All
emplovees (individuals) are considered to be calendar yvear taxpayers,
which means that the calculation of their federal income tax is based
on earnings from January 1 through December 31 of any calendar year.
By the following April 15, each taxpayer is required to voluntarily
prepare and submit an income tax return covering the preceding cal-
endar year. The tax liability of the individual is determined based on
the income tax return, and the funds withheld by the employer are used
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EXERCISE 2

to satisfy the tax liability, If the amount withheld during the year is in
excess of the actual tax liability, the taxpayer is entitled to a refund. If
the tax liability is greater than the total federal income tax withheld,
the taxpayer has a balance due, which must be sent in along with the
income tax return.

The calculation of the payroll period federal income tax withheld
will be based on three factors: (1) earnings for the pay period, (2)
marital status, and (3) the number of exemptions claimed by the
taxpayer.

Since the federal i tax is a progressive tax, the more money
the taxpayer earns, the greater will be the percentage of his income paid
in taxes. A single individual is said to have less expenses than a married
person, thus the amount withheld from a single individual will be
somewhat greater than from a married person. The more dependents
a taxpayer claims as exemptions, the lower the amount withheld from
the gross pay and the lower the eventual tax liability. These three
factors are taken into ¢ ideration by the employer in withholding
taxes for federal income tax purposes from the emplovee's gross pay.
The following withholding tax tables provided by the federal govern-
ment illustrate the amounts withheld from an employee based on (I]
gross pay, (2) marital status, and (3) the ber of p
‘The employer refers to the W-4 Form to determine the marital status
and the number of exemptions claimed by the employee.

Note that in either of the two tables reproduced, as the amount of
earnings increases, the t of the withholding taxes increases
within the same withholding allowance column. An individual who is
single and earns $165 per week, claiming one withholding allowance,
will have $6 withheld from his wages. If that same individual earned
8175 a week, then 87 will be withheld, earnings of $185 will cause
withholding of $8. As either table is read horizontally, the amount
of withholding raxes decreases as a direct result of the increase in
the ber of withholding allo es claimed. A married individual,
as illustrated on the third withholding table, earning $150 a week
will have $3 withheld if “0" exemptions are claimed. The same earn-
ings with “2" exemptions claimed will have §0 withheld. Recall that
marital status will also affect the amount of withholding taxes. A single
individual earning 3150 and claiming “1" withholding allowance will
have §4 withheld, as compared to 80 for his or her married counter-
part. An individual wishing to have more money withheld may claim
fewer exemptions than entitled to for federal income tax purposes. This
will not adversely affect the preparation of the income tax return, but
provide for greater withholding to offset the tax liability on April 15.

The employer is required to safeguard the federal income taxes
withheld from an employee’s gross earnings by turning the funds over
to a federal depository, usually on a monthly basis, along with any
Social Security taxes withheld and the employer’s matching payments,

The employees listed on page 189 had weekly carnings as indicated.
Also, the status and number of exemptions claimed on the W-4 Form
appear in brackets immediately following the weekly earnings. For
each emplovee determine the amount of federal income tax to be
withheld:
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SINGLE Persons—WEEKLY Payroll Period
(For Wages Paid in 2003)
It the wages s - And the number of withholding allowances claimed is—
1
At least ﬂ|;.|‘::‘gg o l 1 | H [ 3 4 5 & 7 l 8 ‘ 9 | V]
The amount of ncome lax 1o be withheld [s—
50 855 30 %0 50 50 1] 50 50 30 50 S0 30
55 60 1 a o [} [} o 1] ] [} 1] ]
60 65 1 [+] o o o o o ] o o o
65 10 2 o o [} o o o 0 o a o
10 5 2 0 o 0 [ o o a 0 o o
78 B0 3 0 o 1] [} o 1] [} a o
80 85 3 0 1] 1] [} a ] [+] o o
a5 80 4 o ] ] [ o [} o [ o
20 95 4 o o 1] 1] 0 ] o a o
95 100 5 ] o i} (] [+] o o [+] o
100 105 5 a o [} ] o [ o o o
105 10 B 1] o o ] 1} o a [+] o
10 115 B ] o ] ] o [} o a o
118 120 7 1 o o ] 1] o o 0 o
120 125 7 1 o o ] [ 4] [ 1] o
125 130 B 2 o o [} 4] [} [+] 0 o
130 115 B 2 o o ] o o o 0 o
135 140 ] 3 a ] o ] a o o a
140 145 9 3 o o [+] [+] o 0 0 0
145 150 0 4 o o o 0| o ] o ]
150 185 w0 4 a9 0 o 1] o 0| ]
155 160 1 5 1] o o ] o [+ ]
160 165 1 5 L] o o o ] o ]
165 170 12 ] ] o o 1] o ] o
170 178 11 3 [} 0 o o ] o ]
178 180 13 7 1 0 [ o 1]
180 185 14 7 1 0 ° o o
185 150 15 8 2 o o 1] o
150 195 16 8 2 0 o o o
185 200 i 8 3 0 o o o
200 210 17 10 4 0 [} ] ] 0 o o
210 220 1% n 5 1] 1] o 1] [} o o
220 210 20 12 & ] o o o o o o
230 240 a2 13 7 1 [ o ] 0 o o
240 250 23 15 8 H 0 o [} o o o
250 280 25 18 g 3 aQ 0
260 270 26 18 10 4 2] o
2710 280 28 19 1 5 ] o
280 290 29 F4l 12 6 ] 0
280 100 an 2 1 7 1 o
300 310 32 24 15 8 2 a o a
310 20 34 25 18 9 3 a o a
320 330 35 21 18 0 al 0 0 0
330 340 a 28 19 1 5 ] 1] ]
340 350 38 0 21 12 ] [} o ]
350 360 40 k) 22 14 7 1 [+] o
360 70 41 kX 24 15 8 2 4] a
370 380 43 3 25 17 9 3 0 ]
380 3%0 44 38 27 18 0 1 1] [}
290 400 45 37 28 20 " 5 [+] [}
400 410 47 33 n n 12 [} o
410 420 45 A0 n 23 bl 7 1
420 410 50 42 3 F 15 g 2
430 440 52 43 EY 26 17 9 3
440 480 51 45 kL 27 8 1 4
A4S0 450 45 46 k) 29 20 1 a o
4ED 470 56 48 39 30 21 12 [ a
470 4EQ 58 43 40 kr 23 14 1 [}
4B0 490 59 51 42 33 24 15 2 1}
450 500 a1 52 43 5 %6 7 3 o
500 510 62 54 45 36 27 18 1w 4 o a 1}
E10 520 64 55 46 38 28 20 1 5 o o o
520 530 &5 57 48 k1 30 21 13 & o o o
530 540 &7 58 49 41 32 21 4 7 1 a o
540 550 -] 60 51 42 kx] 24 16 8 2 o o
550 560 0 61 52 44 i 26 17 9 3 o o
560 570 n 63 54 45 ) 27 19 ] 4 ] o
570 580 73 G4 55 47 38 20 11 5 o 0
580 580 75 B8 57 48 33 0 22 13 61 1 a
590 600 T8 67 L1] 50 a1 iz 23 14 7 2 L]
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SINGLE Persons—WEEKLY Payroll Period

(For Wages Paid in 2003)
If tha wages are - And the nurnber of claimed is—
1 4 7 k] w0
Auieast | Bies | | | : ] ’ J | ’ ° l 1 ° | |
The amount of income tax 10 be withheld is—

610 E1:3] 569 $60 41 347 £33 325 $16 38 13 50
610 620 83 70 €1 53 a8 1§ 26 17 9 4 0
630 ] 12 63 54 45 16 8 19 10 5 o
630 840 b 73 o4 56 41 1B 2% 0 12 G o
640 B850 1) Té &6 a7 48 39 n 22 13 7 1
650 660 94 T8 &7 59 a1 iz 23 15 B 2
0 870 97 a &9 ] 51 a2 25 18 El 3
670 0 &4 0 62 53 4 a5 26 18 10 4
690 o 86 72 63 54 45 7 28 19 1 5
630 700 105 ] 73 65 56 47 18 29 Pl 12 1]
700 710 108 9z 76 &6 57 18 n 22 12 7
o 720 1o B4 19 [ 59 50 41 2 24 15 B
720 710 113 a7 g = 51 43 34 25 16 k]
730 740 16 100 B4 ny 62 53 4 s 27 18 10
740 750 118 103 a7 72 | 63 54 46 37 28 19 1
750 7 irl 105 B3 74 65 56 47 o 21 12
70 124 108 a2 76 57 49 40 n 2 13
770 780 126 m 95 73 68 59 50 4 k] 24 15
780 790 128 113 a7 B2 69 52 43 34 25 16
730 13z 16 100 Eal a2 £3 a4 6 ) 18
810 135 19 03 &7 12 63 55 46 7 28 £l
810 820 137 121 106 90 T4 &5 56 a7 ) 3 1
140 124 108 92 Ikl &6 58 49 40 n 2
830 B840 143 127 m o5 7% BB 59 42 13 4
840 | as0 5 130 14 o8 82 L) &1 52 43 kLY 5
aso | 148 12 6 0 85 n 62 53 15 7
860 8710 151 135 19 103 ar 12 64 55 48 7 8
a7 153 118 122 06 T4 65 48 k1] 0
880 156 140 124 09 a3 m 67 49 1
890 900 158 43 127 m BO ] ] 51 42 3
900 910 162 146 130 114 az 10 &1 52 43 4
910 164 148 133 117 10 B5 LAl &2 45 6
820 930 167 151 135 119 104 BB 73 55 46 7
930 940 170 154 118 122 106 a0 75 65 57 4B £l
240 50 172 157 iLal 125 109 a1 7 &7 48 o
950 960 175 159 143 128 112 96 B8O B 60 51 42
960 970 178 162 146 130 114 99 a3 70 61 52 43
870 | 980 180 165 149 133 17 m a5 n 63 4 45
980 990 183 167 151 136 120 104 aa 73 64 55 46
990 1,000 186 170 154 138 123 107 L] 75 68 57 48
1,000 1,010 189 173 157 141 125 g 94 18 &7 58 3
1010 1020 191 175 160 144 128 112 EQ 69 B0 1
1,020 1,030 194 178 162 146 131 15 9 83 70 61 2
1030 1040 197 167 165 145 133 117 102 BG 12 B3 4
1040 1,050 19% 184 168 152 138 120 104 ED 13 &4 5
1,050 1,060 202 1BE 170 155 119 123 107 a1 5 7
1,060 1070 205 189 173 157 141 126 110 o4 78 &7 cl
1,070 1.080 201 182 176 160 144 128 12 87 a1 & 50
1,080 1.090 210 194 178 163 147 m 115 el 1
1.090 1,100 213 187 ®’ 165 50 134 118 w02 &8 12 i
1,100 1110 216 200 184 168 152 136 121 105 B9 73 64
1,110 1,120 218 202 187 171 155 138 123 o7 75 3
1120 1130 22 205 1 113 158 142 136 Al 18 62
1,130 1,140 224 208 192 176 150 144 129 13 a7 81 ]
1,140 1,150 226 m 195 17% 163 147 m 116 100 Bl 70
1,150 1,160 239 21 a7 182 166 150 134 118 102 a7 72

1,160 1170 232 216 200 184 168 153 137 121 105 By
1170 1180 234 21% 203 187 m 155 139 124 108 92 76
1,180 1,190 217 221 205 190 174 158 142 126 1 a5 79
1,180 1,200 240 224 208 192 177 161 145 128 13 87 LH
1,200 1210 243 227 2 195 178 163 148 132 116 100 a4
1210 1220 245 229 214 198 182 165 150 134 g 103 ar
1,220 1,230 248 232 216 200 185 169 153 137 hral 105 90

1.230 1,240 251 235 219 187 m 156 140 124 108
1240 1250 253 238 222 206 190 174 158 143 L 1 95

51,250 and over Use Table 1ia) for a SINGLE parson on page 34, Also sea the instructions on poage 32
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MARRIED Persons—WEEKLY Payroll Period

{For Wages Paid in 2003)
If the wagas are- And the number of allgwances clamed is—
0 1 2 | 4 7 8 9 10
we o] o | [ e [ [l el o] e |
The amount of income tax 1o be withhald is—
$130 50 0 0 50 30 50 50 30 ! 0 0 80
135 1 [+] 1} o o [} o 0 o o o
140 1 [+] o 1] L] [+] o ] a o ]
145 2 Q o o L] o o Q. a o o
150 2 [+] o o Q a o o o o o
158 3 [+] a (1] [/} ] 0 o ]
160 3 o o [ o o a o o
165 4 [+] [ 1] [} ] o o 0
170 4 [+} o 1] [+] ] a o o
175 5 ] o a a o a o o
180 H [} o o [} 0 a ] o
185 & [} o Qo 0 a ° ] o
180 B 1] a o 1] (1] a ] 0
185 17 1 o o 1] 1] o o 0
200 7 1 L1 o ] a a o o
210 8 2z o [} [
210 220 2 i 0 [ 1]
0 230 hi] 4 o [} 1]
230 240 11 5 1] 1} [
240 250 Lk 6 L] o o
250 260 13 7 1 o o Q
260 270 14 B 2 o o a
270 280 15 9 3 o [} o
280 200 16 10 4 a ] 0
290 300 17 1 5 o o o
110 18 12 ] 1 o [
30 azo 19 13 7 2 o [+]
0 310 0 14 ] 3 o o
310 30 2 15 9 1 o ]
0 350 2 16 0 5 o [+]
350 360 23 17 1)) & 0 o 1] o ] a
0 kel ] 25 18 12 7 1 ] 0 o 1] 1]
370 380 26 18 13 ] 2 1] a o 1] a
380 150 28 20 14 a 3 o o 0 0 0
90 400 29 21 15 10 L) o o o o a
400 410 n 22 16 11 5 o a
410 420 32 23 117 12 & o o
420 430 M 25 | 13 7 1 o
430 440 35 26 1% 14 B 2 o
440 450 7 2B 20 15 9 3 o
450 460 ] 29 21 18 10 4 o 0 o
460 470 40 n a2 17 1 5 1] o a
470 480 41 32 24 18 2 6 0 a o
480 490 43 k] 25 19 13 7 1 o o
490 500 44 35 27 20 " B 2 o o
510 46 ar 28 21 15 8 3 a o o o
510 520 47 38 an 22 16 0 4 a o o o
0 530 49 40 a 23 17 n 5 o o o o
530 540 &0 41 13 24 14 12 B ] o o o
540 550 52 43 kL] 25 19 13 7 1 o o o
550 560 53 a4 36 21 20 4 8 2 o o
580 570 85 46 kL 28 2 15 4 3 o o
570 580 56 47 30 30 22 16 w0 4 1] o
580 580 58 49 40 n 23 7 n 5 [} o
590 600 59 50 42 ER] 24 L] 12 [} 0 o
810 &1 52 43 kL) 25 1% 12 7 T 0 0
810 620 62 53 435 36 27 20 4 ] 2 [} o
620 630 &4 55 A6 7 28 21 15 El 3 a 0
630 640 65 56 48 38 30 22 16 10 4 o a
840 650 67 58 a3 40 3l 3 7 n 5 0 0
650 660 68 59 51 42 33 24 18 iz [} 1] o
660 670 0 1 52 3 34 26 13 13 7 1 0
670 n 62 54 45 36 27 20 " 8 2 a
630 650 Kt 64 55 46 7 29 21 15 @ 3 4]
690 T00 T4 65 57 48 i) 0 22 16 10 4 ]
T00 710 16 57 58 48 a0 a2 2 17 11 5 4]
710 Kt 17 60 51 42 33 Fe 18 12 6 ]
720 130 2 70 61 52 43 a5 % 19 13 7 1
T30 740 BO n 63 54 45 38 27 20 14 8 2
T40 T Bz 73 64 55 46 8 2 21 15 L] 3
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MARRIED Persons—WEEKLY Payroll Period

(For Wages Paid in 2003)
If 1he wages are - And the number of claimed is—
5 4 7 1
A least u‘#;‘:" o | ! l ¢ 3 | ‘ 5 l ° | # | ¢ | 0
e The ameunt of incamo 13 1o be withheld is—

$750 5760 $83 74 566 557 §48 339 I $10 822 516 $10 54
780 70 as 76 67 58 43 4 z 23 7 1 5
10 180 8 n (] &0 a1 42 13 25 ] 12 ]
180 790 B3 9 0 61 52 41 35 26 19 13 7
T80 800 89 B0 Ers &3 54 45 6 7B an AL} a
810 a1 az 73 64 a5 al I8 29 21 15 [}
810 820 @ a3 5 €6 57 48 '| kL] 1 22 16 0
820 830 El] a5 76 &7 58 50 41 12 23 17 11
830 B840 95 BE 8 () a1 | a2 34 5 18 2z
840 850 a7 :L:] ] 10 61 EE 44 35 26 19 13
850 880 9 -] a 72 B3 4k | a5 a7 28 20 14
8ED 870 100 a1 B2 73 B4 96 a7 38 8 21 15
70 880 101 a2 -1} % 06 57 A8 40 n 22 16
880 860 103 94 a5 76 &7 50 50 41 32 23 17
%0 500 4 95 B7 78 1] 60 51 43 3 25 18
900 910 106 a7 L] 9 0 62 53 44 5 28 19
10 220 107 93 B1 72 63 54 46 v 28 20
s20 109 100 a1 B2 7 65 56 47 a8 29 21
930 10 1o 93 B4 5 66 57 49 ag n 22
540 850 nz 103 44 BS 76 58 59 50 41 32 24
950 960 13 104 o6 87 78 &9 52 43 34 25
960 870 15 06 a7 Bl kil m (3 53 a4 a5 27
970 980 116 o B1 n 63 55 46 kL 28
980 950 18 109 100 )] B2 74 65 56 a7 a8 a0
990 1,000 1% 110 102 83 B4 75 6B 58 a8 4 n
1.000 1.010 121 12 103 B4 a5 b 6B 59 £0 41 13
1.010 1.020 123 113 105 56 a7 78 | (] 61 52 43 4
1020 1,030 125 15 106 a7 B8 80 n 62 X 44 36
1,030 1,040 128 1146 108 89 a0 a 12 64 55 46 k)
1,040 1,050 131 18 10e 00 1] 83 T4 65 56 47 39
1,080 1,080 134 19 m 102 93 84 75 67 43 40
1,060 1070 137 121 12 103 ] 86 X 68 59 a0 a2
1,070 1,080 138 123 14 05 87 T8 T 61 52 43
1,080 1,000 142 126 115 106 a1 il BO n 62 53 45
1,090 1,100 145 128 n7y 108 9 0 81 73 G4 55 a5
1,100 1110 147 132 116 w0E 100 82 B3 T4 (117 Si 48
1110 1120 50 134 120 m 102 93 B4 16 &7 &l 4%
1,120 30 153 131 121 112 103 a5 BE 7 & 5! 51
1130 40 155 10 124 114 56 87 79 0 & a2
1,140 50 158 142 w7 15 106 88 | Be a0 n B 54
1,150 80 161 145 129 17 108 o9 o0 B2 73 64 55
1,160 0 164 148 132 18 109 101 92 3 4 5 51
1170 80 166 150 135 120 1 102 93 &5 76 67 58
1,180 1190 169 153 117 b3l 12 104 I| o5 86 7 68 60
1,180 1,200 112 156 140 124 114 05 96 B k] 70 61
1.200 1210 174 159 143 127 115 107 L] as 7 63
1,210 1220 177 161 145 130 17 108 | 96 a 82 T 64
1.220 1230 164 146 12 118 110 'l i) a2 83 T 66
1,230 1240 182 167 151 135 120 11 102 a4 85 bl 87
1,240 1250 185 169 154 138 122 M3 104 95 7 69
1,250 1,260 188 172 156 140 125 141 105 97 EB I 10
1,260 1270 19 175 150 143 127 116 | 107 og 80 al 72
1.270 1.280 193 177 182 146 130 1?7 108 100 81 B 13
1,280 1,200 196 180 164 148 133 19 110 1 52 B 75
1.250 1.300 158 ALE] 167 tEA 135 120 m 03 o4 B 6
300 1,310 20 186 110 154 | 138 122 113 04 G5 B& 8
1,310 1,320 204 168 172 157 141 125 T4 106 a7 88 %
320 1,330 207 19 175 159 143 128 116 w7 ] a1
1,330 1,340 | 194 178 162 146 13 n7 109 100 91 a2
1,340 1.350 212 196 18 165 148 133 s o m 92 84
1,350 1,360 215 199 1831 167 | 152 136 120 112 103 o4 as
1,360 1,370 218 202 186 170 154 138 123 113 104 a5 ar
1,370 220 04 189 173 157 141 125 115 06 g1 a8
1,280 90 223 207 191 175 | 160 144 128 116 107 1 58 a0
1,390 | A0 228 210 194 178 | 162 147 m 118 l 100 L 1]

| i i

1

| ]

51,400 and over Usa Table 1] for a MARRIED person on page 34, Also sea the instructions on page 32
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Employee Giross Pay Federal Withholding Taxes
G. Brown (5,1) § 146.50
L. Albert (M,2) §75.00
R. Talley (M,3) 1,240.00
5. Russo (5,2) T45.73
M. Santini (M,5) 1,320.00

State and Local Taxes

A business may also be liable for state and local income taxes depend-
ing on where it is | d. If the busi 1s | d in the City of New
York, there is both a New York State and a New York City income tax.
The rules for withholding taxes for these taxing authorities are similar
to that of the federal government. These taxing authorities also publish
withholding tax tables, which the employer uses to determine the
amount of taxes to be withheld. These taxes are then turned over to
the appropriate taxing authority, usually on a monthly basis. State and
local income taxes are withheld by the employer according to directives
received from the various taxing authoritics. Some government entitics
also have taxes called nonresident taxes that are levied against employ-
ees who work within the taxing authority, but reside outside of that
government’s jurisdiction. These taxes are usually nominal in amount,
but are still withheld by the employer and turned over to the taxing
authority on a monthly basis. The following tables illustrate the income
tax rates of the State of New York and the Ciry of New York.

Disability Insurance Taxes

Many states also have STATE DISABILITY INSURANCE pro-
grams which require employees to contribute a nominal sum each week
to fund the program. An amount such as $0.60 per week will be taken
from the employee’s gross pay to fund this program. Employees who
become temporarily disabled then receive compensation from the state
during their disability. In some industries this cost is absorbed by
the employer, usually as a result of a collective bargaining agreement.
Regardless of who actually pays for this program, the money collected
is usually turned over to the state on a quarterly basis,

The New York State disability insurance program deducts a
weekly payment equal to 0.5% of an employee's gross earnings up to
maximum earnings of $120. Thus, if an employvee earns $120 or
more in any given week, the total disability insurance withheld from
the employee’s salary would be $0.60. An employee earning S80 per
week would have $0.40 withheld for disability insurance.

h

Based on the empl infor d from Exercise 2, deter-
mine the amount of New York State and New York City withhelding
taxes to be taken out of each employee's gross pay.

Voluntary Deductions
‘The deductions discussed above are compulsory and must be made by
the employer. If the employer fails to do so, the company can be held

personally liable for the various deductions.



190 ACCOUNTING FOR PAYROLL

Y2 WAGES | EXEMPTIONS CLAIMED 10
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In addition to these compulsory deductions, there may be many
other VOLUNTARY DEDUCTIONS taken from the employee's
salary that are authorized by the employvee. These voluntary deduc-
tions include union dues, insurance premiums, payroll savings plans,
charitable contributions, and supplementary pension plans. These
deductions are provided as a service by the emplover to the employee.
“T'he employer is responsible for turning these withheld funds over to
the appropriate agency.

THE PAYROLL REGISTER

We will assume that the payroll period we are working with is a weekly
payroll, but the same procedures are followed regardless of the payroll
period used by the firm. A PAYROLL BOOK (REGISTER) is used
to record the total employees that worked in a given payroll period.
This book contains the employees' names and lists their total earnings
and the various deductions that have been taken from their gross pay,
arriving at their net pay. At this point we will not be concerned with
how the individual employee’s gross pay was determined, but rather
how the individual deductions were arrived at, and thus the net pay.

The following completed payroll register illustrates the solutions
to Exercises 2 and 3. In addition to the Social Security tax, the New
York State disability tax and other deductions are included in the reg-
wster. Note that the register has special columns for the various manda-
tory deductions as well as an “other deductions” column for those items
we have called voluntary deductions. A column is provided for total
deductions and net pay as well. The register is summarized as illus-
trated and double underscored once it has been determined that the
sum of the individual deductions agrees with the total of the total
deductions column, and the total deductions subtracted from the total
gross pay column agrees with the sum of the net pay column.

The summary of the pavroll register becomes the basis for the
required entry in the cash pavments journal for the payment of the
weekly wages. An expanded form of the cash payments journal would
probably be used, This journal contains special columns for the various
liability accounts as well as a column to record the salaries expense.
The general journal form of this payroll entry is illustrated as follows:

2003

April 4 Salaries Expense 4,327.25
FICA Taxes Payable 268.29
Medicare Taxes Payable 62.74
FWT Payable 441.00
NYSWT Payable 174.86
NYCWT Payable 109.15
NYS Disability Ben, Payable 3.00
Union Dues Payable 12.00
Pension Payable 124.00
U.S. Bonds Payable 12.50
Pavroll Payable 3.119.71

T record the payroll for the
week ending April 4, 2003
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EXERCISE 4

Notice that the entry recognized a credit to an account entitled
Payroll Payable. This account would be correctly credited if the
accountant did not use an expanded cash payments journal. The
follow-up entry would be the payment of the liability which would
cause a debit to payroll payable for 3,119.71 and a corresponding credit
to cash.

Prepare a payroll register similar to the one previously illustrated.
Complete the register for the week ending August 22, 2003, from the
following information. Use the various tax tables provided in this
chapter:

Alan Gain (M,5) 585.40
Jerry Hand (M, 4) 74875
George Kurl (M,4) 877.00
Steven Feld (S8,2) 615.50
Allan Finney (5,1) 1,025.75

Following the completion of the payroll register, make a general
journal entry to record the payment of the payroll for the week ending
August 22, 2003,

THE EMPLOYEE EARNINGS RECORD

In addition to the maintenance of the payroll register, individual
CUMULATIVE EMPLOYEE EARNINGS RECORDS are main-
tained for each employee. The purpose of these records is to accu-
mulate the weekly earnings of each employee. This record is usually
summarized on a quarterly basis. It permits the emplover to determine
the cumulative earnings of an employee for Social Security tax ceiling
purposes and also maintains data required by the various taxing author-
ities at the end of the calendar vear. The form of the cumulative earn-
ings record is similar to the payroll register in that the column headings
are the same. {See the accompanying cumulative earnings record enti-
tled “Individual Payroll Record.”) Instead of listing the earnings of
various employees, only the earnings of a single employee appear on
the individual cumulative earnings record, along with the date the
wages were earned. The heading of the record includes the employee’s
name, address, social security number, rate of pay, date service began,
and the marital status and ber of ptions claimed as they
appear on the W-4 Form. At the end of the calendar year, the quar-
terly summary entries are combined to provide the information as to
total employee earnings, deductions, and net pay. We will shortly see
another use that is made of the cumulative carnings record by the
employer.
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Payroll and Government Regulations

EXERCISE 5

We have previously learned that the employer is required to turn over
to the various government taxing authorities the monies collected,
usually on & monthly basis. In addition, there is a responsibility to
match some taxes such as the Social Security tax. Using the payroll
record illustrated and the general journal just presented, the following
entry would be made at the end of the month, or a few days into the
next month, to turn over the taxes withheld to the proper agency. For
simplicity, let us assume that the only payroll peried for the month of
April was the one illustrated for April 4, 2003. By the tenth day of the
next month, the following entry is recorded to send the federal with-
holding tax and the Social Security taxes to the federal depository:

2003
May 10 FICA Tax Expense 268.29
Medicare Tax Expense 62.74
FICA Taxes Payable 268.29
Medicare Tax Payable 62.74
FWT Payable 441.00
Cash 1,103.06

To recognize FICA Tax and
Medicare Expenses and
send tax obligation to the
federal depository.

The entry to send the required monthly New York State and City
withholding taxes to the srate would be made so that the payment is
received by the fifteenth day of the next month.

2003
May 15 NYSWT Payable 174.86
NYCWT Payable 109.15
Cash 284.01

To remit monthly withholding taxes
to New York State.

The New York State disability benefits tax is usually remitted on
a quarterly basis by the end of the following month. The entry would
cause a debit to the liability account and a corresponding credit to cash.
If by agreement with a union this tax is an expense of the employer,
the entry would represent a debit to an expense account such as New
York State disability benefits expense, and a credit to cash when
payment is remitted. In the latter case, no liability column would be
established in the payroll register, since it is an expense of the employer
and not to be withheld from the employee's salary.

Referring back to Exercise 4, prepare the necessary general journal
entries to remit the appropriate taxes to the various taxing authorities
at the end of the month,
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UNEMPLOYMENT COMPENSATION TAXES

EXERCISE 6

Not all taxes are the responsibility of the employee, such as the match-
ing Social Security tax we previously discussed. UNEMPLOYMENT
COMPENSATION TAXES are taxes that are levied upon employers
by the federal and state governments. This tax provides temporary
relief to those employees who become unemployed, usually as a result
of economic factors beyond their control. The present level of earn-
ings subject to this unemployment tax is $7,000. The first $7,000 of
earnings is subject to this tax by the federal government at a rate of
3.5% for the current calendar year. Generally, the emplover is able to
take a 2.7% credit for the amount of unemployment taxes turned over
to the state government. Thus, if the state unemployment tax rate is
2.7% or greater, this amount can be taken as a credit and the actual rate
to the federal government becomes .8%. The state unemployment
tax rate varies, depending upon the EXPERIENCE RATING of the
employer. This experience rating is determined by the turnover of
employees within the organization. The experience rating, as estab-
lished by the state, 1s then multiplied by the first $7,000 in earnings to
determine the emplover's tax liability for each employee. Both federal

ployment and state loyment taxes are calculated quarterly,
with payments remitted the month following the quarter. Since both
taxes are the obligation of the emplover, the entry for the payment
recognizes an expense such as federal unemployment tax expense and
state unemployment tax expense. The cumulative earnings record pre-
viously discussed is used to determine when the first $7,000 of earn-
ings subject to these unemployment taxes has been earned. Assuming
that the majority of the employees are emploved from the beginning
of the calendar year, the greater unemployment expense will be recog-
nized in the first and second quarters of the calendar year.

The following employees had cumulative earnings for the first quarter
of 200- as shown on their individual cumulative earnings reports. The
state experience rating for this company for unemployment insurance
purposes is 4.2%. Determine the federal and state unemployment tax
that must be remitted to the respective taxing authorities at the end of
the quarter.

Emplayee Cumulative Earnings FU Tax SU Tax
A. Taylor $5,465.00
5. Srern 7.543.00
A. Rothstein 3,565.40
1. Shapiro 9,400,00
S. Bailey 6,550.90
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CALCULATING EMPLOYEE EARNINGS

Individuals who work directly for a business organization are generally
considered to be employees of that firm. On the other hand, an INDE-
PENDENT CONTBRACTOR is an individual or a business that is
not directly employed by the firm, but is used by the business only ro
do specific activities. Examples of independent contractors are public
accountants, lawyers, and maintenance contractors. A fee is usually
paid an independent contractor that does not have the various deduc-
tions discussed above made from the payment.

Earnings received by an employee are usually dependent upon the
nature of the work performed and the job description. An individual
who is paid based on the completion of a specific task 1s said to be paid
on @ PIECEWORK BASIS. This individual will receive remuneration
at a specific dollar amount times the number of tasks completed. If the
individual is given a piccework rate of $0.30 per unit completed, and
completes 765 units, the earnings would be §229.50. Other emplovees
may be paid on a COMMISSION BASIS, in which a certain prede-
termined percentage is given to an employee for the sale of a product
or a service. A travel agent may receive a certain predetermined per-
centage of the value of the travel package sold. If the vacation package
cost the customer $3,500 and the agent is entitled to a commission rate
of 7%, then the agent will have earned $245.

Individuals may be employed based on an annual salary that
for payment purposes is broken down into weekly, semimonthly, or
monthly payments. A combination of salary and commission earnings
are also common in many kinds of selling occupations. All forms of
employee earnings are subject to the various deductions previously
mentioned.

The vast majority of emplovees are paid for their services based
on an hourly basis. An hourly employee 1s one who is paid a specific
amount of money for each hour worked. There are specific laws that
govern the amount of hours that this kind of emplovee can work as
well as the added compensation that must be paid for excessive hours
worked. The amount of money received per hour is known as the
hourly rate. This individual’s gross pay will be determined by taking
the hours worked in a given week and multiplving it by the hourly rate.
An employee who has worked 36 hours in a week and is paid at an
hourly rate of $3.65 would carn a gross pay for the week of $131.40.
Overtime Earnings
A normal five-day workweek usually consists of 40 hours. In those
industries that call for a six-day workweek, the usual hours worked are
48 hours. Government regulations require that additional compensa-
tion known as OVERTIME be paid for any hours worked in excess of
the employee’s normal workweek, Overtime is calculated at 1'; times
the regular rate of pay for each hour worked beyond the normal work-
week, We will assume that a normal workweek consists of five days and
a total of 40 hours. Thus any hours worked beyond 40 hours will be
calculated at the OVERTIME RATE. The overtime rate is the hourly
amount of money that will be paid for each hour worked beyond 40
hours in a five-day workweek. OVERTIME EARNINGS represent
the remuneration received for the overtime hours worked.
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An employee worked a total of 43 hours in a given workweek and is
paid an hourly rate of $6.00. The following calculations represent
the determination of the regular earnings, overtime earnings, and the
resulting gross pay:

40 hours x $6.00 = §240
3 overtime hours x (1Y x $6) =_27
Gross Pay 3267

The first 40 hours worked were calculated based on the hourly rate
of $6.00. The overtime rate was calculated by multiplying 1 1/2 times
the regular rate of pay to arrive at an overtime rate of $9. This over-
time rate multiplied by the overtime hours results in overtime earnings
of §27.

Overtime is calculate based on the hours worked beyond the
normal 40-hour workweek. If an individual normally works a 35-hour
workweek, the fact that in a given week he works a total of 37 hours
will not entitle that individual to overtime earnings under the minimum
requirements established by the Department of Labor. This does not
prevent the payment of overtime in such a situation or a payment at a
rate twice the regular hourly rate for overtime can be made by union
contract or merely by employer-employee agreement. Thus, individ-
uals who are required to work on helidays may be entitled to double-
time for that day, even though the total hours worked for the week don't
call for this payment.

Calculate the gross pay for the following employees based on the hours
worked and their hourly rate. Distinguish between regular and over-
time earnings.

Total Hourly Regular Overtime Gross
Emplayee Haurs Rate Earmings Earnings Pay
Albert (5,2) 42 $5.35
Baker (M.4) 39 9.10
Cox (5,3) 45 6.20
Daley (S,1) 47 830
Evans (M,2) 4 5.15
Fall (M,5) 4 9.80

Based on the gross pay determined for the emplovees in Exercise 7,
prepare a payroll register. After completing the register, record in
general journal form the entries needed to pay the payroll and remit
the various taxes to the taxing authorities. Use the various tax tables
presented in this chapter.
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THE W-2 FORM

The employer prepares the payroll register reflecting the payroll
periods of the organization. We have learned that this information is
transferred to the cumulative carnings record maintained for cach
employee. This second record is used to assist in determining the
maximum earnings subject to the Social Security tax and unemploy-
ment insurance tax. At the end of the calendar vear, the totals from the
individual earnings report is used for the preparation of the FORM
W-2 WAGE AND TAX STATEMENT. This statement is prepared
at the beginning of the following calendar vear and must be given to
the employee by January 31. The employer must also submit this form
to the Social Security Administration by the end of February, The
purpose of the W-2 Farm is to provide the emplovee with information
as to his or her total carnings for the year. This document will be used
and included with the income tax return that the emplovee must send
to the government by April 13 following the close of the calendar year
covering the return.

The heading of the wage and tax statement contains the
employer's name, address, and federal identification number. Each
form indicates the employee’s name, address, and Social Security
number, which the employer obtains from the W-4 Form or other
pavroll records maintained on the employee. The federal income tax
withheld for the calendar year is listed on the form along with the total
wages earned, total FICA wages (to the maximum wages earned subject
to FICA Tax), FICA withholding tax, state withholding taxes, and
local withholding taxes, if applicable. The original copy of the form is
sent to the Social Security Administration, a copy is sent to the state
taxing authority, with the remaining three copies going to the employvee,

Summing Up

The maintenance of payroll records within a business is one of the
most important financial activities of an organization. Not only is
pavrall a substantial expense for the business, but the various govern-
mental taxing authorities make the firm a collecting agent for the
various taxes withheld from the employee's salary, as well as the taxes
that are the obligation of the employer.

The end result of the payroll calculations is the net pay, or take-
home pay, that the employee receives, This is caleulated by taking the
employee’s gross pay (wages earned) and deducring from it FICA rax,
Medicare tax, federal withholding tax, state and city withholding taxes
(if applicable), disability benefits tax, and various voluntary deduc-
tions, The emplover is provided with the necessary withholding tax
tables from the various governmental taxing authorities, which permit
the calculation of the appropriate deductions from the employee's
salary. ‘The FICA and Medicare taxes are nonprogressive taxes that are
deducted from the employee's salary at respective rates of 6.2% and
1.45%. The ceiling for FICA taxes for vear 2003 is earnings up to
$87,000. There is no ceiling on earnings subject to Medicare taxes.
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Taxes withheld for federal, state, and local purposes are progressive in
nature and based on three factors: salary, mariral status, and exemp-
tions claimed by the employee. The preparation of the W-4 Form
provides the employer with this necessary information.

The employer is responsible for the remi e of the withholding
taxes to the appropriate taxing authorities. In addition, the employer
must match the FICA and Medicare taxes withheld from the employee,
which represents an expense to the employer. Unemployment com-
pensation taxes levied by the federal and state governments represent
expenses that are paid on a quarterly basis.

Payroll records maintained by the employer include the payroll
register, which lists the wages paid to all employees for each payroll
period. This book provides for the caleulation of gross pay, a listing
of the various deductions, and the determination of the net pay. The
information from the payroll register is transferred to individual cumu-
lative earnings records that are maintained for each employee. This
record is used to calculate the maximum FICA tax to be withheld and
unemployment compensation taxes, and is y for the pl
tion of the employee’s annual wage and tax statement at the end of the
calendar year.

There are several criteria for determining the gross pay of employ-
ees. Employees may be paid on a number of bases—piccework, com-
mission, annual salary paid at various intervals, actual hours worked,
or a combination of these methods. Labor laws require that hourly
employees who work more than 40 hours in a five-day workweek be
compensated at an overtime rate of 1 1/2 times the regular hourly rate
for each hour worked beyond 40 hours. Union contracts may establish
overtime at higher rates and for specific days worked, regardless of
the total hours an employee works (holiday and weekend overtime
compensation).




CHAPTER 1 2

PARTNERSHIP
ACCOUNTING

The Partnership Business Organization
DISADVANTAGES OF SOLE PROPRIETORSHIP

Throughout the entire book to this point, we have presented numer-
ous accounting concepts and principles using the form of business
organization known as the sole proprietorship. A SOLE PROPRI-
ETORSHIP is a business organization owned by one individual.
Any profits earned or losses incurred are the sole responsibility of the
owner. Concentrating on this form of business organization gave con-
tinuity to the information presented. While there are other forms of
business organizations, the sole proprietorship is the most prevalent
form of ownership in the United States, and its similarity to other
forms of business organizations permits it to be used as a role model.
The major distinctions between a sole proprictorship and other
forms of business organizations is primarily in the area of owner's
equity,

There are obvious benefits to the sole proprietorship form of busi-
ness. For instance, any profits earned by the business belong exclu-
sively to the owner. But there are also numerous disadvantages to this
form of ownership that may actually prevent the organization of the
business or causc the life of the business to be short-lived. Obviously,
if the owner dies or becomes permanently disabled, this will result in
the dissolution of the b

When an individual contemplates going into business, one of the
primary considerations is the investment needed to do so. A lack of
adequate capital investment will probably prevent the beginning of
the business. A lack of the necessary expertise may also prevent the
formation of the business. Even if these problems are overcome, the
day-to-day operation of the business may prove to be more than a sole
proprietor can handle, so that the business may fail or need to be reor-
ganized. Obviously, since the predominant form of business in the
United States is the sole proprietorship, in more cases than not the

b ioned disad ages have been overcome.
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ADVANTAGES OF PARTNERSHIP

The disadvantages that we have mentioned in the sole proprietorship
form of business may be overcome through the partnership form of
business, A PARTNERSHIP is a joining of two or more individuals
as co-owners of a business for profit. When funds are needed to organ-
ize the business, the partnership will enable the capital needed to be
raised through the contributions of each partner to the partnership. An
individual with money to invest who lacks expertise in a particular area
of a proposed business may joi.n forees with an individual having the
necessary expernse As the size of a business 1 mmases, the alnhty of a
sole pmpnewr to oversee all asp of the b hes. The
reorg: ion of the company into a partnership may enable all aspects
of th: business to be properly managed.

Partnerships in general consist of relatively small businesses,
There are certain professions, due to their nature, that are restricted
from forming as corporations in many states. Many professions, such
as ing, law, and licine, use the partnership form of business
organization for this reason. Such partnerships may consist of as few
as two partners or as many as hundreds of partners with offices located
throughout the world.

CHARACTERISTICS OF THE PARTNERSHIP

The basic accounting procedures for a partnership are very similar to
those for a sole proprietorship. There are distinctions, however, that
should be recognized because they are unique to the partnership form
of business, The characteristics of a partnership are:

Formation requirements

Agency relationship
Co-ownership of assets

Limited life

Unlimited liability

Participation in profits and losses

Articles of partnership

Formation Requirements

A partnership’s FORMATION REQUIREMENTS are satisfied
when two or more parties agree to join forces for the common purpose
of earning a profit within a business environment. The parties to a
partnership must simply agree to enter into a partnership. 1f, at a later
date, the partners should decide not to continue the relationship, they
can just as easily terminate the association.
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Agency Relationship

It is most important that the selection of partners in a partnership be
made with great care. Each partner has the power and right to act as
an agent of the partnership. All parties dealing with a partner have the
right to assume that this AGENCY RELATIONSHIP exists, and
they can rely on its existence. The parmership is bound by the acts of
its partners within the scope of their normal authority. If a reasonable
person would assume that a partner has a particular power, then a court
will usually assume so as well. In the event of a dispute, this authority
15 assumed, even though it may not have been actually given or
intended to be given.

Co-ownership of Assels

Assets are contributed to the partnership by the individual partners.
Once contributed, the asset is said to be owned by the partnership, and
the value of the asset given is reflected in the eapital account of the
contributing partner. Once the asset is contributed, it no longer belongs
to the person who gave it. The partner's right is only to the value
of the capital resulting from the contribution. This is known as the
CO-OWNERSHIP OF ASSETS. In the event of a discontinuance of
the partnership, individual parmers have no rights to the specific assets
they previously contributed, but merely 1o the dollar value of their
inv in the busi as evidenced by their capital balance.
Limited Life

In a sole proprietorship, if the owner becomes disabled or dies, the
organization comes to an end. In a partnership, one of two possible
changes may occur to the partnership. A DISSOLUTION is said to
occur as a result of any change in the composition of a partnership,
and a LIQUIDATION takes place if the partnership is terminated.
Either event i1s an example of the partnership’s LIMITED LIFE. A
partnership may dissolve upon the death of a partner, the withdrawal
of a partner, the incapacity of a partner, partnership bankruptey,
or even the admission of a new partner. Dissolution only extends to a
liquidation in the case of bankruptcy. The other changes do not nec-
essarily result in liquidation, but the mere dissolution will require a
reorganization of the existing partnership.

Unlimited Liability

The profits or losses of a sole proprietorship are the sole pleasure or
burden of the owner, In the case of a partnership, the same is true. The
concept of UNLIMITED LIABILITY applies equally to both forms
of businesses, but it may have a more serious effect on the partners of
a partnership. The creditors who are owed money by a partnership are
not concerned with who pavs the obligation; they are primarily con-
cerned with being paid, The individual partner is said to be held liable
for the debts of the partnership both collectively (jointly) and sever-
ally {individually). If the other partners are unable to contribute toward
the liquidation of the debt, it becomes the obligation of the solvent
partner to pay the entire obligation. The remaining partners are liable
to the solvent partner, but this is often of little consolation.




THE PARTNERSHIP FINANCES 209

Participating in Profits and Losses

Participation in profits and losses comes about through a partnership
agreement, and if there is no agreement, then any profits recognized
or losses incurred are distributed equally. If an agreement exists that
states how profits are to be distributed, but is silent as to losses, these
losses, should they occur, are divided in the same manner as the agreed-
upon profit distribution. Participation agreements as to profits and
losses are recognized by the courts, assuming there was no undue influ-
ence or illegality in the making of the agreement.

The distribution of profits or losses is usually determined accord-
ing to what is known as the PROFIT AND LOSS SHARING
RATIO. This ratio is assumed to be equal unless there is an agreement
as to the distribution. 1f there is an agreement, that 1s the sole crite-
rion for the determination of participation in profits or losses by the
individual partners. Partner A may willingly accept 40% of the profits
and 60% of the losses. As long as A agrees to this arrangement, it is
perfectly valid.

Articles of Partnership

Participation in the profits or losses is determined by a court if there
is no evidence of an agreement. It should be obvious that the rights
and responsibilities of the partners in a partnership should be in
written form. This will serve to eliminate any disputes that may arise
from an oral agreement. Such a written agreement is a contract and is
referred to as the ARTICLES OF PARTNERSHIP. While there 1s no
legal or governmental requirement that a partnership agreement be in
written form, the existence of such a document outlines the obligations
of the partners, their specific duties, and the effect on the partnership
of such occurrences as the death of a partner. Other provisions that
should be made a part of the articles are the amount of the investment
by each partner, the limitations on the withdrawal of funds, the policy
with regard to the admission or withdrawal of partners, and any other
contingencies that can be anticipated at the time that the articles are
prepared. Amendment of the articles should take place from time to
time to recognize changes in the operation of the organization.

The Partnership Finances
PARTNERSHIP INVESTMENTS

The basis for the partners’ investment is by agreement. A separate
entry is made for each partner's investment. The value assigned to all
assets (except cash) is determined by agreement between the partners,
An asset such as equipment may appear on the books of a partner at
85,000, less accumulated depreciation of $2,000. For the partnership
to acquire a comparable asset, the market price might be $4,000,
Through negotiation an agreement is reached whereby the partnership
will aceept the equipment at a value of $3,700. Even though the book
value of the asset on the partner’s books was §3,000, the partnership



210 PARTNERSHIP ACCOUNTING

EXERCISE 1

is accepting the asset and giving the incoming partner capital recogni-
tion of $3,700. The useful life is recalculated and a new method for
recognizing depreciation is adopted. Assuming that this partner is also
required to contribute cash amounting to $5,000, the following general
journal entry would be recorded to recognize the investment by the
partner:

200-
Jan. 15 Cash 5,000
Equipment 3,700
Alice Faye, Capital 8,700

To record the investment.

Had the partnership wished to recognize the original cost of the
asset on the partnership’s books, it could have recorded a debit to
equipment for $5,000 and recognized accumulated depreciation of
$1,300, which would reflect the same value for the asset on the books
($3,700) as the entry above. If Alice Faye had obligations to creditors
amounting to $1,000, and the partnership agreed to accept these lia-
bilities, there would be a eredit recorded for accounts payable and the
new capital balance would have been listed at 7,700,

Cain and Able entered into a partnership. The agreement called for
Cain to contribute the following assets: cash, $2,000; accounts receiv-
able having a balance in Cain's books of §5,500; and an allowance for
bad debrs of $750. The partnership agreement called for recognition
of accounts receivable for $5,200 and a new allowance account with a
credit balance of $1,600. Record the general journal entry necessary
for the admission of Cain into the partnership.

DISTRIBUTING INCOME AND LOSSES

The articles of partnership should state the profit and loss sharing
ratio. In the absence of this statement, the profit and loss is shared
equally ameng all the partners. Prior to the actual distribution of the
net income or loss it 15 necessary to recognize other commitments
made as part of the articles of partnership. Many agreements call for
the recognition of time devoted to a business or other special expert-
ise that one or more partners may have. By agreement a SALARY
ALLOWANCE may be provided for. This may represent a weekly
amount that a partner is automatically entitled to and the cost of this
allowance is taken from the net income, prior to its distribution to the
partners.

There may be provisions for the payment of interest on the
original investment. This will also be paid out of net income prior to
distribution to the partners. Whether or not the individual partners
withdraw the interest or salary allowance is immaterial, they are auto-
matically entitled to both, and their respective accounts must be cre-
dited for any amounts earned but not withdrawn. Let us assume that
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part of the compound entry that recognizes the incoming partner’s
contributions to the partnership.

Withdrawal of a Partner

The withdrawal of a partner will also bring about a dissolution.
Whether this withdrawal is a result of retirement or some other reason,
the interest of the outgoing partner may be purchased by one or more
of the remaining partners. The only effect of this action is that the
capital of the outgoing partner is transferred to the partner(s) who have
purchased the interest. Any profit or loss recognition is considered by
the partners as individuals and has no effect on the partnership books.
If the business (partnership) buys out the retiring partner, then the
entire settlement would be reflected on the partnership books.

The untimely death of a partner will have the same effect the with-
drawal had. Any profits earned by the deceased partner up to his death
are credited to his capital account. Assuming that the partnership is to
continue with the remaining partners, negotiations will take place with
the decedent's estate to settle the capital balance of the deceased as if
he or she had withdrawn from the partnership. It is advisable to include
in the articles of partnership a provision for handling the distribution
in the event of the death of a partner. In general, the surviving spouse
or relatives have no right to step into the shoes of the deceased, unless
it is specifically provided for in the articles of partnership.

LIQUIDATION OF A PARTNERSHIP

The term LIQUIDATION specifically refers to the payment of lia-
bilities. In dealing with a partnership it refers to the process of winding
up the activities of the business, including:

1. The conversion of all assets to cash.

2. The distribution of any gains or losses to the partners resulting from
the conversion of the assets.

3. The payment of all liabilities.

4. The distribution of the ining cash to the individual partners
based on their respective capital balances.

The conversion through sale of all the noncash assets is generally
referred to asa REALIZAT[ON An account entitled “Loss and Gain
on Reali " s blished on the books to recognize the difference
between rhc book value of the asset sold and the amount of cash
received from its sale. If a current asset such as supplies, with a book
value of 250, was sold for §219, the following entry would reflect this
liquidation and real

200-
Oct, 3 Cash 219
Loss and Gain on Realization k)|
Supplies 250
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200-
Sept. 25 Lane, Capital 14,714.29
Montz, Capital 7,285.71
Cash 22,000.00

T'o liquidate capital balance.

Note the Lane and Montz paid Nurko's deficit. Nurko now is obki-
gated to Lane and Montz to the extent of the deficiency that each
absorbed. 1f Nurko was to pay his deficit of $1,900.00, Lane would be
entitled to $1,085.71 and Montz would get $814.29.

The partnership of Roth, Stern, and Tom has respective capital bal-
ances of $20,000, $25,000, and $24,000. The assets of the partnership
as of June 15 are: cash, $12,000; other assets, $60,000; and accounts
pavable, $3,000. All noncash assets are sold for $15,000. The profit and
loss ratio is 2:1:1. Record the necessary general journal entries for the
liquidation and realization as follows:

1. Recognize the sale of the noncash assets.

2. Distribute the loss or gain on realization to the partners’ respective
capital accounts.

3. Pay the creditors.

4. Distribute the remaining cash to the partners. (If there is a capital
deficit, it must be shared by the remaining partners before the dis-
tribution of cash.)

Evan, Felding, and Glickson share profits and losses in the ratio of
3:3:4. Their respective capital balances at the date of liquidation
are: $12,000, 815,000, and $18,000. The firm's liabilities amount
to $20,000. The cash in the firm's checking account is $44,000 and
noncash assets amount to 321,000, The sale of the noncash assets
generates cash of $11,000. Record the necessary transactions for the
liquidation and realization.

THE PARTNERSHIP DRAWING ACCOUNT

The drawing account, whether in a sole proprietorship or a partner-
ship, is merely an account that the individual borrows from in antici-
pation of profit. As such, the amount of cash and other assets in the
drawing account will not necessarily have any relationship to the even-
tual profit earned by the individual. If the balance in the drawing
account at the end of the accounting period is a debit balance of
$10,000, but the profits recognized by the partner are only $8,000, then
the excess withdrawn by the partner results in a reduction in that
partner’s capital balance. If the profits earned exceed the drawing, then
the excess will be added to the capital account of the partner. When
the articles of partnership make provisions for salary allowances and
interest on the partners’ capital balances, these amounts, whether or
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not withdrawn by the respective partners, represent earnings to them
that are subtracted from the net income before the distribution of the
income takes place,

The following example highlights the use of the partners’ drawing
account and the distribution of net income according to the profit and
loss sharing ratio.

The partnership of Christen, Roth, and Zimmerman share in the part-
nership profits in the following ratio: 2:2:3. Their respective capital
balances are $20,000, $20,000, and $40,000. Each is entitled to inter-
est on their capital balances equal to 5%, and their respective salary
allowances are: $10,000, 86,000, and $6,000. The net income earned
by the partnership amounts to 530, 000 During the year each partner
withdrew from the b the fi i respectively:
$13,000, 85,500, and §%,500. First, we dctermmc the total earnings that
each partner is entitled to:

Christen: Salary Allowance = $10,000

Interest on Capital Balance = 1,000 $11,000
Roth: Salary Allowance = $6,000

Interest on Capital Bala = 1,000 7,000
Zimmerman: Salary Allowance = $6,000

Interest on Capital Balance = 2,000 8,000
Total prior to distribution according to
profit and loss sharing ratio $26,000

Distribution According to P&L Sharing Ratio

Net Income $30,000
Prior Distribution as per Articles (26,000)
Distribution According to P&L Sharing Ratio § 4,000

Christen: 2/7 x §4,000 = §1,142.86

Roth: 2/7 % 84,000 = 1,142.86

Zimmerman: 3/7 x 34,000 = 1,714.28

Total Profit Earned by Each Partner Drawing

Christen: $11,000 + $1,142.86 = §12,142.86 $13,000.00
Roth: § 7,000 + $1,142.86 =§ 8,142.86 $ 5,500.00
Zimmerman: § 8,000 + $1,714.28 =§ 9,714.28 $ 9,500.00

The entry to transfer the income earned to the respective partner’s
capital accounts would be as follows:

200-

Dec. 31 Income Summary 30,000.00
Christen, Capital 12,142.86
Raoth, Capital 8,142.86
Zimmerman, Capital 9,714.28

To transfer profit to capital.

The entries to close the respective drawing accounts to capital
would be as follows:
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Partnership Capital, Jan. 1, 200-
Net Income for the Year
Less: Partner's Drawing

Net Increase { Decrease) in Capital

Partnership Capital, Dec. 31, 200-

Christen, Roth, and Zimmerman
Srtatement of Capital
For the Year Ended December 31, 200-

Christen Roth Zimmerman
$20), 00004 2000000 $40,000.00
12,142.56 B.142.86 9,714.28
13,000,000 5,500.00 9 5040, 00
(857.14) 2,642.86 214.28
$19,142.86 $22,642.86 §40,214.28

The balance sheet for a partnership would contain the capital
balances for each partner as determined on the statement of capital.
The partnership balance sheet is identical to those previously illus-
trated for the sole proprietorship except for the inclusion of the indi-
vidual partner's capital balances. The partnership balance sheet for
Christen, Roth, and Zimmerman follows:

Christen, Roth, and Zimmerman

Balance Sheet
December 31, 200-
Liabilities and

Assets Capital
Cash $31,000.00  Accounts Payable §15,000.00
Accounts Receivable 13,250.00  Christen, Capital $19,142.86
Delivery Equipment  $42,000.00 Roth, Capital 22,642 .86
Less: Accum. Depr. 18,750.00 21,250.00  Zimmerman, Capital 40,214.28
Plant Equipment 35,000.00 Toral Capital §1,999.00
Less: Accum. Depr. 3,501.00 31,499.00 Total Liabilities

Total Assets $96,999.00 and Capital $96,999.00

.

Summing Up

The form of business organization in which two or more persons
operate as co-owners for profit is a PARTNERSHIPE The advantages
of this form of business are as follows:

1. More investment capital is available through the formation of the
partnership.
2. The various skills of the partners are available to the organization.
3. The partnership is more easily formed than a corporate form of
business,

While the partnership agreement may be written or oral, a written
form, known as the articles of partnership, is preferred. The articles of
partnership should include:

1. The date of formation and the names of the partners.
2, A statement of the kind of business that is being operated by the
partnership.
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3. The investment made by each partner and their respective capital
balances, as well as their share in the profits and losses in the
business.

4. The duties and responsibilities of each partner and any limitations
on their activitics.

5. The provisions made for salary allowances and interest on the part-
ners’ respective investments,

6. Provisions in the event of a dissolution caused by the death, with-
drawal, or admission of a partner.

The for 1on of a part hip requires the contribution of assets
to the business by the various partners. The value assigned to the assets
contributed is based on negotiation among the partners. The assets
become the property of the partnership, and each contributing partner
has a claim based on the value of the capital balance, and not against
the specific assets contributed. Each partner, in addition to having a
capital account, is also provided with a drawing account that is handled
in a similar fashion to that of the sole proprietor’s. During the account-
ing period, funds and other assets taken by the individual partners are
charged to the drawing account. At the end of the vear, when the part-
ners' share of the business’s profits are determined, their respective
capital accounts are credited (debited in the case of a loss distribution),
and the individual drawing accounts are closed to their capital accounts.
If the total drawing exceeds a partner’s share of the partnership’s
profits, the resulting difference causes a decrease in that partner's
capital balance. An excess of income over drawing will cause an
increase in the partner’s capital balance. The partnership does not file
an income tax return, but merely an information return that indicates
the share of profits distributed to each partner. As in the case of a sole
proprietorship, the profits of the partnership are the income of the
individual partners, which is subject to income tax whether or not the
total income was withdrawn from the business.

A dissolution of a partnership may also result in a winding-up of
the partnership. This process is known as a liquidation and realizati
The procedures for winding up the partnership are as follows:

1. The assets are sold.

2. Any gains or losses resulting from the sale of the assets are reflected
in the respective capital according to the profit and loss
sharing ratio.

3. Liabilities owed to creditors are paid.

4. The remaining cash is distributed to the partners according to their

ive capital bal

resp

A capital deficiency by one partner has to be absorbed by the
remaining partners based on their profit and loss sharing ratio to each
other. This deficit becomes a liability of the deficient partner to the
partners that picked up the deficit.



CHAPTER 1 3

CORPORATE ACCOUNTING

The Corporate Business Organization

222

Throughout this book financial accounting has been presented pri-
marily from the view of a sole proprietorship. We have seen how a
partnership form of business organization differs from the sole pro-
prietorship, that difference being in the area of capital recognition and
distribution of earnings. A third form of business organization is the
corporation, A CORPORATION has been defined as “an artificial
being, invisible, intangible, and existing only in contemplation of the
law.” Prior discussions have referred to the fact that certain forms of
“personal service” businesses are prohibited from adopting the corpo-
rate form of organization and thus organize as either a sole propri-
etorship or a partnership. The reason for this prohibition relates to the
fact that there are limitations placed on the liability of the owners of a
corporation. This aspect will be discussed in greater detail shortly.

A corporation is a legal entity separate from its owners. A sole
proprietorship and a partnership are relatively unstable, and a part-
nership has a limited life due to the dissolution that results from
the death or retirement of a partner or the change in composition of
the partnership.

The primary difference in accounting for a corporation is in the
area of the capital of the organization. The capital section on the
balance sheet of a corporation is known as STOCKHOLDERS'
EQUITY. Stockholders’ equity represents the ownership of the assets
of the corporation as evidenced by transferable shares of stock. The
owners of the corporation are called STOCKHOLDERS or SHARE-
HOLDERS. A corporation is said to have an UNLIMITED LIFE
due to the fact that the ownership in the corporation is in the form of
shares of stock, which are easily transferable; thus, the death of a stock-
holder has no effect on the continuance of the business organization.
‘While the stockholders are the owners of the corporation, they have no
direct duties or responsibilities in the r ing of the organization. This
activity is the responsibility of a BOARD OF DIRECTORS who are
elected to their positions by the stockholders. The directors then select
a president and other corporate officers to carry on active management
of the business.

With the exception of “personal service” businesses, practically
any form of business may choose to organize as a corporation. Corpo-

rations may be classified as PROFIT CORPORATIONS or NOT-
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FOR-PROFIT CORPORATIONS. A profit corporation engages in
business activities and depends upon profitable operations in order to
continue in existence. A not-for-profit corporation includes charitable,
governmental, philanthropic, educational, and recreational organiza-
tions that depend upon contributions from their members or upon gifts
or grants from public and private sources.

Profit corporations may be further classified as public corpora-
tions or close corporations. A PUBLIC CORPORATION is a profit
corporation whose ownership is widely held by the public, such as the
American Telephone and Telegraph corporation. A CLOSE COR-
PORATION is a profit corporation in which the stock is held by rel-
atively few individuals, such as the immediate family of an individual
or group of individuals who organized and operate the corporation.
With the exceptions previously noted, corporations may consist of
service busi retail busi ing busi , and
wholesale businesses. Practically any form of business may organize as
a corporation. Regardless of the nature or purpose of the corporations,
they are created in accordance with state statutes.

ADVANTAGES OF THE CORPORATE FORM

There are a number of advantages offered by the corporate form of
organization that are not available to other business forms. These
advantages are as follows:

1. CAPITAL ACCUMULATION is virtually unlimited based on the
ability to sell shares of ownership in the business. Some corpora-
tions may have more than a million stockholders. By selling
stock to the general public, the necessary capital can be raised to

ganize and subseq) Iy op the busi This permits small
and large investors to participate in the ownership of a business
enterprise and earn income in the form of dividends.

2. A corporation is said to have a SEPARATE LEGAL EXIS-
TENCE. This separate legal existence permits the corporation to
acquire, own, and dispose of assets in its corporate name. It may
also incur liabilities and enter into contracts in its own name.

3. The sharcholders have a LIMITED LIABILITY in the corpora-
tion. Stockholders can only be held liable for the debts of the cor-
poration to the extent of their investment in the shares of stock of
the corporation, Creditors of a corporation may look to the corpo-
ration to settle these obligations, but not to the stockholders bevond
the extent of their investment, If employees of the corporation are
owed wages, however, these wage payments are the responsibility of
the shareholders and they can be assessed a pro-rata share of this
obligation. As we will shortly discuss, if a stockholder has purchased
shares of stock at a cost less than their stated value, the stockholder's
liability may extend to the stated value nevertheless.

4. NEGOTIABILITY OF STOCK enables the stock to be easily
transferred by sale. Thus, an individual who wishes to invest or
divest himself of stock may readily do so. This process in no way
interferes with the operation of the corporation.
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5. Since a corporation is a separate legal entity and does not rely on its
owners for its management or operation, it is said to have a CON-
TINUOUS EXISTENCE. A corporation is not obligated to buy
back stock previously sold to sharcholders. This stock may be traded
among investors, but this will have no effect on the existence of the
corporation.

6. The ORGANIZATIONAL STRUCTURE of the corporation
controls the operation of the organization. The dav-to-day activities
of the business are run by the president, officers, and employees
of the corporation. The board of directors oversees this opera-
tion, and there is no direct input into the functioning of the busi-
ness by the stockholders. The shareholders’ only input comes as
a result of the exercise of their voting rights in the election of the
board.

7. A PROFESSIONAL MANAGEMENT STAFF is used to run
the corporation. This staff is comprised of those individuals who
are best suited to carry out the functions of management, without
considering their ownership in the corporation as a criterion for
selection.

DISADVANTAGES OF THE CORPORATE FORM

There are a number of disadvantages to the corporate form of busi-
ness organization, which may either prevent its formation or cause its
untimely demise. The disadvantages of a corporate form of organiza-
tion are as follows:

1. The difficulty in organizing a corporation may prevent the use of
this form of business. 'The corporation, an artificial being, must
obtain permission from the state to incorporate. [t must also comply
with guidelines established by various federal agencies. The mere
nature of the planned business (certain service businesses) may
prevent its organization as a corporation, The cost of organizing is
also prohibitive. Many smaller businesses choose to form as sole
proprictorships or partnerships to avoid the high cost and difficul-
ties of organizing as a corporation.

2. Governmental regulations are a part of the creation and subsequent
operation of the corporation. State and federal laws regu]ste corpo-
rate activities, Large corporations are g lly required to d
financial statements on an annual bmus Corporate annual repom
are prepared and distributed to shareholders and other i
parties. Restrictions may exist as to the ownership of certain assets
such as real estate, a corporation’s retention of earnings, and its
ability to purchase its own stock.

3. The separation of o hip from g 1t was previously
listed as an ad however, sef ion of ownership and control
can also be a disadvantage if management chooses to operate the
corporation for its exclusive benefit, to the detriment of the stock-
holders. The separation of the board from the executives of a cor-
poration may prevent this from occurring; however, if it does occur,
the stockholders’ only recourse is to bring pressure against the board
by exercising their voting rights.
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4. A corporation usually pays a high rate of taxation on its income,
Income distributed in the form of a dividend to the corporate stock-
holder comes from after-tax dollars and results in a situation known
as DOUBLE TAXATION. Double taxation results from the prac-
tice of first taxing corporate income to the corporation and then
taxing sharcholders on any dividends they receive from the corpo-
ration. Federal legislation in 2003 is considering the elimination of
taxation of dividends to shareholders.

Forming the Corporation
An application signed by at least three INCORPORATORS is

submitted to the state's Secretary of State (or other designated state
official). The application includes the ARTICLES OF INCORPO-
RATION. The articles become the company CHARTER, under which
the corporation is empowered to conduct business in that particular
state, as well as any other states. A business need not be incorporated
within the state in which it actually does business, but it must comply
with the guidelines for incorporation in the state that issues its charter.
The incorporators are those individuals who organize and bring the
corporation into existence. They also become the initial and, in most
cases, the primary stockholders in the newly formed corporation.
As stockholders, they elect the directors of the corporation, who in
turn appoint the corporate officers. Stock certificates are issued to
the incorporators and other investors, completing the formation of the

corporation.
One disad age to the for ion of the corporation is the
ORGANIZATIONAL COSTS. Organizational costs include the

incorporation fee to the state, attorneys' fees for preparing the articles
of incorporation, and various other fees necessary 1o bring the organ-
ization into existence. These costs are set up on the books of the cor-
poration as an intangible asset, and are amortized over a period of not
less than five vears.

RIGHTS OF THE STOCKHOLDERS

The rights that stockholders have may vary according to the class of
stock they own. The ownership of stock usually carries the following
rights:

1. To vote for the directors of the corporation, and to approve major
changes in the corporation that are beyond the express authority
given the directors in the corporate charter.

2. To maintain their percentage ownership in the corporation, which
are known as PREEMPTIVE RIGHTS. When additional stock is
sold by a corporation, existing stockholders have the first right to
purchase shares so that their percentage ownership of the corpora-
tion remains the same. If a shareholder fails to exercise this right,
it is lost. This does not prevent the stockholder from buying shares
in excess of his preemptive rights.
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3. To share in the corporation’s distribution of income (dividends).
DIVIDENDS are a distribution of profits to the stockholders as a
result of their declaration by the board of directors.

In the event of a liquidation, the stockholders are entitled to share
in the distribution of assets. The winding-up process first results
in the payment of all obligations to creditors. Any assets remain-
ing are distributed on a pro-rata basis to the various classes of

stockholders.

Unlike the previous form of business discussed, owners of a cor-
poration do not participate in the running of the firm. Their activity
is limited to attending stockholders's mectings, usually held annually,
and voting for directors. Shareholders do not have direct claims against
cither the carnings or the assets of a corporation. The issuance of div-
idends is solely at the discretion of the board of directors. There are
additional rights given to stockholders of certain classes of stock, which
will be discussed below.

4

CORPORATE DIRECTORS AND OFFICERS

The board of directors oversees the operation of the corporation. Two
main concerns are the welfare of the corporation and the protection of
the interests of the stockholders. The general policy of larger corpo-
rations is that board members are prohibited from becoming officers
of the corporation while they are on the board. By preventing a board
member from “wearing two hats,” the possibility of a conflict of inter-
est is minimized. The extent of board participation in corporate activ-
ities varies greatly from one firm to another. Greater participation may
be encouraged by some firms because board members have a view of
the organization of that of active management.

The responsibilities of the corporate officers vary based on their
specific job functions. Corporate officers consist of the president (also
known as the corporate executive officer [CEQ]), a controller (some-
times known as the corporate financial officer [CFQ]), a treasurer, and
a secretary. Another title may exist such as chief corporate counsel,
There may be additional descriptive titles indicating their actual
functions within the organization, such as vice president for sales or
rescarch or production or personnel. A typical organizational chart
looks somewhat like a pyramid. At the very top are the stockholders
followed by the board of directors, then the CEQ, CFO, the other offi-
cers, and, lastly, the employees.

Corporate Capital
STOCKHOLDERS’ EQUITY

The primary source of corporate capital is through the issuance of
stock. The incorporators subscribe to shares of stock in the corpora-
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tion. The articles of incorporation state the nature and quantities of
stock to be sold by the corporation. Sufficient stock is sold to permit
the business to operate. The shares of stock that the corporation is per-
mitted to sell at the time of its incorporation and at future dates are
known as AUTHORIZED shares. This is the maximum quantity of
stock, of various classes, that the charter permits to be sold.

Successful operations of the business should generate profits. The
profits, or income remaining, after the payment of corporate income
taxes, may be retained in the business as an additional source of capital.
We have stated that a corporation pays dividends out of after-tax
dollars, These dividends that are paid will reduce the amount of the
earnings retained in the business. Since a corporation is not obligated
to pay dividends, all of the after-tax earnings can be retained by the
business as a source of capital.

The capital section of the balance sheet is generally known as the
stockholders’ equity. This section is quite different from that of a sole
proprietorship or a partnership. All income not taken out of the other
forms of businesses are transferred to the respective capital accounts.
In a corporation, a distinction is made between the investment made
by the stockholders and the income retained by the corporation. The
following stockholders’ equity section of a balance sheet of a corpora-
tion illustrates the difference:

Stockholders' Equity
Capital Stock

Common Stock $180,000
Retained Earnings 40,000
Total Stockholders’ Equity $220,000

The CAPITAL STOCK section represents the investment made
by the shareholders as a result of purchasing stock. The RETAINED
EARNINGS section represents the income, after corporate income
tax, that was ined in the busi This retained earnings balance
will continuously increase as each year's profits are retained in the busi-
ness. If the corporation should sustain a loss, this loss would cause a
reduction in the balance of the retained earnings account. The stock-
holders’ equity section illustrated is in its simplest form. The Capital
Stock section would have to be expanded if various classes of stock
were sold or if other factors relating to the price stockholders pay for
the stocks were considered.

TYPES OF STOCK

The articles of incorporation stipulate the quantity and kind of capital
stock that will be sold by the firm. There are principally two kinds of
stock that may be issued: (1) common stock and (2) preferred stock.
When more than one class of stock is issued, one kind is usually
called COMMON STOCK. Common stock gives the stockholders
the rights previously ioned. The term “ " refers to the fact
that the stock traditionally is sold at a price that can be afforded by
practically all investors. It initially is sold by the corporation at a rela-
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tively low price when it is first issued. ISSUED STOCK refers to stock
that is sold by the corporation and is in the hands of the sharcholders.
When common stock is traded on the open market, the price of the
stock will vary based on supply and demand and other factors, such as
the successful operation of the corporation. Common stock, as well as
other classes of stock, are usually assigned an arbitrary money value
that is known as PAR VALUE, This par value is printed on the stock
certificate, but does not necessarily represent the price that the stock
was sold for by the corporation. The actual selling price of the
stock may be higher or lower than the par value. Stocks may also be
issued without par, in which case it is known as NO-PAR stock. Some
states require that no-par stock be assigned a STATED VALUE by the
board of directors. The effect of this action is to cause a stated value
stock to be similar to a par value stock in its treatment,

The second class of stock that a corporation mayv issue is gener-
ally known as PREFERRED STOCK. The term “preferred” indicates
that there are certain advantages to owning this class of stock as com-
pared to common. The cost to the stockholder of preferred stock is
usually considerably more than the purchase price of common stock.
Preferred stock also has a par or stated value assigned to it. The dif-
ference in cost between common stock and preferred stock can be seen
in its par value. A corporation may assign a par value to common stock
of $10 per share, while the same firm may assign a $50 par value to its
preferred stock., While stockholders will not necessarily pay the par
value in either case, this example indicates the substantial difference in
anticipated selling prices of both kinds of stock. A corporation may
offer different categories of preference stock based on the benefits thar
each class provides to stockholders.

ADVANTAGES OF PREFERRED STOCK

The higher cost of preferred stock is justified by its distinct advantages
compared to common stock. The following advantages and character-
istics should be noted when deciding which class of stock to invest in:

1. Dividends are stated as a percentage on the face of the preferred
stock certificate. Dividends are distributed to all classes of preferred
stock prior to distributions to common stock. If the preferred cer-
tificate indicates that it is CUMULATIVE preferred stock, this
means that the corporation is obligated to pay dividends to preferred
stockholders for past years prior to a distribution to common stock-
holders. If in past years a corporation has been unable to pay divi-
dends, or has merely decided not to, then the arrearage for those
past years, as well as current dividends, must be paid to the pre-
ferred stockholder first before a distribution can be made on
common stock for the current vear’s dividends. If the certificate
indicates that it is NONCUMULATIVE, then any dividends not
paid at the end of a given year are lost, In a year in which dividends
are paid there still exists preference rights for the preferred stock.
The cumulative rights will obviously cause this form of preferred
stock to be more costly to the investor than the noncumulative stock.
Many corporations refrain from offering noncumulative stock
because of the disadvantage in the possible loss of dividends.
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2. A preferred stock may also have a provision for PARTICIPATION
in the dividend distribution beyond the stated dividend percentage
on the certificate. Participation is in the dividend to be paid to the
common stock, A participating preferred stock participates dollar-
for-dollar with the common stock in any dividend paid in excess of
the stated rate on the preferred stock. Generally, when there are ade-
quate funds available to pay both preferred and common dividends,
the common dividend will be paid at the same rate as preferred. Any
additional distribution will be shared by the common and preferred
stockholders based on a ratio of the number of shares of each class
of stock.

A corporation with both preferred stock and common stock declares a
dividend amounting to §70,000. The preferred stock is participating
and is entitled to an 8% dividend based on its par value of $100. There
are 2,000 shares of preferred stock, and 5,000 shares of common stock,
eligible for dividends. The distribution of dividends would be as
follows:

Preferred | Common Total
Dividend | Dividend | Dividend
Preferred (2,000 x §8) $16,000 — $16,000
Common (5,000 x $8) —_ $40,000 40,000
Pro-rata Distribution
(7,000 4,000 | 10,000 | 14,000
Total $20,000 | $50,000 | $70,000
Dividends per Share $10 $10

The initial dividend obligation to participating preferred stock was
8% of $100 par or $8 per share. ‘This accounted for the initial total divi-
dend on preferred stock of $16,000. The common stock then receives
a comparable distribution totaling $40,000. The balance of the divi-
dend distribution amounted to $14,000. Total eligible preferred and
commen stock amounted to 7,000 shares (2,000 + 5,000). The 7,000
shares were divided into the remaining amount to be distributed
(8$14,000) to obtain the second distribution, amounting to $2 per share.
Each class of stock then receives $2 per share times the eligible number
of shares. Preferred receives 34,000 (82 % 2,000) and common receives
$10,000 {$2 x 5,000).

If, in this example, the total dividend declared had amounted to
only $20,000 the preferred would have received $16,000 in dividends
with the balance going to common stock, amounting to $4,000. Even
though this is preferred participating stock, the preferred stock would
not participate because common has not received their pro-rata share
of the dividend, and so there was inadequate cash remaining for
preferred and common to share. Preferred stock may be NONPAR-
TICIPATING, in which case there is no additional dividend paid to
the preferred stockholders.

3. Most preferred stock has what is known as a CALLABLE PRO-
VISION. At the option of the issuing corporation, the preferred
stock may be bought back by the corporation at a stated price,
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additional paid-in capital section of a balance sheet represents the
excess proceeds of a stock issue over the par value of the stock.

A number of factors influence whether the stock is sold at par,
above par, or below par. If the demand for the stock is not great, the
corporation may be forced to offer the stock for sale at a price lower
than par. When this occurs the stock is said to be sold at a DIS-
COUNT. In other words, when the issued price is less than the par
value of the stock, it is sold at a discount. The entry to recognize this

is as follows:

200-

May 10 Cash 90,000
Discount on Preferred Stock 10,000

Preferred Stock 100,000
1ssued 1,000 shares of 6% preferred
stock at a discount,

The amount of cash generated from the sale of the shares of
preferred stock is $10,000 less than the par value of the stock, thus a
discount is recognized. On the capital section of the balance sheet, the
preferred stock will be shown at par value (§100,000) and the discount
on preferred stock will be a reduction in additional paid-in capital.

The stockholder's equity section of the balance sheet would appear
as follows based on the illustrations just presented:

Stockholder’s Equity
Capital Stock:

Preferred 8% stock, $50 par value,
5,000 shares authorized, and
2,000 shares issued and outstanding $100,000

Preferred 6% stock, $100 par value,

4,000 shares authorized, and

2,000 shares issued and outstanding 100,000
Common stock, $10 par value,

10,000 shares authorized, and
1,500 shares issued and outstanding 15,000 8215000

Additional Paid-in Capiral:

Premium on 8% preferred stock 15,000
Discount on 6% preferred stock {10,000y

Total additional paid-in capital 5,000
Total Capital Stock 220,000
Retained Earnings 45,000
Total Stockholders’ Equity $265,000

Note that the discount on preferred stock is shown as a reduction
in the additional paid-in-capital section of the balance sheet, while the
premium on the 8% preferred stock is shown as an addition. Subse-
quent sales of the various classes of stock will result in changes to this
additional paid-in-capital account.
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Also note that the discount on preferred stock may be shown as a
reduction from shares sold at par to arrive at the book value of this class
of stock, The premium received on the 8% preferred stock may be
shown as an addition to arrive at the paid-in capital. Subsequent sales
of the various classes of stock will result in changes to the premium
and discount accounts. When this approach is used, the capital stock
section is known as “Paid-in Capital” and the book value of each class
of stock is readily seen.

Stockholders’ Equity
Paid-in Capital:

Preferred 8% stock, $50 par
(5,000 shares authorized, 2,000

shares issued) £100,000
Premium on preferred stock: 15,000  $115,000

Preferred 6% stock, $100 par
(4,000 shares authorized, 1,000

shares issued) $100,000

Less discount on preferred stock 10,000 90,000

Common Stock, $10 par (10,000 shares

authorized, 1,500 shares issued) 15,000
Total paid-in capital $220,000
Retained Earnings 45,000
Total Stockholders’ Equity $263,000

On April 3 of the current year, the Alice Walden Co. was organized.
The corporate charter authorized the sale of 20,000 shares of cumula-
tive preferred 8% stock, $100 par, and 50,000 shares of $10 par common
stock. Record the following transactions in general journal form:

200-
Apr. 5 Sold 3,000 shares of commaon stock at par for cash.

10 Sold 2,000 shares of preferred stock at $105 per share for
cash.

Aug. 4 Sold 5,000 shares of preferred stock at $99 per share for cash.
Oct. 6 Sold 2,500 shares of common stock at $12 per share for cash.

Corporate Purchase of Its Own Stock

From time to time a corporation may go into the open market and
purchase its stock. The stock so acquired is known as TREASURY
STOCK. Treasury stock must have been originally issued by the cor-
poration, paid for, subsequently reacquired by the corporation, and not
canceled or reissued. Treasury stock is not entitled to participate in
dividend distributions, nor does it have any voting rights. Since treas-
ury stock is not an asset in the usual sense, it is treated as a subtrac-
tion from the stockholders’ equity section of the balance sheet., The
entry to record the purchase of the treasury stock would be as follows:
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200~
Jan. 30 Purchased land, building, and equipment from L. Tweed.
The appraised values were:

Land £300,000
Building 125,000
Equipment 25,000

Issued 7,200 shares of common stock (with a market value of
$52 per share) for the assets. Signed a 2%, 10-year note for
the balance.

Remember, a premium or discount is recognized based on the
market value of the stock as compared to its par value.

A newly formed corporation, issued 10,000 shares of its common stock
on August 10 of the current year for cash of $80,000 and for building
and equipment with a fair market value of $40,000 and $20,000, respee-
tively. Record the issuance of the stock in general journal form, assum-
ing the following conditions:

1. The stock had a par value of $10 per share.
2. The stack had a par value of 315 per share.
3. The stock had a stated value of $12 per share.

The Dismal Recreation Corporation’s articles of incorporation
authorizes the company to issue 500,000 shares of $5 par value
common stock and 100,000 shares of 8100 par value, 6% cumulative
preferred stock. The company completed the following transactions on
the dates indicated:

200-
Apr. 3 Sold 10,000 shares of common stock, receiving cash amount-
ing to $60,000.
12 lIssued 100,000 shares of its common stock for land which
had a fair market value of $510,000.

16 Issued 1,000 shares of common stock for accounting and
legal services amounting to $5,500 as organizational costs.

May 4 Sold 4,000 shares of preferred stock, receiving cash amount-
ing to 8375,000,

Record the above business transactions in general journal form
providing an adequate explanation for each transaction,

A corporation has the following classes of stock outstanding:

1. Preferred stock—S$50 par value, 4% cumulative, participating, 10,000
shares authorized, issued, and outstanding.
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[llustrative Corporation
Balance Sheet

December 31, 200-

Liabilities and Stockholder's Equity
§70,000  Liabilities

Accounts Receivable 35,000 Accounts Payable 512,000

Merchandise Inventory 50,000 Notes Payable 38,000
$120,000 Total Liabilities 850,000

Srockholders” Equity

15,000 105,000 Common Stock S180,000

10,000 Retained Earnings 40,000
‘Total Stockholders' Equity 220,000
$270,000 Total Liabilities and $270,000

Stockholders’ Equiry

A more detailed stockholders’ equity section of the balance sheet
could also be included on the corporate balance sheet as illustrated on
pages 232 and 233,

In order for the corporate accountant to be able to prepare the
balance sheet, the statement of retained earnings must first be prepared
to obtain the end of year retained carnings balance. The preparation
of the retained earnings statement relied on information as to net
income or loss from the income statement.

Summing Up

A corporation is an artificial being existing only in contemplation of
the law. As such there are numerous advantages to this form of busi-
ness organization, including a virtually unlimited ability to raise nec-
essary capital, a separate legal existence that permits the acquisition
and disposal of assets in the corporate name, limited liability for the
stockholders to the extent of their investments in the organization,
negotiability of stock, unlimited life that is not affected by changes in
corporate ownership, and a professional management staff separate
from the owners.

The disadvantages of this form of business organization include:
the cost and difficulty of organizing the corporation; governmental reg-
ulation of the creation of the corporation, issuance of stock, and oper-
ations of the organization; the separation of ownership and control of
the firm; and the higher rate of raxation on the corporation.

The formation of the corporation requires the incorporators to file
articles of incorporation with the state where it’s located. The articles
of incorporation stipulate the nature of the business and the number
and kinds of shares of stock to be sold.

At the top of the organizational structure of the corporation are
the stockholders, who elect the board of directors to oversee the oper-
ations of the organization. The board, in turn, appoints a president and
other executive officers, who are responsible for the day-to-day opera-
tions of the corporation.
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Stockholders have certain rights that are unique to this form of
business organization. Their rights include voting rights, preemptive
rights, the right to receive a distribution of earnings of the corporation
in the form of dividends, and a right to receive a pro-rata share of the
assets in the event of a liquidation.

Capital is raised through the sale of the various classes of stock
that the corporation is authorized to sell. Regardless of the class of
stock sold, any funds received from their sale in excess of the par or
stated value is recognized as a premium and is r led as an addition
to the paid-in capital section of the balance sheet. If the stock is sold
for less than the par or stated value, the deficiency is recorded as a dis-
count, which is a reduction in paid-in capital. The number of shares
of a particular class of stock that may be sold is said to be “author-
ized,” and stock that is actually sold is said to be “issued.” Treasury
stock acquired by the corp ion is red 1 from the stock originally
issued and the net stock remaining in the hands of the stockholders is
said to be “outstanding.”

There are generally two classes of stock that a corporation may
issue: common stock and preferred stock. The arbitrary par value
assigned to the two classes of stock is usually considerably higher for
preferred stock because of the preference features of the stock. While
preferred stock does not have voting rights, it may be participating and
cumulative with regard to dividends. Also, the stock certificate indi-
cates the dividend obli of the corp ion on its face. This obli-
gation may be expressed as a dollar amount per share or a percentage
of par or stated value. In the event of a corporate liquidation, the pre-
ferred stockholders are entitled to any dividend in arrears, and to a
return of their i before kholders are paid. Pre-
ferred stockholders receive these distributions after all creditors have
been paid, but before any distributions are made to the common stock-
holders. Of the two classes of stock, the common stock has a consid-
erably greater number of shares authorized. This is due to the fact that
the common stock reaches a greater market of investors because of its
relatively low par value as compared to the preferred stock.

The accounting records maintained for a corporate form of busi-
ness organization are primarily the same as those for a sole proprietor-
ship and a partnership, except for the capital accounts. The accountant
must maintain accurate, detailed records as to the various classes of
stock, each stockholder’s number of shares, the total shares issued,
reacquired treasury stock, and any other factors affecring the stock-
holders’ equity section of the balance sheet.
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CHAPTER 1

Exercise 1

Item Yes Na
Cash X
Automaobile X
Rented Apartment X
Checks X
Computer X
Library Book On Loan X
Clothing X
Postage Stamps X
Grocery List X
Food X

The rented apartment and the library book on loan are not assets
because the requirement of ownership is lacking. The grocery list is
not an asset because the requirement of money value is lacking.

Exercise 2

Personal assets may include: cash, coins, currency, checks, money
orders, clothing, jewelry, real estate (land andfor building), obligations
owed to yvou (accounts and notes receivable), supplies (stationery,
writing instruments, cleaning supplies, and toiletries), equipment,
automobile, tools, and other personal assets.

Exercise 3

Business assets may include: cash, coins, currency, checks, money
orders, accounts receivable, investments, marketable securities, notes
receivable, land, building, patents, goodwill (intangibles), equipment,
office supplies, delivery equipment, store supplies, machinery, furni-
ture and fixtures, and leased property.

239
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Exercise 4
Office Furniture and Office Delivery
Cash Supplies Fixtures Fquipment Equip

traveler's checks pencils tables tvpewriter truck
coing software programs lamp adding machines automobiles
maoney in bank stationery chairs computer
curcency wrapping paper desk computer printer

toner cartridge showcases

light bulbs

pens

1. Supplies represent assets that are expected to be used up within

a relatively short period of time (less than one vear). Equipment
usually has a useful life in excess of one year.

2. As asupply, a toner cartridge is expected to be used up in less than
one year,

3. No, a typewriter ribbon is a supply and as such it has a relatively
short useful life. The extent of its use determines how quickly it
will be replaced. The typewriter is classified as equipment, and its
useful life far exceeds that of the typewriter ribbon.

4. A short-life asset that is expected to be used up or converted to cash
in less than a year.

5. A typewriter is a long-life asset with an expected useful life in excess
of one year.

Exercise 5
Current Assets Investments Plant Assets Intangible Assers
cash in bank First National City bonds office equipment patents

accounts receivable
office supplies
notes receivable
petty cash

factory supplies
merchandise

maortgaged notes receivable building goodwill
office machines
furniture & fixtures
store equipment

Exercise 6

1. The cost assigned to the asset is $35,831. This cost is determined
based on the “cost principle.” The cost assigned to an asset includes
the purchase price, transportation costs, and installation costs, as
well as any other costs necessary to place the asset in use.

2. The new automobile is recorded at the cost of $35,831 regardless of

the offer made for it.

Although the business is owned by the proprictor, his rights to the

asscts only extend to the dollar value of his investmnent. The asset

automobile belongs to the business; it is not the proprietor’s per-
sonal asset.

3

Exercise 7

The cost principle still applies. The asset is recorded on the books of
his business at $150,000.
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Exercise 8

1. The valuc of the assets contributed by Ms. Taylor is equal to the
capital, that is, $6,073.

2. Her ownership is §6,075.

Exercise 9
Assets = Capital
No. Cash +  Supplies + Equipment = Capital
1 + §5,000 + $5,000
2 + %230 + 150
3 - 0 - 0
4 - 5 +75
5 - 50 + 50
$4,675 + £75 + $300 = $5,050
Exercise 10
Accounts Stare Office Furniture
No. “ash  + Receivable + Supplies + Supplies + & Fixtures + Equipmemt = Capital
1 + $20, 000 + §20,100)
2 |- 1,200 +$1,200
3 |- 170 + $170
4 |- 1,500 + §1,500
5 - 750 + §750
6 + §60 + (1)
7|+ 300 - 300
8 |- GO0 - 10 = 1,000
9 |+ 175 - 175
10 |- 65 + 65
SIS 800+  $450 +  $170 4+  $125 +  SLI00 +  $1,325 = §19,060
Exercise 11
Na. Assets = Liabilities + Capital
1 $4,000
2 $3,200
3 $8,150
4 $10,065
5 ]
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Exercise 12
Accounts Accounts A. L. Brandon
Cash +  Recervable + Swupplies + Equipment =  Payable + Capital
Jan. 1
Balance  $2,000 + $400 + 500+ 6,000 = § 90 4+ $8,000
i - i = 300
1,700+ 400 + S+ 6,000 = [E U 8,00
2 4100 - 100 o
LED  + 00 + 500+ 6,000 = [ 000
3 o + 250 + 250
1,800 + 300 + 750+ 6,000 = 850 + 8,000
4 +1,200 - - 1,200
3,000+ 300 + 7500+ 4,800 = ®30 4 #0000
3 + 1,000 _ + 1,000
4,00 + 3ng + 7300+ 4800 = 1,850 + #,000
6 = 2 - - 200
1AM+ K] + 730+ 4800 = 1,650 + 8,000
7 — 2 P + 300 + 600
160+ 300 + 7500+ 5600 = 2,250 + 8,000
8 - 6% o + 65
3,535 + 00 4+ 815+ 5,600 = 2,250 4+ 8,000
9+ 20 - 250 _
§3,785 + 550 4 $HI5 4+ §5,600 = 82,250 4+ $3,000
Exercise 13
Incame
Aceannts OHffice Lae Accounts O Goldstein, €. Goddstein from Rent Utiities
No,  Cash  + Neceiwabie + Supplies + Libmary = Payoble +  Capitel -  Dewing -+ Services - Expesse — Expemse
1 +853,000 + $3,000
- 1200 +81.200 =
1,800 1,200 3,000
& 500 - +5 5K
2,300 1,200 3,000 500
. 4+ 5150 . 43150
2300 150 1,200 150 3,00 £
5 = 300 - - §300
2000 150 1,200 150 3,000 - m
6 81,100 e — :
2,000 1,100 150 1,200 150 3,000 b6 = 300
PR - = - J—
1,950 1,100 150 1,200 100 3,000 1600 = 300
g 40 - 200 . -
2,150 w0 150 1,200 100 3,004 e - 300
g e e e J— 3%
109 w0 150 1,200 = 1040 3,000 Lea — 300 -t
P — —_— - 3200 -
SLEGD + 5 w0 150 $1,200 100+ 83,000 ~§5200  +  SL600 - 5300 - %60 _|
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CHAPTER 2

Exercise 1

1. For the year ended Dec. 31 200-. This means the statements reflect
Jan. 1-Dec. 31 of that year.

2. The source of the revenue is from limousine rentals.

3. The total revenue is $24,000.

4. The total expense is $19,850 consisting of:

Repairs expense $ 2,350
Salaries expense $14,500
Gas and oil expense $ 3,000

5. A net income results when total revenues ($24,000) are greater
than total expenses ($19,850). The excess of revenue over expenses
($4,150) is the net income.

6. This statement is mot an interim statement because it covers an
entire accounting period. If it was for a period of less than one year,
it would then be idered an interim

7. The net income belongs to Regal. We have been assuming a sole
proprietorship form of business. Thus, the income of the business
belongs to the owner.

Exercise 2

New Wave Beauty Parlor
Income Statement
For the Month Ended January 31, 200-
Revenue:
Revenue from Sales $1,350
Service Revenue 4,580
Total Revenue $5,930
Expenses:
Rent Expense 8175
Salaries Expense 500
Supplies Expense 300
Advertising Expense 850
Total Expenses 1,825
Net Income $4,105
Exercise 3
New Wave Beauty Parlor
Statement of Capital
For the Month Ended January 31, 200-
Bambi Sands, (Beginning) Capital, January 200- $14,500
Plus: Net Income for the Month $4,105
Less: Bambi Sands, Drawing 1,600
Net Increase in Capital 2,505

Bambi Sands, (Ending) Capital, January 31, 200- $17,005
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Exercise 4

Bradley Cleaning Service
Statement of Capital
For the Year Ended December 31, 200-

Albert Bradley, (Beginning) Capital, January 1, 200- $20,500
Add: Additional Investment, March 23, 200- § 5,000
Net Income for the Year 18,300

23,300

Less: Albert Bradley, Drawing $15,600
Net Increase in Capital 7,700
Albert Bradley, (Ending) Capital, December 31, 200- $28,200

Exercise 5

1.
2.

9.

10.

December 31, 200-.

The balance sheet date represents a moment in time when the

statement was prepared. The other financial statements {(income

statement, statement of capital) represent a period of time reflect-

ing changes that took place during the period indicated. A balance

sheet prepared on another date would probably not have the same

values as the one illustrated. This would be due to changes in

values as a result of business transactions,

No. The business only has $16,000 cash available.

The total equity consists of total liabilities and proprietor’s capital.

The combined amount equals $57,700.

$24,150. This represents the extent of his ownership as evidenced

by proprietor’s capital.

$33,550. They consist of accounts payable of $3,200 and notes

puyable of $30,350.

This information cannot be obtained from the balance sheet. Refer

back to page 14 where the income statement appears, The income
indi net i of §4,150.

This information cannot be obtained from the balance sheet.

Referring back to the statement of capital on page 15 will answer

this question. The January 1, 200- capital balance was $23,200.

The income statement and statement of capital had to be prepared

prior to preparing the balance sheet. This is necessary in order to

determine the new capital balance, which reflects changes enu-

merated on page 17.

The difference is only in the manner in which the information is

listed on the reports. The appearance of an equality is more evident

using the account form, which follows more closely the account-

ing equation form.
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Exercise 6

New Wave Beauty Parlor
Balance Sheet
January 31, 200-

Assets Liabilities and Capital
Cash $ 2,380 Accounts Payable § 300
Accounts Receivable 1,400 Notes Payable 2,275
Beauty Supplies 800 Total Liabilities 2,575
Beauty Equipment 15,000 Bambi Sands, Capital 17,005
Total Assets $19,580 Total Liabilities & Capital ~ $19,580
Accounting Equation:
ASSETS = LIABILITIES + CAPITAL
$§19,580 = $2,575 + f
OR
ASSETS - LIABILITIES + CAPITAL
§19,580 - §2,575 + ?
Exercise 7
Citywide Tax Service
Income Statement
For the Year Ended April 30, 200-
Revenue:
Revenue from Income Tax Preparation $21,300
Revenue from Monthly Clients 43,800
Total Revenue 865,100
Expenses:
Salaries Expense $12,500
Advertising Expense 900
Rent Expense 6,000
Automobile Expense 1,300
General Office Expenses 7,500
Total Expenses

Net Income:
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Exercise 7 continued

Citywide Tax Service
Statement of Capital
For the Year Ended April 30, 200-

Betty Brody, (Beginning) Capital, May 1, 200- $32,000
Net Income for the Year $36,900
Less: Betty Brody, Drawing 18,600
Net Increase in Capital 18,300
Betty Brody, (Ending) Capital, April 30, 200- $50,300

Citywide Tax Service
Balance Sheet

April 30, 200-
Assets

Cash $12,500

Accounts Receivable 3,700

Office Furniture & Fixtures 11,300

Office Machines & Computers 15,000

Automobile 9,500
Total Assets $52,000

Liabilities and Capital

Accounts Payable $ 1,700

Betty Brody, Capital 50,300
Total Liabilities & Capital $52,000

Exercise 8

1. Income statement, statement of capital, and balance sheet.

2. Income statement, statement of capital, and balance sheet. The
statement of capital relies on the results of the preparation of the
income statement to determine the change in capital. The balance
sheet relies on the statement of capital for its new capital balance.
The income statement.

. Revenue (income) and expenses.

Net income.

. The statement of capital.

. Net income and drawing.

. Proprictor’s withdrawals.

. Revenue and expenses.

10. Proprietor's withdrawals.

11. Assets, liabilities and capital.

12, The account form.

CENS AW
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Exercise 9
North Shore Realty Co.
Balance Sheet
December 31, 200-
Assets

CURRENT ASSETS

Cash $2,960

Accounts Receivable 125

Insurance 30

Office Supplies 75
Total Current Assets §3,190
PLANT ASSETS

Office Equipment 2,005

Automobile 2,030
Total Plant Assects 4,035
Total Assets 87,225

Liabilities

CURRENT LIABILITIES

Accounts Payable § 65

Office Salaries Payable 60
Total Current Liabilities 125
LONG-TERM LIABILITIES

Mortgage Payable 200
Total Liabilities 325
Samuel Fields, Capital 6,900
Total Liabilities and Capital §7,225

Exercise 1

1.
2.
3.
4,
5.
6.
7.

8.
9.

10.

In the account.

The ledger.

Date, explanation, and amount.
Debit.

Credit.

Debit (left side).

Debit. Increases in assets are shown on the same side as the begin-

ning balance.
Credit (right side).

Credit. Increases in liability and/or permanent capital are added

on the same side as the beginning balances.

Decreases are shown on the side opposite the beginning balances.
Thus, a decrease in an asset would be credited. T'o show a decrease

in a lability or permanent capital, the account is debited.
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12

Exercise 1 continued
11

A bal in an rep the dollar value of that partic-
ular account at a specific moment in time.

Every business transaction involves a minimum of two changes.
This system is known as double-entry accounting.

. The account form of the balance sheet indicates the positioning of
the various accounts' beginning balances.

Total the debit and credit money columns. If the totals are the
same, the account is said to be in balance. If the totals are not the
same, then the balance is the excess of the two totals. The normal

account balances follow their location on the balance sheet.

Exercise 2
Cash Accounts Payable
200- 200-
Jan. 1 4000 Jan. 1 2000
Service Supplies Jill Baxter, Capital
200- 200-
Jan. 1 2000 Jan. 1 11,000
Furniture and Fixtures
200-
Jan. 1 7000
Exercise 3
Cash Accounts Payable
200- 200- 200- 200-
Jan. 1 9000 4000 | Jan. 8 600 Jan. 8 600 | Jan. 1 2200 2000
4 -650 5000 k1 50 26 -600 200
B350 000 650 1600 2200
Service Supplies Jill Baxter, Capital
200- 200-
Jan. 1 2000 Jan. 1 11,000
26 200 14 1,500
k| 50 12,500
2250
Furniture and Fixtures
200- 200-
Jan. 1 8500 7000 Jan. 4 5000
14 =5000 1500
1500 8500
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Exercise 3 continued
Jill Baxter
Balance Sheet
January 31, 200-

ASSETS
Cash $ 8,350
Service Supplies 2,250
Furniture and Fixtures 3,500

Total Assets $14,100
LIABILITIES AND CAPITAL
Accounts Payable § 1,600
Jill Baxter, Capital 12,500

Taotal Liabilities and Capital §14,100

Exercise 4

The setting up of the ledger account, even though you have used the

e

Cash

account form, still requires the inclusion of specific information.
Note how this specific information is presented.

200~
Dec, 31 Balance

16,000

Accounts Payable

Exercise 5
Cash
200- 200-
July 1 3,000 | July 2 1,200
3 500 5 300
8 200 7 50
9 60
10 200
Law Library
200-
July 2 1,200

200-

Dec. 31 Balance 3,200
A. Regal, Capital

200-

Dec. 31 Balance 12,800

C. Goldstein, Capital

200-

July 1 3,000
Imeome from Services

200~

July 3 500

[ 1,100
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Exercise 5 continued
Office Supplies Accounts Payable
200- 200- 200-
July 4 150 July 7 50 | July 4 150
Rent Expense Accounts Receivable
200- 200- 200-
July 5 300 July 6 1,100 | July 8 200
Utilities Expense C. Goldstein, Drawing
200- 200-
July 9 60 July 10 200
Exercise 6
Cash
Date Explanation Debit Credit Balance
200-
Oet. 1 12 y
3 oloo| maltﬁm"
; Lomie
15 siofool| | l1idz0
19 ipploo ﬂdﬂldwll
2 [pdoo]| [ [44poo]
30 ool | tsoplod]
Delivery Equipment
Date Explanation Debit Credit Balance
200-
Oct. | 1 00|

"
o)

s
LD
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Exercise 6 continued

Repairs & Gasoline Expense

Date Explanation Debit Credit Balance
200-
Oect. | 15 2S00 LAS00
Utilities Expense
Date Explanation Debit Credst Balance
200-
Oct. | 25 y 00
Salaries Expense
Date Explanation Debnt Credit Balance
200-
Oct. | 30 Nl dol0og
ACCOUNT LISTING
BALANCES
Debit Credit
Cash $14,950
Delivery Equipment 10,500
John Graves, Capital $23,000
Delivery Service Income 4,200
Warehouse Supplies 500
Rent Expense 500
Repairs & Gasoli 250
Utilities Expense 50
Salaries Expense 450
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Exercise 8 continued
Date Account and Explanation PR DR CR
200- J
June | 3 || Rent Expense 521 00
Cash 101 20000/

To Ajax Realty Co. for Fune

3 || Cash I Homon

Accounts Receivable 102 S0

From Adams Bros. part payment

& || Cash H Hoaa00
Car Wash Revenue 410 10RO
For week ending today
9 || Salaries Expense 520 J80000!
Cash 101 ASNEO0
For two weeks ending today
14 || Aecounts Payable 201 \ANEOO
Cash 101 En

To Randolph Supply Co. due today

15 || Ralph Speedy, Drawing 302 LS00
Cash 11 an
For personal use
22 || Accounts Receivable 102 \2MA00
Car Wash Revenue 410 00

To Granger Trucking Co.
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Exercise 8 continued

Date Account and Explanation PR DR CR
200-
June | 26 || Utilities Expense 623 0
Cash 101 8500
Paid monthly water bill
27 || Laundry Expense 522 6I000
Cash 101 IGO0
To Clean Towel Co.
29 || Car Wash Equipment 115 120000
Aceounts Payable 201 120000
From Car Wash Equipmnent Co., payable in
30 days
30 || Supplies 110 1|20000
Cash 101 H 4q00
For soap powder and liqueid wax Con!r‘ri,l
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Exercise 8 continued

General Ledger (continued )

Accounts Payable #201
200-
Fune| [ Balance 00
14| Randolph Supply Co. 20000
29| Car Wash Equipment Co. 14004
Ralph Speedy, Capital #301
200-
Fune| 1 || Balance
Ralph Speedy, Drawing #302
200-
Fune | 15 6‘1
Car Wash Revenue #410
200-
Fune| 8 od
22 [ddod
Salaries Expense #520
200-
June| 9 0{1
Rent Expense #521
200-
Fune| 3 Uq
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Exercise 8 continued
General Ledger { continued |

Laundry Expense #522
200-
Fune| 27 -1 Ul o

Utilities Expense #523
200- WJ
Fune | 26 g-1 4300 00

Cash

Accounts Receivable
Supplies

Car Wash Equipment
Accounts Payable
Ralph Speedy, Capital
Ralph Speedy, Drawing
Car Wash Revenue
Salaries Expense
Rent Expense
Laundry Expense
Utilities Expense

Ralph Speedy
Trial Balance
June 30, 200-

DEBIT CREDIT

1,755
1,200

420
6,200

500

1,400
8,300

1,200
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CHAPTER 4

Exercise 1

Account & Explanation

PR

Debit

Credit

2002

Office Supplies Expense

Office Supplies

To adjust for supplies used up

Rent Expense

Rent Pavable

To recognize Nov. and Dec. rent

Advertising Expense

Advertising Payable

For second week of Nov.

Interest Expense

Interest Payable

To recognize accrued interest expense

ITnsurance Expense

Prepaid Insurance

To recognize insumnce expense from

Fuly I through Dec. 31

Salaries Expense

Salaries Payable

To recognize accrued salaries for last

3 days of accounting period




1.
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Exercise 2

Date

Aeccount & Explanation

PR

Debit

Credit

200-
Dec.

31

Interest Receivable

Interest Income

To recognize accrued interest

income from Nov. 2 to date

31

Income from Commissions

Unearned Comm. Income

To defer income previously received

but not earned

31

Office Supplies Expense

Office Supplies

To recognize supplies used up

31

Salaries Expense

Salaries Payable

Accrued salaries for last 3 days of

accounting period

31

Insurance Expense

Prepaid Insurance

To recognize expired insurance

31

Interest Expense

Interest Payable

(86,000 x .12 x 45/360)

To recognize interest expense

incurred for 45 davs but not payable

at the end of the accounting period
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Exercise 5 continued

Beldon Service Co.
Income Statement
For the Year Ended December 31, 200-

Revenue:

Service Revenue $20,600

Rental Revenue 1,604
Total Revenue $22,200
Expenses:

Salaries Expenses 5,300

Rent Expense 1,400

Utilities Expense 900

Insurance Expense 200

Supplies Expense 175

Depreciation Expense 500

Interest Expense 40
Total Expenses 8,515
Net Income §13,685

Beldon Service Co.
Statement of Capital
For the Year Ended December 31, 200-

L. Beldon, (Beginning)* Capital, January 1, 200- $12,000
Plus: Net Income $13,685
Less: L. Beldon, Drawing 4,000

Net Increase in Capital 9,685
L. Beldon, {Ending)* Capital, December 31, 200- $21,685

*In practice the words “beginning” and “ending” are omitted when recording the capital
balances, These terms are understood from the datas of the proprietor’s capiml.

Beldon Service Co.
Balance Sheet
December 31, 200-

Assets

Cash $16,900
Accounts Receivable 2,000
Prepaid Insurance 400
Supplies 125

Furniture $13,500
Less: Accumulated Depreciation 1,000 12,500
T'otal Assets $31,925

Liabilities and Capital

Accounts Pavable 1,500

Unearned Service Revenue 400

Interest Payable 40

Salaries Payvable 300

Notes Payable 8.000
Total Liabilities £10,240
L. Beldon, Capital 21,685

T'otal Liahilitics and Capital $31,925
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Adjusting Journal Entries (explanation omitted):
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Date Aceount & Explanation PR Debit Credit
200-
Dec. | 31 || Insurance Expense 210000
Prepaid Insurance 0000
31 || Supplies Expense I 0
Supplies a0
31 || Depreciation Expense 3|00
Aecumulated Depreciation 000
31 || Service Revenue A000
Unearned Service Revenue A0
31 || Salaries Expense W00
Salaries Payable L2000
31 || Interest Expense WB
Interest Payable T 4opa
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Exercise 6 continued
Closing Journal Entries (explanations omitted):
Date Account & Explanation PR Debit Credit
200- “u
Dec. | 31 || Service Revenue 0
Rental Revenue Hladloioo
Income Summary 12220000,
31 || Income Summary AN 0
Salaries Expense
Rent Expense IWOE”
Utilities Expense DI]
Insurance Expense 2[@0”
Supplies Expense J|7H90“
Depreciation Expense a‘lﬂp]oﬂ|
Interest Expense Jk#lﬂl
31 || Income Sumonary KOO0 6|
L. Beldon, Drawing HOoa0 0|
31 || Income Summary 515500
L. Beldon, Capital [ 1] 1] egseel
Exercise 7
Beldon Service Co.
Post-Closing Trial Balance
December 31, 200
DEBIT CREDIT
Cash $16,900
Accounts Receivable 2,000
Prepaid Insurance 400
Supplies 125
Furniture 13,500
Accumulated Depreciation $1,000
Accounts Payable 1,500
Unearned Service Revenue 400
Salaries Payable 300
Interest Payable 40
Notes Payable 8,000
L. Beldon, Capital §21,685

$32,925 §32,925
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Exercise 8

Adjusting Entries:

Adjusting Entries

200-
Dec.

31

Salaries Expense

Salaries Payable

To recognize accrued salaries for one day

31

Office Supplies Expense

Office Supplies

To recognize supplies used up

31

Prepaid Insurance

Insurance Expense

To recognize expense not used up

31

Rental Income

Unearned Rental Income

To recognize 4mo. income received in

advance but unearned at the end of the

Accounting Period
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Exercise 8 continued

Reversing Entries:

Reversal Entries

200-
1L || Jan. | 1 Salaries Payable 0
Salaries Expense Ao00|

To recognize expense for new year

3. 1 || Insurance Expense 5000,

Prepaid Insurance A0 0

To record reversal

4. 1 || Unearned Rental Income 40000

Rental Income

To recognize income for new year | | | "

Note that the second adjusting entry does not need a reversing
entry since the office supplies expense account, created as a result of
the adjusting process, was eliminated as part of the closing process. All
other accounts created through the adjusting process required revers-
ing entries,

CHAPTER 5
Exercise 1

1. Accounts Receivable 2,400
Sales 2,400
To Spencer Dept. Store 2/10, n/30,
2. Cash 2,352
Sales Discount 48
Accounts Receivable 2,400
From Spencer Dept. Store, less discount.

On the books of the seller, the discount taken by the buyer repre-
sents an expense. On the buyer's books, the 848 represents a purchases
discount, which is a form of income. On either books, the amount of
the respective accounts receivable and accounts payable is eliminated
in full when the obligation is paid.
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Exercise 2

Since 14 days have elapsed between the date of the sale and the date
of payment, the discount that the buyer is entitled to take is 1%. Since
the total obligation is $12,000, the amount of the purchases discount
that the buyer is entitled to take is $120. The amount of eash received
by the seller on March 20 is $11,880 ($12,000 - $120). The entry to

record the receipt of the payment is:

200-
Mar. 20 Cash 11,880
Sales Discount 120
Accounts Receivable 12,000
From customer, less 1% discount.
Exercise 3
Net Purchases
1. Purchases $§ 97,500
Add: Freight on Purchases 2,260
99,760
Leess: Purchases Returns and Allow. 2,500
Net Purchases 97,260
2, Cost of Goods Available for Sale
Merchandise Inventory, Jan. 1, 2002 52,390
Add: Net Purchases 97,260
Cost of Goods Available for Sale 149,630
3. Cost of Goods Sold
Cost of Goods Available for Sale 149,650
Less: Merchandise Inw. 12/31/02 46,200
Cost of Goods Sold 103,450
4. Gross Profit on Sales
Sales 219,180
Less: Cost of Goods Sold 103,450

—_e

Gross Profit on Sales $115.730



272 EXERCISE SOLUTIONS

Exercise 5 continued

Adjusting Journal Entries:

2003
June 30 Income Summary 3,000
(a) Merchandise Inventory 3,000
To close old inventory to income
summary.
(al) 30 Merchandise Inventory 3,950
Income Summary 3,950
To set up new inventory.
(b) 30 Office Supplies Expense 60
Office Supplies 60
(c) 30 Depreciation Expense 175
Accumulated Depreciation 175
(d) 30 Interest Expense 11
Interest Payable 1
(e) 30 Interest Receivable 75
Interest Income 75

T'o recognize interest income
accrued but not received.

Closing Journal Entries:

2003
June 30 Sales 12,640
Purchases Returns and Allowances 150
Discount on Purchases 340
Interest Income 100
Income Summary 13,230
To close revenue items to Income
Summary.
30 Income Summary 9,176
Sales Returns and Allowances 150
Merchandise Purchases 8,025
Discount on Sales 110
Freight on Purchases 45
Rent Expense 600
Office Supplics Expense (1]
Depreciation Expense 175
Interest Expense 11
To close expense items to Income
Summary.
30 Income Summary 475
A. Xavier, Drawing 475
To close drawing to Income Summary
30 Income Summary 4,529

A. Xavier, Capital 4,529
To Close Income Summary
to proprietor's capital
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Exercise 5 continued
Balance Sheet:
Xavier Co.
Balance Sheet
June 30, 2003
Asscts Liabilities and Capital
Cash $ 6,500 Accounts Payable $ 1,550
Merchandise Inventory 3,950 Interest Payable 11
Accounts Receivable 2,200 Notes Payable 250
Notes Receivable 1,500 Total Liabilities 1,811
Interest Receivable 75 A. Xavier, Capirtal 14,529
Office Supplies 440
Equipment $1,850
Less: Accumulated
Depreciation 175 1,675 Total Linbilities &
Total Assets $16,340 Capital $16,340
Exercise 6
Items Expense Category
(4] General
(2) Selling
(3 Other
4 Selling
(3 Selling
(6) General
(7 Selling
(8) Other

Some of the items listed above may be appropriately hsted in more

than one expense category. The above

within the category where the item most commonly is found

Exercise 7

Adjusting Entries (Explanations omitted)

2002
1. Dec 31
la. 3
2, K|
3 31
4. 3

Income Summary 35,700.00
Merchandise Inventory

Merchandise Inventory 36,500.00
Income Summary

Salaries Expense 2,700.00
Salaries Payable

Insurance Expense 596.00
Prepaid Insurance

Interest Income 22,50

Unearned Interest Income

35,700.00

36,500.00

2,700.00

596.00

22.50
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Exercise 7 continued

The closing entries are recorded to elimi all the porary
capital accounts resulting from daily business transactions and from the
adjusting entries recorded at the end of the accounting period. The
reversal entry necessary for this exercise would be the fourth entry only.
That reversal is as follows:

2003
Jan. 1 Salaries Payable 2,700.00
Salaries Expense 2,700.00
To recognize expense to
be paid in new year, while
incurred in previous year.
Jan. 1 Unearned Interest Income 22.50
Interest Income
To recognize interest income 22.50
to be earned in new year.
CHAPTER 6
Exercise 1
Sales Fournal Page 5-1
Date Account Debited Terms || Inv. # || PR || Amount
200-
Feb. | 3 || Clearvieww Mfg. Co. nf30 B
8 || Data Word Associates n/30 D {8idodl]
17 || HAL Corp. n/30 H 7odod
28 || Clearview Mfg. Co. n/30 B 1isdoo)
28 || Dr. Accounts Receivable, Cr. Sales 5/40 Wg‘pﬂ
General Ledger
Accounts Receivable Page 5
Date PR Debit Credit Balance
Debit ||  Credit
200-
Feb. | 28 S-1 H6HE00 1\
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Exercise 1 continued

Sales Page 40
Date PR Debit Credit Balance
Debit Credit
200-
Feb, | 28 8-1 16l nq q
Accounts Recervable Ledger
Clearview Mfg. Co. Page B
Date PR Debit Credit Debit Balance
200-
Feb.| 3 S-1 61810 00 00|
28 S-1 isp 00 Ispo 0ol
Data Word Associates Page D
Date PR Debit Credit Debit Balance
200-
Feb. | & S-1 a0 o0
HAL Corp. Page H
Date PR Debit Credit Debit Balance
200-
Feb. |17 8-1 o0 700 00
Anderson Stationery Co,
Schedule of Accounts Receivable
February 28, 200-
Clearview Mfg. Co. $ 860.00
Data Word Associates 89.00
HAL Corp. 700.00

Total Accounts Receivable $1,649.00
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Exercise 3 continued
Carh Receipts Fournal
Date Account PR Clemeral Sales Accounts Sales Cash
Credited Aect. Cr. Cr. Receivable Cr.|| Discount Dr. D,
200+
Oct. | 1| L. Marin M o0 00
9|| E. Rafferty, Capital 40 o0 IJHJ!J 00
15| 7. Ross R o) 00 1100 lob| 00
17|| Noter Receivable (R. Horne) || 7 H45p] o0 M5 oo
25(| T Ross (Ot | Bal.) R |Azs oo [ oo
29| Sales v o .“.ﬂﬂ o
31|| G. Crane (& g oo 4 20 irop| 80
31 dsp| 00 45 00 45 00 11 20 pp so
v [ [l | 111 b I [Tk
General Ledger:
Cash Aceount #1
Date PR Debit Credit Debit Balance
200-
Oct. | I|| Balance 4 11 00
CR-1 30i36| 80 41136 s0
Accounts Receivable Account #5
Date PR Debit Credit Debit Balance
200-
Oct.| 1| Balance 'd 770 00
31 8-1 00 1ldelg 00
31 CR-1 7s{oo 445 00
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Exercise 3 continued
Notes Recetvable Account #7
Date PR Debit Credit Debit Balance
200-
Oet.| 1| Balance ' a0
7 CR-1 a5l 00 3001 00
E. Rafferty, Capital Account #40
Date PR Debit Credit Credit Balance|
200-
Oct. | 1| Balance 4 on
9 CR-1 1lsp0 00 sl 00
Sales Account #50
Date PR Debit Credit Credit Balance||
200-
Oet. |31 8-1 a0 00
31 CR-1 l3i50{ 00 l9dd 00
Sales Discounts Account #51
Date PR Debit Credit Debit Balance
u u
Oect. |31 CR-1 20 20




280 EXERCISE SOLUTIONS

Exercise 3 continued
Accounts Receivable Ledger:
R. Adams Page A
Date PR Debit Credit Debit Balance
200- H
Oct.| 1| Balance 4 121 00
13 -1 22| 00 430 00
G. Crane Page C
Date PR Debit Credit Debit Balance
200- | UA
Qct. | 1||Balance v 118100 00
21 S-1 31 00 fadd a0
31 CR-1 BN I 15 00
L. Marin Page M
Date PR Debit Credit Debit Balance
200- 45[
Oct.| 1||Balance s 1445 00
I CR-1 ip| o0 45 00
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Exercise 3 continued
L. Ross Page R
Date PR Debit Credit Debit Balance
200-
Oct. | 1|| Balance v 00
5 S-1 1w 00 3135 00
15 CR-1 {00 1215 00
25 CR-1 3] 00 ‘B
E. Rafferty
Schedule of Accounts Receivable
October 31, 200-
R. Adams $430
G. Crane 180
L. Marin 45
Total 86355
Exercise 4
Purchaser Journal Page P-23
Date Account Credited PR AP Purchases General Arcounts Debited
o (2 Account Debited || PR || Amount
200-
Apr. | 1| Bolden Co. (n/30) B iy Mﬂ
5 || Retiable Office Supply Co. (n/15) R Dispdd Office Supplies ] l.lﬁ-;m
o[ 4 & B Equipment Co. (n/20) A bbpd Office Equipment 10 JEEE
15 || Caldwell Manufacturing Co. (n/30) || € }Hﬂm #7500
30 beppd| [ppipod {31
b [l [THb f
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Reliable Office Supply Ca. Page R
Date PR Debit Credit Credit Balance]
200-
Apr.| 5 P-23 125100 1125 00
A& B Equipment Co. Page B
Date PR Debit Credit Credit Balance;
200-
Apr.| 9 P-23 00 131213 00
Caldwell Manufacturing Co. Page C
Date PR Debit Credit Credit Balance|
200-
Apr. |15 P23 00 a0
NXXX Company
Schedule of Accounts Payable
April 30, 200-
Bolden Co. § 700
Reliable Office Supply Co. 125
A&B Equipment Co. 325
Caldwell Manufacturing Co. 375

$1,525
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Exercise 5
Sales Yournal
Date Account Debited Terms Inv. #| PR Amount

200-

Mar.| &|| Adams Bros. 1/2 cash, bal. nj30|| 201 1 Oﬂ
16| Stane Bros. 1/10, nj30 202 ool
31| Dr. Accounts Receivable, Cr. Sales orof || 12opapd|

Purchases Journal
Date Account Credited PR|| /P || Purchases Gemeral Accounts Debited
feer || 10n) Account Debited || PR || Amount
200-
Mar.| 3|| Harris Co, (2/10, n/30) s J#U
23 || Young & Son {30-day note) bk .*Hm
= f i il

Cash Receipts Journal

Date Aecount PR General Sales Accounts Sales Cash
Credited Aeer. Cr. Cr. Ree. Cr. Dis. Dr. Dr.
200. ‘Lu
Mar.| 5 || Sales ' U oo o0
@ || Adams Hros. it i o oo
25 || Stane Bros, o oo 8 a0 AR 00
26 ]’J’n&mﬂ Tncome ] 114 00
( Notes Receivable] 441 00 00

31 ddd 0o o] 00 i 00 oo H.aHzIoo
f
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Exercise 5 continued
Cash Payments Fournal
Date Account PR General Avccounts Purchases Purchases Cash
Debited Accounts Dr. Payable Dr. Debit Dhiscount Cr. Cr.
200 H‘u ’LL
Mar.| 1|| Rent Expense 5 00 on
11 || Mr. Reynolds, A o0 Lo a0
Drawing
13|| Harris Ca. oo 1 00 e 00
17 || Freight on Sales JFM )'PW
20| Office Supplies 14 a0 |z|u 00
31 || Salaries Expense s o0 13 a0
E H‘ISWM WUU -H—- I o0 HA7 oo
[ il [l
Fournal
Date Description PR Debit Credit
200- UﬂL
Mar.| 6 || Harris Co./Accounts Payable 0|
Purchases Returns & Allowances Bsppo|
For purchase of 3/3.
19 || Notes Receivable B0
Blake Co.[Accounts Receivable Bogpo|
Received 60-day Note from Blake.
24 || Young & Son/Accounts Payable 0|
Notes Payable 0
Sent 30-day Note.
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Exercise 7 continued
Carh Receipts Fournal CR-1
Date Account PR Ceneral Sales Accounts Sales Cash
Credited Aect. Cr. Cr. Receivable Cr.|| Discount Dr. Dir.
200- U,,
Mar. | 14 || Sales 'l oy oo (Aadld 00
24 || Estelle Evan: E MR o0 50 A8 50
25 || Sales 3/15-3/25 v L 00 L3 3ckd 00
i 14 90 o0 |50 o0 50 i had
it (e 3} gLl CHJ
Cash Payments Fournal CP-I
Date Account PR General Accounts Purchases Purchases Cash
Debuted Acecounts [, Payable Dr. Debit Discount Cr. r
200-
Mar | 11 || Rent Expense an B o0 Lo o0
13 || Frsurance 12 (e oo Wi o0
Expense
19 || Avon Swpply Ca. || A P o0 P 20 oot
21 || E. Sason, Joz g oo o 00
Drasing
27 || Salaries Expense || 3135 Bi7| 00 w7 oo
28 || Supplies 101 Pl oo 7| oo
29 || Consolidated c bEp oo b 80 | 20
Equip. Co.
a1 (5 o0 (e 00 [+ S o0 s o0
¢l f-‘w.l' ¥ 8 oy i
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Exercise 7 continued

General Fournal J-1
Date Deseription PR Debit Credit
200-
Mar. | 10 On March 10, Elizabeth Sasoon
began a retail beauty parlor
with the follotwing:
Cash 100 q
Supplies 1or q]
Eguipment 02 ¥
E. Sasoon, Capital aai oo
16 || Sale Returns & Allowances 306
Estelle Evans{Accounts Receivable || E/103 U
Issued Credit Memo #100.
20 || Consolidated Equipment Ca./ C/200
Aceounts Payable
Egquipment 102 Lopo|
Received C.M. Toward Repair.
31 || Notes Receivable 104 om0
Estelle Evans(Accounts Recetvable Ef103 13
Received 30-day Note
from E. Evans.
Cash 100
200- 200-
Mar. 10 13,048.50 5,000.00 | Mar. 30 2,062.00

31 - 206200  8,048.50
10,986.50  13,048.50
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Exercise 7 coutinued

Supplies 10
200-
Mar. 10 2,000.00
28 75.00
31 610.00
2,685.00
Equipment 102
200- 200-
Mar. 10 2,800.00 2,500.00 | Mar. 20 20.00
17 -__2000 300.00
2,780.00 2,800.00
Accounts Receivable 103
200- 200-
Mar. 31 1,150.00 1,150.00 | Mar. 16 50.00
- 800.00 31 600.00
350.00 3t 150.00
Notes Receivable 104

200-
Mar. 31 E. Evans, 30 days 600.00

Accounts Payable 21
200- 200-
Mar. 20 C. M. 20.00 | Mar. 31 10,00 910.00
3 540.00 =3560.00
560,00 350,00
E. Sasoon, Capital am
200-
Mar. 10 9,500.00
E. Sasoon, Drawing 302

200-
Mar. 21 300.00
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Exercise 7 continued
Sales 303
200-
Mar. 31 1,150.00
31 7,900.00
9,050.00
Sales Returns and Allowances 104
200-
Mar. 16 E. Evans 50.00
Rent Expense 3
200-
Mar. 11 300.00
Insurance Expense in
200-
Mar 13 180.00
Merchandise Purchases 313
Purchases Returns and Allowances 314
Salaries Expense 315
200-
Mar. 27 675.00
Sales Discount 316
200-
Mar. 31 1.50
Purchases Discount 307
200-
Mar. 31 8.00
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Exercise 8

1.
Z.

3.
4.

6.
7.

8.
9.
10.
11,
12,
13.

14,
15.

rue.
False. If the obligation is paid in 10 days, the buyer is entitled
to take a purchases discount of 2% of the purchase price. This
discount amounts to §10, thus the amount to be paid in 10 days
is 3490 ($500-810).
True.
False, To the seller the sales discount is an expense, On the buyer's
books the discount taken is known as a purchases discount, which
to the buyer represents a form of revenue,
False. A cash refund given to a customer is recorded in the cash
payments journal. If the seller had issued a credit memo, then this
transaction would appropriately be placed in the sales returns and
allowances journal. If no such journal was in use, then the entry
for the credit memo is recorded in the general journal.
True.
False. A separate account entitled freight on purchases, or freight-
in or freight inward, would be used to recognize this freight
expense. The title of the above account also indicates the direction
of the transportation charges. An account such as freight expense
or transportation expense would not be an appropriate account
title, The merchandise purchases account is debited only for the
cost of the actual merchandise purchased.
True.
True.
True.
True.
True.
False. The purchases returns and allowances journal is used to
record the receipt of a credit memo from the seller that authorizes
the return of goods by the buyer. A refund is recorded on the pur-
chaser's books in the cash receipts journal.
True.
False, This transaction is recorded in the general journal, since the
transaction has no affect on either the receipt or the payment of
cash.
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CHAPTER 7
Exercise 1
Reliable Retail Store
Bank Reconciliation Statement
May 30, 200-
Checkbook Balance $§560 Bank Balance $288
Less: Service Charge & Less: Outstanding Checks
N.5.F. Charge 12 Check #103 320
108 _20
Total Qutstanding Checks 40
248
Add: Deposits in Transit 300
Adjusted Checkbook Balance  $548 Adjusted Bank Balance $548
Exercise 2
Alice Reinhalt and Co.
Bank Reconciliation Statement
September 30, 200-
Checkbook Balance $4239.35 Bank Balance $4581.50
Add: Error in Check 18.00 Add: Deposits in Transit 362.80
4257.35 4944.30
Less: Service Charge 7.15 Less: Outstanding Checks 694.10
Adjusted Checkbook Balance — $4250.20 Adjusted Bank Balance $4250.20
Exercise 3
200-
Jan. 1  Petty Cash 150.00
Cash 150.00
To establish the Petty Cash Fund.
24 Freight on Purchases 9.50
Postage Expense 46.00
Telephone Expense 3.20
Repairs Expense 3170
Miscellaneous Expense 22,00
Cash 112.40

To replenish the fund.

If special journals are used by the organization, both entries are
recorded in the cash payments journal,



200-
Apr. 2

10

14
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Exercise 4

Office Supplies 85.00
Vouchers Payable 85.00

Voucher #245 for Purchase from Buyrite

Stationery Co. Terms: 2/10, n/30. (Voucher register)

Vouchers Payable 85.00
Cash 83.30
Purchases Discount 1.70

Paid Voucher #245 less 2% discount. (Check register)

Petty Cash 50.00
Vouchers Payable 50.00

To establish fund by preparing voucher #2460,
(Voucher register)

Vouchers Payable 50.00
Cash 50.00
Paid voucher #246 to establish fund. (Check register)
Postage Expense 20.00
Miscellaneous Expense 15.00
Delivery Expense 4.50
Vouchers Payable 39.50
Issued her #247 to replenish the petty
cash fund. (Voucher register)
Vouchers Payable 39.50
Cash 39.50

Issued check in payment of voucher #247.
(Check register)

Each entry setting up a voucher is initially recorded in the voucher
register. Subsequent payments are recorded in the check register.
Vouchers prepared but not yvet paid are filed in the unpaid voucher file
according to the due date of the voucher. Once the voucher has been
paid, it is refiled in the paid voucher file, which is usually organized in
alphabetical order.
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Exercise 5
Voucher Register P3
V- Vouchers General Accounts
cher || Date || Check || Pavable || Purchases
BDate Payee PR|| No || Paid || Na. Credit Diebie Account Dbt
20K
Aug.| 2| Best Realty Co. 200 || &7 |l 4as THp00 Rent Expense 7o)
3 || Speivin Co. 202 |81 || 46 liteo
13 || Buyrite Statianery Co, 2od A3 Office Supplies
18 || L. Sprang Ca. 204 || 826 || 437 Notes Payable
Tnterest Expense Lo
27 || Petty Cashier 205 B0 Postage ke
Transpertation BET]
Store Supplies fjEa
3 2 Ltasoof 20)
I
Check Register
Date Payee Voucher || Check Vouchers Purchases Cash
No, Nao. || Payable—Dr. || Discounts—Cr. Cr.
200- HB (M
Aug.| 7|| Best Realty Co. 201 435 Fia 00 700 00
14| Spelvin Ca, 202 436 2-34? 00 49 14 2.m|? &6
26| L. Sprang Co. || 204 || 437 3764 60 4744 60
a1 6H26 60 A0 14 6137? 46
[] L]
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Exercise 6 continued

Check Register

Voucher || Check Vouchers Purchases Cash
Date Payee Na. No. || Payable—Dr. || Discounts—C'r. Cr.
200- zuc]
Sept.| 2 || R. Brown 917 371 ] 00
11| Fantzen Co. 918 || 372 76200 764 00
15| Howard Co. 912 || 373 il 00 A3 00
29| R. Brown 921 374 FF 0o Hﬂ 00
30| Texas Originals || 920 | 375 s 0o 1o 0o 100
30 Aol 1] 00 l1g 00 sl 00
CHAPTER 8
Exercise 1
200-
Mar. 6 Standish Inc. (Accounts Receivable) 840
Sales 840
Terms: n/30.
9 Sales Returns and Allowances 60
Standish Inc. (Accounts Receivable) 60
Credit memo for damaged merchandise.
Apr. 14 Cash 300
Standish Inc. (Accounts Receivable) 300
Part payment
May 18 Bad Debts Expense 480
Standish Inc. (Accounts Receivable) 480
Write-off of uncollectible account.
26 Standish Inc. (Accounts Receivable) 100
Bad Debts Expense 100
To restore part of account previously written off.
Cash 100
Standish Ine. (Accounts Receivable) 100

For part payment received of account previously written off.




1.

4.

Exercise 2

Accounts Receivable
Sales
Total eredit sales for the year.

. Cash

Sales
Total cash sales for the vear.

. Cash

Sales Discount
Accounts Receivable
Total collections for the vear.

Allowance for Bad Debts
Accounts Receivable
Wrote off uncollectibles.

Accounts Receivable
Allowance for Bad Debts

CHAPTER 8 SOLUTIONS 299

T'o restore an account previously written off.

Cash
Accounts Receivable

Collection from an account previously written off

Bad Debts Expense
Allowance for Bad Debts

Adjusting entry based on 1% of net credit sales.

Allowance for Bad Debts

S}

Exercise 3

200-
Dee, 31 Bad Debts Expense

Allowance for Bad Debts

5,456,575
5,456,575
121,214
121,214
5,381,642
130,004
5,511,646
9,280
9,280
2,340
2,340
2,340
2,340
54,565.75
54,565.75
9,280.00 | Bal. 10,912.00
(5) 3,972.00  2,340.00
(6) 58,537.75 54,565.75
67,817.75
8,800
8,800

Adjusting entry to recognize uncollectible

account expense for the year.

*(Estimated uncollectibles: $9,150 - $350 = Credit
(89,150 estimated uncollectibles—$350 credit
balance in allowance account = $8,800 bad debt

expense to be recognized.)
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Exercise 8

1. The due date of the note is 90 days from the date the note was
issued. In this case it was issued on December 1, 2002. The due date

is March 1, 2003.

2. The interest income on the note is $27.

3. The interest income that had accrued by December 31, 2002, was

89.

4. 2002
Dec. 1 Notes Receivable
Accounts Receivable
For 12%, 90-day note
received.

5. 2002
Dec. 31 Interest Receivable
Interest Income
Accrued interest on note,

2003
Jan. 1 Interest Income
Interest Receivable
Reversal entrv.

6. 2003
Mar. 1 Cash
Interest Income
Notes Receivable
Received maturity value of note.
7. 2002

Dec. 1 Accounts Payable
Notes Payable
Issued 90-day, 12% note.
31 Interest Expense
Interest Payable
To recognize accrued interest on note.
2003
Jan. 1 Interest Payable
Interest Expense
Reversal entry.

Mar. 1 Notes Payable
Interest Expense
Cash

Paid note plus interest,

Exercise 9
1. The due date of the note is July 8.

2, The maturity value of the non-interest-bearing note is $1,500.

3. 45 days.
4. 75 days.
5. $1,500 x 6% x 75/360 = $18.75.

900

927

900

27
900

900

927
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Exercise 9 continued
6. 200-

Mar. 10 Notes Receivable 1,500.00

{Accounts Receivable}
{Bache Co.}
Received 120 day, non-interest-
bearing note.

1,500.00

7. Apr. 24 Cash 1,481.25

Interest Expense
Notes Receivable Discounted
Discounted at 6%.

18.75

1,500.00

8. July 8§ Notes Receivable Discounted 1,500.00

Notes Receivable
Note is dishonored today.

9. 8 {Accounts Receivable}

1,500.00

{Bache Co.} 1,515.00

Cash
For dishonored note and protest fee,
Exercise 10

1. 'The maturity value of the note is §1,221,
2. Andersen held the note for forty days.
3. Town Bank held the note for fifty days.

1,515.00

4. The amount of the discount on the note is $13.57 calculated as

follows:

Interest on Note at Maturity = 1,200 x 7% x 90 days = 21

Principle + Interest = Maturity Value = 1,221

Maturity Value of Note ¥ time ¥ Discount Rate = discount

1,221 x 50 days x 8% = §13.57

5, Maturity Value of Note — Discount = Net Proceeds
$1,221 - $13.57 =81,207.43
6. 200-
May 28 Cash 1,207.43
Interest Income 743
Notes Receivable Discounted 1,200.00
Discounted 90 day 7% note at a
discount rate of 8% for 50 days at
Town Bank.
Exercise 11
1. 2 3. 4. 5. 6.
Due Interest Due Maturity Discount Net Interest Expenze
Date at Maturity Value Period Proceeds ( Interest Tncome )
1) Now. 7 - $3,600.00 20 days $31,582.00 $18.00
2 Nov. 21 £80.00 8,080.00 51 days 7,999.87 13
(3) Feb. 13 52.50 3,052.50 85 days 2,994.84 5.16
4  Dec 17 6.00 906,00 10 days 904.24 4.24)
(5) Jan. 30 20.00 2,020,080 - —_ (20.00)
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Exercise 11 continued

(2) Calculating the cost of discounting this interest-bearing note:

Maturity

Value * Rate x Time

8,080. 7% 51 days

BO.BO 6% 60 days
+13.47 +1%

094,27 7% 60 days
-14.14 - 9 days

8013 7% 51 days

Interest Income ($80.) = Interest Expense ($80.13) = Net Interest Expense (.13)

7. Entries for Discounting Each Note:
1. Cash
Interest Expense
Notes Receivable Discounted
2. Cash
Interest Expense
Notes Receivable Discounted
3. Cash
Interest Expense

Notes Receivable Discounted

4, Cash
Interest Income
Notes Receivable Discounted

8. Adjusting Entries:
200-

Dec. 31  Interest Receivable
Interest Income

3,582.00
18.00

7,999.87
13

2,994.84
5.16

904.24

10.00

To recognize accrued interest income.

Exercise 12

1. 200-
Jan. 3 Cash
Interest Expense
Notes Payable

Discounted our note at First

National Trust Co. at 6%.

2. Feb. 2 Notes Payable
Cash

Paid discounted note due today.

14,925.00
75.00

15,000.00

3,600.00

8,000.00

3,000.00

4.24
900.00

10.00

15,000.00

15,000.00
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CHAPTER 9

Exercise 13

1.
2,

The interest expense under each option is identical.

The net proceeds cannot readily be determined since the holding
period was not given. However, let us assume a holding period by
the bank of 60 days. Under the first option, the net proceeds are
$4,900 (35,000 x 12% = 60/360). The net proceeds under the second
option are $5,000.

The second option is more favorable since under this option the
amount of money available is $5,000, rather than $4,900 if the note
is discounted. Most lending institutions will opt to give customers
a loan based on disc ing the obligation. Thus, if vou wanted to
borrow 5,000 and the bank required you to discount the loan, you
would actually have to borrow a sum greater than $5,000 to obtain
net proceeds of $5,000. In this case you would have to borrow
approximately $5,110 in order to obtain net proceeds of §5,000.

Exercise 1

Cost of Building
Purchase Price §95,000
Real Estate Broker's Fee 4,750
Legal Fees 2,500
Total Costs $102,250

Exercise 2

1.

Since the useful life of the asset is five vears, each year's deprecia-
tion recognized under the straight-line method will be 1/5 of the
total depreciation, or 20%.

. Subtracting the scrap value of the asset from its total cost gives the

depreciable value of the asset. Thus, the depreciable value would be
calculated as follows: $7,850 — $350 = §7,500.

. Depreciable value x Straight-line rate = Annual depreciation (87,500

x 20% = §1,500).

4. Annual depreciation x 3 vears = Total depreciation for the period
(81,500 x 3 = $4,500).
5. Total Asset Value $7,850
Less 3 Year's Depreciation 4,500
Net Asset Value 3,350
Exercise 3
1. The annual depreciation rate is 1/8 or 12.5%.
2. The Depreciable value is $3,200.
3. Annual depreciation recognized is $3,200 x 12.5% = $400.
4. Depreciation for six months of the first vear is $200.
5.
200-
Dec. 31 Depreciation Expense 200

Accumulated Depreciation 200
For 6 months depreciation.
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Exercise 3 continued

6. 3600 (3200 first vear + $400 sccond vear).
7. The book value of a fully depreciated asset under the straight-line
method is equal to its scrap value, which in this case is $50.

Exercise 4

1. The depreciable value is §15,600 - §600 = $15,000.
2. $15,000/150,000 miles = $.10 per mile.
3.
200-
Dec. 31 Depreciation Expense 2,320
Accumulated Depreciation 2,320
(23,200 miles x $.10)

4, A credit balance of 36,540.

5 A ing the total ge driven was 65,400 miles, the book value
of the asset would be:
Original Cost $15,600
Less Accumulated Depreciation 6,540
Book Value §9,060
Exercise 5

Original Cost of Asser: $5,000.

Scrap Value: $§450.

Useful Life: 5 Years.

Method used: Double-Declining Balance.

DDBM Rate = Straight-Line Rate x 2 (20% x 2 = 40%).

COMPUTATION DEPRECIATION ACCUMULATED BOOK

YEAR (BV* x RATE} EXPENSE DEPRECIATION VALUE

1 $5,000 x 40% £2,000.00 $2,000.00 £3,000.00

2 3,000 % 40% 1,200.00 3,200.00 1,800.00

K} 1,800 x 40% 720,00 3,920.00 1,080.00

4 1,080 x 40% 432.00 4,352.00 648,00

5 648 x 40% 259.20 4,611.20 I88.80
* Book Value

Remember: scrap value is ignored when using the double-
declining balance method of calculating depreciation. The remaining
book value of $338.80 represents the scrap value of this particular asset.

Exercise 6

Original Cost Assct: $70,000

Serap Value: 0

Useful Life: 4 years.

Method used: Double-Declining Balance.

DDBM Rate = Straight-Line Rate x 2 (25% x 2 = 50%).
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Exercise 6 continued

COMPUTATION DEPRECIATION ACCUMULATED  BOOK
YEAR (BV x RATE) EXPENSE DEPRECIATION  VALUE
1 $70,000 x 50% x 1/2 (6mo.) $17,500.00 $17,500.00 $52,500.00
2 52,500 % 50% 26,250.00 43,750.00 26,250.00
3 26,250 % 50% 13,125.00 56,875.00 13,125.00
4 13,125 % 50% 6,562.50 63,437.50 6,562.50
5 6,562.50 % 50% % 1/2 (6mo.) 1,640.63 65,078.13 4,921.87

Note that in this problem the asset was acquired six months into
the year. Thus, the first vear's depreciation was only calculated for half
a year. The fifth vear's depreciation calculation is for the six-month
period from January through June, which is the last six months’ depre-
ciation on the asset.

Exercise 7
Original Cost of Asset: 85,000,
Scrap Value: §450.

Useful Life: 5 years,
Method used: Sum-of-the-years'-digits.

COST LESS
RESIDUAL VALUE DEPRECIATION ACCUMULATED BOOK VALUE
YEAR * RATE FOR YEAR DEPRECIATION END OF YEAR
1 $4,550 x 5/15 §1,516.67 $1,516.67 §3,483.33
2 4,550 x 4/15 1,213.33 2,730.00 2,270.00
3 4,550 = 3/15 910.00 3,640.00 1,360.00
4 4,350 % 2/15 606.67 4,246.67 753.33
5 4,550 % 1/15 303.33 4,550.00 450.00
Exercise 8
Original Cost of Asset: $70,000 (asset acquired on July 1).
Scrap Value: 0.
Useful Life: 4 years.
Method used: Sum-of-the-years'-digits.
COST LESS
RESIDUAL VALUE DEPRECIATION ACCUMULATED  ROOK
YEAR x RATE FOR YEAR DEPRECIATION  VALUE
1 $70,000 3 4/10 % 12 (6mo.) $14,000.00 $14,000,00 $56,000.00
2 70,000 x 4/10 % 1/2 + 70,000
* 310 % 12 24,500.00 38,500,00 31,500.00
3 70,000 % 3/10 % 172 + 70,000
® 2710 % 1)2 17,500.00 56,000,00 14,000,00
4 70,000 % 2/10 % 1/2 + 70,000
® 1/10 % 1,2 10,500.00 i, 500,00 3,500,00
5 70,000 % 1/10 x 1/2 (final 6mo.

depreciation) 3,500.00 T0,000.00 -



200-
Oct.

200-
July

22

22

1
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Exercise 8 continued

Since the asset was acquired on July 1, after, the first six month's
depreciation is taken, each subsequent year’s depreciation is made up
of the second half of the first vear’s and the first half of the second
vear's depreciation calculation. The fifth vear's depreciation is the last
half of the fourth year's depreciation. In this problem, there was no
scrap value so that the book value at the end of the four year's depre-
ciation is zero.

Exercise 9

Original Cost of Asset: $325,000.

Scrap Value: 0

Useful Life: 25 Years.

Methods used: a. Straight-line method;

b. Double-declining balance method;
¢. Sum-of-the-years'-digits method.

a. Annual straight-line depreciation is $325,000/25 Years = $13,000,
Using this method each of the two years' depreciation would
amount to §13,000.

b. The straight-line rate is 4% (1/25) per year. The double-declining
balance rate would then be 8% each year on the book value of the
asset.
1st year's depreciation = $325,000 x 8% = §26,000.
2nd vear's depreciation = $299,000 x 8% = $23,920.

¢ The sum-of-the-vears'-digits fraction is determined as follows:
S=Nx(N+1)2(325=25x(25+1)/2).
1st vear's depreciation = $325,000 x 25/325 = §25,000.
2nd vear's depreciation = $325,000 x 24/325 = $24,000.

Exercise 10

Depreciation Expense 5,000,00

Accumulated Depreciation 5,000.00
To recognize depreciation to the date on
disposal of the asset.

Cash 22,000.00
Accumulated Depreciation 95,000.00
Depreciable Asset 115,000.00
Gain on Sale of Asset 2,000.00
Sale of depreciable asset.
Exercise 11
Depreciation Expense 3,095.24
Accumulated Depreciation 3,095.24
To recognize 6 months' depreciation.
Computer (New) 96,190.48
Accumulated Depreciation 58,809.52
Computer (old) 75,000.00

Cash 80,000.00
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Exercise 11 continued

To record trade in of like assets,

Trade-in Allowance: $20,000.00
Original Cost $75,000.00
Accumulated Depreciation 58,809.52
Book Value of Old Asset: 16,190.48
Gain on Trade-in to be Postponed: § 3,809.52
Assigning Cost of New Asset on the Books:

Original cost $100,000.00
Less: Gain to be Postponed 3,809.52
Value Assigned to New Asset on the Books: §96,190.48
Exercise 12

Depletion 15 based on the relationship between the units to be taken
from the land in relation to the cost of the rights to use the land. Thus,
$60,000/600,000 board feet will give us the amount per board foot of
§.10. If 45,000 feet of timber were cut, the depletion recognized would
be calculated as follows: 45,000 feet x $.10 = §4,500.

200-

Dec. 31 Depletion Expense 4,500
Accumulated Depletion 4,500

Exercise 13

1. Annual straight-line depreciation §450,000/30 = §15,000.
2. Annual depreciation x 20 years = 315,000 x 20 = $300,000.

200-
Jan. 1 Building 45,000
Cash 45,000
To recognize capital improvement that will
extend the useful life by 5 vears.
4. Original cost ($450,000) — Accumulated Depreciation ($300,000) =
Book Value ($150,000).
5. $150,000 + Capital improvement $45,000 = §195,000.
6. $195,000/15 vears = $13,000 annual depreciation after the capital
mmprovement. The old life remaining was 10 years; the capital
improvement extended the life by 5 vears.
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CHAPTER 10
Exercise 1
Basis—FIFO
Received Lssued Balance
Unit Total Unit Total Unit Total

Date Units | Cost Cost Units | Cost Cast Units | Cost Cost

200-
May| 3 300 10.00 | 5,000.00 S0M) 10.00 | 3,000.00
5 k) 10,20 | 3,060.00 L] 10000 | 5,000.00
300 10.20 | 3,060.00
9 150 10.00 | 1,500.00 | 350 10,00 | 3,500.00

300 10,20 | 3,060,00

350 10.00 | 3,500.00
10 50 10.20 510,00 250 10.20 | 2,550.00
15 200 10.10 | 2,020.00 250 10.20 | 2,550.00
200 10,10 | 2,020.00

250 | 10.20 | 2,550.00
24 50 10.10 505.00 150 [ 10,10 | 1,515.00

200-
May 3 Merchandise Inventory 5,000
Cash 5,000
Acquired 500 units @ $10,00
per unit

5 Merchandise Inventory 3,060
Cash 3,060
Bought 300 units @ $10.20
per unit

9 Cash 3,000
Sales 3,000
150 units at $20 per unit.

Cost of Goods Sold 1,500
Merchandise Inventory 1,500
150 units at $10 = $1,500.

10  Cash 8,000
Sales 8,000
Sold 400 units at $20 per unit.
Cost of Goods Sold 4,010
Merchandise Inventory 4,010

350 units at 310 = §3,300.
50 units at $10.20 = __ 510,
$4,010.
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Exercise 4 continued

1. 100% — 65% = 35% (Gross Profit Rate).
2. Beginning Inventory:

Net Purchases:

Cost of Goods Available:
—~Cost of Goods Sold:
Ending Inventory Value:

$22,500

15,750
§38,250

19,500 ($30,000 x 65% = $19,500)
$18,750

3. Cost of Goods Sold = $30,000 x 63% = §19,500.
4. Gross Profit on Sales = §30,000 x 35% = §10,500.

Exercise 5

Retaill Method = Total Cost Available/Total Retail Available =
$440,000/8800,000 = 55%.

Total Cost of Goods Available for Sale:

Cost of Goods Sold (730,000 = 55%):
Ending Inventory at Cost:

CHAPTER 11
Exercise 1

$440,000
=401,500
§ 38,500

The income ceiling on Social Security taxes for 2003 is $87,000 with a
social security tax rate of 6.2%. The Medicare tax rate is 1.45%

Employee Wages Cumulative Earnings FICA Tax  Medicare Tax
A, Albert § GB5.30 $30,240.45 § 4249 § 9.94

B. Blume 1,020.85 44,917.40 63.29 14.80

C. Carter 1,900,00 83,600.00 117.80 27.55

D. Delphine  2,180.00 493,825.00 - ilel

E. Edwards 1,945.00 B5,770.50 76.23 28.20
Exercise 2

Employee Gross Pay Federal Withholding Taxes
G. Brown (8,1) § 146,50 3 4.00

L. Albert (M,2) 875.00 84,00

R. Talley (M,3) 1,240.00 138.00

S. Russo (5,2) 745.75 87.00

M. Santini (M,5) 1,320.00 128.00
Exercise 3

Emplayee NYS Withholding Tax NYC Withholding Tax

G. Brown (8,1)
L. Albert (M,2)
R. Talley (M,3)

S. Russo (8,2)

M. Santini (M,5}

8 .00
13.30
63.52
31.64
66,40

§ .60
23,90
37.60

7.85
39.20
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Exercises 7 and & continued

Salaries Expense 1,973.23
FICA Taxes Payable 122.33
Medicare T'axes Payable 28.62
FWT Payable 60.00
NYSWT Payable 34.20
NYCWT Payable 22.80
NYS Disability Benefits Payable 3.60
Cash 1,701.6
FICA Tax Expense 122.33
FICA Taxes Payable 122.33
Medicare Taxes Expense 28.62
Medicare Taxes Payable 28.62
FWT Payable 60.00
Cash 361.92
NYSWT Pavable 34.20
NYCWT Payable 22.80
Cash 69,00
NYS Dis. Ben. Payable 3.60
Cash 3.60
CHAPTER 12
Exercise 1
Cash 2,000
Accounts Receivable 5,200
Allowance for Bad Debts 1,600
Cain, Capital 5,600
To record contributions of Cain.
Exercise 2
Able Baker Crawford Total
Net Income $50,000
Salary Allowance $12,000 $15,000 $ 3,000 (30,000)
Interest on Capital 2,000 2,800 3,600 ( 8,400}
Balance to be distributed as per 11,600
P&L ratio distribution 2,900 2,900 5,800 (11,600)
Taotal Distribution $16,900 $20,700 §12,400 $50,000
200-
Dec. 31 Able, Capital 10,000
Baker, Capital 17,000
Crawford, Capital 2,500
Able, Drawing 10,000
Baker, Drawing 17,000
Crawford, Drawing 2,500

To close drawing to respective capital
accounts.



Exercise 5 continued

3. Tinker, Capital

Chance, Capital
Tinker, Drawing
Chance, Drawing

To close respective drawing accounts to the

individual capital accounts.

CHAPTER 13 SOLUTIONS 319

9,500
15,200

9,500
15,200

The new balances in the partnership capital accounts are caleu-

lated as follows:

Tinker Chance
Beginning Capital Balances: $32,500 §50,000
Additional Investment: 5,000 —
37,500 50,000
Net Income Distribution: 18,000 12,000
Less: Drawing { 9,500) (15,200)
Net Chance in Capital: 8,500 { 3,200)
Ending Capital Balances: $46,000 46,800
CHAPTER 13
Exercise 1
Year Preferred Common Total
Dividend Dividend Dividend
1
Preferred § 6,000 - 3 6,000
{Arrears owed to preferred stockholders amount to §2,000.)
2
Preferred $ 3,500 0= § 3,500
{Arrears owed to preferred stockholders amount to §6,500.)
3
Preferred $12,000 =0- §12,000
{Arrears owed to preferred stockholders amount to $2,500.)
4
Preferred $10,500 — $10,500
Common $19,500 £19,500
Total $30,000
)
Preferred § 8,000 - § 8,000
Common —_ $28, 28,000
Tatal §36,000
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Exercise 2
200-
Apr. 5 Cash 30,000
Common Stock 30,000
10 Cash 210,000
Premium on Preferred Stock 10,000
Preferred Stock 200,000
Aug. 4 Cash 495,000
Discount on Preferred Stock 5,000
Preferred Stock 500,000
Oct. 6 Cash 30,000
Premium on Common Stock 5,000
Common Stock 25,000
Exercise 3
200~
Jan. 23 Cash 156,000
Premium on Common Stock 6,000
Common Stock 150,000
29 Cash 475,000
Discount on Preferred Stock 25,000
Preferred Stock 500,000
200-
Jan. 30 Land 300,000
Building 125,000
Equipment 25,000
Premium on Common Stock 14,400
Common Stock 360,000
Notes Payable 75,600
Exercise 4
1. Aug. 10 Cash 80,000
Building 40,000
Equipment 20,000
Premium on Common Stock 40,000
Common Stock 100,000
2. Aug 10 Cash 80,000
Building 40,000
Equipment 20,000
Discount on Common Stock 10,000
Common Stock 150,000
3. Aug. 10 Cash 80,000
Building 40,000
Equipment 20,000

Commeon Stock 120,000
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Exercise 5§
200-
Apr. 3 Cash 60,000
Premium on Common Stock 10,000
Common Stock 50,004}
Sold 10,000 shares of common.
12 Land 510,000
Premium on Common Stock 10,000
Common Stock 500,000
Issued 1,000 shares of common,
16  Organizational Costs 5,500
Premium on Common Stock 500
Common Stock 5,000
Issued 1,000 shares of common.
May 4 Cash 375,000
Discount on Preferred Stock 25,000
Preferred Stock 400,000
Sold 4,000 shares of preferred at a discount.
Exercise 6
Preferred Common Total
Year Dividend Dividend Dividend
1
Preferred 815,000 - £15,000
(Arrears owed to preferred stockholders amount to §5,000.)
2
Preferred $15,000 0= $15,000
(Arrears owed to preferred stockholders amount ro $10,000.)
3
Preferred $30,000 - $30,000
Commen e 517,000 17,0040
Total $47,000
4
Preferred $20,000 - $20,000
Common —_— $30,000 30,000
Additional Distribution 6,000 9,000 15,000
Totals $26,000 §39,000 $65,000

After the preferred and common stocks have received their initial
dividend distributions, the balance of $15,000 to be distributed is done
so based on each class of stock’s ratio. Thus, the ratio is $500,000:
$750,000 or 2:3. (2/5 x $15,000 = $6,000 and 3/5 x §15,000 = §9,000.)
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Exercise 6 continued

Note that in years | and 2, no dividend distribution was made to
the common stockholders. In year 3, the extent of the distribution to
common stockholders was limited to $17,000 due to the fact that the
arrearage owed to preferred stockholders from vears 1 and 2 had to be
made up first. The high dividend distribution in the fourth year
enabled both the preferred and common stockholders to share in the
extra distribution of $15,000 according to their total capital ratio. If
the preferred stock had been non-participative, then the entire dis-
tribution in excess of the obligation to the preferred stockholders
($20,000) would have been distributed to the common stockholders.
This distribution to the common stockholders would have amounted
to $45,000. Both the issuing corporation and the future investor must
take the preference rights of the preferred kholder into idera-
tion because of their obvious effect on the distribution of dividends.




SUPPLEMENTARY EXERCISES

The first supplementary exercise for each chapter consists of general
questions about accounting theory. The order of the questions follows
closely the order in which the topics are presented in the chapter.
Answers to these questmns will be found readily within the chaptcr
Thc i suppl 1 mirror the exercises
d throughout the chap These exercises provide additional
prncncc and reinforcement of the concepts presented. Use these addi-
tional exercises as necessary.

An “answer key” at the end of the supplementary exercises pro-
vides key figures (primary or most significant answers) to the exercises
where appropriate and possible. Refer to the exercises illustrated in the
chapter or the detailed solutions to the chapter exercises for further
explanations as needed.

Chapter 1 The Accounting Equation

EXERCISE
1-1

1. What organizations, instituti and individuals make use of
accounting information?

2. What is a business transaction, and how does the accountant deal
with it?

3. What are the three elements of the accounting equation? What is
the accounting equation?

4. What are the four categories that assets are divided into? How are
these categories defined?

5. What is the ownership of the assets of the business known as? What
other classification of items might this definition pertain to?

6. If a service-oriented company has revenue of $3,500, and total
expenses of $1,900, for a particular period, what is the difference
between these amounts and what does the accountant call this
difference?

7. When the owner of a business borrows assets for the business, what
does the business acquire in addition to the assets, and how does it
affect the ownership of the assets by the proprietor?

8. Define and give examples of “temporary” capital accounts. What is
an example of a “permanent” capital account?

323



EXERCISE
1-5

EXERCISE
1-6

EXERCISE
1-7
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Refer to instructions to Exercise 1-4.

ASSETS = LIABILITIES + CAPITAL
L ? §1,330.00 $ 3,450.00
2. § 5,000.00 7 $ 4,200.00
3. § 6,990.00 §3,285.00 ?
4. # $2,350.00 § 8,946.00
5. $12,440.00 t $11,300.00

Complete the form that appears below. Classify the assets listed, plac-
ing a plus (+) sign under the appropriate title that each of the ten assets
would correctly belong under.

Name af Aecounts Office Furniture & Delivery
No. HAsser Cash  Receivable Equipment  Fixtures  Equipment
Ex. Coins +
1. Rills
2. Due from
B. Brown
3. Typewriter
4.  Desk
5 A il
6. Check
7. Customer

8. Filing Cabinet
9. Cash in Bank
10.  Computer

Complete the form that appears below. Classify the assets listed, plac-
ing a plus (+) sign under the appropriate title that each of the ten assets
would correctly belong under.

Name of Aecounts Office Furniture & Delivery
No. Asset Cash  Receivable Equipment Fixtures  Equipment
Ex. Coins +
1. Money Order
2. Adding
Machine

3. Chair

4. Delivery Van
5.

6.

Due from Jones

. Paper Cutter
7.  Desk Lamp
8.  Checks

9. Customer
10.  Printer
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Chapter 2 Financial Statements

EXERCISE
2-1

EXERCISE
2-2

EXERCISE
2-3

EXERCISE
2-4

1. What are the three basic reports prepared by the accountant? In
what order are these statements prepared? How do the dates on the
reports differ?

2. What information appears in the heading of the i 7
Whar are the two main parts of the income statement body? What
are the two possible results that the income statement will provide?

3. What kinds of accounts appear on the income statement? How does
the accountant classify these accounts?

4. What financial statement relies on the income statement for its
preparation? What accounts are an integral part of the preparation
of this statement?

5. What financial statement relies on the preparation of the statement
of capital for its preparation?

6. When and for what period of time is the balance sheet prepared?
What kind of accounts are found on the balance sheet?

7. What is the difference in appearance between the account form and
the report form of the balance sheet?

8. What is the difference between a current liability and a long-term
liability?

Adam Brown is the owner of a beauty parlor business. From the infor-
mation presented below, prepare an income statement for the month
ending June 30 of the current year.

Revenue From Permanents $4,375 Supplies Expense 8655
Haircut Revenue 5,080 Maintenance Expense 95
Rent Expense 400 Advertising Expense BOO
Salaries Expense 950

Prepare an income statement for Sarah Fland, for the month ending
September 30 of the current year. Ms, Fland is the owner of a car wash
business.

Income From Services $6,250  Rent Expense $ 900
Car Wash Supplies Expense 1,380  Salaries Expense 1,250
Electricity Expense 765  Maintenance Expense 290
Water Tax Expense 1,200  Insurance Expense 355

The January 1 capital balance for Robert Rockwell's business was
$12,565. During the current year Mr. Rockwell withdrew $8,575, from
the business in anticipation of profits. The income statement prepared
for the current year ending D ber 31 indicated a net i of
$11,300.

Prepare a Statement of Capital for Mr. Rockwell for the year
ending December 31.




EXERCISE
2-5

EXERCISE
2-6

EXERCISE
2-7

EXERCISE
2-8

EXERCISE
2-9
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Emanuel Rodriguez is the proprietor of the All-Hours Messenger
Service. At the beginning of the current calendar vear (January 1), his
capital balance was $22,890. During the current year, he made an addi-
tional investment of $8,000. He withdrew $1,500 per month in antici-
pation of profits. The businesses net income for the year amounted to
$24,300.

Prepare a statement of capital for Mr. Rodriguez, for the calendar
year. (Show the additional i tasani in the January 1
capital balance. Do not label the results of this addition.)

Allison Jones is the owner of a dry cleaning business. Prepare an
account form Balance Sheet as of June 30 of the current vear, based
on the following information:

Cash $3,230.00
Accounts Receivable

Albert Costume Co. 165.00

Cave Beauty Parlor 90.00
Furniture and Fixtures 1,700.00
Cleaning Equipment 1,500.00
Accounts Payable

Evans Supply Co. 900.00

Radiant Co. 500.00
Allison Jones, Capital 5,285.00

Samuel Bland is the owner of a car wash business. Prepare an account
form Balance Sheet as of September 30 of the current year, based
on the following information:

Cash § 4,430.00
Accounts Receivable
ZZZ Trucking Co. 327.00
Anny Car Service 175.00
Car Wash Equipment 9,300.00
Accounts Payable
CW Supply Co. 245.00
Equipment Repairs, Inc. 1,200.00
Samuel Bland, Capital 12,787.00

Using the data provided in Exercise 2-6 prepare the report form
Balance Sheet.

Using the data provided in Exercise 2-7 prepare the report form
Balance Sheet.
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Exercise 3-1 continued

7.

9.

10.

11.

12.

13.

On which side of the account is revenue recorded to? What effect
does 1 have on per capital?

On which side of the account is an expense recorded to? What
effect does an expense have on permanent capital?

On which side of the account is the proprietor's drawing account
recorded to? What effect does it have on permanent capital?
Explain the advantage of using the three- or four-column ledger
account rather than the “T™" account form.

What is a journal? What advantages does the journal provide that
the ledger doesn’t? Why must the ledger be used, even after the
introduction of the journal?

Why is posting necessary? What arc the two things that posting
tells the accountant?

What is the purpose of preparing the trial balance? How frequently
should it be prepared? Why?

Use the following Expanded Accounting Equation form:

Asers = Liabilities  + Capital
Furniture & Office Office Accounts . Greedlindt,
+ Fixtures +  FEqguipment + Supplies = Payable + Capital
+ 200,00 + 500000

For each of the business transactions listed below, indicate the

appropriate records affected by placing the dollar amounts and direc-
tion of the changes in the appropriate columns.

The Betsy Greedlindt Delivery Service had the following busi-

ness transactions during the current month:

1. Betsy Greedlindt invested §9,000 cash in the business.
2. The proprietor bought a desk top calculator for use in the office,
paying cash of $35.
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Exercise 3-2 continued

3

4.

A customer, Andrea Hayves, borrowed $150 from the proprietor, who
took the money out of the business.

Ms. Greedlindt bought office supplies from the B. Browny
Stationery Co. for $200. Ms. Greedlindt agreed to pay for these
supplies next month.

The proprietor sent a check for 875 to B. Browny Stationery Co. in
part payment of the $200 outstanding debt.

. A customer, Andrea Hayes, paid $80 of her debt to the business.

The proprietor purchased six chairs, costing $300 from the AA
Furniture Co. on credit.

. Ms. Greedlindt toock home office supplies valued at $15 for her own

use.

EXERCISE Use the following Expanded Accounting Equation form:

3-3
Assets = Liagbilities + Capital
Accounts Automobile Auto Office Accounts A. Smith,
Cash + Receivable + + Supplies + Supplies = Payable =  Capital
(Example) + 200.00 + 200,00

For each of the business transactions presented below, indicate the

appropriate records affected by placing the dollar amounts and direc-
tion of the changes in the appropriate columns.

Alexandrea Smith is the owner of the Fast and Friendly Car

Service. The following ¢ t oecurred during the
current month:

1. Ms. Smith invested $12,500 cash in the business.
2. Received a check for $125 from ABC Bank for amount owed to the

car service,
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EXERCISE Use l:he following Expanded Accounting Equation form. Record the
2-9 1g bal. to “T™ for the month of April of the
- current year:
Date Assets = Liabilities +  Capital
Accounts Furniture & Office Difice Accounts R. Cohens,
Cash + Heceivable +  Fixtures  + FEsuipment + Supplies = Payable = Capital
[Bal, 7,500 3,150 4,000 1,275 6215 3,350 13,200

Record each of the business transactions presented below to the
appropriate ledger account:

Ruth Ann Cohens is an attorney at law. The following business
transactions took place during the current month:

200-
Apr 1 Received a check from Lofler Storage Co. for $900 in payment
of their outstanding balance for services previously rendered.
2 Sent a check to Baily Book Co. in payment for legal books
previously purchased. The amount of the check was 8350.
3 Purchased a receptionist’s desk and chair from ABC Furniture

Co. for §500 on account.

Purchased stationery and other supplies for $125 cash.

Returned a typewriter valued at $250 and received a cash

refund.

6 Purchased an electronic typewriter for $650. Sent a check for
$175 with the balance payable to Able Office Machine Co.
within 30 days.

7 Ms. Cohens invested a desk valued at $300.

8 The proprietor took a chair from the business valued at $130.

o b



EXERCISE
4-3

EXERCISE
4-4

EXERCISE
45

EXERCISE
4-6
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Record the following adjusting entries in two column-general journal
form. Assume that the accounting period ends on December 31 of the
current vear, and that all adjusting entries are made as of that date.

1. Office Supplies according to the rrial balance had a balance of
$9,275. A physical inventory at the end of the year indicated that
the cost of supplies on hand am 1 to §5,300.

2. Although the telephone bill has not arrived by the end of the month,
the accountant anticipates the bill for the month at §95.

3. Salaries are paid for the five day work week ending on Friday.
The last payroll period in the old year is on Friday, January 1. If
the daily payroll amounts to $230, what is the adjusting entry to be
made on December 317

4. The balance in the insurance expense account at the end of the year
amounted to $900. [t was determined that the unexpired insurance
amounted to $300.

5. The monthly rent expense amounted to $300. The rent expense for
the months of October, November, and December have not yet been
paid.

6. Interest income earned, but not yet received for the four months

1i ber 31 1 to 8450,

On January 4 of the current year, a business acquired a step van at a
total cost of $15,650. This van has an estimated useful life of 5 vears.
At the end of five years, it is expected to have a scrap value of $650.
Record the adjusting entry at D ber 31 to recognize the first year's
depreciation.

On July 2 of the current vear, a printing press was purchased at a
total cost of $5,300. This equipment has an estimated useful life of 10
vears, with a residual value of $500. Record the adjusting entry at
December 31 to recognize the first vear's depreciation since the date
of purchase.

The following selected account balances appeared on the January 31
trial balance, before adjusting entries are made for the month.

Debit Credit
Prepaid Advertising 900.00
Supplies 2,100.00
Office Equipment 7,920.00
Unearned Interest Income 1,000.00
Salaries Expense 1,600.00

The following information is to be used to prepare the necessary
adjusting entries for the month of January:



EXERCISE
4-8

EXERCISE
49

EXERCISE
4-10
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The following unadjusted trial balance for Spencer Greene appears
elow.

Spencer Greene
Trial Balance

December 31, 200-

Cash §30,000.00
Accounts Receivable 2,100.00
Office Supplies 1,400.00
Furniture and Fixtures 8,000.00
Accumulated Depreciation 2,000.00
Accounts Payable 13,000.00
8. Greene, Capital 7,800.00
5. Greene, Drawing 7,000.00
Income from Services 39,500.00
Income from Commissions 2,500,00
Salaries Expense 12,000.00
Rent Expense 3,000.00
Utilities Expense 1,000.00
Miscell Exp 300.00

§64,800.00 $64,800.00

Based on the unadjusted trial balance for the year ending Decem-
ber 31 of the current year and the adjusting information appearing
below, prepare an eight-column worksheet.

Adjustment information:

a. The inventory of office supplies at D ber 31 an 1 1o §550.
b. The annual depreciation of the furniture and fixtures amounted to
$1,000.

c. Accrued salaries amounted to $225.

d. Unearned income from services amounted to $1,200.

e I from commissi earned but not recognized or received
amounted to $450.

Based on the completed worksheet to Exercise 4-7:

1. Record the trial balance, balances into ledger or “T™ accounts.
2. Journalize and post the adjusting entries.
3. Journalize and post the reversing entries.

Based on the completed worksheet to Exercise 4-8:

1. Becord the trial balance, balances into ledger or “T™ accounts.
2. Journalize and post the adjusting entries.
3. Journalize and post the reversing entrics.
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EXERCISE Using the inf?rmation provided in Exercise 5-6, prepare & multiple-
5-9 step Income Statement for the end of the current calendar year.

EXERCISE Using the information provided in Exercise 5-7, prepare the following
5-10 general journal entries:

(1) Adjust the trial balance Merchandise Inventory.

(2) Set up the ending Merchandise Inventory.

(3) Record the appropriate closing entries,

EXERCISE Using the information provided in Exercise 5-7, prepare a multiple-
5-11 step Income Statement for the end of the current year.

EXERCISE The Local Store's Trial Balance appears below:
5-12

The Local Store
Trial Balance
December 31, 200-

Debit Credit
Cash 1,400.
Merchandise Inventory 17,440,
Store Supplies 815,
Prepaid Insurance 1,230.
Store Equipment 12,125,
Accumulated Depreciation-Store
Equip. 2,590.
Accounts Payable 2,670.
Alvin Local, Capital 32,065.
Alvin Local, Drawing 16,230,
Income from Sales 95,215,
Sales Returns and Allowances 735.
Discount on Sales 975.
Merchandise Purchases 57,170.
Purchases Returns and
Allowances 370.
Discount on Purchases 960.
Transportation on Purchases 650,
Salaries Expense 18,815,
Rent Expense 6,000,
Advertising Expense 285,
133,870, 133,870,




SUPPLEMENTARY EXERCISES 343

Exercise 5-12 continued

The following information was available as of December 31, 200-, the
end of the calendar year:

a. Ending merchandise inventory, $16,990.

b. Store Supplies Inventory, $165,

c. Expired insurance, $1,010.

d. Estimated annual depreciation of store equipment, $1,435.
e. Accrued salaries amounted to $1,200,

Directions:

1. Prepare an eight (8)-column worksheet.

2. Record the appropriate adjusting entries in general journal form.
3. Record appropriate closing entries to the general journal.

4. Record appropriate reversal entries, dated January 1, to the general

journal,

Chapter 6 Special Journals and Controls

EXERCISE
6-1

1. What arc two reasons for using special journals?

2. What kinds of transactions are recorded in the Sales Journal?

3. What transactions are posted daily from the Sales Journal? Where
are these accounts specifically found? What is the purpose for, and
form of the summary entry in the Sales Journal?

4. What is the function of the controlling account? What is the
purpose of the subsidiary ledger?

5. What kinds of transactions are recorded in the Cash Receipts
Journal? Which column(s) are posted daily? Which column(s) are
posted in summary at the end of the month?

6. What kinds of transactions are recorded in the Purchases Journal?
Which columns are posted daily? in summary? What is the ad-
vantage of the summary entry from this journal at the end of the
month?

7. What kinds of transactions are recorded in the Cash Payments
Journal? Which columns are posted dailv? in summary? What is
the advantage of the summary entry from this journal at the end
of the month?

8. What is the purpose in preparing a schedule of accounts receiv-
able and a schedule of accounts payable? What kind of accounts
will no longer appear in the general ledger? What accounts mirror
the subsidiary ledgers?

9, What kinds of transactions will be recorded in the general journal
when the four special journals are being used? What is a bracket
entry? When is a bracket entry necessary?

10. What additional special journals may an organization use in addi-

tion to the four special journals previously mentioned?
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EXERCISE
6-7

EXERCISE
6-8

Exercise 6-6 continued

200-
Mar 2 Purchased merchandise from Adam Talcott Co. for $350;
terms: n/10.
4 Purchased store supplies from Davis Stationers, Inc. for §75;
terms: n/30.
7  Received a bill from Fancy Freight Co. for freight charges of
$45 on purchase of merchandise made on March 2.
18 Bought a desk and chair from Greenery Furniture Co. for
$2,050; terms: n/30.
30 Received invoice #7650 from Adam Talcott Co. for mer-
chandise purchased for $900; terms: n/30.

Summarize the purchases journal and post to the appropriate
ledger accounts. Prepare a schedule of accounts payable.

Rule a multiple-column purchases journal as illustrated in the book.
Record the following business transactions to the purchases journal and
post to the appropriate accounts daily. At the end of the month record
and post the summary entry.

200-
Apr 1 Bought merchandise from S & W Co. for $735; terms: n/10.
5 Received invoice #234B from Albert Gates for $375; terms:
n/10.
8 Received invoice #75432 from ABC Freight Co. for $27.
This invoice represents freight charges related to purchase
of 4/1.
12 Purchased an electronic typewriter from R. Victor, Inc. for
$450; terms: n/30.
27 Bought six cases of rexograph paper from Stationery Supply
Co., for §360; terms: n/10.

Summarize the purchases journal and post to the appropriate
ledger accounts, Prepare a schedule of accounts payable.

Rule a purchases journal and a five-column cash payments journal as
illustrated in Chapter 6. Record the following business transactions to
the appropriate journal and post to the appropriate ledger accounts on
a daily basis:

200-
May 2 Received invoice #4456A, dated May | from Stanley Co. for
$650. ‘This invoice represents merchandise purchased with
terms of 2710, n/30.
5 Received a bill from United Freight Co. for $67. This rep-
resents freight charges on the purchase of merchandise from
Stanley Co. Payment is to be made by May 10.
8 Sent a check to Stanley Co. for $300 in part payment of the
invoice dated May 1.
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6-9
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Exercise 6-8 continued

200-
May 9
10
14
17
23
30

Paid the Always Open Realty Co. the month’s rent amount-
ing to $800.

Sent a check for the balance due on the invoice of May 1
owed to Stanley Co.

Purchased Office Supplies from Anchor Stationers, paying
by a check amounting to §75.

Purchased merchandise for $375 from Callahan Co., terms:
2/10, 1/15, n/60.

Purchased merchandise from Stanley Co. for $850. Sent a
check in payment of the purchase.

Sent a check to Callahan Co. in payment of the invoice dated
May 17.

Summarize the purchases journal and the cash payments journal.
Post the summary entries to the appropriate ledger accounts. Prepare
a schedule of accounts payable.

Rule a purchases journal and a five-column cash payments journal as
illustrated in Chapter 6. Record the following business transactions to
the appropriate journal, and post to the appropriate ledger accounts on
a daily basis:

200-
Oct 1

3

1

12
18

21

24

Paid the Ambassador Realty Co. the month’s rent amounting
to $900.

Purchased supplies from Reliable Supply Outfitters, Inc. for
$225; terms: 2/5, 1/10, n/30.

Purchased merchandise for $650. and issued a check in
payment.

Sent a check for Reliable Supply Outfitters, Inc. in payment
of the October 3 purchase.

Purchased goods from XYZ Co. for $660; terms: 2/10,
n/30,

Bought office supplies from Dante Office Supply Co., for
$125; terms: Cash,

Sent a check for the office supplies purchased on October 11.
Sent a check in payment of the goods purchased on
October 9.

Sent a check in payment of the freight charges for the goods
purchased on October 9. The check was made payable to
Local Freight Handlers, Ltd. in the amount of $65.
Received a bill from the Constant Cleaning Service for $185,
for cleaning services rendered the previous week.

Summarize the purchases journal and the cash payments journal.
Post the summary entries to the appropriate ledger accounts. Prepare
a schedule of accounts payable.
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EXERCISE Using the four special journals, and a two-column general journal,

6-12
200-

Nov 2

3

5

6
7
8
9
11
12
13
15
18
21
23
26

29

30

record the following selected business transactions:

Sold goods to Acme Bros, $350; terms: 2/10, n/30.

Issued a credit memo for $25 for goods sold to Acme Bros.
on November 2.

Purchased goods from Ryan Co. for $600; terms: 2/5, 1710,
nf30.

Received a bill from XYZ Freight Co. for freight charges
amounting to $35 for merchandise purchased on 11/5.

Sent a check in payment of yesterday's freight charges.
Cash sales for the week amounted to $2,300,

Received a check from Aeme Bros. in payment of the invoice
of 11/2. (Note the transaction of 1/3.}

Purchased a paper cutter from Standard Office Equipment
Co. for $45; terms: n/30.

Received a credit memo from Ryan Co. authorizing the
return of defective goods valued at $60.

Sent a check to Ryan Co. in payment of 11/5 purchase.
Sold an extra desk and chair to R. Stern for $125 cash.
Sold merchandise to Valley Bros. for $550; terms: 2/10, n/30.
Purchased office supplies paying $75.

Sent a check for $700 in payment of January rent.

Received a check from Valley Bros. in full payment of 11/18
sale.

The proprietor, Robert Davids took $300 out of the business
to pay his ourstanding credit card bill for the month of
November.

Sold goods to various cash customers for §970.

Pencil foot, rule, and summarize the special journals. Indicate
which columns of the special journals are to be posted at the end of
the month. Use a checkmark to indicate which columns are not to be
posted at the end of the month.

Chapter 7 Accounting for Cash—
Special Controls

EXERCISE 1. What kind of assct must a business continuously safeguard, regard-
7-1 less of the size of the business? Why? How is this accomplished?
2. When opening a business checking account, what is the purpose of
the following items: signature card; deposit slip; bank statement;
authorized signature.
3. What is the reason for the preparation of the bank reconciliation
statement? How frequently is it prepared? Where is the information
for its preparation obtained?
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EXERCISE
7-2

EXERCISE
7-3

Exercise 7-1 continued

4. What are the steps taken in the preparation of the bank reconcilia-
tion statement? What information does the checkbook provide
toward the preparation of the bank reconciliation statement? What
information does the bank statement provide to expedite the pre-
paration of the bank reconciliation statement?

5. What is the purpose in establishing the petty cash fund? Why is this
system in use if the business concern uses a checking account? How
frequently is the fund replenished? What is the justification for
replenishing the fund?

6. Whart is the purpose of the voucher system? What special journals
are replaced by the use of the voucher system? How does the use
of the voucher system provide special controls which safeguard
cash?

7. What is the purpose of the unpaid voucher file? Why is the accounts
payable subsidiary ledger not necessary when using the voucher
system?

A business's checkbook balance on June 30 was §9,111.45. On July 2
you received the commercial bank's bank statement. The bank state-
ment balance on June 30 revealed a bank balance of $12,751.61. In
comparing the bank statement with the business's checkbook, the fol-
lowing information was discovered:

1. Monthly service charge, $3.62
2. Outstanding checks, $5,142.65
3. Deposit in transit, $1,498.87

Prepare a bank reconciliation dated June 30 of the current year,
based on the abave information.

Prepare the necessary journal entries resulting from the prepara-
tion of this bank reconciliation.

A business’s checkbook balance on April 30 was §442. The statement
received from the bank showed a balance of $301. The following addi-
tional information was discovered:

1. Service charge, $2.00

2. Outstanding checks, $194.00

3. Deposit in transit, $316.00

4. A check paid by the bank for $31.00 was incorrectly recorded in the
checkbook as $13.00.

Prepare a bank reconciliation dated April 30 of the current year,
based on the above information.

Prepare the necessary journal entries resulting from the prepara-
tion of this bank reconciliation.
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EXERCISE
7-6

EXERCISE
7-7

Rule a voucher register and check register as illustrated in Chapter 7.
Record the following selected transactions to the appropriate registers.

200-
Mar 1 Prepared voucher #301 for purchase of goods from Bradley,
Inc., terms: n/10, for $3500.
5 Prepared voucher #302 for advertising expenses amounting
to $700, payable to Aldon Ad Agency.
7 lIssued check #456 in payment of voucher #302.

10 Issued check #457 in payment of voucher #301.

12 Prepared voucher #303 payable to H&H Freight Co. for $90.
This bill is payable in 20 days for freight on purchase of last
month,

15 Prepared voucher #304 payable to All-County Realty Co. for
$350. This represents the store rent for the current month.

15 Wrote a check #458 in payment of voucher #304.

17 Received a bill from Howard Jay Co. for $580. This bill rep-
resented the purchase on merchandise with terms of 2/10,
n/30. Prepared voucher #305.

22 Issued check #459 in payment of salaries expense amount-
ing to $700. This check was in payment of voucher #306
issued today.

26 Issued check #460 in payment of voucher #305.

30 Summarize and indicate the summary notations to both
registers,

Rule a voucher register and check register as illustrated in Chapter
7. Record the following selected transactions to the appropriate
registers.

200-
Feb 3 Issued voucher #101 for $3,000 for goods purchased from
Greene Manufacturing Co., terms: 2/10, n/30.

5 lssued voucher #102 payable to ABC Stai y Co. for $200,
terms: 2/10, 1/15, n/30. This purchase represented various
kinds of office supplies acquired.

7 Issucd voucher #103 for $500, This represented the rent for
the month of February that was payable to Regis Realty, Inc.

9 Wrote check #901 in payment of voucher #103.

12 Wrote check #902 in payment of voucher #101.

15 Prepared voucher #104 in payment of semi-monthly salary
expense that amounted to $1,500. Issued check #903 in
payment of this voucher.

19 Purchased a desk and chair for $650. Prepared voucher #1035
payable to Stanley Furniture Co., terms: n/30.

27 Wrote check #904 in payment of voucher #102.

28 Summarize and indicate the summary notations to both
registers.
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EXERCISE
8-3

EXERCISE
8-4

EXERCISE
8-5

EXERCISE
8-6

The balance in the accounts receivable account at the end of the
accounting period consisted of a debit balance of $3,525. The balance
in the allowance for bad debts account was a credit balance of §95. It
was determined (using the net sales method) that of the total sales
(8$98,320) approximately 1/2 of 1% will prove to be uncollectible.

1. Using the net sales method, prepare the general journal entry that
woutld be made at the end of the accounting period.

2. Using the aging of accounts receivable method, prepare the general
journal entry that would be made at the end of the accounting
period. Use the percentage provided above as if determined from
an aging table.

3. Record the necessary entry in the general journal to recognize the
write-off of J. Driskal’s account for $300.

4. Record the receipt of $200 as a result of a check received from J.
Driskal,

Based on the aging of receivables method of recognizing bad debts
record the necessary adjusting entries based on the information pre-
sented in each situation.

1. The allowance account before adjustments has a credit balance of

$850. The analysis of 1 Ilectible accounts anti 2 write-off
of §8,675.
2. The all before adj has a debit balance of

$375. The analysis of uncollectible accounts anticipates a write-off
of $6,900.

Using the formula P x R x T = [ or the 60-day method of determin-
ing interest, determine the interest for cach of the following notes:

Face Number of Interest Face Number of Interest
Amount Days Rate Amount Days Rate
1. 3,000 60 6% 6. 3,000 60 3%
2. 3,000 360 6% 7. 3,000 60 9%
3. 3,000 ki) 6% 8. 3,000 60 12%
4, 3,000 90 6% 9. 3,000 30 3%
5. 3,000 120 % 10. 3,000 90 9%

Using the formula P % R % T = 1 or the 60-day method of determin-
ing interest, determine the interest for each of the following notes:

Face Number of Interest Face Number of Interest
Amount Days Rate Amount Days Rare
1. 4,300 60 6% 6. 4,500 60 %
2. 4,500 45 6% 7. 4,500 60 9%
3. 4,500 30 6% 8. 4,500 )] 12%
4. 4,500 a0 6% 9. 4,500 M0 %
5. 4,500 15 6% 10. 4,500 30 9%




EXERCISE
8-7

EXERCISE
8-8

EXERCISE
8-9

EXERCISE
8-10
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An interest-bearing promissory note dated April 3 of the current vear
bearing interest at a rate of 9% and due in 60 days is sent to a creditor.
The face value of the note is §1,500.

1. Determine the due date of the note.

2, Determine the total interest that will be earned on the note.
3. Record the general journal entry for the issuance of the note.
4. Record the general journal entry for the payment of the note.

Based on the information provided in Exercise 8-7, assume that the
note is discounted at a bank by the creditor after being held for 20 days,
at a rate of 12%.

1. Determine the maturity of the note.

2. Determine the net proceeds resulting from discounting the note.

3. Determine the general journal entry when the note is discounted.

4. Determine the entry to be made on the creditor’s books on the matu-
rity date of the note.

5. Assuming that the customer does not pay the note and the bank
charges a protest fee of $8, record the general journal entry on the
creditor's books.

A short term loan is taken at a local bank. The bank requires its cus-
tomer to sign a promissory note, which is then discounted by the bank.
The face of the note is for $2,500 with a %-day maturity and a rate of
interest of 9%,

1. Determine the due date of the note if it is dated November 11,

2. Determine the net proceeds of the note.

3. Record the general journal entry for the resulting discounting of the
note.

4. Determine the part of the interest that is an expense in the old year,
and the new year.

Record the following transactions in general journal form:

200-
Jun 3 Received a $3,600, 60-day 8% note dated today from Anchor
Co.
28 Discounted Anchor Co. note at a discount rate of 10%.
Aug 2 Note due today from Anchor Co. is dishonored. Bank debits
our account for the maturity value of the note and a protest
fee amounting to $6.
22 Received amount owed us from Anchor Co. and interest from

date of default at a rate of 12%.
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Chapter 9 Accounting for Long-Life and
Intangible Assets

EXERCISE
9-1

EXERCISE
9-2

EXERCISE
9-3

1.
2.

10.

11.

What is the difference between a current asset and a long-life asset?
When a current asset is used up, what does it usually become?

Why?

. Why must a long-life or fixed asset be handled differently from a

current asset?

Why is the useful life of a plant asset important? How is the loss
in value of a plant asset determined? What is a plant asset's depre-
ciable value? How is depreciable value determined?

What is the most common form of depreciation used? What
form of depreciation is not based on time, but on use of the plant
asset?

. Whar is accelerated depreciation? What are the two common

methods used? Which accelerated depreciation method uses the
straight-line method to determine the annual depreciation rate?
According to the “cost principle,” what are the only times that the
value of the plant asset itself is eliminated from the books of
account?

. Prior to the sale of a plant asset, what must be calculated to the

date of the sale? What may be recognized as a result of the sale or
disposal of a fixed asset?

. Distinguish between accounting for a trade-on allowance for

similar assets and not similar assets using the income tax method.
What is depletion? How does it differ from depreciation? What
kind of items are subject to depletion? What is amortization? What
kinds of items are subject to amortization?

Whar is the difference between a capital expenditure and an
expense?

A machine having an original cost of $12,000 is said to have a scrap
value of §1,200. The expected useful life is 4 years.

P

Determine:

. The annual rate of depreciation (expressed as a %}, using the

straight-line method;
The depreciable value of the asset;

. The amount of annual depreciation expense to be recognized;
. The first year's depreciation and the resulting book value of the

asset assuming that the asset was acquired i months into the new
year;

. The depreciable value of the asset after the first vear's depreciation.

On July 3 of the current year equipment is purchased with an oniginal
cost of $49,500. The uscful life of the equipment is 6 years with esti-

ma’

ted residual value of $1,500,
Determine:



EXERCISE
9-4

EXERCISE
9-5

EXERCISE
9-6
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Exercise 9-3 continued

1. The annual rate of depreciation (expressed as a percentage), using
the straight-line method;

2. The depreciable value of the asset;

3. The amount of annual depreciation expense to be recognized;

4, The first calendar year's depreciation to be recognized and the
resulting assets book value;

5. The book value of the asset after 2'/; years.

Assume that the asset in Exercise 9-3 has a useful life of 1,200 machine
hours and a residual value of §1,500,
Determine:

1. The depreciable value of the asset;

2. The rate of depreciation per machine hour;

3. The entry and the depreciation recognized after 230 hours of use;
4. The book value of the asset after 950 hours of use;

5. The book value of the asset after 1250 hours of use.

Based on the information presented in Exercise 9-2, determinc:

1. The double-declining balance method rate of depreciation;

2. The first full vear’s depreciation using the DDB method®;

3. The sccond full year's depreciation using the DDB method®;

4, The third full vear's depreciation using the DDB method*;

5. The fourth full year's depreciation using the DDB method®;

6. The residual value of the asset after it has been fully depreciated
under the DDB method®.

* Double-declining balance method

Based on the information presented in Exercise 9-2, use the double-
declining balance method, assuming that the asset was acquired nine
hs into the calendar vear ( a calendar year accounting

period).
Determine:

1. st year's depreciation;
2. 2nd year's depreciation;
3. 3rd year's depreciation;
4, 4th year's depreciation;
5. Remaining depreciation;
6. Residual value.
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EXERCISE
9-7

EXERCISE
9-8

EXERCISE
9-9

EXERCISE
9-10

EXERCISE
9-11

EXERCISE
9-12

Based on the information presented in Exercise 9-3, use the double-
declining balance method and calculate the annual depreciation for
the asset acquired on July 3 (assume a calendar-year accounting

period).

Based on the information presented in Exercise 9-2, answer the num-
bered items assuming the use of the sum-of-the-years'-digits method
of calculating depreciation.

Based on the information presented in Exercise 9-3, answer the num-
bered items assuming the use of the sum-of-the-years’-digits method
of caleulating depreciation.

A truck is acquired at a cost of $37,500 with an expected useful life of
7 vears, with anticipated scrap value of $1,500. Determine the first two
years' depreciation of the asset acquired at the beginning of the calen-
dar year by: a) the straight-line method; b) the double-declining
balance methed; ¢) the sum-of-the-years'-digits method.

A van has an original cost of $48,000, a useful life of 5 years, and an
anticipated scrap value of $3,000, The asset is sold after 3'/; years for
$8,400.

Determine:

1. The annual straight-line depreciation;

2. The adjusting entry for depreciation in the fourth year, prior to the
sale of the asset;

3. The entry to record the sale of the asset on July 2,

A new mainframe computer with a selling price of $30,000 is pur-
chased. When the new mainframe computer is purchased, a trade-in
allowance of $6,750 is given for an old mainframe computer that
originally cost $24,000 and has an accumulated depreciation of $18,000
to the date of trade-in. The remaining cost of the new mainframe
computer is paid for in cash. (a) In general journal form, prepare the
entry for the trade-in using the i tax hod. (b} A ing a
trade-in allowance of $44,000, prepare the general journal entry using
the income tax method.
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Chapter 10 Accounting for Inventories

EXERCISE
10-1

EXERCISE
10-2

@ r

What is merchandise inventory? When is the physical count taken
for the purpose of determining the merchandise inventory? What
is the difference between the ending merchandise inventory for
vear X1 as compared to vear X2?

. Why is it necessary to take a physical inventory when accounting

in a trading business?

Why is it important to state properly the value of the ending
inventory when preparing an income statement for a trading
business?

What effect does an overstatement of ending inventory have
on: cost of goods sold; net income; current assets; proprietor's
capital?

. What effect does an under 1t of ending inventory have

on: cost of goods sold; net income; current assets; proprietor’s
capital?

Whar is the difference berween a periodic and a perpetual inven-
tory system? Which system is appropriate when a physical inven-
tory is being taken once a year?

Why is the perpetual inventory system said to be a more accurate
method of determining the cost of goods sold?

What is the stock record card? Which inventory svstem uses the
stock record card? When the stock record card s used, what new
ledger accounts are used on the books?

Define the following inventory methods: weighted average; FIFO
method; LIFO method.

What is the purpose of the gross profit method and the retail
method? What benefits are derived from using either method?

A sporting goods store uses the periodic system of accounting for
inventory. The following represents the units and unit costs for the
basketballs in inventory and acquired during the vear:

Beginning Inventory 30 units at § 9.50
First Purchase 80 units at 10.00
Second Purchase 40 units at 10.50
Third Purchase 50 units at 11.00

Determine the value of the ending inventory and the cost of goods

sold, assuming that goods are sold in the order of acquisition, based on
the following information:

Ending Cost of
Ending Irventory { Units) Inventary Goods Sold
() 30 units $ $

(b} 55 units
{c) 65 units
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10-3

EXERCISE
10-4

EXERCISE
10-5
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The beginning inventory and purchases of a product are presented
elow:

Beginning Inventory 15 units at $19.
Purchase 20 units at 20,
Purchase 16 units at 18,
Purchase 15 units at 16,

The physical inventory taken at the end of the accounting period
determines an ending inventory of 16 units, Using the periodic inven-
tory system, determine the cost of the ending inventory and the cost
of goods sold according to each of the following methods:

Inventory Ending Cust of
Method Inventary Goods Sold
FIFO $ §
LIFO

Weighted Average

The following transactions relating to the purchase and subsequent sale
of merchandise took place during the month of April for the current
vear,

200-
Apr 1 Beginning bal of 1 v consisting of 200 units at
$2.50 per unit.
5 Purchased 100 units at $2.80 per unit.
8 Sold 250 units.
12 Purchased 200 units at $3.00 per unit.
21  Sold 150 units.
26 Purchased 100 units at $3.10 per unit.
30 Sold 75 units.

Dirvections:

1. Rule a stock record card similar to the one illustrated in Chapter 10.

2. Record the above transactions to the stock record card, determining
the appropriate balances after each transaction. (Assume a FIFO
inventory method is in use.)

3. Prepare general journal entries for the above transactions. Assume
that the unit selling price for each item sold was $5.50.

The following transactions relating to the purchase and subsequent sale
of merchandise took place during the month of April for the current
vear.

200-
Apr 1 Beginning balance of inventory consisting of 200 units at
$2.50 per unit.

5 Purchased 100 units at $2.80 per unit.
8 Sold 250 units.
12  Purchased 200 units at $3.00 per unit.
21 Sold 150 units.

Purchased 100 units at $3.10 per unit.
Sold 75 units.

gR
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EXERCISE
10-6

EXERCISE
10-7

EXERCISE
10-8

EXERCISE
10-9

Exercise 10-5 continued
Directions:

1. Rule a stock record card similar to the one illustrated in Chapter 10,

2. Record the above transactions to the stock record card, determining
the appropriate balances after each transaction. (Assume a LIFO
inventory method is in use.)

3. Prepare general journal entries for the above transactions. Assume
that the unit selling price for each item sold was $5.50.

Using the information provided in Exercise 10-5, assume that the in-
ventory system in use is the periodic inventory svstem. Assume further
that the weighted average method is used to assign costs.

Determine:

1. The value of the ending inventory;
2. The cost of goods sold;
3. The gross sales for the month.

Using the information provided in Exercise 10-5, assume that the in-
ventory system in use is the periodic inventory system. Assume further
that the LIFO method is used to assign costs.

Determine:

1. The value of the ending inventory;
2. The cost of goods sold;
3. The gross sales for the month.

Using the information provided in Exercise 10-5, assume that the in-
ventory system in use is the periodic inventory system. Assume further
that the LIFO method is used to assign costs.

Determine:

1. The value of the ending inventory;
2. The cost of goods sold;
3. The gross sales for the month.

Using the lower of cost or market rule, determine the value to be
assigned to the ending merchandise inventory. Since the present inven-
tory is carried on the books at its original cost, it may be necessary to
make an adjusting entry to recognize the lower of cost or market rule
on the books. Should such an entry be necessary, make it in general
journal form.
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10-10

EXERCISE
10-11

EXERCISE
10-12
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Exercise 10-9 continued

Unit Cost Lower of
Ttems Cuantity Cast Market Cost or Market
Basketballs 22 $ 9.00 8 850 §
Baschalls 40 1.45 1.65
‘Tennis Rackets k] 33.00 29.00
Tennis Balls 60 1.25 1.10
Total

Using the lower of cost or market rule, determine the value to be
assigned to the ending merchandise inventory. Since the present inven-
tory is carried on the books at its original cost, it may be necessary to
make an adjusting entry to recognize the lower of cost or market rule
on the books. Should such an entry be necessary, make it in general
journal form.

Uit Cost Locer of
feems Quantity Cast Market Cost or Market
Dress Jeans 100 $ 20.50 $20.00 $
Work Jeans 150 10.00 10.50
Casual Jeans 400 15.00 16.00
Jeans Jacket 250 21.00 20.00
Total

The accountant for the AAA Trading Source, Inc. uses the gross profit

method to determine the value to be assigned to the 2 V.
The following information is available:

Beginning Merchandise Inventory § 35,400,
Net Purchases for the year 144,600,
Net Sales for the year 270,000.

During the previous year, the actual net sales amounted to
$250,000 and the actual cost of goods sold amounted to $160,000. Use
the gross profit method to determine:

1. The gross profit rate;

2. The value of the ending inventory;
3. The cost of goods sold for the vear;
4. The gross profit on sales for the vear.

The accountant for a local retailer uses the gross profit method to
determine the value to be assigned to the ending inventory. The
following information is available:

Beginning Merchandise Inventory § 15,600,
Net Purchases for the vear 92,000,
Net Sales for the year 145,300,
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Exercise 11-1 continued

4.

5.

10.

11.

12,

What is Social Sccurity tax (FICA tax)? What is the current
rate and FICA tax ceiling? Why is this tax called a nonprogressive
tax?

What is federal income tax? Who pays this tax? Why is this tax
known as a progressive tax! What are the three factors that deter-
mine the amount of federal income tax that is being withheld from
an employee's salary?

What are state and local income taxes? What factors determine the
amount of state and local income taxes that are withheld from an
employee's salary?

What is state disability insurance? What is the current rate in New
York State? Who is responsible for paying this cost?

What are voluntary deductions? What effect does voluntary deduc-
tions have on an employee’s net pay?

What forms or records does the accountant prepare and maintain
to keep track of employee payvroll information? How and why are
these forms prepared? What role does the federal, state, and local
governments play in the use of these records?

Explain the purpose and calculation of unemployment compensa-
tion taxes. When does the federal government allow a credit, or
reduction in the federal unemployment tax rate?

What are the various ways in which employees earn wages? If an
employee is paid on a hourly basis, when, and ar what rates does
this employee become eligible for avertime pay?

When does an employee receive the W-2 Form (Wage and Tax
Statement)? What is the purpose of this form? Where is the infor-
mation needed to complete this form obtained?

The following weekly wages were earned for the week ending Decem-
ber 13, 2003, Next to the total wages appears the cumulative wages to
date, excluding the current weck. Determine, based on the current rate
and ceiling, the amount of Social Security tax and Medicare tax to be
withheld from each employee’s earnings for the week.

Employee Wages  Cumulative Earnings FICA Tax Medicare Tax
1. A, Adams $ 58775 $28,760.10
2. B. Bell 850.00 41,650.00
3. C. Camphell 965.00 §7,285.00
4. D. Daily 1,200.00 88,800.00
5. E. Ellen 1,500.00 31,500.00

The following weekly wages were earned for the week ending Decem-
ber 24, 2003, Next to the total wages appears the cumulative wages to
date, excluding the current week. Determine, based on the current rate
and ceiling, the amount of Social Security tax and Medicare tax to be
withheld from each employvee's carnings for the week.
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Exercise 11-3 continued
Employee Wages Cumulative Earnings  FICA Tax Medicare Tax

1. F Friend § 650.00 $33,150.00
2. G. Ginger 910.00 46,410.00
3. H. Handle 1,050.00 84,150.00
4. L. [rving 1,175.00 86,925.00
5. ] Jones 85000 86,350.00

EXERCISE Determine for each of the following employees their federal withhold-

11-4 ing tax, using the withholding tables provided in Chapter 11.
Federal
Employee Status Exemption Gross Pay Withhalding Tax
A. Allen M 3 $650.00
B. Brown E 1 350,00
C. Cole 5 o 875.00
D. Daole M 5 T85.00
E. Evans M 1 663500

EXERCISE Determine for each of the following employees their federal withhold-

11-5 ing tax, using the withholding tables provided in Chapter 11.
Federal
Emplayee Status Exemption Gross Pay Withholding Tax
F. Fried 5 3 $385.00
G. Grande s 3 654100
H. Howard M 2 925.00
L. Inings M 4 805,00
1. James S 1 765.00

EXERCISE Determine for each of the following employees their New York State

17-6 and New York City withholding taxes, based on the tables provided in
Chapter 11.
NYS NYC
Withholding ~ Withhalding
Employee  Status  Exemption  Gross Pay Tax Tax
A. Allen M 3 $650.00
B. Brown s 1 550.00
C. Cole ] 0 875.00
D. Dole M 5 785.00
E. Evans M 1 665.00
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EXERCISE
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11-10
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11-11
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11-12
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Determine for each of the following employees their New York State
and New York City withholding taxes, based on the tables provided in
Chapter 11.

NYS NYC
Withholding ~ Withholding
Employee  Status  Exemption  Gross Pay Tax Tax
F. Fried S 3 $385.00
G. Grande 5 3 650,00
H. Howard M 2 925,00
L. Inings M 4 805.00
1. James 5 1 765.00

Prepare a payroll register similar to the one illustrated in this chapter.
Use the payroll information determined from supplementary Exercises
11-4 and 11-6. Calculate the FICA tax based on current rates, assum-
ing that this payroll register is for the week ending May 4 of the current
year. No employees have exceeded the ceiling on the Social Security
tax.

Prepare a payroll register similar to the one illustrated in Chapter 11.
Use the payroll information determined from supplementary Exercises
11-5 and 11-7. Calculate the FICA tax based on current rates, assum-
ing that this payroll register is for the week ending July 26 of the
current year. No employees have exceeded the ceiling on the Social
Security tax.

Referring to the completed supplementary Exercise 11-8, prepare the
necessary general journal entries to remit the appropriate taxes to
the various taxing authoritics at the end of the month. Assume that the
completed payroll register represents the only payroll for the month of
May of the current year.

Referring to the completed supplementary Exercise 11-9, prepare the
necessary general journal entries to remit the appropriate taxes to
the various taxing authorities at the end of the month. Assume that the
completed payroll register represents the only payroll for the month of
July of the current year.

The following empl had lative earnings for the first quarter
of the current year as shown on their individual cumulative earnings
reports, The state experience rating for this company for unemploy-
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EXERCISE
11-13

EXERCISE
11-14

EXERCISE
11-15

Exercise 11-12 continued

ment insurance purposes 15 3.7%. Determine the federal and state

unemployment tax that must be remitted to the respective taxing
authorities at the end of the first quarter of the current year.
Employee Cumulative Earnings FU Tax SU Tax
A, Albert $6,452.00

B. Bailey TA45285

C. Cable 3,654.35

D. Dallas 8.654.05

E. Elston 5,985.00

The following employees had earnings for the second quarter of the
current year, and cumulative earnings for the year as listed. The state
experience rating for this company for unemployment insurance pur-
poses is 3.7%. Determine the federal and stare unemployment tax that
must be remitted to the respective taxing authorities at the end of the
second quarter of the current year. (Note: The calculations for this
exercise represent the second quarter for Exercise 11-12.)

Ind Quarter Cumulative
Empl: Earming Earning FU Tax SU Tax
A. Albert §6,300.00 $12,752.00
B. Bailey 7.650.00 15,102.85
C. Cable 3,350.75 7,005.10
D, Dallas 6,975.00 15,629.05
E. Elston 6,012.80 11,997 80

Calculate the gross pay for the following employees based on the hours
worked and their hourly rate, Distinguish between regular and over-
time earnings.

Taral Hourly Regular Overtime {Fross
Employer Hours Rate Earnings Earnings Pay
A, Austin (M, 3) 43 6.25
B. Bentley (8,1) 46 7.00
C. Corvette (M,4) 38 7.50
0. Datsun (5,0) 45 5.75
E. Edsel (M,2) 48 8.00
F. Ford (5,2} 40 .00

Based on the gross pay determined for the employees in supple-
mentary Exercise 11-14, prepare a payroll register for the week ending
June 15 of the current year. After completing the register, record in
general journal form the entries needed to pay the payroll and remit
the various taxes to the taxing authorities. Use the various rables pre-
sented in Chapter 11,
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Chapter 12 Partnership Accounting

EXERCISE
12-1

EXERCISE

12-2

EXERCISE
12-3

1. What are the disadvantages to the sole proprietorship form of busi-
ness organization? What are the advantages to the partnership form
of business organization?

. What are the characteristics of a partnership? Explain.

. How may a partnership be financed? How are the assets contribured
to a partnership by the individual partners valued? How is cach
partner’s investment in the partnership recognized?

4. How is the distribution of income and losses in a partnership deter-
mined? If the articles of partnership does not mention the distri-
bution of profits, what will the courts decide in the event of a
dispute?

5. How might the introduction of a new partner to a partnership be
handled by the existing partners to the partnership? How is the
withdrawal of a partnership handled by the partners?

6. What are the steps taken in the liquidation of a partnership?
How does a partnership liquidation differ from a partnership
dissolution?

7. How does the partnership drawing account differ from the drawing
account of a sole proprietorship?

8. When is the account “Loss and Gain on Realization” used? Where
is the balance in the account closed to? Why?

9. Inapartnership liquidation, how is the capital deficit of one partner
handled by the remaining partners to the partnership?

W

Able and Baker decide to enter into a partnership. The assets contri-
buted by Able consist of cash amounting to $900; accounts receivable,
$18,900 with an allowance for bad debts of $600; inventory, $36,000;
and store equipment, $19,000 which had been previously depreciated
for §1,500.
The partners agree to accept the above assets with the following
dj its: The all for bad debts is to be increased to §1,000
The inventory will be valued at its current replacement cost of $45,000.
The store equipment is to be valued at its fair market cost of $15,000,
Record the general journal entry necessary to recognize Able's invest-
ment in the partnership.

Mary and Rose decide to enter into a partnership devoted to selling
ladies accessories. Mary contributes various items from her previous
sole proprietorship. Her contribution consists of the following: cash,
$1,200; accounts receivable, $21,000; an allcmancc for bad dchrs,
$2,000; furniture and fixtures, $40,000; accy d dep ion
$18,000; accounts payable, 3700,

Mary and Rose agree to accept the items noted at their face value,
with the following exceptions: the net receivable value to be $18,500,
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Chapter 13 Corporate Accounting

EXERCISE
13-1

EXERCISE
13-2

EXERCISE
13-3

1. How is a corporation defined? What are the advantages of a cor-
porate form of business organization over a sole proprietorship, or
a partnership? What are the disadvantages?

2. What is the capital section of a corporation called? What does this
section consist of? What is the definition of the components of this
section?

3. What are the steps necessary in forming a corporation?

4. What rights do stockholders of a corporation have?

5. What is the job of the corporate directors and officers of the
corporation?

6. What kinds of stock may a corporation issue? What is the advan-
tage and disadvantage of each form of stock?

7. Distinguish between issued stock, outstanding stock, and treasury
stock.

8, What is a discount on preferred stock? What is a premium on
preferred stock?

9. How are profits of a corporation distributed? What is the obliga-
tion of the corporation to distribute profits?

10. How does the balance sheet of a corporation differ from the
balance sheet of a sole proprictorship, or partnership.

The Everyday Corporation was incorporated to do business in New
York State on June 1 of the current vear. The corporation incurred
the following organizational costs:

Artorney fees (with a market value of $2,000) paid for with the
acceptance of 1,500 shares of $1 par common stock.

Paid the state $250 for incorporation fee.

The accountant accepted 1,000 shares of §1 par common stock for
services that would normally be billed $950.

Prepare the general journal entry necessary to record these trans-
actions and to amortized organization costs for the first year, assuming
that the company elects to amortize this cost over five years.

Sterling Corporation has issued outstanding participating preferred
stock of 1,000 shares of 8%, $100 par, and 10,000 shares of no-par
common stock, The preferred stock is entitled to participate on a share
by share basis for dividends bevond those pavable to the preferred
stockholder and a 32 dividend to the common stockholder. The direc-
tors declare a dividend of $39,000 for the current year.

Determine the amount of dividend per share on (2) the preferred
stock, and (b) the common stock.

Record the general journal entry for the declaration and the sub-
sequent payment of the dividend. (Set up separate liability accounts to
distinguish the two classes of stock to receive dividend payments.)



EXERCISE
13-4

EXERCISE
13-5

EXERCISE
13-6
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The Crown Company has 8,000 shares of outstanding stock of $50 par
value cumulative preferred stock and 20,000 shares of $10 par value
common stock. The company declared a cash dividend amounting to
$120,000. The common stockholder participates in initial dividend at
the same rate as the preferred stockholder. Subsequent dividends are
distributed based on the ratio of the total par value of each class of
stock.

1. If no arrearage on the preferred stock exists, how much in total
dividends per share is paid to each class of stock?

2. If one year’s dividend arrearage on the preferred stock exists, how
much in total dividends, and in dividends per share, is paid to each
class of stock?

3. Assume that no arrearage on the preferred stock exists but that
the stock is fully participating. How much in total dividends, and in
dividends per share, is paid to each class of stock?

The stockholders’ equity section of the Fleetwoody Corporation’s
balance sheet ar the beginning of the current fiscal vear appears
below:

8% Preferred Stock, $50 Par Value, 8,000 shares

authorized; 6,000 shares issued and outstanding $300,000
Paid-in Capital in Excess of Par Value-Preferred Stock 42,000
Common Stock, $20 Par Value, 100,000 shares authorized;

40,000 shares issued and outstanding 800,000
Retained Earnings 320,000

During the current year, the following transactions eccurred:

200-
Apr 10 Issued 9,000 shares of common stock for $22 cash per share.
23 Repurchased 4,000 shares of common stock for the treasury
at $23 per share,
May 2 Sharcholders donated 1,800 shares of common stock to the
corporation.
14 Sold ane-half of the treasury shares acquired April 23 for
§25 per share.
14 Sold the donated shares at $25 per share.
July 15 lssued 1,000 shares of preferred stock to acquire special
equipment with a fair market value of $62,000.

Prepare general journal entries to record the foregoing transactions.

The Hilltop Corporation, Inc. was organized on July 1 of the current
year with an authorization of 10,000 shares of $5 no-par value pre-
ferred stock (85 is the annual dividend) and 40,000 shares of $10 par
value common stock.
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EXERCISE
13-7

Exercise 13-6 continued

Record in general journal form the following transactions that
affected stockholders’ equity:

200-
July 1 Issued 7,000 shares of preferred stock for $51 cash per share
and 12,000 shares of common stock at §16 cash per share.
10 Issued 1,500 shares of common stock in exchange for
equipment with a fair market value of $27,000.
15 Sold, 2,000 shares of preferred stock for cash at $50 per
share.
31 Closed the $39,000 net income for July from the Income
S ¥ A to Retained Earnings.

Following the preparation of the general journal entries, prepare
the stockholders’ equity section of the balance sheet for July 31.

The capital section of the Anytime Corporation at December 31 of the
current year appears below:

Common stock, $100 par value, 20,000 shares
authorized; 10,000 shares issued and outstanding $1,000,000

Premium on Common Stock 150,000

Preferved Stock, 6%, $50 par value, 2,500 shares issued
and outstanding, fully participating 125,000
Premium on Preferred Stock 12,500
Retained Earnings 746,000
$2,033,500

Record the following transactions in general journal form:

200~
Mar 1 Sold, 1,000 shares of common stock for $120 per share.
15 Purchased 100 treasury shares, common, for $121 per share.
Jun 12 Declared a dividend totaling $80,000.
30 Declared and issued a 1% stock dividend on common stock.
The commaon stock market value is $122 per share.
Aug 1 Sold 50 shares of the treasury stock for $123 per share.
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Answer Key for Supplementary Exercises

Chapter 1

Exercise 1-1 ‘There are no key figures. 1. 5, 7, 8; 6. $1,600 Income
Exercise 1-2 There are no key figures, 7 Assets, 2 Liabilities, 1 Capital
Exercise 1-3 There are no key figures. 6 Assets, 3 Liabilities, 1 Capital
Exercise 1-4 1. 1,500; 2. 7,750; 3. 5,000; 4. 7,100; 5. 14,500

Exercise 1-5 1. 4,780; 2. 800; 3. 3,705; 4. 11,296; 5. 1,140

Exercise 1-6 No key figure

Exercise 1-7 No key figure

Chapter 2

Exercise 2-1 No key figure

Exercise 2-2 Net Income $3,555.

Exercise 2-3 Net Income 52,870,

Exercise 2-4 Robert Rockwell, Capital (Dee. 31) $15,290.
Exercise 2-5 Emanuel Rodriguez, Capital (Dec. 31) 837,190,
Exercise 2-6 Total Assets — $6,685.

Exercise 2-7 Total Assets — §14,232,

Exercise 2-8 Same key figure as Exercise 2-6

Exercise 2-9 Same key figure as Exercise 2-7

Exercise 2-10  Total Assets - §26,275.

Exercise 2-11 Total Assets — $16,710.

Chapter 3

Exercise 3-1 No key figure

Exercise 3-2 Betsy Greedlindt, Capital §8,985.

Exercise 3-3 Alexandrea Smith, Capital $12,475.

Exercise 3-4 No key figure

Exercise 3-5 No key figure

Exercise 3-6 Gerrard Crandsale, Capital $7,940; Cash, §2,755.
Exercise 3-7 Blanche Swainberger, Capital $14,475; Cash, §5,575.
Exercise 3-8 Wendell V. Debbs, Capital $12,975; Cash, $7,825.
Exercise 3-9 Ruth Ann Cohen, Capital $13,270.

Chapter 4

Exercise 4-1 No key figure

Exercise 4-2 1. Supplies Expense $265; 3. Prepaid Insurance Balance §825;
6. Supplies Expense Balance $1,025.

Exercise 4-3 No key figure

Exercise 4-4 $3,000.

Exercise 4-5 $240.

Exercise 4-6 No key figure

Exercise 4-7 Net Income, 82,650,

Exercise 4-8 Net Income, $22,875.

Exercise 4-9 No key figure

Exercise 4-10  No key figure

Chapter 5

Exercise 5-1 No key figure

Exercise 5-2 Discount taken, $60.
Exercise 5-3 Discount taken, $25.
Exercise 5-4 Cost of goods sold, $172,000.
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Exercise 5-5 Gross profit on sales, $154,000.
Exercise 5-6 Gross profit on sales, $154,000.
Exercise 5-7 Gross profit on sales, $67,100.
Exercise 5-8 No key figure

Exercise 5-9 No key figure

Exercise 5-10  No key figure

Exercise 5-11  No key figure

Exercise 5-12  Net income, $24,610.

Chapter 6

Exercise 6-1 No key figure

Exercise 6-2 Total credit sales, $1,620.
Exercise 6-3 Total credit sales, $1,838
Exercise 6-4 No key figure

Exercise 6-5 No key figure

Exercise 6-6 No key figure

Exercise 6-7 No key figure

Exercise 6-8 No key figure

Exercise 6-9 No key figure

Exercise 6-10  No key figure

Exercise 6-11 No key figure

Exercise 6-12  No key figure

Chapter 7

Exercise 7-1 No key figure

Exercise 7-2 Corrected balance, $9,107.83.
Exercise 7-3 Corrected balance, $423.
Exercise 7-4 Replenished the fund, $90.75.
E: ise 7-5 Replenished the fund, $122.40.
Exercise 7-6 No key figure

Exercise 7-7 No key figure

Chapter 8

Exercise 8-1 No key figure

Exercise 8-2 No key figure

Exercise 8-3 Uncollectible amount, $491.60
Exercise 84 Adjusting amount, 1. §7,825,; 2. §7,275.
Exercise 8-5 5. §60; 6. $15; 10. $67.50

Exercise 8-6 5. 811.25; 6. §22.50; 10. $33.75
Exercise 8-7 Amount paid, §1,522.50.

Exercise 8-8 Cast of discounting the note, $20.30.
Exercise 8-9 Cost of discounting the note, $56.25.
Exercise 8-10 No key figure

Chapter 9

Exercise 9-1 No key figure

Exercise 9-2 Annual depreciation, $2,700.
Exercise 9-3 Annual depreciation, $8,000.
Exercise 9-4 Depreciation per machine hour, $40.
Exercise 9-5 DDB rate, 50%

Exercise 9-6 15t Year's Depreciation, $4,500.
Exercise 9-7 DDB rate, 33'/;%

Exercise 9-8 SYD fractions *yo, Vi Jies 1o
Exercise 9-9 SYD fraction */21, 21, a1, far '
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CASH RECEIPTS JOURNAL. A journal that records all transactions
involving the receipt of cash regardless of source.

CHARTER. The articles of incorporation as approved by a particular
state.

CHART OF ACCOUNTS. The table of contents of a ledger. The chart of
accounts is a listing of the account pages and account titles found
in the ledger. It is traditionally set up in the order of the account-
ing equation. The first section consists of the assets followed by
liabilities, permanent capital, and temporary capital accounts.

CHECK REGISTER, A register replacing the cash payments journal when
the voucher system is in use. It serves the same function as the
cash pavments journal, except that the account in this register is
debited to vouchers pavable,

CLOSE CORPORATION. A corporation that is owned by a few individu-
als such as the immediate members of a family.

CLOSING ENTRIES. Journal entries usually prepared at the end of the
accounting period to eliminate the balances in the temporary
capital account and to transfer these balances to the income
summary account and eventually to the permanent capital account.

CLOSING THE LEDGER. The process by which the temporary capital
accounts are climinated. The closing process involves sending the
balances from the respective temporary capital accounts to an ac-
count entitled income summary.

COMMISSION BASIS. A form of employee compensation. It is usually
calculated as a percentage of the value of an item that is sold by
the employee.

COoMMON STOCK. A class of stock that usually sells for a price consid-
erably less than other classes of stock. It has voting rights and the
right to share in the distribution of income by the corporation in
the form of dividends.

COMPOUND JOURNAL ENTRY. A journal entry in which there is more
than one debit or credit entry as part of the transaction. If the
compound entry contains two debits and one credit, the total value
assigned to the debits must agree with the value of the credit entry,
as required by doubl try ing.

CONTINGENT LIABILITY. A lability that will be incurred only if a par-
ticular event takes place. The commitment of the endorser of a
discounted note is to pay the discounter the maturnity value of the
note in the event the maker defaults on the note. If the maker
defaults on the note, the contingent liability becomes an actual
liability,

CONTRA-ACCOUNT. Any account that offsets a related account to reflect
the proper amount on the financial statements. An example of a
contra-account is the sales returns and allowances account that
offsets the sales account,

CONTRA-ASSET ACCOUNT. An account that has a credit balance and
reduces an asset account to reflect the proper amount on the
balance sheet. The accumulated depreciation account and the
allowance for bad debts accounts are examples of contra-assct
ACCOUNTS,

CONTROL ACCOUNT. An account that presents a summary of a group
of accounts found in a subsidiary ledger. ‘The accounts receivable
and the accounts payable accounts found in the gencral ledger are
examples of control accounts.
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CONVERSION CLAUSE. A provision on a stock certificate that allows
a stockholder to convert the stock owned to another class of
stock,

CopPYRIGHT. The exclusive right granted by the federal government
to authors, artists, and composers to publish and sell their intel-
lectual work. This right expires 50 years after the death of the
originator.

CORPORATION. An artificial being, invisible, intangible, and existing
only in contemplation of the law, It is a legal entity separate from
its owners,

COST PRINCIPLE. The cost assigned to an asset, including the purchase
price, transportation charges, installation charges, and any other
costs associated with placing the asset into use by the organization.

CREDIT. The right side of a ledger account. It represents a position or
location within a specific account.

CREDIT BALANCE, The balance of an account whereby the total credit
amounts exceed the total debit amounts,

CREDIT MEMORANDUM. A document authorizing the buyer to return
goods to the seller. A buyer must request permission to return
goods to a seller. This permission is granted and evidenced by the
credit memorandum. The effect of the credit memorandum is to
reduce the obligation of the buyer by crediting the account receiv-
able. If the goods have been paid for prior to their return, then the
buyer receives a refund.

CREDITORS. Individuals or companies that are owed obligations by
others. A ereditor is normally known as an accounts payable, if the
form of the obligation is evidenced by an oral promise.

CUMULATIVE EMPLOYEE EARNINGS RECORD. A record maintained to
accumulate the weekly earnings of each employee. The record is
summarized quarterly and enables the determination of each
employee's cumulative earnings at any given point in time.

CUMULATIVE PREFERRED STOCK. The right that a preference stock-
holder has in receiving dividend distributions owed from prior
vears, as well as from the current vear, before any distribution is
made to other classes of stock.

CURRENT ASSETS. Assets that can reasonably be expected to be used
up or converted into cash or sold within one year or less.

CURRENT LIABILITIES. Debts that are payable within one year or the
current accounting period, whichever is longer.

DEBIT. The left side of a ledger account, It represents a position or
location within a specific account.

DEBIT BALANCE. The balance that results when total debit amounts
exceed total credits,

DEFERRAL. The postponement of the recognition of either an expense
or a revenue item.

DEPLETION. The pro-rata allocation of the cost of land (through direct
ownership or lease) to the units of natural resources removed from
the land.

DEPOSITS IN TRANSIT. Deposits that have been sent but not yet
received by the bank.

DEePOSIT SLIP. A form prepared in order to place money into a check-
ing account. The resulting balance after the deposit is made is then
used to pay checks that are issued on that particular account. The
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primary way to get money into a checking account is through the
preparation of the deposit slip,

DEPRECIABLE VALUE. The original cost of a fixed asset, less the resid-
ual value of the asset. Depr ble value rej the total cost
of the asset that is subject to depreciation.

DEPRECIATION. The systematic and rational allocation of the cost of
an asset over its useful life.

DIRECT WRITE-OFF METHOD, A method of not recognizing the expense
of an uncollectible account (bad debt) until it can be determined
that the debtor will not be able to pay it. This method does not
necessarily match the exp iated with the uncollectible
account in the same period as the revenue was earned.

DISCOUNTING NOTES. The process involving the sale of a promissory
note to a bank or financial institution prior to maturity. The bank
deducts from the maturity value of the note an interest charge
based on the period of time the note is to be held by the bank and
the rate of interest the bank charges.

DissoLUTION, The result of any charges in the composition of a part-

nership. This nec the preg ion of a new article of part-
nership so that the busi may be reorganized and continue in
operation.

DIVIDENDS. A corporation’s distribution of income to the stockhold-
ers of the corporation. The form of the dividend may be either in
cash or in additional shares of stock.

DOUBLE-DECLINING BALANCE METHOD. An accelerated method of
depreciation that uses a rate twice as high as the straight-line
method. The rate is applied to the remaining balance (book value)
of the asset every year.

DOUBLE-ENTRY ACCOUNTING. A method of accounting in which for
every debit entry, there must be a corresponding credit entry of
the same amount. Every business transaction must be represented
by double-entry accounting. There must be at least two changes.

DOUBLE TAXATION, The taxing of corporate dividends twice—once in
the form of corporate income tax and once as income tax paid by
the stockholders receiving the dividends.

DRAWING ACCOUNT. A temporary capital account set up in the name
of the sole proprietor or the partner from which the owner can
withdraw money or take other assets in anticipation of profit.

EMPLOYEE'S WITHHOLDING ALLOWANCE CERTIFICATE. A form filled
out by an emplovee when he or she begins work for a company.
‘This form, also known as a “W-4," asks for the number of with-
holding exemptions the employee wishes to take. The payroll
department uses this information to determine how much income
tax to withhold from the employee’s salary.

EquiTy. The ownership of or fi ial rights to busi assets. The
right side of the accounting equation—Liabilities + Capital—is
known as the equities of the business, thus the accounting equa-
tion could be expressed as “Assets = Equities.”

EXCHANGE OF ASSETS. A business transaction in which one asset is
acquired by the giving up of another asset.

EXPENSES. The costs of doing business. These arc costs that must be
incurred in order for an organization to generate revenue. A retail
store must incur the expense of renting the store in order to
operate the business.
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EXPERIENCE RATING. The ployment comp ion tax rate as-
signed to an employer by the state, based on how stable & work
force the employer has maintained.

FICA. The Federal Insurance Contributions Act. This act established
the Social Security system. The FICA, or Social Security tax, is
one of a number of deductions taken from an employee’s salary.

FIFo. First in, first out. It is a method of assigning costs to an inven-
tory of merchandise. The first goods received are charged against
the carliest sales of the merchandise.

FIXED ASSET. An assct that has an expected useful life of one vear or
more. Fixed assets are also referred to as “plant assets” or “prop-
erty, plant and equipment.”

FoOTING. The process of adding a column of numbers. Since this
activity is usually done in pencil, it is commonly called “pencil
footing.”

FOUR-COLUMN LEDGER ACCOUNT. The money columns include a debit
column, a credit column, a debit-balance column, and a credit-
balance column. The advantage of this form of ledger is that a
running balance may be i d in the after each
transaction has been recorded in it. It is most commonly used in
those organizations that utilize accounting posting machines.

FRANCHISE. A right or privilege to sell or distribute a product in accor-
dance with special conditions.

FREIGHT-ON PURCHASES. An expense related to the cost of acquiring
goods for resale, Other terms frequently used include freight-in or
freight-inward, Any transportation charge related to the cost of
acquiring goods to be resold is charged to this account.

GOODWILL. The dollar value igned to the business's 1al
skills and reputation. It is usually recognized at the time the busi-
ness is sold.

GROSS PAY, The earnings of an employee prior to deducting any
required taxes.

GROSS PROFIT METHOD. A method of estimaring the cost of goods sold
and the ending inventory for an accounting period based on the
relationship that a prior year’s gross profit, had to net sales. A per-
centage is determined based on a prior year's gross profits and net
sales and used for the current year's calculation.

‘GROSS SALES. The balance in the sales ledger account before any con-
sideration is made for possible sales returns that are recorded to a
separate account.

HOURLY EMPLOYEE BASIS. A form of employee compensation under
which an employee is paid a specific rate of pay for each hour
worked

INCOME STATEMENT. A financial statement that presents revenue and
expenses and the net income or loss for a specific period of time.

INCORPORATORS. Those individuals who bring about the formation
of the corporation. They consist of major stockholders of the
corporation.

INDEPENDENT CONTRACTORS. Individuals or businesses that are not
directly employed by a firm, but used to do specific activities for
the firm, usually on an irregular basis.
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INTANGIBLE ASSETS. An asset that cannot readily be seen or touched.
Examples of intangible assets are copyrights, franchises, patents,
and trademarks. Intangible assets have no physical substance, but
are of value to the owners' of the organization.

INTEREST-BEARING PROMISSORY NOTE. A note that has a specific
rate of interest indicated on its face. When the note matures, the
maturity value of the note is its face value plus the interest earned.

INTERIM STATEMENT. A statement prepared for any period of time less
than a complete accounting period.

{N'I'EII.NA.L CONTROLS. Procedures designed to safeguard assets of a

organization, g appropriate accounting data, and
ensure cff'cwm productivity.

INVESTMENTS. Assets that are not used in the operation of a business,
and are not expected to be converted into cash within one year.

ISSUED STOCK. Those authorized shares that have been sold by the cor-
poration to the stockholders,

JOURNAL. A book of original or first entry. All business transactions
are first recorded in a journal. The basic two-column journal pro-
vides for entering business transactions in dated order. All parts of
the transaction are recorded in the journal and provision is made
for an adequate explanation.

LEASEHOLD. Real estate held by a tenant as a result of a lease.

LEDGER. A book of secondary or final entry. Within the ledger are indi-
vidual accounts, The term “ledger account” refers to an individ-
ual aceount in the ledger. A ledger may be a computer printout, a
bound book, or a looseleaf-type book.

LIABILITIES. The ownership of the assets of an organization by its
ereditors. The ownership extends to the creditors’ right to collect
what is due them prior to any distribution to the owners of the
business.

LICENSE. Ser patent.

LiFo. Last in, first out. It is a method of assigning costs to goods sold
based on the most recent costs being charged against the most
recent sales of the merchandise.

LIMITED LIFE. A term that usually refers to an asset which is expected
to have a useful life of less than one year.

LiIQUIDATION. The winding up of an organization. This process in-
volves the conversion of all assets to cash, payment of creditors,
and return of investment to the owners of the organization.

LONG-TERM LIABILITIES, An obligation that is not expected to mature
and become payable within one year. A mortgage notes payable is
an example of this type of liability.

LOWER OF COST OR MARKET RULE. A rule requiring the recognition of
a permanent reduction in the value of inventory due to physical
deterioration of an assct, a permanent price decline in terms of the
replacement cost, or obsolescence. Inventory is valued at its actual
cost or the current replacement cost (market price), whichever is
lower.

MATCHING PRINCIFLE. A fundamental concept in the accounting pro-
fession in which revenue earned is recorded in the same period
as the costs to produce the revenue were incurred, Through the
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process of recording adjusting entries the principle of matching
costs and revenue is accomplished.

MATURITY VALUE. The principal and interest that the note earns on
the due date of the note.

MERCHANDISE INVENTORY. Goods on hand at the end of an account-
ing period. The value of the inventory is determined by taking a
physical inventory. This inventory consists of goods previously
purchased but not sold during the current accounting period, The
ending inventory becomes the beginning merchandise inventory
at the beginning of the new accounting period. During the new
accounting period no adjustments are made to this account on the
books.

MERCHANDISE PURCHASES, Goods that a trading business purchases
for the purpose of resale. During the vear this account is treated
as an asset. However, its location on the chart of accounts indi-
cates that it is actually an expense, the assumption being that since
the goods were bought for resale they represent expenses. Those
goods that were actually sold become part of the calculation of cost
of goods sold, which is an expense category.

MONETARY PRINCIPLE. An assumption made by the accounting pro-
fession that the dollar is a stable unit of value in measuring eco-
nomic transactions.

MONEY VALUE. The assig 1t of a value exy 1 in monetary terms
for all things within the accounting environment.

NEGOTIABILITY OF STOCK. The ability to transfer ownership of a cor-
poration through the sale of stock.

NET EARNINGS SUMMARY, A temporary capital account that is used to
close out all other temporary capital accounts at the end of the
accounting period.

NET PAY. The actual amount of money an employee takes home after
deductions are made from the employee's gross pay,

NET PROCEEDS. The amount of money the endorser of a discounted
note receives from the discounter when the note is discounted.

NET SALES. The results of subtracting sales returns and allowances and
sales discounts from the sales account. These sales represent the
actual sales that remained sold.

NONCUMULATIVE STOCK. A class of preferred stock that does not par-
ticipate in dividends that were not paid in previous years.

NONPROGRESSIVE TAX. A tax that is nof based on the amount of money
that an individual earns.

NOTES PAYABLE. A written promise evidencing a debt. This debt may
either represent a current or a long-term liability, depending on
when the obligation becomes due.

NOT-FOR-PROFIT CORPORATIONS. Corporations that are organized for
altruistic purposes—usually for charitable or research activities—
and merely use the corporate form of organization in doing their
business. Due to the nature of the organizations they are not
usually subject to corporate income tax.

‘OBSOLESCENCE. The condition whereby an asset is no longer useful
to an organization because of technological improvement or busi-
ness reorganization of the process the asset was previously used
for.
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ORGANIZATIONAL COSTS. These costs consist of legal, accounting,
and any additional fees that must be paid before a business is
incorporated.

ORGANIZATIONAL STRUCTURE. The chain of command as established
by management. The various authorities and responsibilities are
usually illustrated by an organizational chart,

OUTSTANDING CHECK. An item on a bank reconciliation that represents
checks issued to the payee, but not yet paid by the bank and there-
fore not shown on a bank statement.

OQUTSTANDING STOCK. Those shares of stock that have been issued and
remain in the hands of the stockholders.

OVERTIME. Compensation calculated at 1/ times an employee’s hourly
rate of pay for each hour worked beyond a normal five-day, forty-
hour workweek.

OVERTIME EARNINGS. Earnings based on the number of hours worked
beyond the normal workweek and on the overtime rate. See also
overtime rate.

OVERTIME RATE. A rate paid for services over the “normal” workweek
of 40 hours. The rate is determined by an agreement between the
employer and either the employee or his or her union. The
minimum rate is calculated at ' times the regular rate of pay.

OwWNERSHIP. The right to dispose of property as well as determine its
use.

PARTICIPATING PREFERRED STOCK. A class of stock that participates in
any additional dividend paid after the other classes of stock have
received dividends comparable to that originally paid to the pre-
ferred stockholder.

PARTNERSHIP. An organization of two or more individual entities that
agree to join forces for the common purpose of earning a profit
within a business environment,

PAR VALUE. An arbitrary money value assigned 1o a share of stock. It
does not ily have any relationship to the actual worth of
the stock.

PATENT. A right given to an individual or a group to use a particular
process or invention. Sometimes referred to as a “license.”

PAYROLL. A list of all employees and their respective salaries for a given
period.

PAYROLL REGISTER. A record of the total hours emplovees’ worked
during a given payroll period. This book contains emplovees’
names, total earnings, and the various deductions that have been
taken from gross pay to arrive at net pay for all emplovees on the
register.

PERIODIC INVENTORY METHOD. The taking of a physical count of the
merchandise on hand at the end of an accounting period.

PERMANENT CAPITAL. The owner's equity in a business organization
that is not expected to change other than as a result of an increase
or decrease in the owner's investment in the business,

PERMANENT INVESTMENT. An i 1t designated by
or the proprictor to remain with the company until the dissolution
of the company. The term usually refers to investments made by
proprictors at the beginning of the pany's operations.

PERPETUAL INVENTORY SYSTEM. The continuous taking of a physical
count of the goods available for sale. This svstem is usually used
only by those concerns that sell high-ticket, low-volume goods.
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SCRAP VALUE. Represents the value of the fixed asset after it has been
fully depreciated. It is an estimate of what the asset will be sold
for when it is no longer usable.

SEPARATE LEGAL EXISTENCE. The legal existence of a company
which entitles & company to own assets, incur debts, or enter into
contracts,

SIGNATURE CARD. A card required to open a checking account. The
signatures of the authorized signers of an organization’s checks are
listed on this card.

SOLE PROPRIETORSHIP. A business formed by one individual.

STATE DISABILITY INSURANCE. A fund established by the state to pay
benefits to individuals who become disabled. The money from this
fund is provided by emplovees through a payroll deduction unless
by union agreement the cost of this insurance is to be paid by the
employer.

STATED VALUE. An arbitrary value assigned to no-par stock. It has an
cffect similar to that of a par-value stock.

STATEMENT OF CAPITAL. A financial statement that shows the change
in the value of the ownership in a business over a period of time.
The change in capital 15 due to income or loss and withdrawals by
the owner over a period of time.

STOCKHOLDERS' EQUITY. The ownership of the assets of a corporation
as evidenced by transferable shares of stock. On the balance sheet,
the stockholders’ equity section consists of the stock sold by
the corporation and the retained earnings (income retained by the
corporation).

STOCE-RECORD CARD. A ledger account that is used to keep track of
merchandise that is received and issued. It also contains informa-
tion as to the unit cost of goods received and issued.

STRAIGHT-LINE METHOD. The most common method of depreciation
used by companies to reflect the deterioration of assets. The total
cost of the asset less any salvage value is divided by the useful life of
the asset to determine the annual depreciation cost. The name given
to the method results from the fact that the annual depreciation re-
cognized each year is the same amount for a given plant asset.

SUBSIDIARY LEDGER. A detailed record of individual customer or credi-
tor accounts which when totaled equal the control account in the
general ledger. A subsidiary ledger can be set up for any group of

in which detailed information is needed and vet does not
have to be shown in the general ledger other than in the form of
a control account.

SUM-OF-THE-YEARS'-DIGITS METHOD. An accelerated method of re-
cognizing depreciation. The rate used is a fraction that has as its
numerator the remaining life of the asset and as its denominator
the sum of all the vears' depreciation.

TAKE-HOME PAY. The net salary earned by an employee after all payroll
deductions.

TEMPORARY CAPITAL. Those capital accounts that will be eliminated
at the end of the accounting period. Temporary capital accounts
include revenue, expenses, and proprietor’s drawing accounts.
These accounts are classified as porary | they are
closed out to income summary at the end of the accounting
period.
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TEMPORARY INVESTMENT. Money or other assets that are lent by the
proprietor and are expected to be returned to him by the business.
T'his temporary investment is usually recorded to the proprietor's
drawing account as a credir entry.

TERMS. The means or method of the payment of an obligation. Terms
are established by the seller and are included on the invoice.
TRADE-IN ALLOWANCE. A reduction in the purchase price of a new

plant asset in exchange for the asset being replaced.

TRADEMARE. A symbol, name, or other device designating the origin
or ownership of a unique product. A trademark is legally reserved
for exclusive use by the owner.

TREASURY STOCK. Shares of stock of the corporation that have been
purchased on the open market by the corporation. These shares
do not have voting rights or dividend rights while in the hands of
the corporation.

TRIAL BALANCE. A record that may be prepared at any moment in time
to prove the accuracy of the ledger. By taking a listing of the bal-
ances in the individual ledger accounts, the total of these debit and
credit balances should agree. If the totals agree, the ledger is said
to be in balance.

UNEARNED REVENUE. An advance payment for services that still must
be performed. Unearned revenue represents a liability or obliga-
tion of the company receiving the payment for a service not yet
rendered.

UNEMPLOYMENT COMPENSATION TAXES. Taxes levied against employ-
ers by federal and state governments to provide for compensation
to unemploved workers.

UNITS OF PRODUCTION. A depreciation method based on use rather
than time, The following formula is used:

Cost —Salvage Value T
Estimated Total Number of
Units to be Produced

preciation per Unit of M e

The resulting rate is then multiplied by the number of units
produced each vear in order to determine the annual depreciation
expensc.

UNLIMITED LIABILITY. A characteristic of a sole proprietorship or
partnership organization that allows creditors to scttle their debt
by claiming the personal property of the owners of the business
when business assets are inadequate to settle the obligation,

UNPAID VOUCHER FILE. A file containing unpaid vouchers that is
organized according to the due date of the specific voucher.

UNRECORDED EXPENSES. Expenses incurred but not recorded. Usually
these expenses will be recorded when paid. In order to adhere to
the concept of matching costs and revenue, it is necessary to record
the unrecorded expenses as an adjusting entry at the end of the
accounting period.

UNRECORDED REVENUE. Services that have been rendered but not yet
billed. By the end of the accounting period an adjusting entry
should be made to recognize this revenue even though it has not
actually been received in the form of ecash, thus converting un-
recorded revenue to recorded revenue.
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VOUCHER. A document that contains specific information dealing with
the recognition and subsequent payment of an obligation.

VOUCHER REGISTER. A register taking the place of the purchases
journal when the voucher systemn is used by the organization. All

prepared hers are led in the her register, and
subsequent payments are listed in the register for information
purposes,

VOUCHER SYSTEM. A hod of blishi | over the making

of expenditures related to the payment of liabilities. All transac-
tions that will eventually result in the payment of cash must first
be recorded as liabilities using the various books of the voucher
system.

WAGE AND TAX STATEMENT. A document indicating an employee's
total earnings during the calendar year and also the total taxes
withheld from his or her salary. It is prepared by an employer at
the end of every calendar year and sent to the employee shortly
thereafter. This form, which is also known as a “W-2" form, is used
in the preparation of an individual’s personal income tax return.

WEIGHTED AVERAGE METHOD. A method of assigning a cost to the
ending inventory and to goods sold by determining an average unit
cost for all the goods that are available for sale during the account-
ing period,

WORKSHEET. An expanded trial balance. The purpose of the work-
sheet is to enable the accnuntant ta prepare casnly the adjusting
entries as well as various fi ling the in-
come statement, statement of capital, and balance sheet.
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Accelerated depreciation Articles of partnership, 209-210
definition of, 152 Asset(s)
double-declining bal hod, 153=154 bal sheet classification of, 19
sum-of-the-years'-digits method, 155-156 borrowed, &

Account(s) capital and, &
chart of, 58=59 cash, See Cash
control, 89 contra-, 56, 147

definition of, 11, 23
ledger. See Ledger and ledger accounts
purpose of, 23
“T* form, 30
Accountant, 1=2
Account form (balance sheet), 17
Accounting
areas of, 1
definition of, 1
double-entry, 29
Accounting cycle, 62=-63
Accounting equation, 8, 16
Accounting period, 13
Account payable, §
Accounts payable control, 96
Accounts payable ledger, 96, 121
Accounts receivable
aging of, 129-131
schedule of, 89
Accounts receivable ledger, 86-89
Accrual basis, 43
Accruals, 44
Accrued expenses, 4445
Accrued revenue, 46-47
Adjusting entries
accrued expenses, 44—45
accrued revenue, 46—47
after bank reconciliation statement,
112-114
deferrals, 47-50
definition of, 43
noncurrent assets, 50-31
recording of, 52-59, 112-114
trading business, 78=81
types of, 43=81
in worksheet, 5657
Aging of accounts receivable method,
120-131

Allowances, 71
Amortization, 161-162

Articles of incorporation, 225

co-ownership of, 208
current, 4, 19
definition of, 2
expressing of, -5
intangible
amortizing of, 161=162
definition of, 3—4, 19
types of, LA0-161
investments, 4, 19
long-life, 145
money value of, 3
noncurrent, 50=51
partnership, 208
plant
definition of, 4, 19
disposal of, 156-159
trade-in of, 158=159
recording changes in, 25
tangible, 3
tracking of, 2=3
types of, 1=4

Bad debts
aging of accounts receivable method,

definition of, 126

direct write-off method, 126-127

net sales method, 128-120

recognizing of, 125=126
Balance

adjusted, 36

credit, 65

definition of, 24

trial. See T'rial balance

verifying of, in ledger, 4041
Balance sheet

account form, 17

classified, 19-20

corporate, 2316-237

definition of, 16, 24

partnership, 220
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preparation of, 16=17
report form, 12
Bank reconciliation, 109
Bank reconciliation statement
definition of, 109
documents for preparing, 111
elements of, 110=111
preparation of, 110-112
recording adjusting entries, 112=114
Bank statement, 108-109
Board of directors, 222, 226
Bonds, 19
Book value, 150
Borrowed assets, §
Bracket entries, 99
Business entity concept,
Business transactions
accuracy of, 33-34
analyzing of, 23=28
in cash payments journal, 97-98§
in cash receipts journal, 941
changes resulting from, 22-23
definition of, 2, 4, 22
handling of, 43748
parts of, 14
in purchases journal, 94-96
recording of
description of, 23
journal, 35=39
steps involved in, 41
temporal capital accounts, 28-29
tracking of, 22
trading business, 76=758

Callable provision, 229
Capital
accumulation of, 223
assets and, &
corporate, 226=227
definition of,
expenses effect, 11
permanent, 11, 25-26
revenue effects, 11
statement of, 15=16, 219
temporary, See Temporary capital
Capital expenditure, 144
Capital improvements, 162-163
Capiral stock, 227
Cash
hank reconciliation statement, See Bank
reconciliation statement
petty, r)
safeguarding of, 107-109
Cash basis, 43
Cash debit column, 92
Cash discount, 72
Cash payments journal
bracket entries, 99
recording transactions, 97-98

summary entry, 98
Cash receipts journal, 91-04
Chart of accounts, 38=50
Check
definition of, 108
outstanding, 109-110
Checkbook, 108-109
Checking account, 108
Check register, 121
Classified balance sheet, 19=20
Close corporation, 223
Cloging entries
service businesses, 30-61
trading businesses, 78=81
Commission, 202
Common stock, 227-228
Contingent liabilicy, 137138
Contra-asset, 56, 147
Control account, 89
Copyrights, 161
Corporation
advantages of, 223-224
articles of incorporation, 225
balance sheet, 236=237
board of directors, 222, 226
capital of, 226-227
charter of, 223
close, 223
continuous existence of, 224
definition of, 222
disadvantages of, 224-235
double taxation, 215
financial statements for, 236-237
formation of, 225-224
for-profir, 222-223
incorporators of, 225
Timired liability of, 223
not-for-profir, 222-223
officers of, 226
puhlic, 221
stock
capital, 227
commen, 227-228
definition of, 19
discount sale of, 212
insued, 228
negotiability of, 223
outstanding shares of, 231
par value of, 228, 231
preferred, 228-230
premium sale of, 231
sale of, 231-233
transactions involving, 230-236
treasury, 231, 233234
types of, 227-228
stockholders
equiry of, 222, 226237
preemptive rights of, 225
rights of, 225=-224
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equipment, 146
plant, 146
Cost-flow assumption, L20=171
Cost of goods available for sale, 73-76
Cost of goods sold, 165, 170
Cost of merchandise available for sale, 74
Cost of merchandise sold, 25=76
Cost principle, 5, 146
Credit
definition of, 24

P v note. See I ¥ note
Credit balance, i5
Credit memorandum, 21
Creditors, §
Cumulative employee earnings record,
Lt}

Current assets, 4, 19
Current liabilities, 19-20

Debir, 24
Debit balance, 25
Deductions, See Payroll deductions
Deferrals, 47-50
Depletion
calculation of, 160=163
definition of, 159
Deposits in transit, 111
Depaosit slip, 108
Depreciable value, 149
Depreciation
accelerated
definition of, 152
double-declining balance method, 153-154
sum-of-the-years'-digits method, 155-156
calculating of, 148152
definition of, 50-51, 147
recording of, 150-151
straight-line method, 148-149
units-of-production method, 151-152
Depreciation expense, 147-148
Direct write-off method, 126=127
Disability insurance taxes, 189
Discount, 12
Discounting
inferest-bearing promissory note, 140147
promissory note, 137, 142-143

Dissalution, 208
Dividends, 226
Double-declining balance method, 153-154

Double-entry accounting, 29
Double-posting entry, 99
Double taxation, 225
Drawing account
definition of, 29
partnership, 217219

Earnings, 202=2013
Employee earnings, 202-203

INDEX 397

Employee earnings record, 198-199
N b weithbo g

plovee's 11 e certificare,
Entries
adjusting. See Adjusting entries
closing, 39-62

reversing. See Reversal entrics
Equipment costs, 146
Equity

definition of, §

stockholders’, 222
Expenses

accrued, 4445

capital and, 11

capitalized, 162

definition of, 10

depreciation, 147=148

prepaid, 48

recording of, 10

unrecorded, 43
Experience rating, 201

Federal income taxes, 183-184
Federal Insurance Contributions Act (FICA),
182, 204

FIFO. See First in, first out
Financial statements

balance sheet. See Balance sheet

corporation, 236=237

definition of, 13

income statement, 14-15

interim, 13, 63

partnership, 219=220

preparation of, 13

statement of capital, 15-16, 219
First in, first our, 170-172
Four-column ledger account, 32
Franchise, 161

Goods
cost of goods sold, 1635, 170
selling of, 125
Goodwill, 161
Governmental accountant, 1
Gross pay, 179
Gross profit method, 175-176
Gross sales, 70

Income
methods of determining, Z0=73
partnership distribution of, 210-212
Income statement, 14=15
Income summary, &0
Income tax method, 159
Independent contractor, 202
Intangible assets
amortizing of, 161=162
definition of, 34, 19
types of, Lal=161
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Interest
determining of, 133=135
recording of, 135-136
Interim statement, 13, 63
Internal control, 107
Inventory
coat of, 170-174
merchandise. See Merchandi
periodic system, 74-75, 167, 173
perpetual system, 168170
Inventory value
estimating of, 175-177
gross profit method, 175=176
retail method, 176-177
significant changes in, 174
Investments
definition of, 4, 19
partnership, 209-210
10U, 8

Journal
business transactions recorded in, 15=39
cash pay See Cash pay s journal
cash receipts, 91-04
definition of, 34, 3§
format of, 35
ledger vs., 34=35
posting, 18
purchases return and allowances, L00=101
purpose of, 14
sales return and allowances, 101-102

Last in, first out, 172=173
Leaschold, 161
Ledger and ledger accounts
sccounts payable, 96, 121
accounts receivable,
business transactions recorded in, 37-39
closing entries, 60-61
definition of, 23
entries in, 24
four-column, 12
journal vs., 34=35
liability changes, 25
permanent capital changes, 25-36
standard form for, 23, 10
subsidiary, 85, 168
three-column, 31
verifying balances, $0-41
Liabilities
balance sheet classification of, 19
changes in, 23
current, 19=20
definition of, §
long-term, 20
types of, 8
Liabil
contingent, 137-138
corporate, 223

fimited, 223
partnership, 208
unlimited, 208
License, 161
LIFO. See Last in, first out
Limited life, 208
Liquidation, 208, 214-217
Local taxes, 189
Long-life assets, 145
Long-term liabilities, 20
Loss sharing, 209
Lower of cost or market rule,
134

Merchandise inventory
cost determinations, 170=174
definition of, 74-75, 163
errors in valuing, 166-167
overstatement of, 167
periodic aystem, 167, 173
perpetual system, LoB=1701
trading business, 165166
understatement of, 167

Merchandise purchases, 69

Monctary principle, 4

Net earnings summary, 0
Net pay, 179

Net sales, 70=71

Net gales method, 128=129
Noncurrent assets, 30-51
Nonparticipating stock, 229
Nonprogressive taxes, 182
Note, See Promissory note
Note pavable, §

Obsolescence, 148
Qutstanding check, 109-110
Overtime, 202

Partnership
advantages of, 207
agency relationship, 208
articles of, 209-210
balance sheet of, 220
changes in, 212-214
characteristics of, 207-209
co-ownership of assets, 208
drawing account, 217=219
financial statements for, 219=220
formation requirements, 207
income distribution, 210-213
investments, 209=210
liability, 208
limited life of, 208
liquidation of, 214217
losses
liquidating of, 215=217
sharing of, 200=212



partner
admission of, 212-214
withdrawal of, 214
profit sharing, 209
statement of capital, 220
Par value, 228, 231
Patent, 161
Payroll
definition of, 179
government regulations, 200-204
regulations, 200-204

ion taxes, 201

Payroli deductions
definition of, 179
description of, 179
Social Sccurity taxes, 152-183
voluntary, 189, 196
Payroll register, 196198
Periodic inventory system, 74=75, 167
Permanent capital, 11, 28
Perpetual inventory system, 168-170
Petty cash fund, 114=117
Petty cash voucher, 115
Physical deterioration, 148
Piecework, 202
Plant assers
definition of, 4, 19
disposal of, 156=139
trade-in of, L38=159
Plant costs, 146
Post-closing trial balance, 62
Posting, 18
Post reference, 18
Preemptive rights, 223
Preferred stock, 228=230
Prepaid expense, 48
Principal, 133
Principle of matching costs and revenue,

Private accountant, 1
Profit
definition of, 10
revenue, 9=10
Profit sharing, 209
Promissory note
advantage of, 137
default on, 138=139
definition of, 8, 111
discounting of, 137, 142-143
interest-bearing
determining interest, 133-135
discounting, 140-142
recording interest, 135-136
recording of, 132
transferring of, 137=140
Public accountant, 1
Purchases journal, 9496
Purchases rerurn and allowances journal,
100=-161

INDEX

Rate, 113
Realization, 214
Register
check, 121
payroll, 196=198
voucher, 119=121
Replenish the fund, 115
Report form (balance sheet), 17
Retail method, 176=177
Retained earnings, 227
Revenue
accrued, 46-47
capital and, 11
contra-revenue account, 21
definition of, 9=10
recording of, 10
unearned, 49
unrecorded, 46
Reversal entries
definition of, 63
example of, 63-64
recording of, &6
trading business, 81=82
when to use, 65-A6

Salary allowance, 210
Sales
gross, 70
net, I0=71
recording of, 71
Sales discount, 72-73
Sales journal
definition of, 85
recording transsctions in, 85-80
summary entry, 89-90
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Sales return and allowances journal, 101-102

Sales returns, 71
Schedule of
Separate legal existence, 223
Service business, 69
Signature card, 108
Soctal Security taxes, 182=183
Sole proprietorship
advantages of, 206
definition of, 5, 206
disadvantages of, 206
ownership, &
Special journals
cash receipts journal, 91-94
definition of, 84
sales journal, See Sales journal
types of, 85
Standard form (ledger account), 23, 30
State disability insurance, 189
Statemnent of capital, 15-16, 219
State taxes, 189
Stock
capital, 227
common, 227=238

ble, 89
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definition of, 19 Trade-in allowance, 138

discount sale of, 232 T'rademark, 161

issued, 228 Trading business

negotiability of, 223 adjusting entries, 7881

outstanding shares of, 231 business transactions, 76—78

par value of, 228, 231 closing entries, 7881

preferred, 228=230 cost of goods available for sale, Z3=76

premium sale of, 231 merchandise inventories, LoS=16f

sale of, 231-233 reversal entries, 81-82

transactions involving, 230-236 service business vs,, 69

treasury, 231, 233234 special accounts for, 69-70

types of, 227-128 Treasury stock, 231, 233-234
Stockholders ‘Trial balance

equity of, 222, 226-227 definition of, 33=34, 4041, 52

preemptive rights of, 225 post-closing, 62

rights of, 223-226
Stock record card, 169 Unearned revenue, 29
Straight-line method, 148-149 J ploy comp ion taxes, 201
Subsidiary ledgers, 83, 168 Units-of-production method, 151=152
Summary entry Unlimited liability, 208

cash payments journal, 98 Unrecorded expenses, 45

cash receipts journal, 93 Unrecorded revenue, 46

purchases journal, 9697

sales journal, 89-90 Voluntary deductions, 189, 196
Sum-of-the-years'-digits method, 155=136 Voucher

definition of, 118

Take-home pay, 179 illustration of, 118=1149
Tangible assets, 3 petty cash, 115
Taxes recording payment of, 121-122

disability insurance, 189 Voucher register, 119-121

federal income, 183-184 Voucher system

local, 189 books of original entry and, 119=121

Medicare, 181 definition of, 118§

nonprogressive, 182 description of, 117

state, 189

pl 7 201 Weighted average method, 173-174

Tempaorary capital Worksheet

definition of, 11, 39-60 adjusting entries recorded in, 56537, 79-80

recording transactions in, 28=29 definition of, 52
Terms, 72 preparation of, 52, 79-8(0
Three-column ledger account, 31 sample, 53, 33

Time, 113 IW-2 wage and tax staternent, 204
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* A clear and easy approach to understanding
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* The accou nting equation explained so you can
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