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PREFACE 

During  my  fifteen  years'  experience  in  accounting  work,  I  have 
realized  the  need  for  a  practical  text  covering  balance  sheet  devel- 

opment. 

In  writing  this  text  I  have  constantly  borne  in  mind  the  com- 

plexity of  this  subject  for  the  student  and  beginner,  and  have  endeav- 
ored to  clarify  the  presentation  by  the  liberal  use  of  forms  and 

practical  problems.  In  many  cases  these  problems  and  illustrative 

journal  entries  have  been  carried  throughout  the  text,  thus  enabling 

the  reader  to  observe  the  relationship  existing  between  the  several 

forms  and  problems. 

"While  this  work  has  not  been  written  solely  for  the  beginner,  its 
principal  claim  for  a  place  among  the  many  splendid  texts  already 

published  is  its  presentation  of  working  methods  and  technique. 

The  author  will  gratefully  receive  and  appreciate,  from  those 

readers  who  feel  sufficient  responsibility  in  connection  with  account- 

ancy literature,  any  suggestions  or  criticisms  which  may  be  of  value 

in  perfecting  any  part  of  this  work  in  connection  with  the  next 

printing  of  this  book. 
Leon  E.  Brownell, 

Savage  Arms  Corporation,  Assistant  Treasurer. 

UUca,  N.  Y. 

December,  1,  1928. 
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ACCOUNTING   AND    FINANCE 

CHAPTER  I 

STATEMENTS 

A  statement  may  be  defined  as  a  presentation  of  facts.  In  ac- 
countancy, these  facts  pertain  to  the  acquisition,  possession,  produc- 

tion, conservation  and  disposition  of  values.  Values  may  consist  of 

anything  which  may  be  the  subject  of  property  owmership — for  exam- 
ple, a  building,  furniture,  or  merchandise.  The  worth  of  these  values 

is  measured  by  money.  Accordingly,  a  financial  statement  is  a 

presentation  of  facts  concerning  values,  which  values  are  measured 
in  terms  of  money. 

Basic  Statements. — Basic  statements  may  be: 

1.  A  statement  that  states,  in  any  desired  classifications,  the  values 

held  by  a  person  or  business,  the  obligations  or  debts  owing  to 
creditors  which  rank  against  these  values,  and  the  resulting  net 
ownership  of  the  person,  or  of  the  proprietor,  or  proprietors,  of 
the  business.  If  the  debts  exceed  the  values  held,  the  statement 

may  disclose  this  fact  together  wdth  the  amount  of  the  excess  of 

debts  over  values,  known  as  deficiency.  In  either  case  the  state- 
ment is  a  statement  of  condition,  and  is  known  variously  as 

Statement  of  Financial  Position,  Balance  Sheet,  and  Statement 
of  Assets  and  Liabilities;  or 

2.  A  statement  that  states,  in  any  desired  detail,  the  progress  of  a 
business  in  respect  to  income  (additional  value  acquired  as  a 
result  of  the  operations  of  the  business)  and  the  expenses  (costs 

or  expenditures  incurred  as  an  incident  to  securing  such  in- 
come), together  with  the  net  result — profit  if  an  excess  of  in- 

come over  expenses ;  loss  if  an  excess  of  expenses  over  income. 

The  condition  of  the  business  is  subject  to  continual  change.  For 
example,  the  condition  of  a  department  store  at  the  beginning  of 

business,  say  on  Monday  morning,  would  be  changed  immediately  by 
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the  numerous  sales  of  merchandise  that  are  made.  This  merchandise 

is  ordinarily  sold  for  more  than  its  cost  price,  which  increases  the 
ownership  of  the  proprietors.  Certain  expenses  are  incurred,  which 

decrease  the  ownership  of  the  proprietors.  Any  number  of  trans- 
actions may  occur  within  a  very  short  time  after  the  opening  of  the 

business  for  the  day  which  change  the  condition  of  the  business.  The 
statement  of  condition,  therefore,  is  one  which  presents  a  state  of  facts 
at  an  instant  of  time. 

Certain  increases  or  decreases  in  the  proprietorship  interest  may 
occur  during  an  interval  of  time.  If  a  statement  of  condition  were 

taken  at  the  beginning  of  this  interval,  and  another  statement  of  con- 
dition at  the  end  of  the  interval,  the  result  of  these  changes  in  con- 
dition would  be  apparent  from  a  comparison  of  the  two  statements. 

However,  the  causes  for  the  increases,  and  the  causes  for  the  decreases, 
in  proprietorship  interest,  would  not  be  shown  by  such  a  statement. 
The  statement  of  progress  which  shows  these  causes  is  known  variously 
as  a  Profit  and  Loss  statement.  Income  and  Expenditure  statement, 
or  Income  and  Profit  and  Loss  statement. 

Statements  of  condition  thus  present  a  state  of  value  or  financial 
facts  as  at  a  particular  moment  of  time ;  statements  of  progress  present 
a  record  of  increases  and  decreases  of  value  that  occur  during  an 
elapsed  interval  of  time.  These  two  kinds  of  statements  are  the  basic 
financial  statements.  All  other  financial  statements  are  incidental  to 

them,  in  that  all  statements  are  either  statements  of  condition,  or  a 
phase  of  condition ;  or  they  are  statements  of  progress,  or  a  phase  of 
progress,  or  they  may  be  some  combination  of  the  two. 

Time  of  Statements. — At  the  end  of  the  fiscal  or  business  year, 
two  statements  are  prepared,  the  statement  of  Progress  (Profit  and 
Loss  results),  and  the  statement  of  Condition  (financial  status).  The 
statement  of  Progress  would  show  the  causes  of  increase  and  the 

causes  of  decrease,  of  proprietorship  interest,  arising  from  the  con- 
duct of  the  business  during  the  fiscal  year.  The  statement  of  Con- 

dition would  show  the  condition  of  the  business  as  at  the  close  of 

business  on  the  last  day  of  the  fiscal  year. 

The  fiscal  year  may  be  the  same  as  the  calendar  year,  or  it  may 
differ  from  the  calendar  year.  When  it  differs  from  the  calendar 
year,  it  ordinarily  embraces  in  one  period  the  business  season  of  the 

business.  For  example,  the  calendar  year  might  end  in  the  midst  of 

the  busy  season,  and  the  proprietors  might  prefer  to  determine  their 
progress,  including  the  busy  season,  rather  than  to  divide  the  result 

between  two  calendar  years.  In  this  event,  the  fiscal  year  would 
be  different  from  the  calendar  year. 
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Although  the  year  is  ordinarily  the  time  unit  by  which  progress 
is  measured,  progress  may  be  subdivided  and  measured  by  smaller 
units  of  time.  For  example,  in  some  businesses  results  must  bo 
determined  frequently  for  managerial  purposes,  so  that  it  is  advisable 
to  determine  progress  on  a  monthly  basis,  as  well  as  a  yearly  basis. 
Even  though  smaller  units  of  time  may  be  used  by  a  business  it  will 
also  determine  progress  for  the  year  unit  of  time. 

Sta.tement  of  Financial  Condition. — Statements  of  financial  con- 

dition arc  classified  into  three  principal  parts:  Assets,  Liabilities, 

and  Capital.  The  first  two  are  essential  constituents — the  last, 
Capital,  is  a  mathematical  conclusion  based  on  the  two  essential 
constituents. 

Assets. — An  asset  may  be  defined  as  anything  of  value  which 
is  owned  by  the  business. 

Liabilities. — A  liability  is  a  financial  obligation  or  debt  which 
is  due,  or  which  may  become  due,  to  be  paid  by  the  business.  For 
example,  a  business  may  owe  an  amount  which  is  due,  or  there  may 
be  an  amount  which  will  become  due  in  a  month,  year,  or  upon 

the  expiration  of  some  other  period  of  time.  In  either  case  there 
is  a  liability. 

A  contingent  liability  results  from  some  undetermined  claim 

against  the  particular  business  or  its  assets,  which  may  later  de- 
velop into  an  actual  liability  to  be  paid. 

Capital. — Accounting  capital  may  be  defined  as  the  amount  of 
the  excess  of  assets,  properly  valued,  over  all  liabilities.  It  is  not 
necessarily  the  difference  between  assets  and  liabilities,  because  the 
liabilities  may  exceed  the  assets,  in  which  case  there  is  no  capital,  the 
excess  being  known  as  deficiency.  There  are  other  definitions  of  the 

term  "Capital"  that  will  later  be  considered. 
Equilibrium  Principle. — Inasmuch  as  accounting  capital  is  the 

amount  of  the  excess  of  assets  over  liabilities,  it  is  apparent  that 
liabilitities  and  capital  are  equal  to  the  value  of  the  assets.  Should 
there  be  a  deficiencj^  it  is  apparent  that  assets  plus  deficiency  equal 
liabilities.  In  either  event,  there  is  an  equilibrium  established.  In 
the  case  of  the  normal  business,  the  equilibrium  is  represented  by  the 
first  of  these,  that  is,  liabilities  plus  capital  equals  assets. 

No  transaction  of  the  business  can  affect  this  theoretical  state  of 

equilibrium.  If  the  assets  are  increased  by  a  further  loan  from 
creditors,  then  the  amounts  due  creditors  are  increased  by  the  same 
amount  by  which  the  assets  are  increased.  If  goods  are  sold  at  a 

profit,  so  that  the  assets  are  increased,  it  is  apparent  that  the  capital 

is  increased  by  a  like  amount.    If  an  amount  is  used  to  pay  a  creditor, 
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thus  causing  a  decrease  in  assets,  the  amounts  due  creditors  are  de- 
creased by  a  like  amount.  If  the  amount  of  the  assets  is  decreased 

by  reason  of  losses  or  expenses  incurred,  then  capital  is  decreased  by 
a  like  amount.  No  matter  what  the  nature  of  the  transaction  may 

be,  this  equilibrium  is  always  present,  and  is  the  basic  principle  of 
the  double  entry  system  of  bookkeeping. 

Kinds  of  Statements  of  Financial  Condition. — There  are  several 
kinds  of  condition  statements.  For  example,  at  the  beginning  of  a 

business,  as  a  basis  for  opening  books  and  for  later  comparisons,  it 

is  necessary  to  make  up  such  a  statement,  which  is  known  as  a  State- 
ment of  Assets,  Liabilities  and  Capital.  A  Statement  of  Condition 

based  on  double  entry  books  of  accounts,  made  at  the  end  of  account- 
ing periods,  is  preferably  knowm  as  a  Balance  Sheet.  The  term  State- 

ment of  Assets  and  Liabilities,  or  Financial  Statement,  is  often  used 
instead  of  the  term  Balance  Sheet,  especially  by  banking  institutions. 
There  are  other  kinds  of  condition  statements,  used  for  trustees  and 
in  the  case  of  insolvents,  which  we  shall  consider  later. 

Balance  Sheet. — Of  the  several  statements  of  condition,  the  one 
most  frequently  used  is  the  Balance  Sheet.  A  Balance  Sheet  may 
be  defined  as  a  statement  of  condition,  which  shows,  as  at  a  specified 
date,  in  any  desired  classification,  the  assets  and  the  liabilities  of  a 
going  business,  together  with  the  proprietorship  interest,  known  as 

capital.  Ordinarily,  the  term  Balance  Sheet  is  confined  to  a  state- 
ment of  condition  prepared  from  double  entry  books  of  account. 

Progress  (Profit  and  Loss)  Statements. — Progress  statements,  as 
has  been  said,  are  concerned  with  the  causes  of  increases  and  de- 

creases in  values  for  the  period  of  time  for  which  the  results  of 
operation  are  stated,  usually  known  as  the  accounting  period. 

Broadly  speaking,  the  object  of  a  business  enterprise  is  to  render 
a  service,  in  some  form,  for  a  compensation  which  insures  a  net  return 
in  excess  of  the  costs  of  rendering  the  service.  Thus,  in  railroad  work, 
the  object  is  to  render  the  service  of  transportation  for  earnings  that 

insure  an  excess  over  the  cost  of  operating  the  railroad.  The  mer- 
chant buys  goods  for  the  purpose  of  serving  the  public  by  selling  the 

goods  at  a  price  in  excess  of  the  cost  of  the  goods  and  the  incidental 
costs  of  the  trading  operation.  The  business  enterprise  may  purchase 
goods  in  one  form,  and  by  one  or  more  processes  convert  them  to 
another  form,  the  goods  being  sold  in  the  completed  form.  In  this 
case,  the  business  enterprise  expects  to  receive  a  price  in  excess  of 
the  original  cost  of  the  materials,  labor  and  general  expenses  of  the 

convertive  processes.  It  is  thus  apparent  that  the  effort  of  business, 
regardless  of  the  form  which  that  effort  may  take,  is  to  render  a 
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service  for  a  compensation  which  is  expected  to  be  in  excess  of  the 

costs  of  rendering  the  sei'\ace. 
If  the  business  succeeds  in  securing  a  compensation  for  the  serv- 
ice in  excess  of  the  costs  of  rendering  the  service  there  will  be  an 

increase  in  the  fund  of  assets.  This  increase  is  the  amount  by  which 
the  proprietorship  interest  is  increased,  and  is  known  as  net  profit, 
or  net  income.  The  Profit  and  Loss  statement,  or  as  it  is  sometimes 
called,  the  Income  statement,  as  before  noted,  is  a  statement  which 

discloses  for  the  fiscal  period,  in  any  desired  detail,  the  returns  se- 
cured by  the  business  and  the  offsetting  costs  of  securing  the  returns. 

The  balance,  if  an  excess  of  returns  over  cost,  measures  net  profit; 
and  if  it  is  an  excess  of  costs  over  returns,  it  measures  net  loss. 

Profit  secured  in  the  manner  described  is  known  as  operating 

profit.  A  profit  may  be  secured,  however,  from  other  causes  than 
from  rendering  a  service  by  the  business.  For  example,  the  building 
in  which  the  business  has  been  conducted  may  be  sold  at  a  higher 
price  than  its  cost,  or  at  a  higher  price  than  is  shown  on  the  books. 
In  this  event,  there  would  be  an  increase  of  values  owned  by  the 
business  and  a  corresponding  increase  of  proprietorship  interests 

which  might  be  described  as  a  non-operating  profit.  Sometimes  this 
term  is  used  in  another  sense,  but,  for  our  present  purpose  we  may 

use  it  in  this  sense.  Non-operating  profit  may  be  shown  in  the  profit 
and  loss  statement,  but  should  be  shown  in  such  a  manner  as  not  to 

obscure  the  statement  of  returns,  and  offsets  to  returns,  due  to  the 
rendition  of  ordinary  service  by  the  business. 

Not  all  increases,  or  decreases,  of  proprietorship  interest,  are  due 
to  profit  and  loss  causes.  The  proprietorship  may  bring  in  additional 
values  during  the  year,  which  amounts  are  known  as  capital,  and 
sometimes  referred  to  as  capital  contrihutions.  These  increases  are 
not  due  to  the  operations  of  the  business,  although  they  increase  the 
proprietorship  Interest.  Furthermore,  the  profit  although  determined 
at  the  end  of  the  year,  is  earned  during  the  year.  The  proprietors 
may  withdraw  a  part  or  all  of  the  profit  as  it  is  being  earned,  in  which 

event  there  is  a  withdrawal.  A  withdrawal  decreases  the  proprietor- 
ship interest,  but  it  is  not  properly  chargeable  against  the  earnings 

of  the  business  as  an  expense,  because  it  is  not  expended  to  aid  in 

producing  the  income.  A  partnership  salary,  for  certain  limited  pur- 
poses, is  considered  an  expense,  as  will  hereafter  be  explained  more 

fully. 

Another  cause  of  the  apparent  increase  or  decrease  of  proprietor- 
ship interest  may  have  been  an  error  made  in  a  previous  year.  The 

correction  of  such  an  error  is  not  properly  taken  into  the  operating 
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part  of  a  profit  and  loss  statement  for  the  fiscal  period  that  is  under 
consideration.  For  example,  the  error  may  have  occurred  during 
the  year  1928.  Perhaps  more  profit  should  have  been  shown  for  that 
year,  or  perhaps  less  profit,  than  was  shown  at  the  time.  This  amount 

is  properly  added  to,  or  deducted  from,  proprietorship  interest  when 
the  error  is  discovered,  say  in  1929.  But  it  would  not  be  correct  to 

increase  the  profits  of  1929,  assuming  that  more  profits  were  earned 
in  the  year  1928  than  showni  for  that  year.  Nor  would  it  be  proper 
to  charge  against  profits  for  the  year  1929  an  amount  by  which  profits 
had  been  overstated  for  the  year  1928.  In  other  words,  the  progress 
statement  has  for  its  purpose  the  showing  of  the  amounts  earned  by 
the  business,  and  the  offsets  to  those  amounts,  for  the  year  for  which 
the  statement  is  rendered. 

Profit  and  Loss  Divided. — Ordinarily,  the  profit  and  loss  state- 
ment is  divided  into  two  sections.  The  first  of  these  is  the  trading 

section;  the  second  is  the  profit  and  loss  section  proper. 
The  trading  section  shows  gross  profit,  that  is,  the  excess  of  selling 

price  over  cost  price  of  goods  sold.  Cost  price  is  not  necessarily  the 
amount  paid  for  the  goods  only,  but  may,  when  here  used,  include 

certain  costs  of  making  the  goods  available  for  selling  purposes.  Like- 
wise, the  selling  price  may  be  less  than  the  amount  received  from  the 

purchaser,  by  reason  of  the  deduction  of  certain  costs  of  transporta- 
tion, and  the  like.  These  matters  will  be  taken  up  in  greater  detail 

later. 

The  profit  and  loss  section  proper  shows  the  amount  of  the  gross 
profit,  the  expenses  of  doing  business,  properly  classified,  chargeable 
against  the  gross  profit,  and,  finally,  the  net  profit  or  net  loss 

Definition  of  Profit  and  Loss  Statement. — The  following  is  a 
definition  of  the  Profit  and  Loss  Statement :  A  Profit  and  Loss  State- 

ment is  one  showing,  for  a  certain  period  of  time — usually  a  month 
or  a  year,  the  financial  returns  for  rendering  the  service  for  which 

the  business  is  conducted,  in  a  manner  to  display  the  sources  of  re- 
turns, and,  by  suitable  classification,  the  costs  and  expenses,  paid  or 

to  be  paid,  of  securing  the  returns,  and  showing,  further,  the  result 
as  to  net  profit  or  net  loss. 

Form  of  Statement  of  Financial  Position. — The  following  is  a 

form  of  a  simple  statement  of  condition,  w^hich  we  shall  presume 
represents  the  financial  position  of  Frank  Brown,  a  merchant,  on 
December  31,  1928. 
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FRANK  BROWN 

Statement  of  Assets,  Liabilities  and  Capital  as  at  December  31,  1928 

Assets 

Cash: 

On  hand    $75 
In  bank      400                 $475 

Accounts  receivable     3,245 
Notes  receivable      725 
Merchandise     4,826 
Furniture  and  fixtures    1,585 
Land  and  building    10,642 

Total  Assets    $21,498 

Liabilities  and  Capital 

Accounts  payable    $4,634 
Notes  payable     527 
Bonds  and  mortgage    6,000 

Total  Liabilities      $11,161 

Frank  Brown,  Capital    10,337 

Total  Liabilities  and  Capital    $21,498 
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Form  of  Profit  and  Loss  Statement. — The  results  of  buying,  sell- 
ing and  incurring  expenses  in  the  business  of  Frank  Brown  for  the 

year  1928  are  summarized  in  the  following  statement: 

FRANK  BROWN 

Profit  and,  Loss  Statement,  Year  Ended  December  31,  1928 

Sales,  net      $60,000 
Inventory,  beginning  of  year       $16,300 
Purchases  during  year         42,000 

Cost  of  goods  available  for  sale         58,300 
Less  inventory,  close  of  year         14,000 

Cost  of  goods  sold  during  year    44,300 

Gross  Profit      15,700 

Selling  expenses              7,100 
Administrative  expenses             6,300 

Total  expenses     13,400 

Operating  Profit      2,300 

Add  other  income 
Interest  earned    80 
Purchase  discount    600  680 

2,980 Deduct  other  expenses 
Interest  on  notes  and  mortgage    380 

Net  business  Profit  for  the  year    $2,600 

Proof 

Frank  Brown's  capital  beginning  of  year       $7,737 
Profit  for  year  as  above         2,600 

Capital  at  close  of  year  per  Statement  of  Condition  $10,337 



CHAPTER  II 

EXPLANATION  OF  ASSETS  AND  LIABILITIES 

It  will  be  noted  from  the  statement  at  the  end  of  Chapter  I  that 
the  assets  and  liabilities  are  classified.  The  classification  is  made  to 

show,  for  managerial  purposes,  the  kinds  or  classes  of  each.  Each 
of  the  classes  of  assets  and  liabilities  contained  in  the  statement  of 

condition  is  described  briefly  in  the  following  paragraphs. 

ASSETS 

Cash. — Cash,  as  used  in  a  business  sense,  may  be  defined  as  con- 
sisting of  money,  commercial  paper  redeemable  in  cash  upon  demand 

at  a  banking  institution,  and  credit  balances  in  deposit  accounts  at 

banking  institutions.  It  is  not  desired  to  go  into  details  of  this  defini- 
tion at  this  time,  other  than  to  state  that  the  term  Cash,  as  used  in 

business,  m.ay  not  consists  exclusively  of  money. 

Accounts  Receivable. — Accounts  Receivable  consist  of  obligations 

due  from  others  to  the  particular  business,  which  obligations  have 
not  been  reduced  to  the  form  of  commercial  paper.  In  the  books  of 

account,  each  of  these  obligations  is  shown  in  a  bookkeeping  classi- 

fication, known  as  an  account,  raised  in  the  name  of  the  indi\'idual 
or  concern,  indebted  to  the  business  because  of  credit  (agreement 

for  deferred  payment)  extended.  In  the  statement,  however,  all  of 
these  various  obligations  are  stated  in  one  amount,  under  the  title 

Accounts  Receivable.  Sometimes  a  list,  or  schedule,  is  attached  to 

the  statement  which  shows  the  amount  due,  or  to  become  due,  from 
each  individual  or  concern. 

Notes  Receivable.— Notes  Receivable  represent  obligations  due 

the  business,  which  obligations  are  in  the  form  of  commercial  paper. 

It  is  not  desired  at  this  point  to  go  into  an  explanation  of  all  the 

forms  of  commercial  paper,  other  than  to  state  that  an  example 

would  be  a  promissory  note,  that  is,  a  promise  to  pay  to  Frank  Brown, 

or  perhaps  to  pay  to  Frank  Brown  or  Order,  a  sum  of  money  at  a 
date  specified  or  indicated. 

9 
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Merchandise. — Merchandise  indicates  the  values  held  by  the 
business  in  the  form  of  goods,  wares,  or  articles  which  arc  to  be  sold. 

Sometimes  this  is  designated  as  "Inventory"  in  statements. 
Furniture  and  Fixtures. — As  the  name  indicates,  this  refers  to 

furniture  and  fixtures  owiied  by  the  business. 

Land  and  Buildings. — This  is  stated,  in  the  statement  of  Frank 
Brown,  as  one  amount,  $10,642.  Sometimes  a  distinction  may  be 
made  between  the  land  on  which  the  building  is  situated  and  the 

building.  The  reason  for  this  distinction  is  that  the  land  itself,  ordi- 
narily does  not  lessen  (depreciate)  in  value,  by  reason  of  use  and  other 

causes,  but  is  carried  in  the  books,  usually  at  the  same  amount  from 

year  to  year.  On  the  other  hand,  the  building,  by  reason  of  wear, 
tear,  usage  and  other  causes,  becomes  of  less  value  from  year  to  year. 

It  may  be  desirable  to  show  the  lessening  value  of  the  building,  in 
connection  with  the  value  at  which  it  was  purchased,  or  built,  in  which 
event  a  better  comparison  is  sometimes  had  if  the  building  is  carried 
on  the  books  and  in  the  statements  as  an  account  distinctive  from 
the  land. 

LIABILITIES  AND  CAPITAL 

Accounts  Payable. — This  indicates  obligations  of  the  business  to 

creditors  w^hich  are  not  in  the  form  of  commercial  paper.  In  the 
books  an  account  or  record  is  provided  for  each  creditor,  in  which 

the  details  of  the  transactions  are  recorded.  On  the  statement,  how- 
ever, the  various  net  amounts  are  combined  in  one  amount  as  Ac- 

counts Payable.  As  in  the  case  of  Accounts  Receivable,  there  may 
be  a  list  or  schedule  of  Accounts  Payable,  attached  to  the  statement. 

Notes  Payable. — This  title  relates  to  obligations  of  the  business 
to  creditors,  which  are  in  the  form  of  commercial  paper. 

Bond  and  Mortgage.— This  relates  to  an  obligation  of  the  busi- 
ness, which  has  been  secured  by  mortgage  on  an  asset  or  assets.  Ordi- 

narily, the  mortgage  is  on  the  land  and  buildings.  It  is  not  intended 
to  go  into  the  technical  phases  of  a  mortgage  other  than  to  state  that, 
for  all  practical  purposes,  the  creditor  has  a  certain  right  in  the 
asset  by  way  of  security  for  the  payment  of  the  debt.  The  bond  is 

a  more  formal  form  of  commercial  paper  than  a  promissory  note. 
In  some  cases,  a  note  is  given  instead  of  a  bond. 

Capital  Account. — It  will  be  noted  that  the  Capital  Account, 
$10,337,  represents  the  amount  by  which  the  assets  exceed  the  liabili- 

ties. It  is  also  derived  in  the  Profit  and  Loss  Statement  as  the  sum 

of  capital  at  the  beginning  of  the  year,  plus  profit,  made  during  the 
year. 
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Preparation  of  Statements. — The  manner  of  display  and  the  use 
of  the  various  expedients  to  facilitate  display,  may  be  called  technique 
of  statement  preparation.  As  applied  to  the  statement  given,  technique 
will  now  be  considered  with  reference  to : 

Heading 

Underlinings 

Symbols 
Eliminating  calculations  to  ascertain  facts 
Arrangement  of  items. 

Arrang-ement  of  Heading. — It  will  be  noted  that  the  name  is 

stated  first.  The  rest  of  the  heading  reads  "Statement  of  Assets, 
Liabilities  and  Capital  as  at  December  31,  1928."  It  is  not  stated, 
"For  the  year  ended  December  31,  1928,"  since  a  statement  of  con- 

dition can  only  pertain  to  an  instant  of  time.  The  profit  and  loss 
statement,  on  the  other  hand,  being  a  progress  statement,  relates  to 

a  period  of  time,  and  is  headed  "Year  ended  December  31,  1928." 
The  heading  "Assets"  and  the  heading  "Liabilities  and  Capital" 

are  each  underlined.  It  w^ould  be  poor  technique  to  underline  one 
without  underlining  the  other.  The  reason  for  this  is  that  things  of 

like  importance  in  statements  should  be  emphasized  equally. 
Symbols. — In  the  financial  statements  in  Chapter  I,  dollar  marks 

are  placed  before  amounts  at  the  heads  of  columns,  and  before 

amounts  stated  separately.  Some  accountants  advocate  using  the 

dollar  sign  in  front  of  the  last  item  only  in  a  statement.  Various 

symbols  such  as  %,  iff,  etc.,  may  be  used  in  statement  construction 
for  the  purpose  of  economizing  in  space. 

Showing  Facts  Clearly. — It  is  a  fundamental  rule  of  statement 

preparation  that,  so  far  as  possible,  the  person  examining  the  state- 

ment should  be  relieved  of  the  necessity  of  making  arithmetical  cal- 
culations to  ascertain  pertinent  facts.  An  instance  of  this  in  the 

statement  under  consideration  is  the  presentation  of  the  item  "Cash." 
Cash  on  hand,  cash  in  the  bank,  and  the  total  cash  are  shown  as 

three  separate  items.  If  only  the  total  of  cash  were  sho^\^l,  then  the 
amount  on  hand  and  in  bank  would  not  be  apparent.  If  each  of 

these  items  were  carried  out  to  the  money  column  separately,  without 

being  totaled,  then  a  calculation  would  be  necessary  to  ascertain  the 

total  of  cash.  The  method  of  presentation  thus  eliminates  the  neces- 

sity for  this  calculation.  This  principle  is  amplified  in  the  Profit  and 
Loss  Statement  of  Chapter  I. 

Arrangement  of  Items.— The  items  on  the  asset  side  are  pre- 

sented in  approximately  the  order  in  which  they  will  probably  be 
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converted  into  cash.  By  this  is  meant  that  cash  is  stated  first;  the 
item  that  is  next  nearest  conversion  to  cash,  second ;  and  so  on  down 
the  list.  On  the  liability  side,  items  which  will  presumably  fall  duo 
first  are  stated  first,  while  the  items  most  removed  from  falling  due, 
are  shown  last. 

In  some  instances,  to  be  sure,  notes  receivable  might  be  converted 
into  cash  sooner  than  accounts  receivable.  The  reverse  might  likewise 
be  the  case.  Ordinarily,  these  are  about  on  an  equality  as  to  their 

order  of  being  converted  into  cash.  "Where  the  items  have  appar- 
ently equal  rights  to  a  given  position,  it  is  customarj^  to  state  that 

item  first  which  is  the  larger  in  amount.  In  this  case  accounts  re- 
ceivable are  larger  in  amount  than  notes  receivable,  and  hence  stated 

first. 

Ordinarily,  merchandise  is  sold  on  credit,  thus  being  converted 
into  an  account  receivable,  or  perhaps  note  receivable,  and  finally 
reaching  the  cash  stage  when  payment  is  made  of  the  debt. 

Furniture  and  fixtures  are  not  ordinarily  as  near  conversion  as 

merchandise,  because  the  merchandise  is  held  for  purposes  of  being 
converted  into  cash,  whereas  furniture  and  fixtures  are  not  held  for 
conversion  but  kept  for  the  permanent  uses  of  the  business. 

Land  and  building  are  also  held  for  the  permanent  uses  of  the 
business.  Nevertheless,  in  practice  they  could  probably  not  be  sold 

as  quickly  as  the  furniture  and  fixtures,  and  are,  therefore,  stated 
after  them. 

On  the  liability  side,  the  accounts  payable  are  stated  first,  notes 

payable  second,  and  the  bond  and  mortgage  third.  Ordinarily,  the 
accounts  payable  and  the  notes  payable  mature  before  the  bond  and 
mortgage.  In  other  words,  secured  debts  are  ordinarily  of  longer 
duration  than  those  unsecured. 

In  most  statements  of  condition,  capital  account  is  stated  as  the 
last  item  on  the  liability  side. 

Sometimes  the  order  is  reversed,  that  is  to  say,  the  assets  least 

readily  converted  into  cash  are  stated  first.  In  such  cases  the  liabili- 
ties are  also  reversed  in  order.  Whether  one  form  is  adopted  or 

the  other  depends  upon  the  purpose  for  which  the  statement  is  made, 
and  a  full  consideration  of  the  two  methods  is  not  pertinent  until 

the  various  purposes  of  statements  of  condition  have  been  more  com- 
pletely covered.  This  fact  may  be  noted,  however,  that  if  one  order 

is  adopted  for  the  one  side,  the  same  order  should  be  adopted  for 
the  other  side. 

Form  of  Statement. — The  form  of  statement  on  both  pages  7  and 

8  is  the  running  or  report  form.    In  the  Statement  of  Condition  the 
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assets,  it  will  be  noted,  are  stated  first,  and  the  liabilities  second. 
Another  form  in  use  is  the  account  form,  wherein  the  assets  and  the 

liabilities  and  capital  are  placed  in  opposition — the  assets  being  placed 
on  the  left,  and  the  liabilities  and  capital  on  the  right.  In  the  ac- 

count form  of  Profit  and  Loss  Statement  the  costs  and  expenses  are 
placed  on  the  left  and  the  incomes  on  the  right  side. 

The  first  statement  below  shows  the  Statement  of  Assets,  Liabili- 
ties and  Capital  of  Frank  Brown  prepared  in  account  form  as  of 

December  31,  1928,  while  the  second  one  shows  the  Profit  and  Loss 
Statement  for  the  year  ended  on  that  date,  also  in  account  form. 
The  account  form  of  Statement  of  Assets,  Liabilities  and  Capital  is 
the  one  which  caused  it  to  be  called  a  balance  sheet,  but  in  modern 

business  the  term  "balance  sheet"  is  used  very  widely  to  designate 
either  form  of  Statement  of  Assets,  Liabilities  and  Capital. 

FRANK  BROWN 

Statement  of  Assets,  Liabilities  and  Capital  as  at  December  31,  1928 
(Account  Form) 

Assets Liabilities  and  Capital 
Cash: Accounts  payable            4,634 
On  hand   75 Notes  payable            527 
In  bank   400 

475 Bonds  and  mortgages  . .       6,000 

Accounts  receivable 
3,245 

Total  liabilities       11,161 
Notes  receivable   . . 725 Frank  BrowTi,  Capital  . .     10,337 
Merchandise     

4,826 Furniture   and   fix- 
tures   

1,585 Land  and  Building 10,642 

$21,498 $21,498 
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FRANK  BROWN 

Profit  and  Loss  Statement,  Year  Ended  December  31,  1928 

(Account  Form) 

Inventory,    beginning    of 
year     16,300 

Purchases,  during  year. .  42,000 

Cost    of    goods5    available 
for  sale      58,300 

Less,    Inventory,    close 
of  year     14,000 

Cost  of  goods  sold  during 
year     44,300 

Gross  profit,  carried  do^\^l  15,700 

60,000 

Selling  expenses    7,100 
Administrative  expenses  .  6,300 
Interest     on     notes     and 

mortgage       380 

Net     profit     to     Brown's 
capital    2,600 

$16,380 

Sales      60,000 

60,000 

Gross  profit     15,700 
Interest  earned    80 
Purchase  discount          600 

$16,380 

Proof 

Brown's  capital  at  beginning  of  year    $7,737 
Profit  for  year  as  above     2,600 

Capital  at  close  of  year  as  per  balance  sheet    $10,337 



LIABILITIES  AND  CAPITAL  15 

PROBLEM  1 

Walter   Lederer  begins   business   on  January   2,    1928.     He   is   to  engage   in 

the  business  of  buying  and  selling  footwear.     He  asks  you  to  draft,  from  the 

following  list  of  items,  a  statement  of  Assets,  Liabilities  and  Capital  as  a  basis 
for  opening  books  of  account. 

Furniture       $1500 
Show  cases      600 
Shoes       2000 

Shelving       200 
Boots      300 

Liberty  bonds       2500 

Leggins     800 
Cash  register      100 
Automobile        600 

Currency       200 
Miscellaneous  merchandise      625 

Checks  of: 

William  Baker     125 

James  Lathrop       230 

Promissory  notes  of: 
Frank  Cole     40 
Thomas  Groves       65 

Promissory  notes  given: 
Andrew  Collins      22 

Seymour  Hunt      85 

Amounts  due  Lederer,  but  not  on  commercial  paper: 
George  Bailey      260 
Allan  Brownell       325 

Oscar   Schornhart      250 

Amounts  owing  by  Lederer,  but  not  on  commercial  paper: 
Albert  Walker    200 

Edward  Feeley       220 

Sundry  Fixtures      300 
Bank  Balance       750 

Land  and  buildings  (subject  to  mortgage  of  $2000)    5000 
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PROBLEM  2 

Referring  to  Problem  1  above,  Walter  Lederer  finds  from  his  records  the 

following  facta  and  figures  at  December  31,  1928.  You  are  asked  to  prepare  a 
balance  sheet  in  account  form  as  of  December  31,  1928,  and  a  Profit  and  Loss 

Statement  in  report  form  for  the  year  ended  December  31,  1928.  (Depreciation 

and  possible  loss  from  bad  debts  may  be  ignored  in  this  case.) 

Furniture           $  1,500 
Show  cases       700 

Shoes       3,000 

Shelving     200 
Boots       400 

Liberty  Bonds       2,000 

Leggins       600 
Cash   register       100 
Automobile       600 

Currency       250 
Miscellaneous  merchandise     800 

Amounts  owing  on  promissory  notes  given  by  Lederer: 

Seymour  Hunt       25 
Austin  Merc.  Co    100 

Amounts  due  Lederer,  but  not  on  commercial  paper: 

George   Bailey       150 
Allan  Brownell     100 

Sundry     1,480 

Amounts  owing  by  Lederer,  but  not  on  commercial  paper: 
Snow  &  Co    230 
Gold  &  Finch      400 

Sundry  fixtures       370 
Bank  balance      978 

Land  and  building      5,000 

Owing  on  mortgage      2,000 

Purchases  of  merchandise  during  the  year: 

Shoes       12,000 

Boots       1,200 

Leggins       1,700 

Miscellaneous       2,000 

Expenses  incurred  during  the  year: 

Selling       2,875 

Administrative       3,470 
Interest       50 

Sales  of  merchandise  during  the  year: 

Shoes       16,000 

Boots       1,700 

Leggins       2,800 

Miscellaneous       2,700 
Earned  on  purchase  discounts     250 
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Comparing  the  balance  sheets  of  problems  1  and  2, 

(a)  Which  assets  were  larger  in  amount  at  the  end  of  the  year  than  at  the 

beginning,  and  how  much?     Which  were  smaller,  and  how  much? 

(b)  Which  liabilities  were  larger  in  amount  at  the  end  of  the  year  than  at 
the  beginning  and  how  much? 

(c)  In  general,  what  did  Mr.  Lederer  do  with  his  profits? 

PROBLEM  3 

From  the  following  data  prepare  a  balance  sheet  of  William  Jones  as  at 

December  31  and  a  Profit  and  Loss  statement  for  the  year,  the  former  in  ac- 
count form  and  the  latter  in  report  form.  (Ignore  depreciation  and  possible 

loss  from  bad  debts.) 

Cash       $  1,000 

Delivery  equipment     3,000 
Owing  from  J.  B.  Clark  on  account    50 

Purchased  merchandise  during  year     8,000 

Incurred  selling  expenses,  year      1,275 

Incurred  general  expenses,  year     1,500 

Owing  to  Sprague  &  Co.  on  account    300 

Furniture  and  fixtures      1,200 

Owing  to  First  Nat  '1  Bank  on  note    1,000 
Sales  made  during  year     13,000 
Merchandise  on  hand  at  end  of  year      2,000 

Merchandise  on  hand,  beginning  of  year     2,500 

Rent  expense  for  year     800 



CHAPTER  III 

RECORDING  TRANSACTIONS— DOUBLE  ENTRY 
ACCOUNTING 

We  discussed  in  the  preceding  pages  the  basic  statements  used  in 
business.  These  statements  we  found  divided  between  those  that 
related  to  condition,  or  a  phase  of  condition,  and  those  that  related 
to  progress,  or  a  phase  of  progress.  We  mentioned  that,  in  some 
instances,  there  were  combinations  of  the  two. 

We  found  that  the  statements  of  condition  were  of  various  kinds, 
and  that  the  principal  one  used  in  business  was  that  taken  from 

double  entry  books  of  account,  called  the  Balance  Sheet.  The  prin- 
cipal progress  statement,  we  found,  was  the  Profit  and  Loss  State- 

ment. 

In  either  case,  these  statements  were  founded  upon  facts  which 
had  been  recorded  and  classified  in  double  entry  books  of  account. 

It  is  now  necessary  as  a  basis  for  the  later  analysis  of  complicated 
statements,  to  consider  briefly  the  fundamental  principles  of  double 
entry  upon  which  all  modem  accounting  statements,  no  matter  how 
complicated  or  comprehensive,  are  based. 

The  Account. — Statements  are  prepared  from  accounting  records. 
Accordingly,  the  accounting  records  must  contain  classifications,  or 

summarizations,  of  value  facts,  corresponding  to  the  value  classifica- 
tions to  be  set  forth  in  the  statements.  Each  accounting  classification 

is  knowTi  as  an  ''Account."  The  accounts  are  grouped  in  a  book 

called  the  "Ledger." 
Double  entry  books  are  opened,  in  the  first  place,  with  accounts 

that  are  set  up  in  the  ledger  to  correspond  with  the  items  in  the 
opening  Statement  of  Assets,  Liabilities  and  Capital.  Succeeding 
business  transactions  increase  or  decrease  the  amounts  recorded  in 

these  classifications  or  accounts,  or  change  their  form.  These  increases 

or  decreases  or  changes  in  form  are  recorded  by  mathematical  addi- 
tions or  subtractions  (offsets).  The  amounts  thus  carried  to  the  ac- 

counts are  known  as  debits  and  credits. 

Debit  and  Credit. — The  term  "debit"  (noun)"  is  used  to  indicate 
an  amount  carried  to  the  left  side  of  an  account,  or  (verb)  the  act  of 

carrying  an  amount  to  the  left  side  of  an  account.  The  word  "credit" 18 
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(noun)  is  used  to  indicate  an  amount  carried  to  the  right  side  of  an 
account,  or  (verb)  the  act  of  carrying  an  amount  to  the  right  side  of 
an  account. 

Accounts  then  have  two  sides,  a  debit  side,  and  a  credit  side.  The 

debit  side  is  the  left-hand  side,  the  credit  side  is  the  right-hand  side. 
An  example  of  the  ruling  of  an  account  is  as  follows : 

CASH 
Dr. 

Cr. 

19— Jan.  2 ''     3 
Balance . . 
Note  Payable 

19— 

.S2160 
00 Jan.  2 

C6 1000 00 
Salaries. 

C7 S200 00 

Dr.  is  the  abbreviation  for  debit,  Cr.  is  the  abbreviation  for  credit. 
These  abbreviations  indicate  the  debit  and  credit  sides  of  the  account, 
respectively.  In  the  above  form  of  account  the  ruling  for  both  sides 
is  identical.  The  first  column  on  each  side,  is  for  the  date,  the  second 
is  the  explanation  column,  the  third  is  the  folio  column  to  be  explained 

later,  and  the  fourth  column,  which  is  sub-divided  for  the  dollars  and 
cents,  is  the  value-amount  column. 

Upon  opening  a  set  of  books.  Asset  accounts  are  debited,  that  is, 

each  asset  account  classification  has  an  amount  placed  on  the  left-hand 
side.  Liability  accounts  are  credited,  that  is,  each  liability  account 

classification  has  an  amount  placed  on  the  right-hand  side.  The 
Capital  account  is  credited.  The  total  of  the  debits,  representing  the 

total  of  the  assets,  at  this  point,  exactly  equals  the  total  of  the  credits 

— liabilities  and  capital.  This  is  in  accordance  with  the  equilibrium 
principle  before  given,  that  liabilities  plus  capital  equal  the  total  of 
assets. 

Books  of  Original  Entry. — Before  the  accounts  in  the  ledger  are 
debfted  and  credited,  a  record  is  made  of  each  transaction  in  what  is 

known  as  a  Book  of  Original  Entry.  This  book  records  the  trans- 
action and  shows  the  amount  to  be  debited  and  the  amount  to  be 

credited  to  the  accounts  affected  by  the  business  transaction — in  short, 
it  provides  a  chronological  record  of  transactions  and  makes  the  debit 
and  credit  distinctions. 

There  are  various  kinds  of  books  of  original  entry,  but  the  one 
which  we  will  now  consider  is  the  Journal.  The  Journal  is  a  book 

of  original  entry  in  which  business  transactions  are  recorded  in  the 
order  of  their  occurrence,  there  being  shown  as  to  each  transaction 
the  debit  and  credit  effects  upon  the  accounts  in  use. 



20 RECORDING  TRANSACTIONS— ACCOUNTING 

Opening-  a  Set  of  Books. — Arthur  Molter,  let  us  assume,  starts  in 
business  January  2,  1929.  His  financial  position  as  at  that  date  is 
shown  by  the  following  statement : 

ARTHUR  MOLTER 

Balance  Sheet  as  at  January  2,  1929 

Assets 
Cash: 

On  hand   $65 
In  bank     225 

Merchandise   
S290 1000 
525 

Liabilities  &  Capital 

Accounts  payable   
Arthur  Molter,  Capital. . . $  265 1550 

Furniture  and  Fixtures. .  . 

$1815 $1815 

The  first  transaction  of  this  business  then,  is  the  entry  of  Mr, 
Molter  into  business.  This  would  be  recorded  in  the  Journal  in  the 

following  manner: 

JOURNAL 

January  2,  1929 

Dr. Cr. 

Cash   
$290 1000 
525 

Merchandise   
Furniture  and  Fixtures   

Accounts  Payable   
$265 Arthur  Molter,  Capital   

Recording  Assets,  Liabihties  and  Capital  of 
Arthur   Molter,    who   this   day    starts   in 
business. 

1550 

It  will  be  noted  that  the  accounts  are  stated  in  this  entry  in 
such  manner  as  to  show  the  classifications  to  be  placed  in  the 
ledger  at  the  outset  of  this  business,  and  the  amount  to  be  debited 
Dr  credited  to  each  classification.  The  amounts  in  the  left-hand 

column  are  the  debits,  and  the  amounts  in  the  right-hand  column 
are  the  credits.  Sometimes,  when  an  entry  has  a  number  of  these 
amounts  on  either  side,  the  amounts  are  totaled  in  pencil,  to  make 
sure  that  the  total  of  the  debits  equals  the  total  of  the  credits. 
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All  entries  in  books  of  account  are  made  in  ink,  or  on  the  typewriter 

(as  in  the  ease  of  some  loose-leaf  recoi'ds). 

Posting. — The  next  step  would  be  to  carry,  or  "post"  the 
amounts  in  this  entry  to  the  respective  ledger  accounts.  By  posting 
is  meant  the  debiting  and  crediting  of  accounts  contained  in  the 
ledger  from  the  record  of  business  transactions  made  in  the  book 
or  books  of  original  entry. 

Ordinarily,  the  journal  contains  a  column  (called  folio  column) 
in  which  there  is  placed  adjacent  to  each  value  amount  the  page 
number  of  the  account,  to  which  the  amount  is  posted.  This  is 
often  done  during  the  act  of  posting  so  as  to  show  that  the  items 

which  do  not  contain  page  numbers  are  not  yet  posted.  For  pur- 
poses of  illustration  we  shall  post  the  entry,  in  so  far  as  it  affects 

tiie  Cash  account  and  the  Furniture  and  Fixtures  account  in  the 

ledger. 
Similarly,  the  Merchandise  account  would  receive  a  posting  of 

$1000  on  the  debit  side,  while  the  Accounts  Payable  and  Arthur 
Molter,  Capital  accounts  would  receive  $265  and  $1^50  respectively, 
both  on  the  credit  side.  After  posting  these  five  items  the  posting 
of  the  opening  journal  entry  would  be  completed  and  the  ledger 

would  be  ready  to  receive  the  postings  of  the  regular  daily  transac- 
tions of  the  business.  A  point  to  be  obsen^ed  is  that  the  ledger  is 

"in  balance"  after  the  opening  entry  is  posted.  This  means  that 
there  are  equal  debits  and  credits  in  the  ledger.  The  three  debits 
posted  amount,  in  the  aggregate,  to  $1815,  which  is  the  same  as  the 
sum  of  the  two  credits  posted. 

Dr. 
CASH 

Or. 
1929 

Jan.  2 Opening 
Balance 

S290 

Dr. 
FURNITURE  AND  FIXTURES 

Cr. 
1929 

Jan.  2 Opening 
Balance S525 
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Wc  shall  assume  that  page  1  is  the  number  of  the  page  of  the 

journal  on  -which  the  transaction  is  recorded.  It  will  be  noted 
that  the  number  of  the  journal  page  is  put  in  the  folio  column, 
this  being  the  purpose  of  that  column. 

The  explanation  for  each  item  posted  in  the  ledger  from  the 

opening  entry  is  shown  as  "Opening  Balance."  After  the  books 
have  been  opened  if  there  is  only  one  account  classification  debited 
and  one  account  classification  credited,  then  the  debit  entry  would 
indicate  in  the  explanation  column  the  account  credited,  and  the 
credit  entry,  the  account  debited.  For  example,  if  furniture  and 
fixtures  were  purchased  for  cash,  Furniture  and  Fixtures  would  be 
debited  and  Cash  credited.  In  the  Furniture  and  Fixtures  account, 

the  entry  on  the  debit  side  would  read  "Cash,"  indicating  that  cash 
had  been  credited  to  offset  the  debit  to  Furniture  and  Fixtures. 

Likewise  in  the  Cash  account,  the  explanation  of  the  credit  entry 

would  be  worded  "Furniture  and  Fixtures,"  indicating  that  the 
credit  to  Cash  was  offset  by  a  debit  to  Furniture  and  Fixtures. 

Characteristics  of  the  Account. — Subsequent  transactions  of  the 
business  will  result  in  increasing  and  decreasing  the  amounts  in  the 
various  accounts.  The  accounts  may  be  considered  as  divided  into 
three  classes:  Asset,  Liability  and  Capital.  Each  of  the  accounts 
representing  these  classifications,  as  has  been  stated,  has  a  debit  and 
a  credit  side. 

The  balance  of  an  account  is  the  amount  by  which  either  the 
amount  of  the  debits  exceeds  the  amount  of  the  credits,  or  vice  versa. 
If  the  debits  exceed  the  credits,  the  account  is  said  to  have  a  debit 
balance.  If  the  credits  exceed  the  debits,  the  account  is  said  to  have 
a  credit  balance. 

An  asset  account  ordinarily  has  a  debit  balance.  A  liability 

account  ordinarily  has  a  credit  balance.  The  capital  account  ordi- 
narily has  a  credit  balance. 

Increases  in  asset  accounts  are  recorded  by  debits;  decreases  by 

credits.  Increases  in  liability  accounts  are  recorded  by  credits;  de- 
creases by  debits.  Increases  in  the  capital  account,  or  in  accounts 

representing  the  capital  account,  are  recorded  by  credits ;  decreases, 

by  debits.  From  this  we  may  derive  the  rule  that  additions  to  ac- 
counts are  recorded  by  an  entry  on  the  side  on  which  the  balance 

ordinarily  appears;  that  deductions  from  accounts  are  recorded  on 
the  side  opposite  to  that  on  which  the  balance  ordinarily  appears. 

Increa<ses  and.  Decreases  in  Account  Balances. — For  our  purpose 
we  may  consider  two  general  classes  of  increases  and  decreases  in 
account  balances.    These  are: 
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1.  Increases  and  decreases  which  do  not  affect  proprietary  interest. 
2.  Increases  and  decreases  which  do  affect  proprietary  interest. 
Increases  and  decreases  which  do  not  affect  proprietary  interest. 

If  an  asset  is  increased  and  another  asset  decreased  by  a  like  amount, 

proprietary  interest  is  not  affected.  If  one  form  of  liability  is  ex- 
changed for  another  form  of  liability,  the  proprietary  interest  is  not 

affected.  Nor  is  proprietary  interest  affected  if  an  asset  is  increased, 

by  reason  of  an  advance  by  a  creditor,  for  the  reason  that  the  liabili- 
ties are  increased  by  a  like  amount.  Furthermore,  the  proprietary 

interest  is  not  affected  in  case  cash  is  used  to  pay  a  debt,  in  that 
the  decrease  in  asset  value  exactly  equals  the  decreases  in  liabilities. 

As  an  example,  let  us  take  the  first  of  these.  We  shall  assume 
that  Arthur  Molter  purchases  furniture  for  cash  in  the  amount  of 
$50.     The  journal  entry  would  be: 

January,  1929 
2 

Dr. Cr. 

Furniture  and  fixtures   

$50 Cash   

S50 For  purchase  of  furniture. 

This  entry  shows  that  Furniture  and  Fixtures  is  to  be  debited 

$50 — that  is,  increased  $50.  It  also  shows  that  Cash  is  to  be  credited 
$50 — that  is,  decreased  $50. 

Assume  that  Arthur  Molter  can  not  pay,  conveniently,  an  account 

which  he  owes,  amounting  to  $100,  when  it  becomes  due.  He  gives 
a  note  for  this  amount.  This  results  in  his  owing  $100  upon  a  note 
which  is  recorded  in  the  accounts  as  a  note  payable,  or  perhaps  in 

an  account  captioned  "Notes  Payable."  The  entry  to  record  thi^ 
in  Arthur  Molter 's  journal  will  be: 

Dr.  Cr. 

Accounts  payable  (J.  B.  Main). 
Notes  payable   $100 

$100 
For  note  given  J.  B.  Main,  60  days  at  5%,  dated  this  date. 

This  results  in  crediting  a  new  account  Notes  Payable  to  show 
the  creation  of  this  kind  of  liability.  Accounts  payable  are  debited 
to  show  that  this  form  of  liability  has  been  decreased.  It  should  be 

noted  that  the  words  "Accounts  payable"  would  not  be  used  in  the 
accounts  themselves,  but  the  name  of  the  creditor.    Hence,  the  credit 
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would  be  to  the  name  of  the  creditor  J.  B.  Main.     The  explanation 
underneath  merely  sets  forth  the  terms  of  the  promissory  note. 

Merchandise  is  bought  on  credit.     This  results  in  increasing  Mr. 

Molter's  liabilities  and  increasing  his  assets.     The  entrj^  might  be: 
Dr.  Cr. 

Merchandise   
To  Accounts  payable    $50 

For  purchase  of  merchandise. 

Mr.  IMolter  now  pays  a  debt  amounting  to  $25.    In  this  case  the 
entry  would  be: 

Dr.  Cr. 

Accounts  payable. 
To  Cash   

S25 
$25 For  payment  of  account. 

This  entry  results  in  decreasing  the  liabilities  by  the  same  amount 
that  the  assets  are  decreased. 

The  above  transactions,  representing  examples  of  increases  and 
decreases  that  do  not  affect  proprietorship  interest,  may  be  reduced 
to  the  following  formulate: 

If  an  asset  is  obtained,  or  increased,  by  an  expenditure  made  out 
of  another  asset,  debit  the  asset  obtained  or  increased,  and  credit 
the  asset  reduced. 

If  a  liability  is  reduced  through  the  incurrence  of  another  liability, 
debit  the  old  liability  and  credit  the  new  liability. 

If  an  asset  value  is  obtained  through  the  incurrence  of  a  debt, 
debit  the  asset  and  credit  the  liability. 

If  a  debt  is  paid,  debit  the  liability  and  credit  the  asset  used  in 

payment. 
It  is  not  desired  that  the  above  be  memorized,  but  that  the  princi- 
ple underlying  tTie  method  of  treatment  in  each  case  be  borne  in 

mind.  This  principle  is  that  increases  in  accounts  are  recorded  by 
an  entry  on  the  side  of  the  account  on  which  the  balance  ordinarily 
appears;  that  decreases  are  recorded  on  the  side  opposite  to  that 
on  which  the  balance  ordinarily  appears. 

Increases  and  decreases  which  affect  proprietary  interest.  Pro- 

prietary interest  is  recorded  in  the  Capital  account  as  a  credit.  Fol- 
lowing the  principles  already  given,  a  credit  to  Capital  account  would 

represent  an  increase  of  proprietary  interest,  whereas  a  debit  would 

represent  a  decrease  of  proprietary  interest. 



PURPOSE  OF  NOMINAL  ACCOUNTS  25 

If  each  increase  in  the  proprietary  interest  were  entered  in  the 
Capital  account,  and  if  each  decrease  were  entered,  the  account  would 
have  to  be  laboriously  analyzed  in  order  to  find  the  causes  of  increase 
and  the  causes  of  decrease.  The  situation  would  be  like  a  basket 

filled  with  disarranged  colored  cards — it  would  be  necessary  to  sepa- 
rate the  cards  by  colors,  and  to  count  the  cards  of  each  color. 

Nominal  Accouiits. — Various  temporary  or  transient  accounts, 
known  technically  as  Nominal  accounts,  arc  opened  for  classification 
purposes  in  the  books  to  record  these  increases  and  decreases  in 
proprietorship  interest.  For  example,  a  payment  for  rent  cuts  do\vn 
the  fund  of  asset  values  and  is  a  cost  or  an  expense  of  the  business. 

It  would  be  recorded  in  an  expense  account,  or  possibly  a  rent  ac- 
count by  a  debit ;  and  the  asset  cash,  if  it  were  paid  in  cash,  would 

be  credited.  There  would  thus  be  recorded  as  a  debit  to  a 

nominal  account  an  amount  that,  theoretically,  might  be  charged 
directly  to  capital  account.  The  net  effect  would  be  the  same  if  a 
liability  were  credited  in  the  event  that  the  payment  is  deferred 

instead  of  crediting  cash  to  record  a  cash  settlement — the  net  pro- 
prietorship interest  (excess  of  asset  values  over  liabilities)  would  be 

reduced.  The  same  would  be  true  in  respect  to  any  kind  of  a  cost 
or  expense,  no  matter  in  what  account  recorded. 

Nominal  accounts  also  record  increases  in  proprietorship  interest. 
For  example,  the  concern  might  rent  a  building  to  some  one,  receiving 

therefor  a  certain  amount  of  value,  which  would  increase  proprietor- 
ship interest.  Assuming  that  the  value  received  was  cash,  cash  would 

be  debited,  to  record  the  addition  to  asset  value,  and  the  nominal 

account:  "Rent  Earned"  would  be  credited  to  show  the  increase  in 
proprietorship  interest.  So  it  is  upon  the  sale  of  goods,  that  an  ac- 

count called  Trading  Profit  might  be  credited  with  the  increase  in  pro- 
prietorship interest,  represented  by  the  excess  of  the  selling  price  of 

the  goods  over  the  cost  price  of  the  goods  sold.  There  are  other 

ways  of  recording  trading  profit,  which  will  be  considered  in  subse- 
quent pages. 

Nominal  accounts,  then,  during  the  accounting  period  record  the 
increases  and  decreases  in  proprietorship  interest.  Increases  normally 
flow  from  sales,  in  other  words,  from  the  selling  of  merchandise  at 
a  higher  price  than  its  cost  price.  Decreases  normally  flow  from 
expenses  or  costs  made  in  connection  with  the  operations  of  the 
business. 

Purpose  of  Nominal  Accounts. — The  purpose  of  the  nominal  ac- 
counts is,  by  suitable  classifications,  to  indicate  the  causes  of  pro- 

prietorship increase  and  decrease,  as  a  preparation  for  the  profit 
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and  loss  statement.  If,  as  before  stated,  these  increases  and  decreases 

had  been  entered  directly  to  the  Capital  account  as  credits  and 
debits,  respectively,  then  that  account  would  have  to  be  laboriously 
analyzed  in  order  to  get  the  facts  upon  which  to  prepare  a  profit 
and  loss  statement.  Furthermore,  it  must  be  borne  in  mind  that  the 
preparation  of  the  profit  and  loss  statement  not  only  embraces  finding 
the  several  causes  of  increase  and  decrease,  but  also  their  net  effect ; 
that  is,  net  profit  or  net  loss.  Hence,  at  the  end  of  the  accounting 
period  certain  steps  are  taken  to  bring  into  an  account  then  raised, 
the  balances  of  these  nominal  accounts,  so  that  in  this  account  there 
may  appear  the  net  increase  or  the  net  decrease. 

Closing  out  Nominal  Accounts. — These  nominal  accounts,  accord- 
ingly, are  closed  out  at  the  end  of  the  accounting  period,  so  that 

the  extent  of  the  net  increase  or  the  net  decrease  in  proprietorship 
interest  is  clearly  shown.  Assuming  that  the  trading  profit  (excess 
of  selling  price  over  cost  of  goods  sold)  is  known,  the  balance  in  the 

account  showing  trading  profit,  and  the  balance  in  the  various  ac- 
counts showing  the  costs  of  doing  business,  would  be  transferred  to 

what  is  known  as  a  profit  and  loss  account.  Let  us  assume  that  in 
a  given  business  the  balances  in  these  accounts  are: 

Dr. 

Cr. 

Trading  profit   

$850 150 

125 

$6000 
Salaries  and  wages   
Rent   
Expense   

Net  profit   
SI  125 4875 $6000 

S6000 $6000 

The  four  accounts  given  are  on  the  books  and  have  the  debit 
and  credit  balances  shown.  The  credit  is  $6000  and  the  debit  items 

total  $1125,  so  that  the  net  profit,  that  is  the  excess  of  the  amount 
of  the  credits,  is  $4875. 

The  problem  now  is  to  transfer  these  several  balances  into  one 

account,  the  balance  of  which  will  disclose  this  net  profit.  The  matter 
of  effecting  this  transfer  will  be  simply  to  enter  on  the  opposite 
side  of  each  account  to  that  on  which  the  balance  appears,  the  amount 

of  the  balance,  and  to  set  this  balance  up  on  the  new  account,  called 
profit  and  loss  account.  For  example,  the  $6000,  of  trading  profit 
is  on  the  credit  side.    This  account  is  wiped  off  the  books  by  debiting 
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it  $6000,  and  by  crediting  the  new  account,  profit  and  loss  $6000.  In 
this  way  the  $6000  credit  balance  appearing  in  the  trading  profit 
account  is  transferred  to  the  credit  side  of  profit  and  loss  account. 

Doing  this  as  to  all  of  the  accounts,  would  be  effected  by  the 
following  journal  entries: 

December  31,  19 — 

Trading  profit   
To  Profit  and  loss . 

Profit  and  loss   
To  Salaries  and  wages. 

Rent   
Expense   

Dr. Cr. 

$6000 
S6000 

1125 

S850 150 

125 

No  balances  will  then  appear  in  any  of  the  accounts  from  which 
the  transfers  were  made.  When  all  of  these  balances  have  been 

transferred  to  the  profit  and  loss  account,  that  account  appears  as 
follows : 

PROFIT  AND  LOSS 

Trading  profit. Salaries  and  wages. . . 
Rent   
Expense   
To  Capital  account .  . 

Closing  Profit  and  loss  to  Capital  account.  The  net  balance  in 
the  profit  and  loss  account  is  a  credit  balance  of  $4875,  representing, 
as  before  stated,  the  net  profit.  In  other  words,  incoming  asset  values 

(excess  of  values  received  from  sales)  over  outgoing  values  (expenses) 
amounted  to  $4875.  Assuming  that  none  of  this  profit  was  taken 

out  of  the  business  by  the  proprietors,  this  would  represent  the  in- 
crease in  capital  during  the  period. 

In  order  that  the  capital  account  may  now  show  this  net  increase, 
profit  and  loss  account  is  debited,  thereby  closing  it  out,  with  the 
amount  of  the  net  profit,  $4875,  and  capital  account  is  credited  by 
a  like  amount.  The  profit  and  loss  and  other  nominal  accounts  are 

then  ruled  as  shown  in  the  profit  and  loss  account  illustrated  above. 
It  is  thus  seen  that  during  the  accounting  period,  certain  nominal 

accounts  are  debited  or  credited,  with  amounts  represented  as  de- 
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creases  or  increases  respectively,  of  proprietorship  interest.  These 
nominal  accounts  show  the  causes  of  increases  and  the  causes  of 

decreases.  Their  balances  are  transferred  to  a  profit  and  loss  account, 
so  that  that  account  will  show  the  net  effect  whether  net  profit 
(increment)  or  net  loss  (decrement). 

The  amount  of  net  profit  is  transferred  to  the  capital  account. 
As  a  consequence  all  of  the  nominal  accounts  are  closed  out  of  the 
books,  leaving  only  the  real  accounts,  that  is  to  say,  the  accounts 
recording  assets,  liabilities  and  the  capital  account,  appearing  on  the 
books.  The  real  accounts  are  thus  seen  to  be  the  only  ones  having 
balances  at  the  beginning  of  a  period  and  are  likewise  the  only  ones 
with  balances  at  the  end,  after  the  closing  process  has  been  completed. 
The  amounts  of  the  balances,  however,  are  usually  different  for  each 
account  at  the  two  dates. 

Inasmuch  as  nominal  accounts  show  the  causes  of  increase,  and 

the  causes  of  decrease  in  proprietorship  interest  (progress  in  attain- 
ing the  business  object  of  profit),  they  afford  the  basis  for  making 

up  the  profit  and  loss  statement  at  the  end  of  the  accounting  period. 
In  other  words,  this  profit  and  loss  statement,  in  the  case  given, 
would  be  made  up  from  the  profit  and  loss  account.  The  accounts 
remaining  wuth  balances  not  closed  out,  that  is,  the  real  accounts, 
afford  the  basis  for  preparing  the  balance  sheet.  Just  how  this  is 
done,  and  the  several  steps  taken  to  do  it,  will  be  considered  in  the 
succeeding  pages. 

PROBLEM  4 

Journalize  the  following  business  transactions: 

Purchase  of  merchandise  for  cash,  $500 

Purchase  of  merchandise  on  credit,  $1500 

Purchase  of  a  typewriter  for  cash,  $100 
Purchase  of  stationery  for  $50 

Note  given  "William  Gray  for  60  days  at  4%  interest,  to  cover  account  of 
$45 

Payment  of  account  of  Joseph  Baker,  $500 

Payment  of  note  in  favor  of  Allen  Cassidy,  $36 

Entries  to  close  books  upon  basis  of  following  accounts: 

Trading  profit     $2000 
Insurance       125 
Kent        175 

Salaries        800 

Advertising        200 

Traveling  expenses     175 
Interest  received     25 

Eepairs       600 
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PROBLEM  5 

(a)  Make  journal  entries  for  the  following  transactions: 

May  1.  Martin  Young  invests  the  following  assets  in  the  coal  business:  Cash 

$4000;  buildings  $2000;  lot  $3000;   and  coal  inventory  $3000. 

May     2.  Buys  of  XYZ  Coal  Co.  on  account,  some  coal  for  $6820. 

May  7.  Gives  five  promissory  notes  of  $1000  each  to  the  XYZ  Coal  Co.  on 
account. 

May  8.*  Sells  to  the  Board  of  Education,  on  account,  coal  for  $9210,  which 
cost  $7900. 

May  11.  Pays  laborers  their  wages  in  cash  $60. 

May  12.  Allows  the  Board  of  Education  $80  on  its  account  because  of  an 

alleged  shortage  in  weight  of  coal  delivered. 

May  14.  Eeceives  $5000  cash  on  account  from  the  Board  of  Education. 

May  15.  Makes  sundry  cash  sales  of  coal  for  $150,  which  cost  $125. 

May  17.  Pays  two  notes  in  favor  of  XYZ  Coal  Co. 
May  18.  Pays  cash  for  delivery  truck  $2000. 
May  20.  Pays  rent  $150. 

May  21.  Sells  the  rest  of  the  coal  to  the  Triangle  Milling  Company  for  $2000 

on  account.     (It  can  be  easily  calculated  that  this  coal  cost  $1795.) 
May  23.  Pays  laborers  cash  for  wages  $40. 

May  26.  Pays  the  XYZ  Coal  Co.  enough  cash  to  settle  the  account  with  them. 

May  31.  Eeceives  from  the  Triangle  Milling  Co.  a  note  for  $1500  and  cash 
for  the  balance  of  their  account. 

(b)  Post  to  appropriate  ledger  accounts. 

(c)  Make  closing  journal  entries  and  post  them,  ruling  off  the  nominal  ac- 
counts correctly. 

(d)  Prepare  balance  sheet  and  profit  and  loss  statement. 

(e)  Enter  the  following  transactions  for  part  of  the  month  of  June. 

June  1.  Borrows  $1500  from  the  bank  on  his  promissory  note. 

June  4.  Pays  $80  wages  to  laborers. 

June  6.  Purchases  $6000  worth  of  coal  from  the  XYZ  Coal  Co.  on  account. 

Pays  the  C.  H.  &  D.  Ey.  $150  freight  thereon. 
June  7.  Sells  coal  for  $200  to  James  Brian  on  account,  which  cost  $170. 

PROBLEM  6 

Give  in  the  following  form  the  class,  tj-pe  and  increase  side  of  each  account 

given.     "Cash"  is  given  as  an  example: 
Name  of  account  Class  Type  Increase  side 
Cash  Real  Asset  Debit 

Selling  expense 

Delivery  equipment 
Notes  receivable 

John  Doe,  capital 
Interest  cost 

Richard  Roe,  creditor 

*  The  entry  for  this  transartion,   according  to  principles  considered  in   this  chapter,   is: 

Accounts  Receivable   (Board  of  Education)      $9210 

Merchandise        *J9U0 
Profit  on  Trading    •^*^" 
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PROBLEM  7 

The  following  are  accounts  of  a  ledger  at  the  end  of  the  month.  Copy  them 

on  ledger  paper,  open  a  profit  and  loss  account  and  make  the  necessary  entries 

to  close  the  ledger. 

Ca sh D.  Light,  Capital Merchandise 

$2000 $400 $2000 

$400 
$290 350 80 

250 200 

160 

50 

130 
5 80 

100 

Notes  payable B.  Jones General  expense 

$250 

Selling  expense 

$240 

$50 $15 

Trading  profit 
$5 

25 
40 
30 20 

PROBLEM  8 

(a)  Make  journal  entries  from  the  following  transactions: 

Oct.  1.  U.  S.  Smart  begins  business  with  the  following  assets:  Cash,  $1500; 
Store  fixtures,  $900;  Delivery  truck,  $750. 

Oct.     3.  Buys  of  A.  Byrd,  on  account,  merchandise  for  $650. 

Oct.  10.  Gives  A.  Byrd  a  check  for  $100  and  a  promissory  note  to  balance 
his  account. 

Oct.  12.  Sells  merchandise  to  Sam  Jones  on  account  $400,  cost  $280. 
Oct.  16.  Receives  a  note  from  Sam  Jones  on  account  $75. 

Oct.  20.  Sam  Jones  returned  some  goods  which  he  claims  to  be  unsatisfactory 
and  credit  for  $25  is  allowed  him. 

Oct.  27.  Pays  for  repairing  truck  damaged  in  a  wreck,  $30. 

Oct.  31.  Pays  rent  $60   and   salary  $50. 
(b)  Post  to  the  ledger  accounts  affected. 

(c)  Make  and  post  closing  journal  entries,  and  rule  accounts. 

(d)  Prepare  balance  sheet  and  profit  and  loss  statement. 

I 

PROBLEM  9 

(a)  Place  the  following  information  in  ledger  accounts. 

(b)  Open  a  profit  and  loss  account  and  make  all  necessary  entries  to  close 

the  ledger,  ruling  the  accounts. 

(c)  Prepare  balance  sheet  in  account  form,  and  profit  and  loss  statement  in 

report  form. 
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31 1.  James  Howo  started  business  with  an  investment  of  $5000  in  cash. 

2.  Paid  $2000  for  a  building. 

3.  Purchased  store  fixtures  from  West  &  Co.,  paying  for  them  by  giving  a 
note  for  $500. 

4.  Bought  merchandise  from  George  Marshall,  $1200,  on  account. 
5.  Sold  merchandise  for  cash,  $750;  cost  $640. 
6.  Eeturns  merchandise  to  George  Marshall,  $50. 

7.  Paid  note  given  to  West  &  Co.,  $504   (the  extra  $4  being  for  interest). 
8.  Paid  George  Marshall  $500, 

9.  Sold  remaining  merchandise  to  W.  Hopkins  on  account,  $600  (cost  is  left 
for  the  student  to  calculate). 

PROBLEM  10 

The  following  account  balances  are  found  in  the  ledger  of  E.  C.  Redhead  at 

the  close  of  a  period: 

Land  and  buildings,  $2000;  interest  income,  $20;  E.  C.  Eedliead,  capital, 

$3000;  sales  discount,  $30;  clerks'  salaries,  $280;  delivery  equipment,  $700; 
Freight  in,  $175;  Accounts  receivable,  $300;  Furniture  and  fixtures,  $475;  Rent 

expense,  $150;  Mortgages  payable,  $1000;  Purchase  discount,  $40;  Delivery  ex- 

pense, $120;   Cash,  $335;   Salesmen's  salaries,  $465;    Trading  profit,  $970. 
(a)  Open  ledger  accounts  and  enter  the  above  balances  directly  in  tlie  accounts. 
(b)  Make  necessary  entries  and  rulings  to  close  the  ledger. 

(c)  Prepare  a  balance  sheet  and  profit  and  loss  statement. 

PROBLEM  11 

Analyze  the  following  transactions  indicating  accounts  affected  in  proper 
columns  in  a  form  like  the  one  below.     Xumber   1  is  given  as  an  illustration. 

Number  of 
Transaction a/c  Dr. a/c  Cr. 

1 Salaries Cash 

2 

3 

1.  Pays  clerks'   salaries,   $75. 
2.  F.  H.  Bouehead  invests  $5000  cash  in  the  business. 

3.  Buys  merchandise  on  account  from  R.  D.  Johnson,  $1250. 

4.  Pays  $30  for  rent  of  building. 
5.  Sells  merchandise  on  account  to  B.  D.  Deadbeat,  $350,  cost  $200. 

6.  Buys  auto  truck  from  Lincoln  garage,  $450. 

7.  Makes  an  allowance  to  B.  D.  Deadbeat  for  damaged  goods,  $25. 
8.  Gives  E.  D.  Johnson  a  check  for  $500  on  account. 

9.  Buys  new  top  for  delivery  truck,  $50.      (The  truck  had  no  top  before.) 
10.  Borrows  $1000  from  the  bank  on  his  personal  note. 
11.  Buys  a  new  tire  to  replace  an  old  one,  $15. 



CHAPTER  IV 

TRADING  AND  EXPENSE  ACCOUNTS 

In  the  preceding  pages  the  subject  of  nominal  and  real  accounts 
was  discussed.  A  nominal  account,  we  found,  was  an  account  that 
recorded  the  causes  for  increases  or  the  causes  for  decreases  in 

proprietorship  interest.  A  real  account  is  an  account  that  records 
an  asset,  a  liability,  or  capital. 

There  are  some  accounts  which  are  termed  ** mixed  accounts."  A 
mixed  account  is  one  which  contains  both  real  and  nominal  elements. 

In  other  words,  a  part  of  the  amount  shown  in  the  account,  is  real, 
and  a  part  is  nominal.  Before  the  profit  and  loss  statement  and  the 

balance  sheet  can  be  prepared,  the  nominal  elements  must  be  sep- 
arated from  the  real  elements.  This  separation  is  necessary  because 

the  nominal  elements  pertain  exclusively  to  profit  and  loss,  and  the 
real  elements  pertain  exclusively  to  the  balance  sheet. 

These  fundamentals  hold  true  in  every  line  of  profit  enterprise. 

The  railroad  no  less  than  the  trading  concern  must  periodically  re- 
view its  accounts  and  segregate  real  and  nominal  elements  for  state- 
ment purposes.  The  correct  analysis  of  all  financial  statements,  there- 

fore, is  dependent  upon  a  clear  understanding  of  the  basic  principles. 
For  illustrative  purposes,  we  shall  use  the  accounts  of  traders,  later 
amplifying  our  study  with  the  statements  of  other  classes  of  business. 

Merchandise  Account. — The  old-fashioned  merchandise  account 
was  an  account  in  which  the  trading  transactions  were  entered.  For 
example,  upon  the  purchase  of  merchandise,  merchandise  was  debited 

and  cash  or  liability  credited.  Upon  a  sale,  cash  or  liability  was 
debited  and  merchandise  credited.  The  credit  represented  selling 
price,  which  is  normally  cost  price  plus  profit.  Should  some  of  the 
goods  purchased  be  returned,  then  the  account  of  the  person  from 
whom  the  merchandise  was  bought  would  be  debited,  and  merchandise 
account  credited.  Should  some  of  the  goods  sold  be  returned  by 

the  persons  to  whom  the  goods  were  sold,  then  merchandise  account 
would  be  debited,  and  the  account  of  the  customer  credited  (unless 
cash  was  paid  at  the  time,  in  which  case  cash  might  be  credited). 

32 
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The  following  is  an  example  of  how  a  merchandise  account  might 
appear : 

MERCHANDISE 

Dr.  Cr. 

Opening  inventory   $10,000  Sales    $8,000 
Purchases       5,000  Returned  purchases    200 
Returned  sales            400  Sales    9,000 
Purchases       6,000  Sales     7,000 
Purchases       7,000  Returned  purchases    300 
Returned  sales            800  Sales     6,000 
Purchases       4,000  Sales     1,000 

Returned  purchases    500 

The  actual  entries  might  be  greatly  in  excess  of  the  number  given. 

Accordingly,  it  would  be  difficult  to  find  the  exact  amount  of  pur- 
chases and  the  exact  amount  of  sales,  from  an  account  of  this  kind. 

To  do  so,  it  is  necessary  to  analyze  the  account,  in  which  case  we 
would  find  the  respective  items  to  be  as  follows: 

Dr.  Cr. 

Opening  inventory       $10,000 
Purchases       22,000 
Returned  purchases       $1,000 
Sales     31,000 
Returned  sales         1,200 

The  account  has  now  been  simplified  by  a  reduction  to  five  items, 
which  gives  us  a  much  clearer  insight  into  the  amount  of  purchases 
and  sales  during  the  accounting  period.  For  purposes  of  further 
explanation,  we  may  ascertain  the  net  purchases  and  net  sales  by 
offsetting,  in  each  instance,  the  returns.  We  would  then  have  the 

opening  inventory  $10,000,  net  purchases  $21,000  and  net  sales  $29,- 
800,  as  follows: 

Dr.  Cr. 

Opening  inventory       $10,000 
Purchases    (net)          21,000 
Sales  (net)       $29,800 

Cost  and  Selling-  Price  of  Goods  Sold. — In  the  preceding  chapter 
a  method  was  presented  for  handling  Merchandise  account  as  a  real 

account.  This  necessitates  a  rather  impracticable  procedure  for  de- 
termining gross  profit  on  sales.  It  will  be  recalled  that  the  method 

referred  to  requires  that  for  each  sale  made,  both  the  cost  and  selling 
price  must  be  known  in  order  to  make  a  complete  and  correct  journal 
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entry  for  the  sale.  Under  sucli  conditions,  the  entry  for  a  sale  is, 
Debit  Cash  (or  Accounts  Receivable)  ^vith  the  selling  i)riee,  and 
credit  Merchandise  (with  cost  price),  and  credit  Profit  on  trading 
with  the  difference  between  selling  price  and  cost  price.  In  the 
average  retail  business  it  is  impracticable  to  follow  this  procedure 
of  recording  the  cost  price  of  each  sale  made,  although  many  well 
managed  concerns  provide  for  such  data.  A  more  common  method 
is  to  record  the  full  selling  price  in  the  Merchandise  account  and 
then  find  the  profit  on  trading  by  taking  an  inventory  of  merchandise 
unsold  at  the  end  of  an  accounting  period.  That  even  this  method 
is  not  the  most  desirable  for  the  average  business  is  pointed  out  in 

the  several  pages  following.  The  single  Merchandise  account  should 
be  replaced  by  several  accounts  as  described  below. 

The  opening  inventory,  that  is,  the  merchandise  on  hand  at  the 
beginning  of  the  period,  plus  the  net  purchases,  gives  us  the  cost 

price  of  all  goods  that  were  available  for  sale  during  the  accounting 
period.  The  amount  is  $10,000  (opening  Inventory)  plus  $21,000 
(purchases,  net),  total  $31,000.  We  know  that  in  the  Sales  account 
there  are  two  elements:  the  cost  price  of  goods  disposed  of,  and 

the  gross  sales,  the  difference  being  gross  profit  on  sales. 
If  at  a  given  moment  we  list  the  articles  we  still  have,  that  is 

to  say,  those  we  have  not  sold,  and  find  the  total  cost  price  of  these 
articles,  we  have  a  means  of  finding  the  cost  price  of  the  goods  that 
were  sold.  Let  us  assume  that  we  do  this  and  find  that  we  have 

left  goods  that  cost  us  $11,000.  We  had  available  for  sale,  it  will  be 
recalled,  goods  that  cost  us  $31,000.  Hence  if  we  deduct  from  the 
cost  price  of  the  goods  available  for  sale,  the  cost  price  of  the  goods 
remaining,  we  get  the  cost  price  of  the  goods  sold.  Assuming  that 
the  cost  price  of  the  goods  remaining  is  found  to  be  $11,000,  then 
$31,000  (the  cost  price  of  goods  available  for  sale),  less  $11,000  gives 
$20,000  as  the  cost  price  of  the  goods  that  were  sold.  The  selling 
price  of  the  goods  that  were  sold  was  the  amount  stated  opposite 
sales,  $29,800.  Deducting  from  this  the  cost  price  of  goods  sold 
($20,000),  $9800  is  the  excess  of  selling  price  over  cost  price,  that 
is  to  say,  the  gross  profit. 

Accordingly,  we  may  reduce  this  to  the  formulate: 

Opening  inventory',  plus  net  purchases,  less  closing  inventory, 
equals  cost  price  of  goods  sold. 

Selling  price  of  goods  sold  less  cost  price  of  goods  sold  equals 
gross  profit  (assuming,  of  course,  that  the  goods  are  sold  for 
more  than  cost). 
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These  mathematical  calculations  may  be  worked  out  in  conjunction 
with  accounts.  For  example,  if  we  credit  the  merchandise  account 

above  given,  with  $11,000,  representing  the  cost  price  of  goods  on 
hand,  this  credit  would  be  an  offset  to  the  net  purchases  and  the 

opening  inventory  on  the  debit  side.  In  other  words,  if  the  opening 
inventory  is  debited  and  the  amount  of  purchases  debited,  and  closing 
inventory  credited  all  to  merchandise  account,  assuming  there  are 
not  other  entries  therein,  the  debit  balance  would  represent  the  cost 
price  of  the  goods  sold.  Should  the  sales  then  be  credited  to  the 
same  account,  the  excess  of  the  credit  (representing  selling  price) 
over  the  cost  i)rice  of  the  goods  sold  would  represent  the  gross  profit. 

In  the  case  under  consideration,  this  may  be  set  forth  as  follows : 

ARITHMETICALLY 

Dr.  Cr. 

Sales  (net)       $29,800 
Opening  inventory     $10,000 
Purchases          21,000 

Cost  of  all  goods  available  for  sale       31,000 
Closing  inventory  (cost  of  goods  remaining)         11,000 

Cost  of  goods  sold    20,000 

Gross  profit    $9,800 

IN  ACCOUNT  FORM 

Opening  inventory   $10,000     Sales    $29,800 
Purchases  (net)        21,000     Closing  inventory     11,000 
Balance  (gross  profit)       9,800 

$40,800  $40,800 

^""^         Balance   $  9,800 

Two  things  are  then  to  be  done  in  respect  to  the  Merchandise 
account.  The  first  is  to  set  up  the  real  value  in  an  account  (called 

Merchandise  account,  new),  that  is,  the  asset  value,  which  is  repre- 
sented by  the  closing  inventory.     This  is  done  by  the  entry: 

Dr.  Cr. 

Merchandise  (new  account)        $11,000     $ 
Merchandise  (old  account)       11,000 

This  takes  out  of  the  old  Merchandise  account  the  real  value,  that 

is  to  say,  the  $11,000  of  merchandise  that  still  remains  and  is  an 
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asset  in  the  business.  The  real  value  thus  taken  out,  it  will  be  noted, 
appears  as  a  debit  in  the  merchandise  (new)  account,  and  as  such 
will  appear  on  the  balance  sheet  since  it  constitutes  an  asset. 

Secondly,  inasmuch  as  the  merchandise  account  contains  both  real 
and  nominal  elements,  as  before  explained,  if  the  real  element  that  it 

contains  is  taken  out,  the  balance  must  represent  the  nominal  ele- 
ment. Such  being  the  case,  the  balance  is  the  gross  ])rofit  and  is 

transferred  to  the  profit  and  loss  account  by  the  entry : 

Dr.  Cr. 

Merchandise  (old  account)        $9800 
Profit  and  loss    $9800 

Trading  Account. — For  purposes  of  explaining  the  Merchandise 
account,  above  set  forth,  we  analyzed  that  account  so  as  to  show  the 

opening  inventory,  net  purchases,  and  net  sales.  Had  the  account 
contained  more  entries,  as  would  be  the  case  ordinarily  in  practice, 

this  would  have  been  a  long,  tedious  process.  It  is  not  customary  to 

do  this,  although  an  accountant  might  do  it  under  certain  circum- 
stances. Ordinarily  when  a  Merchandise  account  is  kept,  the  entries 

are  made  closing  the  account  out,  wdthout  an  attempt  to  analyze  it 
into  its  several  parts. 

Unless  the  extent  of  the  sales  and  the  purchases  is  known,  many 
valuable  facts  pertaining  to  trading  may  be  ignored.  This  gross 

profit  w^as  made  on  sales  aggregating  $29,800,  and  on  goods  costing 
$20,000.  The  same  gro.ss  profit  might  have  been  made,  under  certain 
circumstances,  upon  goods  that  cost  more  or  less,  or  upon  goods  that 
were  sold  for  more  or  less,  than  the  amounts  found.  For  example, 

a  proprietor  might  make  $5000  on  sales  of  $15,000,  or  upon  sales  of 
$20,000.  The  extent  of  his  sales  in  relation  to  his  gross  profit  is  an 

important  thing  for  him  to  know\  Only  by  analyzing  the  Merchan- 
dise account  given,  in  the  manner  that  we  analyzed  it,  would  this  be 

apparent. 

Furthermore,  it  will  be  noted  that  there  w^ere  a  number  of  re- 
turned purchases  and  a  number  of  returned  sales.  It  is  of  managerial 

value  to  compare  total  purchases  with  returned  purchases,  and  total 
sales  with  returned  sales.  For  example,  in  the  ease  of  the  sales,  if 
the  amount  of  returned  sales  was  an  unusually  large  percentage,  this 

fact  would  be  brought  to  the  attention  of  the  management  for  pos- 
sible investigation.  Only  by  analyzing  the  Merchandise  account,  in 

the  manner  given,  does  the  relation  between  the  sales  and  the  returned 
sales  appear. 
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So  advantageous  is  the  knowledge  of  these  facts  to  proprietorship, 
that  in  modern  bookkeei)ing  the  Merchandise  account  is  seldom  used. 
Instead,  accounts  are  kept  for  purchases,  returned  purchases,  sales, 

returned  sales,  and  inventory.  These  separate  accounts  are  trans- 
ferred to  a  summary  account,  called  the  trading  account,  in  the 

same  manner  that  the  separate  accounts  recording  items  of  profit  and 
loss  are  transferred  to  the  profit  and  loss  account.  Assuming  that 
in  the  case  given  this  procedure  were  used,  there  would  be  in  the 
books,  before  closing,  the  five  accounts  mentioned,  each  of  which 
would  show,  by  its  balance,  the  exact  amount  of  the  respective  items. 
The  balance  would  then  be  the  same  as  that  found  upon  the  analysis 
as  to  each  of  the  accounts,  that  is: 

Dr.  Cr. 

Opening  inventory     $10,000 
Purchases       22,000 
Returned  purchases    $1,000 
Sales     31,000 
Returned  sales         1,200 

In  other  words,  the  records  now  have  in  them  accounts  which  show 

balances  as  above  given.  These  accounts  may  be  transferred  to  one 
account  called  the  Trading  account,  by  the  following  entries: 

Dec.  31,  19— 

Dr.  Cr. 

Trading  account       $10,000 
Opening  inventory       $10,000 

Trading  account        22,000 
Purchases    22,000 

Returned  purchases           1,000 
Trading  account       1,000 

Sales       31,000 
Trading  account      31,000 

Trading  account           1,200 
Returned  sales     1,200 

The  effect  of  the  above  entries  is  to  close  out  the  several  accounts 

recording  trading  items,  and  to  transfer  their  balances  into  an  ac- 
count called  the  Trading  account. 
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This  account  then  contains  exactly  the  same  facts  as  did  the  Mer- 
chandise account,  given  above,  with  the  exception  that  the  totals  are 

shown  instead  of  separate  items,  and  thus  more  facts  are  made  avail- 
able for  purposes  of  management.  The  next  step  then  would  be  to 

separate  from  the  Trading  account  the  real  and  nominal  elements, 
in  much  the  same  manner  that  we  separated  the  real  and  nominal 
elements  from  the  Merchandise  account.  This  may  be  done  by  taking 

our  closing  inventory,  which  was  $11,000,  and  crediting  it  to  the  trad- 
ing account,  debiting  a  new  account  called  closing  inventory.  The 

journal  entry  would  be : 

Dr.  Cr. 

Closing  inventory       .$11,000 
Trading  account       $11,000 

In  the  same  manner  that  the  Merchandise  (new)  account  recorded 
asset  value  and  was  an  account  to  be  shown  on  the  balance  sheet,  so 
the  closing  inventory  records  asset  value,  and  is  an  account  to  be 

shown  on  the  balance  sheet.  It  is  hardly  necessary  to  add  that  the 
closing  inventory  of  one  year  becomes  the  opening  inventory  of  the 
succeeding  year. 

Just  as  the  Merchandise  account,  under  this  entry,  showed  gross 
profit,  so  the  Trading  account  now  shows  gross  profit.  This  gross 
profit  is  transferred  to  the  profit  and  loss  account,  by  the  following 
entry : 

Dr.  Cr. 

Trading  account       $9800 
Profit  and  loss    $9800 

At  this  point,  the  trading  account  has  been  closed  out  on  the  books, 

and  appears  as  follows: 

TRADING  ACCOUNT 

Opening  inventory    $10,000     Sales     $31,000 
Purchases       22,000     Returned  purchases  ....       1,000 
Returned  sales           1,200     Closing  inventory         11,000 
Gross  profit    (balance  to 

profit  and  loss)           9,800 

$43,000  $43,000 

The  next  step,  as  before  stated,  would  be  to  transfer  the  other 
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accounts  recording  profit  and  loss,  to  the  Profit  and  Loss  account,  the 
balance  of  which  would  be  transfeiTcd  directly  (or  indirectly  as  will 
be  shown  later)  to  the  capital  account. 

It  is  apparent  that  several  classes  of  merchandise  might  be  sold 
by  the  same  concern,  each  of  which  might  be  sold  on  a  different  basis 

of  profit.  Some  artfcles  sell  at  a  large  gross  profit,  but  slowly  during 
the  year;  other  articles  sell  at  a  comparatively  small  gross  profit,  but 
quickly  during  the  year.  The  quickness  of  sale  in  the  latter  case  may 
result  in  a  larger  aggregate  profit  for  the  year,  than  would  be  ob- 

tained from  articles  in  the  former  class.  For  example,  a  merchant  on 
January  1,  might  purchase  ten  pianos  of  a  given  make  at  $200  each. 
He  might  also  purchase  ten  phonographs  of  a  given  make  for  $200 
each.  The  selling  price  of  the  pianos  might  be  $300,  and  of  the 
phonographs  $250.  During  the  year  he  sells  eight  of  the  phonographs 
and  three  of  the  pianos.  For  the  eight  phonographs  he  gets  eight 
times  $250,  or  $2000,  for  phonographs  that  cost  him  $1600,  making  a 
gross  profit  of  $400.  For  the  three  pianos  he  gets  $900  for  pianos 
that  cost  him  $600,  making  a  gross  profit  of  $300.  Though  he  makes 
twice  as  much  on  each  of  the  pianos  as  he  makes  on  each  of  the 

phonographs,  yet  his  gross  profit  on  the  phonographs  is  larger  by 
reason  of  the  fact  that  they  sold  more  readily. 

Gross  Profit. — There  are  several  gradations  as  to  the  amount  of 
gross  profit  that  is  reasonable  on  single  articles,  and  to  the  quickness 
of  sale.  A  merchant  may  be  desirous  of  ascertaining  facts  of  this 
nature  as  regards  different  classes  of  goods  sold,  in  which  case  he 

might  have  a  number  of  accounts  in  which  flie  facts  would  be  re- 

corded. In  other  words,  instead  of  accounts  as  to  all  of  his  mer- 
chandise, he  might  have  separate  accounts  of  the  same  nature  for 

each  of  the  classes  of  merchandise,  each  of  which  he  would  transfer 
into  a  distinctive  trading  account,  so  that  his  several  trading  accounts 
would  record  the  gross  profit  as  to  each  of  the  classes  of  goods  that 

he  sold.  These  several  trading  accounts  w^ould  be  transferred  to  the 
Profit  and  Loss  account,  in  the  same  manner  that  the  single  Trading 
account  was  transferred  to  the  Profit  and  Loss  account. 

On  the  other  hand,  the  merchant  might  be  interested  in  the  find- 
ing of  gross  profit  on  several  branch  stores.  In  this  case  he  might 

have  a  record  of  purchases,  sales,  and  inventories  as  to  each  branch, 
and  a  final  Trading  account  for  each  branch,  in  the  same  manner  as 

he  would  have  if  he  wanted  to  find  these  facts  by  classes  of  mer- 
chandise. Similarly,  facts  as  to  each  department  of  a  business  might 

be  segregated  and  finally  grouped  in  a  Trading  account  for  each  of 
the  departments. 
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Departmental  Profit  and  Loss. — In  connection  with  the  branches 
and  the  departments  above  mentioned,  there  may  be  reason  for  dis- 

tributing over  the  separate  departments  the  items  which  enter  into 
the  Profit  and  Loss  account.  For  example,  if  rent  were  paid  for  a 

store  containing  several  departments,  the  total  of  rent  paid  might 
be  distributed  into  a  Profit  and  Loss  account  as  to  each  department, 

according  to  the  space  occupied.  Cost  of  lighting  might  be  distributed 

according  to  the  lights  used  in  each  department.  In  the  same  man- 
ner heating  and  other  costs  might  be  distributed  between  the  several 

departments,  so  that  the  Profit  and  Loss  account  as  to  each  depart- 
ment would  show  its  exact  profit.  All  of  these  accounts  would  finally 

be  transferred  to  a  general  Profit  and  Loss  account,  disclosing  these 
facts  as  to  the  entire  establishment. 

In  manufacturing  enterprises,  which  we  will  consider  at  a  later 
stage,  facts  as  to  the  cost  of  production  are  distributed  among  the 
several  producing  departments,  and  in  some  instances,  as  to  units, 
of  the  things  produced.  It  is  not  desired  now  to  go  into  detail  as 
to  these  several  distributions,  other  than  to  give  a  general  idea  of 
the  expansion  that  is  possible  in  these  several  accounts  that  record  the 
operations  of  a  business. 

Trading-  Items  Other  Than  Purchases  and  Sales. — In  the  pre- 
ceding pages  it  was  pointed  out  that  other  items  than  those  falling 

strictly  under  the  head  of  purchases  and  sales  might  be  entered  in 
the  trading  section  of  the  profit  and  loss  statement.  These  items 
constitute  various  costs  connected  with  making  the  goods  available 
for  purposes  of  sale  in  cases  of  purchases,  and  with  getting  the  goods 
to  the  customer  after  sale,  in  the  cases  of  sales.  Among  them  are 

such  items  as  freight  and  cartage  (inward),  freight  and  cartage  (out- 

ward) ,  w^arehousing  costs,  certain  brokerage  fees,  and  customs  duties. 
Freight  and  Cartage  (Inward).  One  of  the  costs  of  making  the 

goods  available  for  sale  is  the  freight  and  cartage  paid.  In  some 
instances  these  items  might  be  paid  by  the  person  selling  the  goods, 
and  in  other  instances  they  might  be  paid  by  the  purchaser.  In  the 
former  case  it  is  obvious  that  the  price  charged  for  the  goods  would, 
ordinarily,  include  the  costs  of  transportation  of  the  goods,  whereas 

in  the  latter  case  this  cost  is  paid  as  a  separate  item.  If  a  merchant 
were  to  get  the  goods  in  both  ways,  greater  uniformity  would  result 
if  he  considered  that  any  freight  and  cartage  he  paid  was  a  part  of 
the  cost  of  the  goods.  At  any  rate,  the  rule  is  that  the  actual  cost 

of  goods  includes  all  of  the  costs  incident  to  making  the  goods  avail- 
able to  the  merchant  for  purposes  of  sale. 

Freight  and  Cartage  (Outward).    If  goods  are  sold,  the  concern 
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might  pay  the  freight  and  cartage,  or  the  concern  might  ship  the 

goods  and  have  the  customer  pay  the  freight  and  cartage.  Should 

the  seller  pay  the  freight  and  cartage,  then  these  costs  would  ordi- 

narily be  included  in  the  selling  price  charged  the  customer.  Ac- 
cordingly, the  net  selling  price  is  the  amount  received  from  the 

customer  less  the  freight  and  cartage  paid.  For  this  reason,  freight 

and  cartage  (outward)  is,  properly  speaking,  a  deduction  from  sales, 

in  the  same  manner  that  freight  and  cartage  (inward)  is  an  addition 
to  purchases, 

WareJwusing  Costs  and  Brokerage  Fees.  Incident  to  the  receiving 

of  goods  that  are  purchased,  there  may  be  certain  warehousing  costs 

and  brokerage  fees.  These  are  considered  to  be  a  part  of  the  costs 
of  making  the  goods  available  for  selling  purposes,  and  hence  a  part 
of  the  trading  costs. 

Duties.  Duties  paid  on  imports  are  considered  part  of  the  cost 
of  making  the  goods  available  for  selling  purposes,  and  hence  are  a 
part  of  the  trading  section. 

Trading  Items  in  Connection  ivitli  Inventories.  If  it  is  considered 

that  a  part  of  the  cost  of  the  goods  are  the  charges  paid  for  making 

the  goods  available  for  sale,  then,  in  taking  the  inventory  at  the 
end  of  the  year  these  costs  should  theoretically  be  apportioned  as  to 
such  of  the  goods  as  are  still  on  hand,  unsold.  In  other  words,  only 
that  part  of  these  costs  which  appertains  to  the  goods  sold,  from  the 
theoretical  standpoint,  would  be  chargeable  against  the  profit  for 
that  particular  year.  Assume  for  instance,  that  50,000  cigars  were 

imported,  upon  which  certain  duties  were  paid.  Of  these  25,000 

were  sold  during  the  year,  25,000  remaining  unsold.  The  portion  of 
the  duty  chargeable  to  the  25,000  sold  would  be  charged  against 

profits,  whereas  the  duty  as  to  the  25,000  remaining,  would  be  con- 
sidered an  asset  and  in  listing  the  cigars  in  the  inventory  would  be 

added  to  the  amount  paid  for  them.  The  same  principle  applies  to 
such  items  as  freight  and  cartage. 

Manufacturing-  and  Trading  Account. — At  this  point  we  are 
considering  only  trading  accounts  of  merchandising  concerns,  that 
is,  of  those  concerns  which  buy  and  sell  merchandise.  Manufacturing 

costs  are  charged  against  a  Manufacturing  account  to  the  extent  that 
they  represent  a  part  of  the  cost  of  the  goods  sold;  the  remaining 
manufacturing  costs,  that  is,  those  costs  which  are  a  part  of  the  cost 

of  the  goods  remaining  on  hand,  are  included  in  the  inventories.  This 
will  be  discussed  more  fully  later. 

Installation  Costs  of  Other  Assets  Than  Those  Purchased  for 

Sale.— Not  all  transportation  costs  are  chargeable  against  profits. 
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It  should  be  borne  in  mind  that  there  are  purchases  of  things  that 
are  to  be  used  by  the  establishment,  as  well  as  purchase  of  things  that 
are  to  be  sold.  Purchases  of  tilings  to  be  used  by  the  establishment 

would  not  be  included  under  the  account  "Purchases,"  but  would  be 
included  under  the  account  which  classified  the  particular  asset  pur- 

chased. For  example,  a  purchase  of  furniture  and  fixtures  used  by 
the  establishment  would  be  debited  to  P\uTiiture  and  fixtures  ac- 

count; the  amount  would  not  be  debited  to  Purchases  account. 

Inasmuch  as  the  cost  of  securing  the  furniture  and  fixtures  in- 
cludes the  cost  of  transportation  to  the  establishment,  this  amount 

should  be  included  in  the  cost  set  up.  For  example,  certain  show 
cases  are  purchased,  on  which  freight  amounting  to  $10  is  paid.  This 
freight  should  not  be  charged  against  profits,  but  should  be  included 
in  the  cost  of  the  show  cases.  Assuming  that  the  amount  paid  for 
the  show  cases  was  $500,  and  the  freight  $10,  the  debit  theoretically 
should  be  Furniture  and  fixtures,  $510.  In  practice,  small  amounts 
of  freight  such  as  these  are  often  charged  to  expense. 

This  question  often  arises  in  connection  with  the  installation  of 

heavy  machinery.  All  the  costs  of  installing  the  machinery  should  be 
set  up  as  an  asset  and  should  not  be  charged  against  profits.  It  is  a 
dififerent  matter,  however,  if  after  the  machinery  is  installed,  it  is 
transferred  to  another  place.  Under  these  circumstances  the  cost  of 
transferring  it  would  be  chargeable  against  profits.  The  reason  in  the 
latter  case  is  that  the  costs  of  removing  are  part  of  the  cost  of 
operation  of  the  enterprise,  and  not  a  part  of  the  original  cost  of  the 
machinery. 

Profit  and  Loss  Section.  Costs  other  than  those  costs  of  making 
the  goods  available  for  sale,  or  of  getting  the  goods  to  the  customer 
after  sale,  are  taken  into  the  profit  and  loss  account.  For  example, 

advertising,  office  salaries,  salesmen's  salaries,  salesmen's  expenses, 
rent  of  the  establishment,  and  the  like,  are  clearly  distinctive  from 
the  costs  we  have  just  considered  and  are  costs  that  are  taken  into  the 

Profit  and  Loss  account,  as  distinguished  from  the  Trading  account. 

PROBLEM  12 

Lind  &  Murphy,  dealers  in  men's  hats,  purchased  during  the  year  hats  to 
the  amount  of  $15,000.  The  sales  were  $20,000,  on  which  a  gross  profit  had 

been  made  of  $6,000.  The  value  of  the  hats  remaining  unsold  at  the  close  of 

the  year  amounted  to  $7000.    Set  up  Trading  account. 

\ 
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PROBLEM  13 

James  A.  Potter,  a  lumber  dealer,  had  lumber  on  hand  at  January  1  valued 

at  $20,000.  During  the  year  his  purchases  amounted  to  $50,000.  His  sales  were 

$60,000,  on  which  a  gross  profit  had  been  made  of  $5000.  Set  up  a  Trading 
account. 

PROBLEM  14 

Frank  McDuff,  a  retailer  of  diamonds  and  silverware,  had  a  stock  on  hand 
at  January  1  amounting  to  $25,000.  His  purchases  for  the  year  were  $30,000 
and  the  stock  remaining  unsold  at  the  close  of  the  year  amounted  to  $10,000. 

All  of  his  goods  are  marked  at  5Sy^%  above  cost.  The  yearly  rental  of  store 

was  $1200;  Salaries  paid  to  clerks,  $1000;  Wages  paid  carpenters  to  build 

show-cases,  $100;  Insurance,  $200;  Electric  light,  $120.  Set  up  a  Trading  and 
a  Profit  and  Loss  account. 

PROBLEM  15 

1.  J.  Janes  opened  a  grocery  store  with  an  investment  of  $3000  in  cash 

and  a  building  worth  $1500. 
2.  Paid  $250  for  a  Ford  truck. 

3.  Bought  merchandise  of  the  "Wolfe  Grocery  Co.,  $900,  on  account. 
4.  Sold  merchandise  for  cash,  $355. 

5.  Paid  delivery  expense,  $97. 

6.  Paid  Wolfe  Grocery  Co.  by  a  note  for  $700,  and  cash  $200. 
7.  Sold  merchandise  to  J.  Roberts  on  account,  $500. 

8.  Paid  taxes  on  store  building,  $25. 

9.  Collected  $400  from  J.  Eoberts. 

10.  Paid  note  given  to  Wolfe  Grocery  Co.,  $703,  the  extra  $3  being  interest. 

11.  Paid  the  following  expenses:  Office  salaries,  $65;  office  expense,  $35; 

salesmen's  salaries,  $75;  and  postage  and  stationery,  $12. 
12.  J.  Eoberts  returned  goods  worth  $22. 

13.  Sold  $350  worth  of  merchandise  for  cash,  being  all  the  merchandise  left 
on  hand. 

(a)  Enter  the  above  transactions  in  "T"  accounts  in  the  ledger. 
(b)  Make  necessary  entries  in  good  form  to  close  the  ledger.    Show  explana- 

tions in  the  Profit  and  Loss  account. 

PROBLEM  16 

Given  the  following  transactions: 
Nov. 

1.  A  begins  business  with  the  following  assets:  Cash,  $5030;  office  furni- 
ture, $520;   delivery  equipment,  $2450;  merchandise,  $1500. 

2.  He  purchases  a  lot  and  the  buildings  on  it.  The  lot  is  worth  $2000 

and  the  buildings  are  worth  $3500.  He  pays  for  them  by  giving  his 
check  for  $1500  and  a  6%  mortgage  for  the  balance. 

3.  He  purchases  from  B,  on  account,  an  invoice  for  $570. 
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4.  Makes  a  cash  sale,  $495,  to  C. 

5.  Pays   freight   on   the  invoice  of   Nov   3,   $142.50. 

6.  Sells  D,  on  account,  a  bill  of  merchandise  for  $1037. 

17.  Pays  general  office  salaries,  $30,  and  wages  of  deliverymen,  $45. 

18.  Pays  attorney's  fees,  $21. 
19.  Purchases  of  E,  for  cash,  an  invoice  for  $693. 

20.  Pays  B,  on   account,  $670. 
22.  Sells  F,  on  account,  a  bill  of  goods  for  $948. 

23.  Borrows  $2500  from  the  bank  on  his  note.     Pays  the  interest  of  $12.50 
in  advance. 

24.  Pays  the  I.  C.  railroad  $360  for  freight  on  merchandise  purchased. 
25.  Sells  merchandise  for  cash,  to  G,  for  $75. 

26.  Pays  bills  for  sundry  office  expenses,  $18. 
30.     Pays    the    following   items    in    cash:     salary    of   manager,    $100;    office 

salaries,  $30;  wages  of  deliverymen,  $45;  the  bill  of  the  gas  and  water 

company,  $17;   and  a  bill  of  $88   for  supplies  and  repairs  to  the  de- 
livery  equipment. 

Merchandise  inventory  at  the   end  of  the  period  is  $1100. 

(a)  Frame  journal  entries  for  the  transactions  of  the  month. 

(b)  Post  to  appropriate  ledger  accounts,  including  purchases,  sales  and  sixit- 
able  expense  accounts. 

(c)  Make  closing  journal  entries  and  post  them. 

(d)  Prepare  Balance  Sheet  and  Profit  and  Loss  Statement. 

PROBLEM  17 

(a)  Open  ledger  accounts  and  enter  the  following  items  directly  in  the  ac- 
counts: 

C.  L.  Black,  capital,  $6500;  purchases,  $7897.61;  sales,  $10,929.75;  freight  in, 

$129.68;  sales  allowances,  $75.21;  salaries,  $480;  rent,  $300;  heat,  light  and 

water,  $135.47;  insurance,  $62.97;  taxes,  $28.40;  bad  debts,  $67.20;  miscellaneous 

office  expense,  $22.79;  salesmen's  salaries,  $467.35;  salesmen's  commissions, 
$174.56;  traveling  expense,  $18.45;  advertising,  $187.30;  freight  out,  $38.76; 

delivery  expense,  $235;  interest  expense,  $29.67;  interest  income,  $12.58;  pur- 

chase discount,  $179.25;  sales  discount,  $218.65;  cash,  $2130.31;  accounts  re- 
ceivable, $3602.20;   inventory  at  beginning  of  the  period,  $1320. 

(b)  Make  the  necessary  entries  to  close  the  ledger  accounts,  set  up  in  your 
solution  for  (a),  asuming  that  there  is  an  inventory  of  $1610  at  the  close 

of  the  period. 

(c)  Prepare  Balance  Sheet  and  Profit  and  Loss  Statement. 

PROBLEM  18 

Enter  the  following  somewhat  irrelated  transactions  in  journal  form  as  they 
should  appear  on  the  books  of  J.  C.  White.  (Omit  explanations.  Number  the 

transactions  in  the  middle  of  the  page.) 

1.     Jan.  4.     He  buys  from  E.   J.   Clark  &  Co.,   Chicago,  HI.,   merchandise, 

$489.20,  terms  *  2/10,  n/30,  f  .o.b.  Chicago. 

*  2/10,  n/30  means  that  2%  disconnt  is  allowed  on  payments  made  within  10  days  after 
the  date  of  invoice,  but  that  the  whole  amount  of  the  invoice  must  be  paid  within  80  days. 
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2.  Jan.  5.  He  receives  a  letter  from  E.  J.  Clark  &  Co.,  stating  that  the 

merchandise  sold  Jan.  4  has  been  shipped  prepaid  and  that  they  are  charging 
his  account  for  the  amount  of  the  freight,  $42.50. 

3.  Jan.  8.  He  returns  to  E.  J.  Clark  &  Co.  merchandise  purchased  Jan. 

4,  which  cost  $18.25. 
4.  Jan.  12.  He  sends  a  check  for  $242.50  to  E.  J.  Clark  &  Co.  as  a 

partial  payment  on  purchase  of  Jan.  4  and  to  pay  freight  on  it. 

5.  Jan.  13.  He  receives  from  A.  C.  Brown  a  3-mo.,  6%  note  for  $400, 
on   account.     The  note   is   dated   Jan.    13. 

6.  Jan.  16.  He  has  his  90-day  note  for  $2000  discounted  at  the  City 
National  Bank,  receiving  credit  for  the  proceeds.  Date  of  note,  Jan.  16,  rate 
of  discount,   6%. 

7.  Jan.  18.  He  sends  A.  B.  Jordan  a  check  to  pay  invoice  for  $500  due 

that  day.     Invoice  is  dated  Jan.  8,  terms  2/10,  n/30. 
8.  Jan.  20.  He  receives  from  J.  Eose  damaged  merchandise  which  he 

sold  Eose  the  previous  week,  $16.20.  He  also  makes  Mr.  Eose  an  allowance 
on  some  other  goods,  $10.60. 

9.  Jan.  24.  He  accepts  a  30-day  draft  for  $250  drawn  by  R.  Black  in 
favor  of  W.  Green.  The  draft  is  dated  Jan.  22.  Mr.  Green  receives  it  on 
Jan.  23. 

10.  Jan.  25.  He  receives  from  E.  W.  Duncan  less  6%  discount  a  3-mo. 
note  for  $600  to  apply  on  account.  The  note  is  dated  Nov.  27  and  is  signed 

by  "W.  Scanlan. 
11.  Jan.  28.  He  gives  the  I.  C.  E.  E.  a  check  for  $87.50  to  pay  freight 

bills  on  merchandise  bought  amounting  to  $49.20,  and  the  balance,  $38.30,  to 

pay  freight  on  merchandise  sold  f.  o.  b.  customer's  station. 
12.  Jan.  29.  He  draws  a  60-day  draft  for  $300  on  T.  B.  Taylor  in  favor 

of  E.  G.  Putnam.  Mr.  Taylor  accepts  the  draft  Jan.  29  and  Mr.  Putnam  re- 
ceives it  Jan.  30. 

13.  Jan.  30.  He  gives  W.  Cox  a  check  for  $600  to  pay  6  months'  rent 
on  the  store.    Eent  is  for  January  to  June,  inclusive. 

14.  Jan.  31.  He  gives  W.  C.  Burton  his  check  to  pay  his  3-month,  6% 
note  for  $800,  which  is  due  that  day. 

15.  Jan.  31.  He  takes  from  stock  for  his  personal  use  merchandise  that 
cost  $18.50. 



CHAPTER  V 

CLOSING  THE  BOOKS 

At  the  time  of  closing  there  are  three  kinds  of  accounts  in  the 

books.  These  are  real  accounts,  each  of  which  measures  either  an 
asset,  a  liability  or  capital,  nominal  accounts,  each  of  which  measures 
a  cause  for  increase  in  proprietorship  interest  or  a  cause  for  decrease 
in  proprietorship  interest ;  and  mixed  accounts,  which  contain  both 
real  and  nominal  elements.  In  order  to  prepare  the  Profit  and  Loss 
statement  and  the  Balance  Sheet,  it  is  necessary  to  segregate  the  real 

from  the  nominal  elements,  and  the  procedure  whereby  this  is  accom- 
plished is  kno\\ii  as  closing  the  books. 

There  are  four  steps  in  closing  the  books ;  these  are : 

1.  Taking  of  the  pre-closing  trial  balance; 
2.  Making  of  adjustment  entries; 
3.  Making  of  closing  entries; 

4.  Taking  of  post-closing  trial  balance. 

Pre-Closing-  Trial  Balance. — A  trial  balance  is  simply  a  list  of  the 
ledger  accounts,  showing  the  name  of  each  account,  and  containing 
debit  and  credit  columns  so  that  the  debit  balance  or  the  credit  bal- 

ance may  be  showTi  opposite  the  name  of  each  account.  The  total  of 
the  debit  balances  should  equal  the  total  of  the  credit  balances. 

It  is  thus  evident  that  the  trial  balance  is  a  means  of  testing  cer- 
tain phases  of  the  accuracy  of  the  books.  Should  the  books  be  closed 

once  a  year,  it  is  customary  to  have  a  trial  balance  taken  at  least 
monthly.  The  advantage  of  taking  frequent  trial  balances  is  that 
errors  are  discovered  nearer  the  time  that  they  are  made.  Moreover, 
although  a  trial  balance  wiU  disclose  that  an  error  has  been  made,  it 
does  not  necessarily  disclose  just  how  the  error  has  been  made.  The 

error  itself  can  be  detected  much  easier  if  the  transactions  of  only  a 
short  period  need  be  gone  over  than  if  the  transactions  of  a  longer 
period  have  to  be  gone  over.  For  these  reasons,  a  trial  balance  is 
taken  monthly,  to  test  the  accuracy  of  the  books.     Of  these  trial 46 



ADJUSTING  TRADING  ELEMENTS  47 

balances,  the  one  taken  immediately  before  the  closing  of  the  books 

is  called  the  pre-closing  trial  balance. 
Although  the  taking  of  a  trial  balance  is  a  check  on  the  accuracy 

of  the  book  records,  it  is  not  an  absolute  test.  Only  errors  which 
throw  the  books  out  of  balance  can  be  detected.  There  are,  however, 
certain  errors  which  do  not  throw  the  books  out  of  balance.  For 

example,  if,  in  posting,  an  entire  transaction  with  both  debit  and 

credit  effects,  w^as  altogether  omitted,  the  balance  would  not  be  af- 
fected. If  an  error  of  any  amount  was  made  in  a  credit  entry,  the 

balance  wouI3  be  affected.  Lloreover,  if  the  wrong  classifications  are 

used — as  for  example — debiting  furniture  and  fixtures  when  an  ex- 
pense account  should  be  debited,  the  error  will  not  be  disclosed.  Al- 

though there  are  limitations  upon  the  testing  of  the  accuracy  of  the 
books  through  a  trial  balance,  yet  the  trial  balance  serves  a  very 

useful  purpose  in  testing  accuracy  and  making  account  balances  read- 
ily usable,  and  may  disclose  many  errors. 

Adjustment  Entries. — The  next  step  after  taking  the  pre-closing 
trial  balance  is  to  make  adjustment  entries.  Some  of  the  accounts, 

such  as  the  accounts  recording  trading,  contain  both  real  and  nom- 
inal elements.  Perhaps  other  happenings,  affecting  the  financial  rec- 
ord, have  not  been  entered  in  the  books.  Accordingly,  the  process  of 

adjusting  the  accounts  has  for  its  purpose : 

(a)  The  separating  of  nominal  elements  from  real  elements 
as  they  are  recorded  in  the  accounts. 

(&)  The  bringing  into  the  record  of  certain  facts  not  re- 
corded, which  affect  progress  or  condition,  or  both. 

Separating  Nominal  and  Real  Elements  in  Accounts. — Some  of 
the  nominal  accounts  may  contain  real  elements;  likewise  some  of  the 

real  accounts  may  contain  nominal  elements.  For  example,  insur- 
ance is  a  nominal  account,  in  that  it  represents  the  cost  to  the  busi- 
ness of  securing  protection  against  a  contingency,  such  as  fire,  or 

storm,  injury  or  death  of  workmen  by  reason  of  their  employment, 
and  the  like.  Some  of  this  insurance  may  be  paid  in  advance.  Thus, 
on  January  1,  1928,  $600  may  have  been  paid  for  fire  insurance  to 

cover  a  three-year  period.  On  December  31,  1928,  one  year — that  is, 
one-third  of  the  period — has  expired.  Accordingly,  one-third  of  the 
protection  has  been  had,  and  only  one-third  of  the  amount  should  be 
charged  against  profits  for  the  year  1928.  If  the  business  was  sold 

at  the  end  of  this  year,  and  the  policy  was  assigned  to  the  new  pro- 
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prietors,  the  old  proprietors  would  expect  the  new  proprietors  to  pay 
for  the  unexpired  portion.  In  this  sense  there  is  a  real  value,  to  the 
extent  of  the  unexpired  portion,  and  a  nominal  value,  to  the  extent 
of  the  expired  portion.  Accordingly,  at  the  end  of  1928,  $200  would 
represent  the  nominal  value,  and  $400,  the  real  value  in  the  account 

*  *  Insurance. ' ' 
An  example  of  how  a  real  account  may  contain  a  nominal  element, 

may  be  gained  from  the  furniture  and  fixtures  account.  Assuming 
that  furniture  bought  for  $1000  has  a  life  of  ten  years,  there  would 
be  in  round  figures  a  lessening  in  value  of  that  furniture  of  $100  in 

each  year.  This  lessening  in  value,  representing  a  decrease  in  pro- 
prietorship interest,  is  nominal.  At  the  close  of  each  period  it  then 

becomes  necessary  to  separate  the  nominal  element  in  furniture — 
that  is  to  say — the  amount  by  which  it  is  decreased  in  value  from  the 
value  as  stated,  so  that  the  balance  represents  the  true  value.  The 
amount  by  which  the  account  has  lessened  is  nominal;  the  value  as 
stated,  after  eliminating  the  nominal,  is  real. 

Methods  of  Adjusting  Accounts. — There  are  two  methods  of 
effecting  the  adjustment.  The  first  of  these  is  to  eliminate  the  nomi- 

nal element  in  the  account,  so  that  the  balance  of  the  account  repre- 
sents the  real  element.  The  second  is  to  separate  and  take  into  an- 
other account  the  real  element,  so  that  the  balance  of  the  account 

represents  the  nominal  element. 
The  following  is  an  illustration  eliminating  the  nominal  in  the 

account.  Assume  that  the  insurance  account  has  a  debit  balance  of 

$600,  representing  an  expenditure  for  insurance  for  a  period  of  three 
years,  of  which  one  year  has  elapsed.  At  the  closing  of  the  first  year 
the  nominal  element  will  be  separated  from  the  real  element  in  this 
account,  by  debiting  an  account  called  Insurance  Expired  $200 ;  and 
by  crediting  the  old  account  $200.  The  old  account  will  then  contain 

a  debit  balance  of  $400,  which  represents  the  real  element,  the  nomi- 
nal element  having  been  separated  and  being  contained  in  an  account 

called  Insurance  Expired,  which  account  is  ultimately  charged  to  the 
Profit  and  Loss  account. 

On  the  other  hand,  the  real  element  might  have  been  taken  out 
of  the  Insurance  account  by  debiting  an  account  called  Insurance 
(new)  account,  $400 ;  and  crediting  the  old  account  Insurance,  $400. 
The  balance  in  the  old  account,  $200,  would  then  be  nominal  and 

would  be  charged  against  Profit  and  Loss. 
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Let  us  illustrate  the  first  method  by  journal  entries: 

Insurance  Expired      $200 
Insurance  (old  account)       $200 

For  adjustment  as  to  prepaid  insurance. 
Amount  paid       $600 
Unexpired        400 

Expired     $200 

Profit  and  Loss        i200 
Insurance  Expired      200 

For  transfer. 

Under  this  method  the  old  account  would  contain  the  balance, 

$400,  which  represents  unexpired  insurance  and  is  real.  Further- 
more, the  nominal  element  has  been  separated  from  the  old  account, 

and  ultimately  transferred  to  the  Profit  and  Loss  account. 

The  second  method  would  involve  the  following  journal  entries: 

Insurance  (new  account)       $400 
Insurance  (old  account)       $400 

For  adjustment  as  to  prepaid  insurance. 
Amount  paid     $600 
Expired        200 

Unexpired     $400 

Profit  and  Loss      $200 
Insurance  (old  account)       $200 

For  transfer. 

Under  this  method  the  old  insurance  account  is  closed  out  first  by 
transferring  the  real  element,  $400,  to  the  new  account,  and  secondly, 

by  transferring  the  nominal  element,  $200,  to  Profit  and  Loss  account. 

Adjusting-  Trading  Elements. — The  several  accounts  which  record 
trading  operations,  when  collected  in  the  trading  account,  result  in 
that  account  being  a  mixed  account,  that  is,  one  which  contains  both 

nominal  and  real  elements.  For  example,  the  accounts  recording  trad- 
ing operations  might  appear  on  the  books  with  the  following  balances : 

Dr.  Cr. 

Opening  Inventory      $6000 
Purchases          5000 
Sales    $8000 

From  these  balances  it  is  evident  that  the  proprietor  had  $6000 
worth  of  merchandise  (that  is,  merchandise  which  cost  him  $6000)  at 
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the  beginning  of  the  year,  and  that  he  purchased  merchandise  at  the 
cost  price  of  $5000  during  the  year.  Accordingly,  he  had  during  the 
year,  available  for  sale,  merchandise  costing  $11,000.  If  the  cost  price 
of  the  goods  sold  were  known,  then  this  amount  deducted  from  the 

$11,000  would  give  the  cost  price  of  the  merchandise  remaining.  Like- 
wise, if  the  cost  price  of  the  goods  sold  were  known,  the  excess  of  the 

selling  price,  that  is,  the  sales,  over  this  cost  price  would  represent 
the  gross  profit. 

Accordingly,  when  these  accounts  are  transferred  to  the  trading 
account,  two  essential  things  must  be  done :  the  first  is  to  find  the  real 
element  in  the  account,  that  is,  the  asset  value  of  the  merchandise 
still  on  hand;  and  the  second  is  to  find  the  nominal  element  in  the 
account,  that  is,  the  trading  profit. 

If  the  trading  profit  were  found,  this  might  be  separated  from 
the  trading  account,  in  which  event  the  balance  would  represent  the 

real  element  in  the  account.  In  unusual  instances,  it  might  be  pos- 
sible to  find  the  trading  profit,  without  knowing  in  the  first  instance 

the  closing  inventory.  For  example,  a  concern  might  sell  all  of  its 
goods  at  125  per  cent  of  cost.  If  the  selling  price  of  the  goods  was 
$8000,  the  cost  would  accordingly  be  $6400.  In  this  case  the  gross 
profit  would  be  $1600.  The  opening  inventory,  we  can  assume,  was 
$6000  and  the  purchases  $5000.  Under  these  circumstances  the  cost 
of  goods  on  hand,  that  is,  the  inventory,  would  be  found  by  the 
following  arithmetical  calculation: 

Opening  inventory         $6,000 
Purchases           5,000 

Cost  of  goods  available  for  sale       $11,000 
Sales       $8,000 
Less  gross  profit           1,600 

Cost  of  goods  sold           6,400 

Cost  of  goods  remaining         $4,600 

In  account  form,  this  arithmetical  computation  would  be  carried 

through,  in  that  the  opening  inventory  is  added  to  the  purchases  by 
both  being  debited  to  trading  account,  from  which  the  deduction  is 
made  of  the  excess  of  the  credit  of  sales  over  the  debit  of  gross  profit. 

From  the  above  it  is  apparent  that  there  is  a  credit  made  to  Profit 
and  Loss  of  $1600  gross  profit  to  offset  the  debit  of  that  amount  to 

Trading  account,  and  that  the  balance  oT  the  account,  $4600,  repre- 
sents the  merchandise  still  on  hand,  that  is,  the  real  element. 
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Under  these  circumstances  the  Trading  account  would  appear: 

TRADING  ACCOUNT 

Opening  inventory       $6,000 
Purchases         5,000 
Gross  profit         1,600 

$12,600 

Sales        $8,000 
Balance  down         4,600 

$12,600 
Balance    (closing    inven- 

tory)         $4,600 

The  above  method  is  rarely  used  in  practice.  It  does  have  prac- 
tical value  in  the  case  of  destruction  of  merchandise  by  fire,  and  the 

necessity  of  finding  the  cost  of  the  merchandise  that  has  been  de- 
stroyed. If  a  percentage  representing  the  per  cent  of  gross  profit 

and  the  sales  are  known  the  cost  of  the  goods  sold  may  be  ascertained. 
This  cost,  deducted  from  the  opening  inventory  and  purchases,  would, 

presumably,  give  the  cost  of  the  goods  that  had  been  destroyed.  Or- 
dinarily, the  percentage  in  these  cases  is  computed  on  the  basis  of 

selling  price,  and  not  on  the  basis  of  cost  price.  Otherwise,  the  pro- 
cedure is  followed  out  as  given. 

The  method  just  given  of  treating  the  trading  account,  it  should 
be  remembered,  is  very  rarely  used  and  is  given  only  for  teaching 

purposes. 
Now,  if  the  account  were  handled  in  the  usual  manner,  that  is, 

by  taking  the  real  element  out  of  it,  the  balance  would  represent  the 
nominal  element.  As  before  stated,  this  real  element  is  ascertained 

by  counting  the  merchandise  on  hand,  sometimes  called  "Merchandise 
inventory."  When  inventoried,  the  amount  found  on  hand  is,  of 
course,  $4600.  Accordingly,  an  entry  is  made  on  the  books  debiting 

Inventor^'  $4,600  and  crediting  Trading  account  $4600.  The  Trading 
account  then  appears : 

TRADING  ACCOUNT 

Opening  inventory'        $6,000 
Purchases         5,000 
Balance  gross  profit  ....       1,600 

$12,600 

Sales       $8,000 
Closing  inventory         4,600 

$12,600 

The  balance,  gross  profit,  is  transferred  to  Profit  and  Loss  account 

by  debiting  Trading  account  and  crediting  Profit  and  Loss  account. 
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In  either  case,  the  result  is  the  same,  that  is,  a  credit  to  Profit  and 
Loss  accoimt,  $1600,  and  a  debit  remaining  either  in  the  Trading 

account,  or  being  in  a  new  account  called  Inventory,  of  $4600  to  rep- 
resent the  asset  value  still  on  hand. 

After  making  the  two  above  journal  entries  which  are  as  follows : 

A         Dr.  Inventory     $4600 
Cr.  Trading  Account     $4600 

To  transfer  balance  of  inventory  on  hand  to  Inventory  Account. 

B        Dr.  Trading  Amount    $1600 
Cr.  Profit  and  Loss     $1600 

To  transfer  profit  for  period  to  Profit  and  Loss  Account. 

The  Profit  and  Loss  account  and  Inventory  account  would  appear 
as  follows: 

Inventory  Account  Profit  and  Loss  Account 

Prom 
Trading  $4600 

Trading 

Profit..  $1600 

Of  the  two  methods  of  adjustment,  as  before  stated,  the  latter  is 
the  one  almost  entirely  used  with  the  Trading  account.  The  former 
method  of  adjustment,  that  is,  the  separating  of  the  nominal  from 
the  mixed  account  so  that  the  balance  represents  the  real  element, 

is  the  one  most  used  for  the  other  accounts  than  trading.  For  ex- 
ample, in  the  Insurance  account  before  mentioned,  the  method  ordi- 

narily used  is  to  credit  the  old  Insurance  account  with  the  amount  of 
insurance  expired,  and  to  debit  an  account  to  be  transferred  to  Profit 
and  Loss,  called  Insurance  Expired.  The  result  in  that  case  is  to 

leave  in  the  insurance  (old)  account  the  real  element  remaining  and 
to  take  from  that  account  to  profit  and  loss  the  nominal  element. 

Nominal  Elements  in  Real  Accounts. — We  have  heretofore  men- 

tioned that  Furniture  and  Fixtures  account  is  a  real  account,  which 
might  contain  a  nominal  element  representing  the  amount  by  which 
the  furniture  and  fixtures  had  depreciated  during  the  year. 

Another  example  is  the  item  Accounts  Receivable.  This  item  in 

the  trial  balance  represents  the  total  of  amounts  due  from  various 
debtors  to  the  business.  Experience  demonstrates  that  these  amounts 

are  not  ordinarily  collected  in  full.  Accordingly,  there  is  an  amount 
of  loss  which  should  be  considered  if  profit  and  loss  results  are  to  be 
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accurate.    It  is  impossible  to  state  the  amount  exactly,  so  an  estimate 
is  made. 

In  the  ease  of  loss  of  furniture  and  fixtures  it  is  possible  to  credit 

it  to  the  account,  Furniture  and  Fixtures.  It  is  not,  however,  pos- 
sible to  determine  exactly  which  of  the  accounts  recording  accounts 

receivable  are  the  ones  upon  which  losses  will  be  sustained.  To  meet 
this  exigency,  a  new  account  is  raised  to  contain  the  credit  that  would 
othenvise  be  made  to  the  several  accounts  receivable.  This  account 

is  called  Reserve  for  Bad  Debts.  As  will  be  shown  later,  the  term 

"reserve"  is  not  altogether  a  satisfactory  one,  when  used  in  this  way, 
but  since  it  is  the  one  used  in  practice,  it  is  here  given.  Generally 
speaking,  a  reserve  when  used  in  the  sense  just  mentioned,  represents 
an  account  with  a  credit  balance,  which  credit  balance  represents  an 
amount  which  is  properly  creditable  to  some  asset  account.  For 
example,  the  credit  balance  of  the  Reserve  for  Bad  Debts  represents 
an  amount  which  is  properly  creditable  to  the  Accounts  Receivable. 
It  is  not  credited  to  the  Accounts  Receivable  mainly  for  the  reason 
that  the  particular  receivables  to  which  it  should  be  credited  are 

not  capable  of  being  ascertained.  Accordingly,  the  entry  would  be 

in  the  following  form,  assuming  that  the  amount  estimated  not  col- 
lectible is  $600 ; 

Bad  Debts  (or  Profit  and  Loss)       $600 
Resen-e  for  Bad  Debts    $600 

The  total  of  Accounts  Receivable  still  contains  this  nominal  ele- 

ment, but  the  effect  of  the  nominal  element  found  there  is  counter- 
acted by  the  presence  of  an  account  with  a  credit  balance.  For 

example,  on  the  balance  sheet  the  Accounts  Receivable  would  be  stated 
in  the  following  manner,  assuming  the  balances  are  as  given : 

Accounts  receivable      $12,000 
Less  Reserve  for  bad  debts    600    $11,400 

The  amount,  $12,000,  represents  the  total  of  the  balances  that  are 
accounts  receivable ;  the  amount  $600  represents  the  estimated  loss  in 

collection;  the  balance  showTi  $11,400  represents  the  asset  value  pre- 
sumed to  exist  in  the  Accounts  Receivable. 

By  the  above  entry,  then,  the  nominal  account,  bad  debts,  $600 
is  raised,  which  account  is  transferred  to  the  Profit  and  Loss  account. 
In  addition,  the  reserve  account  for  receivables  was  raised,  which 
account  remains  in  the  books  with  a  credit  balance  which  is  an  offset 

to  the  debit  balance  shown  in  the  receivables. 
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Wlicn,  during  the  succeeding  period,  it  is  found  that  a  debt  is 

uncollectible,  this  Reserve  account  is  charged,  and  the  Account  Re- 
ceivable credited.  For  example,  suppose,  in  the  accounts  receivable, 

there  had  been  a  debit  representing  the  indebtedness  of  George  Wil- 
liams in  the  amount  of  $100.  Shortly  after  closing  the  books  this  is 

found  not  to  be  collectible.  The  entry  made  in  the  books  at  the  time 
it  is  found  uncollectible,  is: 

Reserve  for  Bad  Debts     $100 
George  Williams  (Accounts  Receivable)       $100 

For  debt  found  uncollectible. 

Thus,  in  the  reserve  account,  there  would  be  a  credit  representing 
the  amount  estimated  not  to  be  collected,  and  debits  representing  the 
amounts  found  uncollectible,  so  that  it  would  be  easy  from  inspecting 
the  two  sides  to  determine  how  near  the  amounts  found  uncollectible 

approach  the  estimate  as  to  accounts  uncellectible. 

Sometimes  the  same  method  is  used  with  respect  to  the  Furniture 
and  Fixtures  account.  For  example,  the  Furniture  and  Fixtures 

account  shows  a  debit  of  $1000,  and  at  the  end  of  the  year  it  is  esti- 
mated that  the  depreciation  is  $100.  As  before  stated,  this  might 

have  been  handled  in  the  following  manner: 

Depreciation  (or  Profit  and  Loss)    $100 
Furniture  and  Fixtures    $100 

The  balance  in  the  Furniture  and  Fixtures  account  would  then 

be  $900,  representing  the  real  value ;  while  the  $100  representing  the 
nominal  element,  would  be  transferred  to  the  Profit  and  Loss  account. 

Instead  of  this  the  entrj^  might  have  been: 

Depreciation  (or  Profit  and  Loss)    $100 

Reser\'e    for    Depreciation    on    Furniture    and 
Fixtures    $100 

In  the  latter  case  the  Furniture  and  Fixtures  account  would  re- 
main on  the  books  with  a  debit  balance  of  $1000,  the  offset  to  this 

being  recorded  in  a  separate  account,  entitled  "Reserve  for  Depre- 
ciation on  Furniture  and  Fixtures,"  $100.  When  stated  on  the  bal- 

ance sheet  these  facts  would  appear  as  follows: 

Furniture  and  fixtures       $1000 
Less  reserve  for  depreciation  on  furniture  and 

fixtures         100        $900 
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The  amount  $1000  represents  the  cost  of  the  furniture  and  fix- 
tures; the  amount  $100  represents  the  lessoned  value;  the  amount 

$900  represents  the  asset  value  still  remaining  in  furniture  and  fix- 

tures. This  is  the  method  most  generally  used  for  handling  depre- 
ciation. 

Real  Elements  in  Nominal  Accounts. — The  examples  just  given 
were  those  of  real  accounts  that  contain  nominal  elements.  Already 
we  have  considered  some  instances  of  nominal  accounts  containing 

real  elements.  One  of  these  was  insurance,  a  nominal  account,  which, 

by  reason  of  the  prepayment  of  insurance,  contained  an  amount  rep- 
resenting the  unexpired  insurance,  that  is,  a  real  element. 

Rent  is  also  a  nominal  account  which  might  contain  a  real  element. 

For  example,  rent  might  be  paid  in  advance,  quarterly.  Assuming 
the  rent  was  $150  for  the  quarter,  at  the  time  it  was  paid  there  would 
be  a  debit  to  Rent  account  and  a  credit  to  Cash  account,  $150.  This 

debit  to  Rent  account  represents  a  value  paid  for  the  right  of  pos- 
sessing the  premises  for  three  months.  If  one  month  of  the  three 

has  elapsed  there  still  remains  the  property  right  of  possessing  the 
premises  for  two  months.  This  latter  property  right  is  a  real  element, 

the  extent  to  which  the  time  has  elapsed  is  a  nominal  element.  Ac- 

cordingly, of  the  $150  in  the  Rent  account,  $50,  that  is,  one-third  is 
nominal,  and  $100  is  real.  This  may  be  taken  care  of  by  the  fol- 

lowing entry: 

Rent  Prepaid      $100 
Rent      $100 

The  balance  then  appearing  in  the  rent  account  may  be  transferred 
to  profit  and  loss,  as  follows: 

Profit  and  Loss     $50 
Rent      $50 

This  results  in  a  debit  to  a  Rent  prepaid  account  representing  the 
real  value. 

Accruals. — During  the  accounting  period  certain  values  cumu- 
late and  certain  obligations  cumulate,  which  values  and  obligations 

are  not  entered  in  the  books  until  closing.  An  accrual  is  an  amount 

of  asset  value,  or  an  amount  of  liability,  which  has  cumulated  during 
a  period  of  time.  Values  which  cumulate  in  favor  of  the  business 
arc  known  as  accrued  assets.  Debts  of  the  business  which  cumulate 
are  known  as  accrued  liabilities. 

As  an  example,  take  interest.  The  interest  on  a  note  receivable 

which  runs  for  six  months,  may  be  due  at  the  end  of  the  six  months. 
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Of  the  six  months,  three  months  may  have  elapsed.  Although  the 
interest  is  not  due  until  the  end  of  the  six  months,  yet  asset 
value  in  the  amount  of  the  interest  has  cumulated  for  the  three 

months  that  have  elapsed,  and  this  cumulation  is  knowTi  as  inter- 
est accrued.  If  the  business  were  at  this  moment  to  transfer  that 

note  to  another  person,  for  value,  it  might  receive  the  principal 
of  the  note  plus  the  amount  of  interest  which  had  cumulated  or 
accrued.  It  would  be  impracticable  to  enter  this  interest  up  from 
day  to  day,  so  it  is  taken  in  at  the  close  of  the  accounting  period. 
Assuming  that  three  months  had  elapsed,  and  that  $60  was  the  total 

of  the  interest  due  at  the  end  of  six  months;  then  $30  would  repre- 
sent the  cumulated  value.  This  might  be  entered  into  the  accounts 

as  follows: 

Interest  Accrued     $30 
Accrued  Interest  Earned    $30 

The  account,  Interest  Accrued,  is  listed  among  the  assets  on  the 
balance  sheet.  For  this  value  that  comes  into  the  business  there 

is  an  increase  in  proprietorship  interest  as  above  shown,  which  is 
transferred  as  a  credit  to  the  Profit  and  Loss  account. 

On  the  other  hand,  the  $30  instead  of  accruing  in  favor  of  the 

business  may  represent  an  accrual  of  interest  to  be  paid  by  the 
business.  In  this  case  there  is  an  accrued  liability.  The  entry  would 
be: 

Interest  Expense     $30 
Accrued  Interest     $30 

In  this  case  the  accrued  interest  account  records  the  accrued 

liability,  and  appears  as  such  on  the  balance  sheet.  The  debit  to 
Interest  account  records  the  decrease  in  proprietorship  interest,  and 
is,  accordingly,  transferred  as  a  debit  to  the  Profit  and  Loss  account. 

The  term  "accrued  interest"  is  sometimes  used  in  case  the  ac- 

crual is  a  liability;  the  term  "interest  accrued"  is  sometimes  used 
in  case  the  accrual  is  of  asset  value.  There  is  no  set  rule  as  to  the 

use  of  these  terms,  the  only  reason  for  interchanging  the  words  being 
to  distinguish  between  that  interest  which  accrues  as  a  liability,  and 
that  interest  which  accrues  as  an  asset. 

Salaries  and  wages  account  is  another  account  in  which  there 
might  be  an  accrual.  For  example,  the  weekly  payroll  might  be 

exactly  $1600,  One-half  of  the  week  may  have  elapsed  at  the  time 
the  books  are  closed.    The  payment  of  the  pay-roll  will  not  be  made 
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until  the  end  of  the  week,  yet  a  liability  has  accrued  equivalent  to 

one-half  of  the  weekly  payroll.  This  should  be  taken  into  the  accounts 
if  the  condition  of  the  business  and  the  profit  and  loss  of  the  business 
is  properly  to  be  stated.    The  entry  would  be : 

Salaries  and  Wages    $800 

Salaries  and  "Wages  Accrued    $800 

In  practice,  the  procedure  as  to  salaries  and  wages  is  sometimes 
shortened,  by  merely  crediting  the  salaries  and  wages  already  in  the 
books,  with  the  full  amount  to  be  charged  to  profits.  For  example, 
assume  that  the  Salaries  and  Wages  account  has  been  debited  $50,000, 

representing  payments  of  salaries  and  w^ages.  The  entry  would  be 
made,  debiting  Profit  and  Loss  $50,800  and  crediting  Salaries  and 
Wages  $50,800.  In  this  case,  the  balance  remaining  in  the  Salaries 
and  Wages  account  would  represent  the  accrued  liability,  $800.  The 
student  will  see  that  the  principle  is  exactly  the  same,  and  there  is 
merely  a  difference  in  the  method  of  applying. 

Entries  in  Subsequent  Periods  as  to  Accruals. — When  the 
amounts  are  paid,  for  which  accrual  accounts  have  been  set  up,  then 
the  accrual  account  is  closed  out  of  the  books.  For  example,  assume 

the  interest  case  given  above,  in  w^hich  $30  had  accrued  in  favor  of 
the  firm.  This  interest  is  paid  at  the  end  of  the  six  months,  which, 
it  will  be  recalled,  totals  $60.    The  entry  would  be : 

Cash    $60 
Interest  Accrued     $30 
Interest  Earned    30 

As  a  consequence  of  this  entry  only  $30  is  credited  to  the  Interest 
account  for  the  period  in  which  the  entry  is  made,  the  other  $30 
having  been  credited  in  the  preceding  period.  Thus,  the  total  of 
$60,  representing  an  increase  in  proprietorship  interest,  has  been 
divided  between  the  two  periods,  the  $30  earned  in  the  first  period 

having  been  taken  into  Profit  and  Loss  account  for  that  period,  and 

the  $30  earned  in  the  second  period  having  been  credited  to  an  In- 
terest account  which  is  transferred  to  the  Profit  and  Loss  account 

for  the  second  period. 

We  will  now  give  the  treatment  as  to  salaries  and  wages.  At 
the  end  of  the  week  $1600  is  paid.  Of  this  $1600,  $800  had  accrued 
at  the  end  of  the  accounting  period,  and  is  now  on  the  books  as  an 
accrued  liability.    At  the  end  of  the  week  the  entry  would  be : 
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Salaries  and  "Waffcs  Accruca     $800 Salaries  and  Wages       800 
To  Cash    $1600 

Salaries  and  Wages  Accrued  Account  is  thus  closed  out,  and  only 
$800  is  charged  to  Salaries  and  Wages  for  the  period  in  which  the 
payment  is  made.  Here  again  there  is  a  division  of  the  amounts 
between  the  two  periods,  in  this  case,  expense.  That  part  of  the 

expense  chargeable  against  the  preceding  period  was  charged  to  Profit 
and  Loss  at  the  time  that  the  accrued  liability  was  created.  Upon 

payment  the  accrued  liability  is  debited,  thus  being  closed  out  of 
the  books  for  $800,  and  $800  is  charged  to  Salaries  and  Wages,  which 
amount,  in  turn,  is  charged  to  the  Profit  and  Loss  account  of  the 
second  period. 

In  ease  the  shorter  method  had  been  employed  by  making  the 

entry  as  to  salaries  and  wages.  Salaries  and  Wages  account  would 
have  a  credit  balance  of  $800.  Accordingly,  upon  payment  of  the 
salaries  the  full  amount,  $1600  would  be  charged  to  that  account. 

This  would  have  the  same  effect,  in  that  the  net  charge  is  the  dif- 
ference between  the  $800  already  credited  and  the  $1600  charged 

upon  payment. 

Closing"  Entries. — When  all  the  adjustments  in  the  accounts  have 
been  made,  then  all  of  the  nominal  elements  are  separated  from  the 
real  elements.  There  is  then  the  necessity  of  transferring  the  several 

nominal  elements  to  the  Profit  and  Loss  account,  in  order  to  ascer- 
tain the  net  profit  or  net  loss. 

Withdrawals. — It  does  not  follow  that,  in  case  there  has  been 
a  net  profit,  the  total  amount  of  this  net  profit  is  to  be  credited  to 
Capital  account.  Some  of  the  net  profit  may  have  been  withdrawn, 
that  is,  taken  out  of  the  business  during  the  year  by  the  proprietors. 
It  is  customary  to  have  a  withdrawal  account,  in  the  case  of  sole 
proprietors  and  partnerships,  to  which  account  is  charged  the  amount 
of  withdrawals.  In  other  words,  when  the  proprietor  withdraws  a 

sum  of  money  from  the  business,  the  amount  is  debited  to  his  with- 
drawal account,  representing  a  decrease  in  proprietorship  interest, 

and  credited  to  Cash,  representing  a  decrease  in  cash.  Assuming 
that  all  of  the  profit  has  not  been  withdrawn,  then  the  net  increase 
in  proprietorship  interest  for  the  year  is  the  amount  by  which  the 
net  profit  exceeds  the  amount  withdrawn.  For  example,  assume  that 
the  profits  were  $5000  and  the  withdrawals  $3000.  If  the  $5000  of 
profit  is  transferred  to  the  withdrawal  account,  as  a  credit  balance, 
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then  the  excess  of  this  amount  over  the  debits  would  represent  the 

increase  in  proprietorship  interest.     The  entry  would  be: 

Profit  and  Loss    $5000 
Withdrawals    $5000 

The  balance  in  the  Withdrawal  account  at  this  time  is  $2000, 

representing  the  net  increase  in  proprietorship  interest,  which  may 
be  transferred  to  the  Capital  account.    The  entry  would  be : 

Withdrawals    $2000 

Capital     $2000 

Post-closing  Trial  Balance. — All  the  nominal  accounts  have  now 

been  closed  out,  being  first  transferred  to  the  Profit  and  Loss  account. 

The  Profit  and  Loss  account  was  closed  out  and  transferred  to  With- 

drawal account.  The  Withdrawal  account  was  closed  out  and  trans- 
ferred to  Capital  account.  Accordingly,  there  are  now  on  the  books 

only  real  accounts,  that  is,  asset  accounts,  liability  accounts,  and  the 

Capital  account.  For  the  purpose  of  testing  the  entries  that  were 

made  to  adjust  and  close  the  accounts,  a  post-closing  trial  balance 
would  be  taken  which,  for  the  reasons  stated,  would  contain  only 

real  accounts.  These  real  accounts,  as  they  appear  in  the  post-closing 
trial  balance,  may  be  rearranged  in  such  manner  as  to  present  the 
balance  sheet. 

Statements. — The  Trading  account  and  the  Profit  and  Loss  ac- 
count, although  closed  out,  contain  all  of  the  items  which  enter  into 

the  profit  and  loss  statement.  Accordingly,  this  statement  may  be 

prepared  from  the  facts  appearing  in  these  accounts.  The  post- 
closing  trial  balance,  as  before  stated,  contains  items  to  appear  in  the 
balance  sheet.  Thus  it  is  from  these  two  sources  that  the  statement 

of  progress,  that  is,  the  statement  of  trading  and  profit  and  loss, 

and  the  statement  of  condition,  that  is,  the  balance  sheet,  may  be 
drawn, 

PROBLEM  19 

The  A  Company  took  out  a  policy  of  workmen's  compensation  insurance,  and 
at  the  time  of  taking  out  the  policy  prepaid  premiums  amounting  to  $1000, 

in  cash.  The  amount  of  the  insurance  is  estimated  on  a  percentage  of  the  pay- 
roll, and  this  amount  was  found  to  be  $7000  at  the  end  of  the  year,  as  to 

the  payroll  up  to  that  date.     Make  all  necessary  journal  entries  for  the  year. 
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PROBLEM  20 

The  B  Company  purchased  a  motor  truck  for  $1800.  It  is  estimated  that 
the  life  of  the  truck  will  be  5  years,  and  that  during  that  time  repairs  will  be 

made  of  $600.  Eesidual  value  is  estimated  as  $300.  Assuming  that  on  De- 
cember 31,  1928,  the  truck  has  been  in  operation  for  a  year,  make  necessary 

-oumal  entries. 

On  February   15,   1929,   $50   is   expended   for   repairs.     Give  journal  entry. 

PROBLEM  21 

The  C  Company,  at  the  beginning  of  the  year  1928,  had  a  balance  in  the 
Reserve  for  Bad  Debts  account,  of  $7125.  During  the  year  accounts  receivable 

amounting  to  $1050  were  written  off  the  books.  At  the  end  of  the  year  there 

are  on  the  books,  accounts  receivable  amounting  to  $75,000,  of  which  it  is  esti- 
mated that  $68,000  will  be  collected.     Submit  necessary  journal  entries. 

PROBLEM  22 

The  Balch  Company  has  a  loading  apparatus  which  cost  it  $6000.  On  the 
books  there  is  a  reserve  for  depreciation  as  to  this  apparatus  of  $4000.  On 

January  2  (beginning  of  the  fiscal  year),  the  company  buys  a  new  apparatus 

to  replace  the  existing  apparatus,  for  which  it  pays  $8000,  which  price  was 

fixed  on  the  basis  of  allo^dng  the  company  $3000  for  the  old  machine  which 

it  turned  over  to  the  vendor.    Set  up  all  necessary  journal  entries. 

PROBLEM  23 

Prepare  adjusting  journal  entries  for  the  following  as  of  Dec.  31,  the  day 
of  closing: 

1.  Estimated  depreciation  of  furniture  and  fixtures  for  the  month,  $13.50. 

2.  Interest  accrued  on  notes  receivable,  $4.36. 

3.  Salesmen's  salaries  unpaid,  $15. 

4.  Officers'  salaries  unpaid,  $30. 
5.  On  December  1  we  received  $150  from  our  tenant  for  three  months'  rent 

in  advance. 

6.  On  December  1  we  discounted  our  four-months'  note  at  the  bank.  Dis- 
count, $40. 

PROBLEM  24 

Make  adjusting  journal  entries  for  the  following  in  order  to  prepare  the 
books  for  closing: 

1.  Accrued  taxes,  $1200. 

2.  Interest  accrued  on  notes  payable,  $60. 

3.  Depreciation  on  delivery  equipment,  $300. 
4.  Insurance  expired,  $42. 

5.  Interest  expense  deferred,  $16. 
6.  Rent  income  deferred,   $75. 

7.  Estimated  bad  debts,  $120. 
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PROBLEM  25 

Prepare  adjusting  journal  entries  for  the  following  items  at  the  end  of  a 
fiscal   period: 

1.  Insurance  expired  for  the  period,  $64, 
2.  Estimated  loss  from  bad  debts,  $150. 

3.  Eent  due  from  sub-tenant,   $240. 

4.  Interest  prepaid  on  notes  payable,  $24. 
5.  Taxes  accrued,  $12.50. 

6.  Interest  accrued  on  notes  payable,  $18.30. 
7.  Estimated  depreciation  on  store  fixtures,  $32.16. 
8.  Salaries  of  salesmen  due,  $92.20. 
9.  Rent  of  store  due  and  not  paid,  $120. 

10.  Interest  accrued  on  mortgage  payable,  $240. 



CHAPTER  VI 

CLOSING  THE  BOOKS  ILLUSTRATED 

It  is  proposed  to  close  the  books  in  a  typical  case,  following  each 
of  the  steps  outlined  in  previous  pages. 

A  trial  balance  is  taken,  and  is  as  follows: 

EDGAR  WILSON 

Trial  Balance  as  at  December  31,  1928 

Dr.  Cr. 

Real  estate      $8,000 
Furniture  and  fixtures    1,250 
Cash     2,000 
Accounts  receivable    14,100 
Accounts  payable      8,500 
Notes  payable       4,750 
Sales    35,000 
Inventory  (Jan.  1,  1928)    8,500 
Purchases    18,200 
Returned  sales     200 
Returned  purchases      500 
Notes  receivable       1,500 

"Wages  and  salaries    7,500 Insurance    350 
Freight  and  cartage  (inward)    200 
Freight  and  cartage  (outward)    150 
General  expenses    1.800 
Withdrawals   -.    3,000 
Edgar  Wilson,  capital    18,000 

$66,750     $66,750 

In  addition  to  the  facts  set  forth  in  the  trial  balance,  the  following 
facts  are  ascertained: 

Merchandise  inventory,  Dec.  31,  1928    $6700 
Accrued  interest,  notes  payable    25 
Interest  accrued,  notes  receivable    6 

62 
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Insurance  unexpired         150 
Depreciation,  furniture  and  fixtures         125 
Estimated  loss  in  collecting  accounts  receivable         141 

The  first  step  after  securing  the  trial  balance,  would  be  to  make 
the  adjustment  entries. 

These  adjustment  entries  will  divide  into  two  stages ;  those  having 
to  do  with  trading  adjustments  and  those  having  to  do  with  profit 
and  loss  adjustments.  Those  having  to  do  with  trading  adjustments 
will  be  first  considered. 

The  following  accounts,  in  conjunction  with  the  closing  inventory, 
are  those  embodying  the  trading  result : 

Dr.  Cr. 

Sales    $35,000 
Inventory  opening    $8,500 
Purchases    18,200 
Returned  sales     200 
Returned  purchases    500 
Freight  and  cartage  (inward)    200 
Freight  and  cartage  (outward)    150 

$27,250     $35,500 
Closing  inventory      6,700 

Gross  profit       14,950 

$42,200     $42,200 

It  is  noted  that  by  making  the  entries  in  the  columns,  debit  and 
credit,  the  gross  profit  was  ascertained  as  to  trading  to  be  $14,950. 
Only  one  item  introduced  here  was  not  set  forth  in  the  trial  balance. 
This  was  the  closing  inventory,  which  represents  merchandise  now 
on  hand,  that  is,  asset  value  in  the  business  which  will  be  stated  in 
the  balance  sheet  as  an  asset. 

The  same  result  may  be  obtained  by  setting  up  a  Trading  account 
through  transferring  the  several  balances  to  that  account.  This  is 
accomplished  by  journal  entries  as  follows: 
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ADJUSTMENT  ENTRIES  (TRADING) 

(1)  Sales     $35,000 
Trading  account       $35,000 

for  transfer 
(2)  Trading  account            8,500 

Inventory    (opening)       8,500 
for  transfer 

(3)  Trading  account         18,200 
Purchases       18,200 

(4)  Inventory   (closing)            6,700 
Trading  account    6,700 

(5)  Trading  account      200 
Returned  sales    200 

(6)  Returned  purchases      500 
Trading  account       500 

(7)  Trading  Account    200 
Freight  and  cartage  (inward)    200 

(8)  Trading  account      150 
Freight  and  cartage  (outward)    150 

(9)  Trading  account         14,950 
Profit  and  loss    14,950 

After  the  above  entries  are  posted  to  the  Trading  Account,  that 
account  would  appear  as  follows: 

Trading  Account 

Inventorv  (opening)   ....  $8,500 
Purchases    18,200 
Returned  sales      200 
Freight  and  cartage 

(inward)       200 
Freight  and  cartage 

(outward)       150 
Gross  profit,  to  profit  and 

loss    14,950 

$42,200 

Sales   $35,000 
Returned  purchases          500 
Inventorj^  (closing)        6,700 

$42,200 

In  this  Trading  account,  the  nominal  element  has  been  separated 
from  the  real  element,  as  to  all  of  the  accounts.  In  other  words,  all 
that  remains  on  the  books  at  this  moment  of  time,  connected  with  the 
accounts  summarized  in  the  Trading  account,  is  a  credit  to  Profit 

and  Loss  of  $14,950,  representing  the  nominal  element  in  trading, 
and  a  debit  to  Inventory  (closing)  $6700,  representing  the  asset 
value  still  remaining  in  the  form  of  merchandise. 
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Profit  and  Loss  Adjustments. — In  addition  to  the  adjustments 
pertaining  to  trading,  tliere  are  certain  others  which  pertain  to  profit 
and  loss. 

On  the  Notes  payable,  certain  interest  accrued,  which  is  a  liability 
that  was  not  taken  into  the  books  during  the  accounting  period.  This 
liability  must  now  be  taken  in,  and  since  it  represents  a  decrease  in 
proprietorship  interest,  there  must  be  a  like  amount  debited  to  Profit 
and  Loss. 

On  the  Notes  receivable,  certain  interest  accrued.  This  interest 

represents  an  asset,  which  was  not  taken  into  the  books  in  the  account- 

ing period,  and  which  must  now"  be  taken  in.  Since  it  also  represents 
an  increase  in  proprietorship  interest,  a  credit  of  the  amount  is  made 
to  Profit  and  Loss. 

Insurance  had  a  debit  balance  of  $350.  Of  this  amount,  $200 

represented  the  part  which  expired  during  the  year,  and  $150  the 
unexpired  part.  Accordingly,  the  asset  value  as  to  insurance  is  $150, 
and  the  amount  to  be  charged  off  against  Profit  and  Loss  is  $200. 

The  Furniture  and  fixtures  account  shows  on  the  trial  balance  a 

debit  of  $1250.  Depreciation  has  occurred  amounting  to  $125,  hence 
the  decrease  in  proprietorship  interest  (charged  against  Profit  and 
Loss),  is  $125,  and  the  remaining  value  of  furniture  and  fixtures, 

$1125. 
Accounts  receivable  showed  a  debit  balance  on  the  trial  balance 

of  $14,100.  Of  this  amount  it  is  estimated  that  $141  w^ill  not  be 
collected,  which  amount  must  be  charged  against  Profit  and  Loss, 
The  remainder,  $13,959,  represents  the  estimated  asset  value  of  the 
Accounts  receivable  as  at  the  time  of  closing  the  books. 

The  journal  entries  to  provide  for  the  adjustments  enumerated 
above  are  as  follows: 

ADJUSTMENT  ENTRIES,  PROFIT  AND  LOSS 

(10)  Interest  expense      $25 
Accrued  interest   (payable)    $25 

(11)  Interest  accrued  (receivable)         6 
Interest  earned       6 

(12)  Insurance  (expired)       200 
Insurance    200 

(13)  Depreciation,  furniture  and  fixtures     125 
Reserved    for    depreciation    of    furniture    and 

fixtures    125 
(14)  Bad  debts      141 

Reserve  for  bad  debts    141 
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It  will  be  noted  that  instead  of  transferring  the  nominal  elements 
to  Profit  and  Loss,  they  have  been  debited,  or  credited,  to  nominal 

accounts  indicating  their  nature,  and  these  accounts  will  be  trans- 
ferred to  profit  and  loss. 

CLOSING  ENTRIES 

At  this  point  we  have  clearly  segregated  those  elements  which 
are  nominal  from  those  elements  which  are  real.  The  next  step,  then, 
is  to  close  the  several  nominal  elements  into  the  Profit  and  Loss 

account.    This  is  done  through  the  closing  entries,  which  are: 

Profit  and  loss       $25 
Interest  expense    25 

Interest  earned              6 
Profit  and  loss    6 

Profit  and  loss       466 
Insurance  expired    200 
Depreciation,  furniture  and  fixtures    125 
Bad  debts     141 

Profit  and  loss     9300 
(15)  Wages  and  salaries    7500 

General  expenses     1800 

After  posting  these  entries  to  Profit  and  Loss  account,  that  account 
would  appear  as  follows: 

Profit  and  Loss 

Interest  expense    $25 
Insurance  expired    200 
Depreciation       125 
Bad  debts      141 
Wages  and  salaries    7,500 
General  expense    1,800 
Net  profit  to  Withdrawals  5,165 

$14,956 

Gross  profit  . . . 
Interest  earned ,$14,950 6 

$14,956 

This  net  profit,  $5165,  represents  the  profit  earned  by  the  business 
as  the  result  of  its  operations.  It  is  to  be  noted,  however,  that  $3000 
was  withdrawn  by  the  proprietorship  (see  next  to  last  item  on  trial 
balance). 

Accordingly,  the  amount  by  which  capital  was  actually  increased 
is  $5165,  less  the  amount  of  the  withdrawal  $3000,  or  $2165. 
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If  the  amount  of  net  profit  is  carried  to  the  Withdrawal  account 
as  a  credit,  then  the  balance  of  that  account  will  show  this  amount. 
The  entry  would  be : 

Dr.  Cr. 

Profit  and  loss     $5165 
To  Withdrawals    $5165 

The  withdrawal  account  now  has  a  debit  of  $3000  and  a  credit 

of  $5165,  the  balance  being  a  credit  balance  of  $2165,  representing 
the  addition  to  capital.  This  is  taken  into  the  Capital  account  by 
the  final  entry,  which  is 

Dr.  Cr. 

Withdrawals     $2165 
Edgar  Wilson,  capital    $2165 

POST-CLOSING  TRIAL  BALANCE 

At  this  time,  to  test  the  accuracy  of  the  entries  which  have  been 

posted  to  the  ledger,  the  Post-closing  Trial  Balance  is  taken.  This 
would  appear  as  follows: 

Post-closing  Trial  Balance,  December  31,  1928 

Real  estate         $8,000 
Furniture  and  fixtures         1,250 
Reserve  for  depreciation  of  furniture  and  fixtures. .  125 
Cash          2,000 
Accounts  receivable          14,100 
Accounts  payable       8,500 
Notes  payable    4,750 
Notes  receivable         1,500 
Inventory   (closing)            6,700 
Accrued  interest       25 
Interest  accrued      -    6 
Insurance  (unexpired)      150 
Reserve  for  bad  debts    141 
Edgar  Wilson,  capital    20,165 

$33,706     $33,706 

Trading  and  Profit  and  Loss  Statement. — The  statement  pre- 
senting the  Trading  and  Profit  and  Loss  result  is  simply  a  rearrange- 

ment of  the  items  set  forth  in  the  Trading  account,  and  the  Profit 
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and  Loss  account.     This  rearrangement  will  be  made  in  the  report 
form  and  appears  as  follows: 

EDGAR  WILSON 

Trading  and  Profit  and  Loss  Statement  for  the  Period  Ending 
December  31,  1928 

Trading 

Sales    $35,000 
Less  returned  sales    200 

34,800 
Less  freight  and  cartage  (outward)    150 

Net  sales     $34,650 
Opening  inventory         $8,500 

Purchases    $18,200 
Less  returned  purchases    500 

$17,700 Freight  and  cartage  (inward)    200  $17,900 

26,400 
Less  closing  inventory         6,700 

Cost  of  goods  sold    $19,700 

Gross  profit      $14,950 

Expenses 

"Wages  and  salaries    7,500 General  expense       1,800 
Insurance  expired     200 
Bad  debts   -.    141 
Depreciation    125 

Interest : 

Interest  expense       $25 
Interest  earned           6  19        9,785 

Net  profit          $5,165 

In  the  trading  section  it  will  be  noted  that  the  items  were  so 
arranged  as  to  find  the  net  sales,  or  cost  of  goods  sold,  and  the  gross 
profit  distinctively.  Returned  sales  and  freight  and  cartage  were 
deducted  from  the  sales  to  ascertain  the  net  sales. 

Returned  purchases  were  deducted  from  purchases.  Freight  and 
cartage  inward  was  added  because  this  is  the  cost  of  making  the  goods 
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available  for  sale.  It  will  be  noted  that  the  opening  inventory  was 

added  to  the  net  purchases,  and  that  the  closing  inventory  was  de- 
ducted, to  ascertain  the  cost  of  goods  sold.  The  excess  of  the  selling 

price  of  goods  sold,  over  the  cost  price  of  goods  sold,  constitutes  the 
gross  profit. 

In  the  profit  and  loss  section  the  gross  profit  was  shown  first,  and 

then  the  various  items  chargeable  against  gross  profit.  The  arrange- 
ment of  these  costs  is  sometimes  much  more  elaborate  than  that  showni. 

In  the  case  given  the  items  having  the  largest  amounts  were  stated 
first,  and  the  items  of  less  amounts  towards  the  last.  There  was  little 
difference  in  the  importance  of  the  several  items,  and  hence  the 
amount  of  each  was  used  as  a  basis  of  determining  arrangement. 
Other  means  of  arranging  these  costs  will  be  considered  at  a  later 
stage  of  the  course. 

It  will  be  noted  that  tTie  Interest  earned  was  deducted  from  In- 
terest expense.  Under  circumstances  of  this  kind  this  is  preferable 

to  adding  the  Interest  earned  to  the  gross  profit.  The  reason  is  that 

the  entire  interest  result  is  more  clearly  set  forth  under  the  pro- 
cedure given.  Sometimes  interest  is  carried  in  one  account,  to  which 

interest  received  is  credited  and  interest  paid  debited. 

Balance  Sheet. — The  Balance  Sheet  is  merely  a  technical  re- 
arrangement of  the  items  set  forth  on  the  Post-closing  Trial  Bal- 

ance.   This  statement  is  also  presented  in  the  report  form. 

EDGAR  WILSON 

Balance  Sheet  as  at  December  31,  1928 

Assets 

Cash       $2,000 
Accounts  receivable    $14,100 

Less  reserve  for  bad  debts    141     13,959 

Notes  receivable      1,500 
Inventories    6,700 
Interest  accrued     6 
Insurance  unexpired    150 
Furniture  and  fixtures       $1,250 

Less  reserve  for  depreciation            125  1,125 

Real  estate         8,000 

Total  Assets    $33,440 
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Liabilities  and  Capital 

Accounts  payable         $8,500 
Notes  payable           4,750 
Accrued  interest    25 

Edgar  Wilson,  Capital, 
At  beginning     $18,000 
Profit  for  year     $5,165 
Less  withdrawals         3,000 

Increase  in  capital         2,165     20,165 

Total  liabilities  and  capital     $33,440 

It  will  be  noted  that  the  arrangement  follows  the  principles  given 

in  connection  with  the  statement  of  assets,  liabilities  and  capital  here- 
tofore studied.  The  reserve  for  bad  debts  is  deducted  from  accounts 

receivable  and  the  reserve  for  depreciation  is  deducted  from  furniture 

and  fixtures.  This  is  preferable  to  carrying  the  reserve  to  the  liabil- 

ity side.  Reserves  which  are  not  true  profit  reserves,  but  only  sus- 
pended credits  to  asset  accounts,  should  be  deducted  from  the  items 

to  w^hich  they  appertain,  and  should  not  be  displayed  on  the  liability 
side. 

Attention  is  also  invited  to  the  treatment  of  the  items  affecting 

capital.  The  capital  at  the  beginning  of  the  period  is  shown,  the 
profit  for  the  year,  and  withdrawals,  the  increase  in  capital  for  the 
year,  and  the  capital  at  the  end  of  the  year.  Thus,  at  a  glance  many 
facts  of  interest  to  the  proprietorship  may  be  gained  from  this  method 
of  display. 
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PROBLEM  26 

Beforo  the  closing  of  the  books  of  Andrew  Johnson,  December  31,  1928,  the 

following  trial  balance  was  drawn  off: 

ANDREW  JOHNSON 

Trial  Balance,  December  31,  1928 

Folio  Name  Dr.  Cr. 

Real   estate       $40,000     $ 

Furniture  and  fixtures    1,000 

Auto  trucks      1,500 

Mortgage  on  real  estate     $10,000 
Accounts  receivable      21,000 

Notes  receivable      1,500 
Cash        15,000 

Notes  payable     1,000 
Accounts  payable      1,500 

Sales       28,500 
Returned   sales       500 

Purchases      25,700 

Returned  purchases       1,500 
Freight  and  cartage   (inward)       400 
Drawing   account       500 

Inventory,  beginning  of  year    10,000 

Salaries        1,000 
Insurance       600 
Interest     400 

Rent        1,400 

Andrew  Johnson,  capital       78,000 

$120,500  $120,500 

The  following  additional  facts  were  disclosed.  Value  of  the  stock  on  hand, 
Dec.  31,  $15,000;  insurance  prepaid,  $200.  Rent,  according  to  agreement,  had 

been  paid  in  advance  three  times  during  the  year,  March  1,  July  1,  and  No- 
vember 1,  at  the  rate  of  $1200  per  annum.  Notes  receivable  consisted  of  one 

note  bearing  interest  at  6%,  dated  July  1st,  payable  in  9  months.  There  was 

interest  due  but  unpaid,  on  notes  payable,  to  the  amount  of  $60.  The  auto 

trucks  are  to  be  depreciated  20%  a  year;  furniture  and  fixtures,  10%.  Provide 

a  reserve  of  2'%    of  the  accounts  and  notes  receivable  for  bad   debts. 

(a)  Show  all  journal  entries  necessary  to  adjust  and  close  the  books. 
(b)  Submit  a  Trading  and  Profit  and  Loss  statement,  and  Balance  Sheet,  the 

former  in  report  form  and  the  latter  in  account  form. 
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PROBLEM  27 

(a)  Make  a  trial  'balance  from  the  following  balances  of  the  accounts  of  a 
ledger,  as  of  January  31: 

Cash,  $1000;  accounts  payable,  $1500;  oflBce  salaries,  $100;  trucks,  $1700; 

rent  income,  $50;  A.  B.  Jones,  capital,  $5000;  inventory,  Jan.  1,  $2500;  wages, 
$200;  notes  payable,  $500;  accounts  receivable,  $2000;  furniture  and  fixtures, 

$400;  advertising,  $50;  purchases,  $1000;  sales,  $1500;  sales  discount,  $50;  sales 

allowances,  $100;  purchase  returns,  $150;  ofiSce  equipment,  $600;  mortgage  pay- 
able, $1300;   insurance,  $300. 

(b)  After  completing  the  trial  balance,  make  adjusting  journal  entries,  tising 
the  following  data: 

Inventory  of  merchandise,  January  31,  $1800;  interest  accrued  on  mortgage 

payable,  $8;  insurance  expired  during  the  month,  $25;  estimated  loss  on  bad 

debts,  $40;  depreciation  on  trucks  at  25%  a  year,  and  on  furniture  and  fixtures 
at   10%    a  year. 
(c)  Prepare  closing  entries. 

(d)  Draft  Profit  and  Loss  Statement  in  report  form  and  Balance  Sheet  in 
account  form, 

PROBLEM  28 

Prepare  adjusting  entries  to  record  the  following  on  the  books  of  A.  B. 

Miller  before  preparing  statement  for  December.  (Omit  explanation;  use  num- 
bers in  the  place  of  dates.) 

1.  Insurance  expiring  during  December,   $18.42. 

2.  Advertising  material   on  hand  charged  to   Advertising  expense,  $31.40. 
3.  Advertising  bill  of  local  paper  not  yet  entered,  $16. 

4.  Wages  due  delivery  men,  $17.10;  salaries  of  clerks,  $64.20;  stenographer 

and  bookkeeper,  $45.     All  are  earned  but  not  paid. 
5.  Interest  accrued  on  notes  owed,  $17.70. 

6.  Eent  of  store  for  December;  $150  has  not  yet  been  paid. 
7.  Interest  accrued  on  notes  held  against  customers,  $11.60. 

8.  Supplies   for  trucks  on  hand,    $36.20.     They   were    charged   to   Delivery 
expense  when  paid  for. 

9.  Interest  on  Notes  payable  paid  in  advance,  $9.72. 

10.  Loss  on  bad  debts  is  estimated  at  %  of  1%  of  the  net  sales.  Xet  sales 
amount  to  $12,264.87. 

11.  Estimated  depreciation  en  delivery  equipment  is  equal  to  20%,  on  store 

fixtures  10%,  on  office  equipment  10%.  The  delivery  equipment  cost  $1500;  the 

store  fixtures  cost  $1470,  the  office  equipment  cost  $1150. 

12.  Stamps  and  stationery  on  hand,  charged  to  Office  expense,  $14.35. 



CHAPTER  VII 

WORKING  TRIAL  BALANCE— DOUBLE  AND  SINGLE  ENTRY 
SYSTEMS 

The  process  of  closing  the  books,  we  found,  consisted  of  various 
steps  designed  to  separate  real  elements  from  nominal  elements.  The 
nominal  elements  became  the  basis  for  the  preparation  of  the  progress 
statement,  that  is,  the  statement  as  to  trading  and  profit  and  loss. 
When  all  of  the  nominal  elements  had  been  closed  out  in  the  ac- 

counts, only  the  real  accounts  remained;  and  these  afforded  a  basis 
for  the  preparation  of  the  Balance  Sheet. 

Under  certain  circumstances,  it  is  advisable  to  include  in  one 
statement  accounts  as  they  existed  before  making  adjustments,  the 
adjustments  made  in  the  accounts,  and  the  final  status  of  the  accounts 
after  the  adjustments  have  been  made.  An  examinination  of  a  sheet 
thus  prepared  would  disclose  the  steps  taken  in  closing  the  books, 

and  the  ultimate  effect  of  these  steps.  This  sheet  is  called  the  Work- 
ing Trial  Balance. 

In  conjunction  wfth  the  Working  Trial  Balance,  the  journal  en- 
tries may  be  set  up  in  temporary  form.  Afterwards  the  complete 

journal  entries  may  be  entered  and  indexed  with  reference  to  the 

Working  Trial  Balance  so  that  each  item  on  the  Working  Trial  Bal- 
ance, thus  indexed,  could  be  traced  into  the  journal  entries.  The 

Working  Trial  Balance  will  afford  to  the  student  an  insight  into  the 
process  of  closing  the  books.  For  this  reason  a  sheet  is  presented  at 

this  point  which  shows:  first,  the  Trial  Balance;  secondly,  the  adjust- 
ments of  items  stated  in  the  Trial  Balance;  thirdly,  the  amounts 

taken  into  the  Trading  and  Profit  and  Loss  accounts  (and  also  the 
Drawing  account  and  Capital)  ;  and  finally,  the  accounts  as  adjusted 
in  the  Balance  Sheet.  The  following  is  the  sheet,  which  is  based  on 
the  closing  entries  given  on  pages  62  to  70  inclusive. 
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EDGAR  WILSON 

Working  Trial  Balance  as  at  December  31,  1928 

Items 
Trial 

Balance 

1 
2 
3 
5 
6 

15 12 

7 

8 

15 

13 
4 

10 
11 
14 

Adjustments 
Trading  and 
Profit  and  Loss 

Adjusted 
Balance  Sheet 

Items 

$8,000 
1.250 
2,000 

14.100 

8,500 
18,200 

200 

1,500 
7, .500 

350 

200 

150 

1,800 
3.000 

$8,500 
4,750 

35,000 

500 

18,000 

$35,000 

500 

6,700 

6 

$8,. 500 
18,200 

200 

7,500 200 

200 

150 

1.800 3,000 

2,165 

125 

25 

141 

$8,500 18,200 
200 

7,500 200 

200 

150 

1.800 
3,000 
2,165 

125 

25 
141 

$35,000 

500 

6.700 
6 

$8,000 
1,250 
2,000 14,100 

1,.500 
150 

0,700 

6 

Furniture  and  fixtures. 
Cash   
Accounts  receivable. . . 
Accounts  payable   
Notes  payable   
Sales   

$8,500 
4,750 

Inventory,  Jan.  1,  192S 

Returned  sales   

Returned  purchases. . . 
Notes    receivable   
Wages  and  salaries .  .  . 

Freight     and     cartage 

Freight     and     cartage 

General  expenses   

Reserve    for    deprecia- 
tion of  furniture  and 

fixtures   

20.165 

125 

Inventory  (closing)  .  .  . 
Accrued  interest   
Interest  accrued   
Reserve  for  bad  debts . 

23 

141 

$66,750 $66,750 $42,206 $42,206 $42,206 $42,206 $33,706 $33,706 

The  first  column  represents  the  Trial  Balance  before  closing.  The 
second  column  represents  the  adjustments;  the  third,  the  debits  and 

credits  to  Trading  and  Profit  and  Loss  accounts  (including  adjust- 
ments as  to  Drawings  and  Capital) ;  the  fourth,  the  adjusted  Balance 

Sheet  items. 

The  numbers  inside  the  adjustment  column  are  identical  with  the 

journal  entries  given  in  adjusting  and  closing  the  books  in  the  pre- 
ceding chapter.  Should  the  student  so  desire,  he  may  follow  each  of 

these  through  on  the  sheet. 

In  making  the  journal  entries,  a  number  of  the  adjustments  as  to 

profit  and  loss  were  passed  through  certain  accounts  indicating  the 
nature  of  the  adjustment  before  being  transferred  to  the  Profit  and 
Loss  account. 

For  example,  in  the  case  of  furniture  and  fixtures,  the  account 
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depreciation  was  raised,  being  debited  when  the  Reserve  was  credited. 
This  was  identical  in  effect  with  a  direct  debit  to  Profit  and  Loss  for 
the  reason  that  Profit  and  Loss  was  later  debited  with  $125,  and 

Depreciation  account  credited.  The  same  applies  to  many  of  the  other 
entries  which  the  student  traces  into  the  sheet. 

If  the  student  will  consider  the  $3000  in  the  Trading  and  Profit 
and  Loss  column  opposite  Withdrawals  eliminated,  and  also  the 
amount,  $2165,  opposite  Capital  eliminated,  it  will  be  found  that  the 
credit  column  under  Trading  and  Profit  and  Loss  exceeds  the  debit 

by  $5165,  which  represents  the  net  profit.  The  $3000  debited  oppo- 
site Withdrawals  decreases  this  credit  balance  to  $2165,  which  repre- 

sents the  increment  of  capital.  At  this  point  a  debit  to  the  Trading 

and  Profit  and  Loss  column  opposite  Capital  of  $2165,  and  a  corre- 
sponding credit  in  the  adjustment  column  of  $2165  transfers  the  bal- 

ance to  Capital. 
In  other  words,  the  credit  to  Capital  in  the  Trial  Balance  was 

$18,000,  which  added  to  the  credit  in  the  adjustment  column,  $2165, 
gives  the  credit  in  the  adjusted  balance  sheet  column,  $20,165. 

Anyone  familiar  with  the  steps  taken  may  readily  draft  a  Trading 
and  a  Profit  and  Loss  account  from  the  items  in  that  column.  More- 

over, a  Balance  Sheet  may  be  prepared  from  the  items  in  the  column 

headed  "Adjusted  Balance  Sheet  Items." 
Comparative  Balance  Sheet. — It  is  to  be  noted  that  the  Trading 

and  Profit  and  Loss  account  discloses  only  increases  and  decreases  of 

proprietorship  interest,  in  conjunction  with  the  causes  for  such  in- 
creases and  decreases.  These  increases  or  decreases  in  proprietorship 

interest  are  reflected  in  the  real  accounts  of  the  business.  In  other 

words,  changes  have  occurred  in  the  real  accounts  during  the  period, 
which  have  affected  proprietorship  interest.  The  Trading  and  Profit 
and  Loss  account  does  not  show  which  real  accounts  reflected  these 

changes ;  but  only  shows  the  effect  of  the  changes  upon  proprietorship 
interest. 

For  example,  an  individual  sells  merchandise.  The  merchandise 
may  be  sold  for  cash,  or  on  an  open  account  (account  receivable)  ; 
or  commercial  paper  may  be  received  (note  receivable).  If  the  value 
the  individual  receives  is  in  excess  of  the  cost  of  the  merchandise  sold, 
there  is  a  profit  reflected  in  the  asset  that  he  receives.  Should  he 

receive  cash,  a  part — or  all — may  be  reinvested  in  merchandise.  Or 
perhaps  some  of  the  value  received  may  be  converted  into  cash,  and 
invested  in  the  furniture  and  fixtures  he  is  using,  or  in  some  other 

property  he  intends  to  hold  permanently.  Perhaps  instead  of  extend- 
ing his  profits  to  acquire  other  assets,  he  may  use  them  to  reduce 
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certain  liabilities.  Thus  it  is  seen  that  there  are  a  variety  of  ways 

in  which  the  profits  (increased  assets)  earned  by  a  business  may  be 
reflected  in  the  asset  and  liability  accounts. 

A  statement  which  shows  the  real  accounts  affected  by  increases 
or  decreases  in  proprietorship  interest,  as  between  two  dates,  is  known 
as  a  Comparative  Balance  Sheet.  In  form,  the  Comparative  Balance 
Sheet  consists  of  the  Balance  Sheet  as  at  the  beginning  of  a  period 

(ordinarily  a  year),  and  as  at  the  end  of  a  period,  with  the  increases 
and  decreases  in  the  real  accounts.  In  the  case  of  Edgar  Wilson,  his 

Comparative  Balance  Sheet  might  have  been  as  follows — the  Balance 
Sheet  as  at  the  end  of  the  year  being  that  just  found  (it  will  be 

assumed  that  the  years  are  1927,  representing  condition  at  the  be- 
ginning of  the  period  heretofore  considered,  and  1928,  representing 

condition  at  the  end  of  the  period)  : 

EDGAR  WILSON 

Comparative  Balance  Sheet  as  at  December  31,  1928, 
AND  December  31,  1927 

1928 1927 Increases Decreases 

Assets  : 
Cash        

$2,000 
1,500 13,959 

6,700 6 
150 

1,125 
8,000 

$5,000 
4,500 
10,000 
10,000 

1,500 
10,275 

83,959 6 
150 

$3,000 Notes  receivable          
Accounts  receivable 
Inventory   

3,000 

3,300 Interest  Accrued   
Insurance  prepaid   
Furniture  and  fixtures 
Real  estate   

375 

2,275 Total  assets          
$33,440 $41,275 

$4,116 $11,950 

Liabilities  and  Capital: 
Notes  payable   $4,750 

8,500 25 $23,025 250 
$4,750 Accounts  payable   

Accrued  interest        $14,525 225 

Total  Liabilities  .... 
Canital                   

$13,275 
20,165 

823,275 
18,000 $4,750 

2,165 

$14,750 

Total  Liabilities  and 
and  Capital      .... $33,440 $41,275 

$6,915 $14,750 
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Explanation : 
Liabilities  decreased              $14,750 
Less  liabilities  increased          4,750 

Net  amount  liabilities  decreased    $10,000 
Assets  decreased               11,950 
Less  assets  increased          4, 1 15 

Net  amount  assets  decreased    7,835 

Net  increase  in  capital  for  period    $2,165 

Capital  as  at  December  31,  1928         20,165 
Capital  as  at  December  31,  1927         18,000          2,165 

Net  increase  in  capital  for  period    2,165 
Withdrawals  for  period    3,000 

Net  profit  for  period              $5,165 

It  will  be  noted  that  the  net  increase  in  capital,  $2165,  is  repre- 
sented by  a  net  decrease  in  liabilities  in  excess  of  the  net  decrease 

in  assets. 

The  net  increase  in  capital  for  the  period,  $2165,  added  to  the 
withdrawals  for  the  period,  $3000,  gives  the  net  profit  earned  during 
the  period  by  the  business,  that  is,  $5165. 

Any  one  of  four  conditions  may  be  present  in  connection  with 
increases  or  decreases  in  proprietorship  interest,  as  to  the  asset  and 
liability  accounts.     These  are: 

(a)  Assets  and  liabilities  may  both  increase. 
(6)  Assets  and  liabilities  may  both  decrease. 
(c)  Assets  may  increase  and  liabilities  decrease. 
(d)  Liabilities  may  increase  and  assets  decrease. 

Having  these  four  conditions  in  mind,  we  shall  consider  the  re- 
sult in  each  instance  as  to  proprietorship  interest: 

(o)  If  there  is  an  excess  in  the  increase  of  the  assets,  the  excess 
measures  the  net  increase  in  proprietorship  interest;  if  there  is  an 

excess  in  the  increase  of  tKe  liabilities,  the  excess  measures  net  de- 

crease in  proprietorship  interest.  The  following  illustrates  this  prin- 
ciple : 
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1928 
1927 

Assets 

$8,000 
6,000 

Increase      $2,000 

1928 
1927 8,000 

7,000 

Liahilities 
Capital 

$4,000 
3,000 $4,000 3,000 

$1,000 

Net  increase     $1,000 

4,000 
2,000 

•  4,000 

5,000 

$2,000 
Net  decrease    $1,000 Increase      $1,000 

(&)  If  there  is  an  excess  in  the  decrease  of  assets,  the  excess 
measures  net  decrease  in  proprietorship  interest ;  if  there  is  an  excess 

in  the  decrease  of  liabilities,  the  excess  measures  net  increase  in  pro- 
prietorship interest,  for  example: 

1928 
1927 $6,000 

8,000 
Decrease 

$2,000 
1928 
1927 7,000 

8,000 
Decrease 

$1,000 

Liabilities 
Capital 

$3,000 
4,000 $3,000 

4,000 
$1,000 

Net  decrease    $1,000 

2,000 
4,000 5,000 

4,000 

$2,000 
Net  increase      $1,000 

(c)   The  increase  in  assets  plus  the  decrease  in  liabilities  equals 
the  net  increase  in  proprietorship  interest,  for  example: 

Assets 

1928  $10,000 
1927        8,000 

Increase    $  2,000 

Liahilities 

$4,000 
5,000 

Decrease    $1,000 

Capital 

$6,000 3,000 
Net  increase     $3,000 

(d)   The  increase  in  liabilities  plus  the  decrease  in  assets  equals 
the  net  decrease  in  proprietorship  interest,  for  example: 

Assets 

1928  $  8,000 
1927       10,000 

Decrease    $  2,000 

Liahilities 

$5,000 
4,000 

Increase    $1,000 

Capital 

$3,000 
6,000 Net  increase     $3,000 

It  is  thus  seen  that  the  increase  or  decrease  in  proprietorship 

interest  may  be  reflected  in  the  ways  given  in  the  asset  and  liability 
accounts.  Although  it  is  not  desired  to  go  into  the  matter  at  this 

time,  it  may  be  mentioned  that  these  principles  have  a  bearing  upon 
the  determination  of  the  tax  as  to  undistributed  net  income. 
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Ascertaining'  Progress  from  Condition  Statements. — In  the  fore- 
going examples,  it  is  noted  that  reference  is  made  to  the  net  increase 

or  net  decrease  of  proprietorship  interest.  This  does  not  necessarily 
mean  profit  or  loss.  The  proprietorship  interest  did  not  increase,  in 
the  case  of  Edgar  Wilson,  to  the  extent  of  the  profits  earned  by  the 
business  for  the  year.  This  is  due  to  the  fact  that  certain  amounts 
were  taken  out  of  the  business,  presumably  amounts  derived  from 
earnings,  as  withdrawals.  The  business  earned  an  amount  equivalent 
to  the  withdrawals  plus  the  increase  in  proprietorship  interest  finally 

determined — that  is  to  say,  $5165.  Thus  it  is  that  the  net  profit  may 
be  ascertained  from  the  Comparative  Balance  Sheet  given,  if  the 
withdrawals  are  added  to  the  amount  of  increase  of  proprietorship 
interest. 

In  addition  to  this,  there  might  have  been  an  increase  in  pro- 
prietorship interest  from  causes  other  than  profit  causes.  For  example, 

the  proprietor  might  have  invested  $2000  more  in  the  business.  In 
this  ease,  the  $2000  increase  would  not  be  profits  and  would  have  to 

be  deducted  from  the  total  increase — assuming  a  total  increase  in 
excess  of  $2000 — in  order  to  ascertain  the  amount  by  which  the  in- 

crease is  due  to  profit  causes. 

By  taking  into  account  those  transactions  which  affect  proprietor- 
ship interest  and  arise  from  causes  other  than  profit  causes,  the  in- 

creases and  decreases  due  to  profit  causes  may  be  ascertained.  Thus 

from  statements  of  condition  as  at  two  distinctive  times — the  one  rep- 

resenting the  beginning,  and  the  other  the  ending  of  a  period — tho 
profit  and  loss  may  be  determined. 

SINGLE  ENTRY  BOOKKEEPING 

The  single  entry  bookkeeping  system  is  one  which  depends  abso- 
lutely upon  an  inventory  of  facts  as  to  condition  as  at  two  dates  for 

the  determining  of  progress.  In  this  incomplete  system  of  bookkeep- 
ing, the  attempt  is  not  made  to  keep  a  record  of  increases  and  de- 

creases in  proprietorship  interest  in  nominal  accounts.  Ordinarily 
the  single  entry  bookkeeping  system  will  consist  of  an  account  for 

capital  as  at  the  beginning  of  the  period — sometimes  called  net  worth ; 
a  cash  account;  accounts  for  receivables;  and  accounts  for  payables. 
In  some  instances,  these  accounts  may  be  amplified  to  an  extent,  but 
fall  short  of  showing  the  increase  and  decrease  in  proprietorship  in- 

terest during  the  year,  and  the  causes  of  such  increase  and  decrease. 

The  obvious  object  of  a  single  entry  booldceeping  system  is  to 
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reduce  to  a  minimum  the  accounts  kept.  On  the  other  hand,  the 
double  entry  system  contemplates  the  keeping  of  complete  records, 
with  checks  upon  accuracy,  at  a  minimum  of  effort. 

Inasmuch  as  no  accounts  are  kept  recording  increases  and  de- 
creases in  proprietorship  interest  under  the  single  entry  system,  de- 

pendence is  placed  upon  inventories.  Inventories  are  taken  of  all  assets 
and  liabilities.  These,  in  conjunction  with  the  few  accounts  kept, 
constitute  the  basis  for  a  statement  of  condition.  The  net  worth  being 
determined  as  at  the  beginning  of  a  period,  in  conjunction  with  the 
net  worth  as  at  the  end  of  a  period,  the  increase  or  decrease  in  net 
worth  is  determined.  Transactions  other  than  those  flowing  from 
profit  causes  are  adjusted  with  respect  to  this  increase  or  decrease 
in  net  worth,  so  as  to  find  the  net  profit  or  net  loss. 

It  is  apparent  that  a  number  of  disadvantages  attend  this  system. 
These  may  be  summarized  as  follows : 

(1)  Inasmuch  as  reliance  is  placed  upon  inventories,  in  making 
the  inventory,  unrecorded  assets  or  unrecorded  liabilities  may  be 

overlooked,  which  would  result  in  an  incorrect  statement  of  con- 
dition and  of  progress. 

(2) The  facts  disclosed  by  the  trading  statement  taken  from 
double  entry  books  are  not  shown.  It  will  be  recalled  that  the 
trading  statement  showed  the  extent  of  purchases  and  sales,  and 
returned  purchases  and  returned  sales.  It  will  also  be  recalled 

that  this  statement  showed  the  relationship  existing  between  the 
gross  profit  made,  and  the  extent  of  the  sales  made.  The  single 
entry  system  of  bookkeeping,  in  itself,  would  not  disclose  these 
facts.  They  may  be  found  only  by  a  very  extensive  and  laborious 
analysis  of  such  records  as  are  kept. 

(3)  The  important  facts  disclosed  by  the  profit  and  loss  state- 
ment taken  from  double  entry  books  are  not  disclosed  in  single 

entry  accounting.  Single  entry,  assuming  the  inventories  are  cor- 
rect, would  disclose  whether  or  not  a  profit  had  been  made,  and 

the  amount  of  the  profit.  The  causes  contributing  to  this  profit 
and  the  causes  militating  against  the  achievement  of  a  larger  profit 

would  not  be  shown  for  the  reason  that  the  nominal  accounts,  pe- 
culiar to  the  double  entry  system,  are  not  kept. 

(4)  As  has  been  noted,  the  equilibrium  principle,  peculiar  to 
the  double  entry  system,  affords  a  valuable  automatic  check  upon 
the  accuracy  of  the  bookkeeping  record.  Inasmuch  as  this  equi- 

librium is  not  present  in  the  single  entry  record,  that  system  does 
not  lend  itself  to  the  same  accuracy  as  the  double  entry  system. 
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Single  Entry  Statement. — The  statement  used  in  single  entry  is 
ordinarily  one  which  shows  the  condition  as  at  the  close  of  the  year, 
and  also  the  profit  made  during  the  year.  It  partakes  more  of  the 

nature  of  a  statement  of  condition,  for  the  reason  that  the  classifica- 
tions relate  to  condition  whereas,  ordinarily  there  are  no  classifications 

as  to  progress.  The  statement  may  be  called  by  various  names,  one 

of  the  most  frequent  being  ' '  Statement  of  Resources  and  Liabilities. ' ' 
An  illustrative  form  of  the  statement  follows: 

ALBERT  SIMPSON 

Statement  of  Assets  and  Liabilities  as  at  December  31,  1928,  and 
Profit  and  Loss  Outcome  for  the  Year  1928 

Assets 

Cash :  On  hand      45 
In  bank        1,050        $1,095 

Accounts  receivable      )       3,800 
Less  5  per  cent  for  estimated  losses          190  3,610 

Merchandise       8,040 
Furniture  and  fixtures      1,600 

$14,345 
Liahilities 

Accounts  payable       1,000 
Notes  payable    50  1,050 

Net  investment,  December  31,  1928    13,295 
Net  investment,  January  1,  1928    10,872 

Increase  in  net  investment     2,423 
Add  withdrawals       1,500 

Net  profit      $3,923 

This  statement  is  simply  a  statement  of  condition,  the  excess  of 

assets  over  the  liabilities  as  at  December  31,  1928,  being  the  net  in- 
vestment as  at  that  date.  Beneath  this  the  net  investment  as  at  Janu- 

ary 1,  1928,  is  shown,  and  increase  in  net  investment  of  $2423  is 
found.  To  this  amount  the  withdrawals  are  added  in  order  to  ascer- 

tain the  net  profit. 

Adjustment  of  Changes  in  Investments  and  Capital  Transactions. 

— If  the  increase  or  decrease  in  net  investment  is  adjusted  with  re- 
spect to  what  are  called  capital  transactions,  then  the  increase  or 
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decrease  due  to  profit  and  loss  causes  may  be  ascertained.  In  the 
statement  just  given  tlie  only  adjustment  necessary  was  the  addition 
of  withdrawals  to  the  increase  in  net  investment,  which  gave  the  net 
profit.  In  addition  to  the  element  of  withdrawals,  there  may  be  what 
are  called  capital  contributions.  These  consist  of  additional  amounts 
that  the  proi)rietor  has  put  into  the  business  from  his  private  funds. 

The  various  adjustments  necessary  relative  to  the  increase  of  net 

investment  and  to  the  decrease  of  net  investment,  as  to  withdrawals 
and  contributions,  follow: 

Increase  of  Net  Investment: 

Withdrawals 

Add  withdrawals  and  increase  to  determine  net  profits: 

Increase  in  net  investment       $2,000 
Withdrawals            4,000 

Net  profit        $6,000 

Contributions 

If  contributions  exceed  increase,  excess  measures  net  loss: 

Contributions       $4,000 
Increase  in  net  investment         2,000 

Net  loss       $2,000 

If  increase  exceeds  contributions,  excess  measures  net  profits; 

Increase  in  net  investment       $4,000 
Contributions         2,000 

Net  profit       $2,000 

Decrease  of  Net  Investment: 

Withdrawals 

If  withdrawals  exceed  decrease,  excess  measures  net  profit: 

Withdrawals          $3,500 
Decrease  in  net  investment          2,000 

Net  profit       $1,500 
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If  decrease  exceeds  withdrawals,  excess  measures  net  loss: 

Decrease  in  net  investment       ^3,600 
Withdrawals           1,200 

Net  loss         $2,400 

Contributions 

Add  decrease  and  contributions  to  determine  net  loss : 

Decrease  in  net  investment        $4,200 
Contributions         6,000 

Net  loss      $10,200 

If,  during  the  year,  there  have  been  both  contributions  and  with- 
drawals, the  procedure  is  to  find  whether  the  withdrawals  exceed  the 

contributions,  or  whether  the  contributions  exceed  the  withdrawals. 
If  the  withdrawals  exceed  the  contributions,  then  the  amount  of  the 
excess  is  treated  the  same  as  a  withdrawal  of  that  amount  would  be 

treated,  as  respects  either  the  increase  or  decrease  of  net  investment. 
For  example,  there  is  an  increase  of  $5000  in  the  net  investment. 

Withdrawals  amount  to  $3000,  and  capital  contributions  to  $2000. 

The  excess  of  withdrawals,  $1000,  is  added  to  the  increase  in  net  in- 
vestment to  ascertain  the  net  profit.  Should  the  contributions  exceed 

the  withdrawals,  then  the  amount  of  the  excess  is  treated  the  same 
as  a  contribution  of  like  amount  would  be  treated. 

Practical  Application  of  Principles  Underlying  Singly  Entry. — 
Although  there  are  several  disadvantages  in  the  single  entry  system, 
as  heretofore  pointed  out,  nevertheless  the  principles  underlying  that 
system  may  be  invoked  to  advantage  from  time  to  time.  Should 
a  person  not  keep  regular  books  of  account,  then  the  ascertaining 
of  this  net  investment  as  at  the  beginning  and  end  of  a  period,  with 
adjustments  for  withdrawals  and  contributions,  affords  an  insight  into 

his  net  profit  or  loss.  Seldom  is  it  that  a  person  in  business  does  not 

have  at  least  a  yearly  record  of  his  condition.  Accordingly  an  adap- 
tation of  the  principles  given  enables  the  auditor  often  to  find  the 

net  profit  or  loss  for  a  period  of  time. 

Bmnmary. — Profit  and  loss,  together  with  condition,  may  be 
found  from  double  entry  books  of  accounts,  by  the  use  of  the  Working 
Trial  Balance. 

A  Comparative  Balance  Sheet  affords  a  means  of  ascertaining 

profit  and  loss  outcome,  by  a  consideration  of  increases  and  decreases 
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in  net  investment  as  adjusted  to  capital  contributions  and  with- 
drawals. 

Under  the  Single  Entrj'  System,  in  which  nominal  accounts  are 
not  kept,  a  comparison  similar  to  that  made  with  respect  to  the  Com- 

parative Balance  Sheet  is  used  to  determine  net  profit  or  net  loss. 
The  principles  underlying  the  determining  of  profit  and  loss  by 

the  comparison  of  condition  as  at  two  dates  may  be  used  in  cases 
where  only  inadequate  records  have  been  kept. 

PROBLEM  29 

The  bookkeeper  of  F.  O.  Gardiner,  a  wholesale  dealer  in  dressed  beef,  pre- 
sents on  June  30th,  1929,  the  close  of  the  fiscal  year,  the  following  Trial  Balance : 

F.  O.  GARDINER 

Trial  Balance,  June  30,  1929 

Folio Name Dr. Or. 

Real   estate    $  40,000 

Buildings       100,000 

Inventorj-       20,000 
Purchases       55,000 

Cash        24,000 

Returned  purchases     

Horses,  wagons  and  harness     2,150 

Freight  (inward)    500 
Accounts  receivable       32,250 

Accounts  payable     
Notes  receivable       2,000 

Notes  payable    
Insurance       400 

Wages  and  salaries       7,500 

Reserve  for  depreciation  on  building-   
Reserve  for  bad  debts   

General  expenses       6,500 
Sales      

Returned  sales       4,000 

Repairs  and  renewals      700 
Drawing  account    5,000 

F.  O.  Gardiner,  capital    

1,050 

34,500 

14,000 

25,000 450 

75,000 

150,000 

$300,000     $300,000 

In  addition  to  the  above,  the  following  facts  are  presented: 

Estimated  depreciation  on  building,  $5000.     Value  of  meat  in  refrigerator, 

as  shown  by  inventory  list,  $17,650.     Of  the  Accounts  receivable,  it  is  estimated 
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that  $30,000  are  good  and  collectible.  It  was  found  that  the  wages  of  the  entire 
force  of  workmen  employed  in  the  erection  of  a  wagon  shed,  amounting  to  $1500, 

had  been  charged  against  the  Salaries  and  wages  account.  In  the  general  ex- 
pense account  was  found  an  item  of  $1000  for  refitting  the  refrigerator  plant 

with  new  piping.  Insurance  unexpired  was  $100.  From  the  above  Trial  Bal- 
ance, and  additional  facts  given,  draft  a  Working  Trial  Balance,  and  the  Balance 

Sheet  and  Profit  and  Loss  statement  resulting  therefrom,  both  in  report  form. 

PEOBLEM  30 

Prepare  a  Working  Trial  Balance. 
(a)  From  the  data  of  Problem  26. 
(b)  From  the  data  of  Problem  27. 



CHAPTER  VIII 

ANALYSIS  OF  FINANCIAL  STATEMENTS 

From  the  consideration  of  the  Comparative  Balance  Sheet  in  the 

preceding  pages,  it  was  apparent  that  profits,  or  increases  in  pro- 
prietorship interest  occurring  during  a  period,  may  be  reflected  in 

various  asset  and  liability  accounts. 

There  is  a  tendency  among  those  not  familiar  with  business  prac- 
tice to  confuse  income  with  cash  receipts  or  with  the  excess  of  cash 

receipts  over  cash  payments.  Accordingly,  at  this  time,  the  subject 
of  cash  will  be  considered. 

Cash. — Cash,  as  the  term  is  used  in  business,  includes  money, 

negotiable  commercial  paper  redeemable  in  money  by  banking  insti- 
tutions upon  demand,  and  credit  balances  in  deposit  accounts  in  bank- 

ing institutions.  Each  of  these  elements  of  cash  will  be  considered 
in  detail. 

Money. — The  term  "money"  is  confined  to  the  medium  of  ex- 
change which  is  made  legal  tender  for  the  payment  of  obligations. 

Values  of  the  various  forms  of  property  are  measured  in  terms  of 
money.    The  property  in  money  may  be  passed  by  a  delivery. 

Money  is  divided  into  various  denominations,  and  consists  ordi- 
narily of  coin  and  of  paper.  Inasmuch  as  it  passes  from  hand  to 

hand,  it  is  difficult  to  trace  out  individual  units  and  identify  them 

separately  from  other  units.  It  is  true,  of  course,  that  circulating 
notes  may  have  separate  numbers.  Ordinarily  the  attempt  is  not 
made  by  holders  to  record  these  numbers.  Accordingly,  money  passes 
so  readily  that  in  case  of  theft  it  would  be  difficult  to  trace  it. 

Negotiable  Paper  Redeemable  in  Money  hy  Banking  Institutions 

upon  Demand.  The  term  "cash"  also  includes  negotiable  paper  re- 
deemable in  money  upon  presentation  at  a  banking  institution.  This 

paper  evidences  a  right  to  receive  money,  and  when  negotiated,  re- 
sults in  a  transfer  of  a  right  to  receive  money.  Not  every  transfer  of 

a  right  to  receive  money  is  made  by  what  is  knowTi  as  negotiation. 
In  some  instances  these  rights  may  be  assigned.  These  two  methods 

of  transfer  of  right  to  receive  money,  that  is,  assignment  and  nego- 
tiation, will  be  considered. 

If  a  contract  right  is  assigned,  then  only  the  right  of  the  person 
86 
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assigning  (transferring)  passes  to  the  person  to  whom  it  is  assigned. 
If  the  person  assigning  has  not  the  right  to  collect  the  full  amount 
of  money  expressed  on  the  face  of  the  paper,  then  the  person  to  whom 
it  is  assigned  cannot  collect  the  full  amount.  In  other  words,  upon 
maturity  of  the  debt  the  holder  of  the  paper  can  collect  no  more  than 
could  the  original  holder. 

If  the  paper  is  negotiable  paper,  then,  subject  to  but  few  excep- 
tions, it  is  good  upon  negotiation  for  the  amount  of  money  expressed 

on  its  face. 

As  an  example,  A  sells  B  tomatoes,  which  he  guarantees  to  be 

sound,  for  $500.  He  ships  the  tomatoes  to  B  on  credit.  He  "assigns" 
the  account  receivable  to  X.  Part  of  the  tomatoes  prove  to  be  un- 

sound. B  claims  to  be  obligated  only  to  the  extent  of  $300.  Inasmuch 
as  this  was  an  assignment,  the  account  receivable  held  by  X  is  subject 

to  this  claim  of  B,  and  if  B's  claim  is  sustained  it  is  good  only  to 
the  extent  of  $300. 

Instead  of  buying  on  an  open  account,  B  might  have  given  A  a 
negotiable  promissory  note.  In  this  event,  should  A  endorse  the  note 
to  X,  X  would  have  the  legal  right  to  collect  the  full  amount  upon 

the  due  date  of  the  note.  Upon  payment  B  W'Ould  then  have  to  seek 
his  remedy  against  A. 

It  is  not  intended  here  to  discuss  every  phase  of  negotiable  paper. 
The  main  thing  is  to  point  out  that  certain  commercial  paper  is  given 
characteristics  similar  to  money,  so  far  as  the  law  can  give  them,  so 
that  it  may  be  passed  from  hand  to  hand  with  reasonable  assurance 
that  the  paper  is  good  for  the  amount  stated  on  its  face. 

Moreover,  to  be  considered  as  "cash,"  the  paper  must  be  redeem- 
able in  money  upon  demand  upon  banking  institutions.  The  paper 

referred  to  is  mostly  what  is  known  as  checks.  A  check  is  an  order 
drawn  on  a  banking  institution  to  pay  to  a  person  named,  or  order, 
or  to  pay  to  bearer,  a  specified  sum  of  money. 

Checks  are  deposited  with  banking  institutions  in  the  same  man- 
ner as  money;  in  fact,  deposits  consist  principally  of  checks. 
Checks  may  be  drawn  against  the  deposits,  and  the  recipient  of 

the  check  in  turn,  may  deposit  the  check  for  collection. 
Balance  of  Deposits  at  Banking  Institutions.  Although  a  check  is 

redeemable  in  money  for  the  amount  stated  on  its  face,  it  does  not 

follow^  that  the  bank  upon  which  checks  are  draA\ni  would  be  capable 
of  paying  out  money  equivalent  to  the  full  amount  of  checks  that 
might  be  drawn  upon  it.  In  fact,  the  actual  money  in  the  vaults  of 
the  bank  might  be  only  25  per  cent,  or  even  less  in  many  instances, 
of  the  amount  of  deposits  in  the  bank. 
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The  reason  for  this  is  that  the  bank  makes  loans,  on  the  basis,  in 

part,  of  deposits  by  the  depositors.  It  does  not  follow  that  the  loan 
is  made  in  actual  money.  The  borrower  receives  what  is  known  as 
deposit  credit,  that  is,  a  credit  to  a  deposit  account  in  his  name.  He 
may  draw  checks  upon  this  deposit  credit.  It  is  possible  that  the 
bank  may  never  be  called  upon  to  pay  these  checks  in  money.  For 
example,  X  borrows  from  the  Y  Bank,  $10,000.  He  draws  a  cheek 
upon  the  deposit  credit,  payable  to  Z.  Z,  in  turn,  deposits  the  check 
with  the  Y  Bank.  In  this  instance,  no  money  passed,  yet  a  loan  was 
made,  and  payment  was  made  from  X  to  Z,  and  a  deposit  was  made. 

The  Clearing  House. — Of  course,  the  procedure  of  transfer  of 
negotiable  paper  does  not  work  out  exactly  as  above  in  many  instances. 

Yet  approximately  the  same  result  is  achieved  to  a  large  extent,  be- 
cause one  bank  may  hold  checks  against  another  bank,  which  in  turn 

holds  checks  against  the  first  bank.  Each  bank  in  a  community 
belongs  to  what  is  known  as  a  Clearing  House,  which  is  an  institution 
whereby  banks  offset  checks  due  and  from  each  other.  In  other  words, 
it  is  determined  as  to  each  bank,  the  amount  of  checks  it  holds  against 
the  other  banks,  and  the  amount  of  checks  the  other  banks  hold 
against  it.  If  the  amount  of  the  checks  held  by  the  other  banks  is  in 
excess  of  the  amount  of  those  it  holds,  then  it  owes  the  Clearing 
House  that  excess.  If,  on  the  other  hand,  it  holds  more  checks  in 
amount  against  the  other  banks  than  the  other  banks  hold  against  it, 

then  it  receives  the  excess  from  the  Clearing  House.  In  this  w^ay, 
great  economy  is  effected  in  the  use  of  money.  In  other  words, 

*' credit"  is  substituted  for  money  in  many  business  transactions, 
largely  through  the  medium  of  checks. 

It  is  not  intended  to  go  into  the  complete  economic  phases  of  this 
subject.  From  what  has  been  stated,  however,  it  is  to  be  noted  that 

a  bank  balance  does  not  necessarily  represent  actual  money  in  the 
bank.  Only  in  small  part  is  there  money  available  for  liquidating 
the  balance,  in  spite  of  the  fact  that  it  may  be  redeemable  in  money. 

To  put  it  differently,  "cash  in  bank,"  as  the  term  is  used  in  financial 
statements,  simply  represents  an  account  receivable  from  a  banking 
institution. 

Reconciliation  of  Cash  Balance. — At  intervals  of  time,  the  bank 
books  of  depositors  are  balanced.  This  means  that  the  bank  charges 
the  depositor,  in  his  pass  book,  against  the  deposits  made  with  checks 
drawn,  and  perhaps  with  collection  charges  on  checks  deposited.  At 
the  same  time,  the  bank  may  credit  the  depositor  with  interest  on  the 

deposit  balance.  The  balance  standing  to  the  depositor's  credit  with 
the  bank  is  then  stated. 
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This  balance  ordinarily  differs  from  the  balance  showm  as  being 
in  bank  by  the  books  of  the  individual  or  organization.  It  is  to  be 
noted  that  these  books  do  not  contain  the  interest  credited,  nor  do 

they  contain  the  collection  charges  debited  to  the  deposit  account. 
Furthermore,  the  records  may  show  all  of  the  checks  that  have  been 
dra^^^l  against  the  bank  account,  whereas  the  charges  in  the  bank 
book  cover  only  checks  drawn  and  collected. 

If  the  amount  of  the  interest  shown  by  the  bank  pass  book  is 
added  to  the  cash  balance  shown  by  the  books,  and  if  the  amount  of 
the  collection  charges  are  deducted,  and  other  possible  adjustments 
are  taken  into  account,  the  result  will  be  the  adjusted  cash  balance. 

It  is  desirable  to  effect  a  reconciliation  between  the  bank  pass  book 

balance  and  the  adjusted  cash  balance.  "With  the  bank  pass  book, 
there  are  returned  all  canceled  checks  which  have  been  collected. 

These  canceled  checks  are  checked  against  the  stubs  in  the  check 

book,  the  unchecked  stubs  representing  such  checks  as  have  not  been 

collected  (ordinarily  called  ''outstanding"  checks). 
The  amount  of  outstanding  checks  having  been  determined,  the 

next  step  would  be  to  ascertain  whether  there  were  any  items  of  cash 
receipts  entered  in  the  records  which  have  not  been  deposited  in  bank. 

If  the  undeposited  items  are  added  to  the  bank  pass  book  balance, 
and  the  outstanding  checks  deducted,  the  result  would  be  the  amount 
which  should  be  shown  by  the  records  as  the  balance,  that  is,  the 
adjusted  balance  referred  to  above. 

If  the  amount  thus  ascertained  is  the  same  as  the  adjusted  cash 
balance,  then  the  records  are  reconciled. 

An  example  of  a  statement  showing  cash  reconciliation  follows : 

CASH  RECONCILIATION  STATEMENT 

Balance  as  per  pass  book       $7200 
Add  items  not  deposited           145       $7345 

Deduct  outstanding  checks: 
No.  640      $58 
No.  646      45 
No.  648      80  183 

Adjusted  cash  book  balance     $7162 

Balance  as  per  cash  book          7146 
Add  interest    20        7166 

Deduct  collection  charges     4 

Adjusted  cash  book  balance   ,,,,,,,  $7162 
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Cash  System. — Tlie  most  approved  system  of  handling  cash  eon- 
templates  three  distinct  steps: 

(a)   The  deposit  of  all  receipts  of  cash,  daily,  if  practicable. 
(6)  Making  of  payments  by  checks  so  far  as  is  practicable, 

(c)   The  keeping  of  "petty  cash"  by  what  is  known  as  the  Im- 
prest System. 

Deposit  of  All  Receipts  of  Cash.  All  receipts  of  cash  should  be 
deposited,  ordinarily  daily.  In  this  way  all  cash  received  will  pass 

through  the  bank,  the  bank  becoming  as  to  the  depositor  a  centraliz- 
ing point  as  to  the  asset  cash. 
Payment  hy  Check  Whenever  Practicahle.  Payment  by  check  is 

to  be  recommended  for  a  number  of  reasons.  Such  a  payment  is 

usually  safer,  particularly  where  the  sending  of  the  payment  is  nec- 
essary. jNIoreover  there  is  a  distinct  record  of  the  payment  in  that 

the  recipient  must  endorse  the  check  before  he  receives  the  cash. 

Keeping  of  Petty  Cash  hy  the  Imprest  ̂   System.  Certain  small 
payments  cannot  be  made  conveniently  by  check.  These  pajTnents 
may  be  made  out  of  a  cash  fund  created,  in  the  first  instance,  by  a 
cheek  on  the  bank  account.  Experience  demonstrates  that  a  more 
adequate  control  is  secured  over  the  handling  of  petty  cash  through 

the  adoption  of  the  Imprest  System  than  is  the  case  in  which  pay- 
ments would  be  permitted  out  of  receipts. 

The  Imprest  System  of  handling  petty  cash  contemplates  an  ad- 
vance to  cover  expenditures  to  be  made.  A  sum  of  money  (obtained 

by  cashing  a  check  to  his  order)  is  advanced  to  a  petty  cashier.  From 
this  sum  of  money,  he  makes  small  payments.  At  all  times  he  must 
account  for  the  sum  advanced,  either  in  the  form  of  money  or  in  the 
form  of  receipts  for  payments  of  money. 

Inasmuch  as  payments  of  petty  cash  are  continuous,  the  petty 
cashier  receives,  from  time  to  time,  cash  sufficient  in  amount  to  cover 
expenditures  made.  Thus,  in  the  first  instance  he  is  given  an  amount, 
and  charged  therewith,  designed  to  cover  expenses  for  a  convenient 
period  of  time,  say  a  week.  At  the  end  of  this  time,  he  may  find 
that  he  has  expended  most  of  the  cash ;  in  which  case,  he  makes  out 

1  The  word  "imprest"  is  defined  by  Webster's  Dictionary  as  follows: 

"Imprest   (noun).     A  loan  or  advance  of  money;   esp.,  formerly,  advance 
pay  to  soldiers  or  sailors;  now,  an  advance  from  Government  funds  to  enable  a 

person  to  discharge  his  duties.     In  the  English  admiralty  such  loans  wore  for- 
merly attended  to  by  the  imprest  office. 

Imprest  (adjective).  Advanced;  lent; — said  especially  of  money  advanced 

to  sailors,  soldiers,  and  Government  employees." 
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a  statement  of  amounts  expended,  wliich  he  turns  over  with  such 
receipts  as  he  has  been  able  to  secure,  and  receives  another  check 

equivalent  to  the  amount  of  his  statement.  Thus,  his  full  account- 
ability continues  by  reason  of  the  issue  of  another  check.  Accord- 

ingly the  replenishment  of  the  fund  neither  adds  to  nor  subtracts 
from  the  original  accountability.  The  amount  of  expenditure  as 

shown  by  the  statement  is  charged  to  the  proper  account  (usually  ex- 
pense) and  Cash  is  credited  for  the  amount  reimbursed  to  the  petty 

cashier. 

At  the  time  of  creating  the  fund,  an  entry  is  made  charging  the 

petty  cashier  with  the  amount  of  the  fund,  and  crediting  the  regu- 
lar cash  account.  This  charge  to  the  cashier  remains  as  long  as  the 

accountability  exists,  and  is  not  changed  by  replenishment  of  the 

fund  for  the  reason  given — that  such  replenishment  neither  increases 
nor  diminishes  this  accountability.  At  the  various  times  that  the 
cashier  has  the  fund  replenished,  the  items  are  entered  up  as  expense 
items  and  cash  is  credited. 

When  the  petty  cash  fund  is  closed  out,  then  the  cashier  turns 
over  such  cash  as  he  has,  and  receipts  for  such  payments  as  he  has 
made  since  the  last  replenishment.  Cash  is  debited  for  the  amount 
of  cash  turned  over,  expense  for  the  amount  of  payments,  and  the 
petty  cashier  is  credited,  the  credit  removing  his  accountability. 

Accordingly,  the  entries,  in  journal  form,  would  be : 

Upon  Establishment  of  Fund: 
Pettv  Cashier  (or  Petty  Cash  Fund)    $50 

Cash     $50 

At  Periodic  Intervals: 

Expense       42 
Cash     42 

(The  amount  would  vary  from  period  to 
period  according  to  the  expenditures  made. ) 

Upon  Closing  Out  of  Petty  Cash  Fund: 
Cash        14 
Expense       36 

To  Petty  Cashier  (or  Petty  Cash  Fund)    50 

The  handling  of  cash  transactions,  as  above  outlined,  is  of  dis- 
tinctive advantage  to  persons  who  do  not  keep  complete  accounting 

records.  Comparatively  few  of  the  cash  receipts,  in  the  average 

case,  will  represent  items  other  than  income  items.     Accordingly  it 
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is  not  difficult  to  ascertain  the  exact  amount  of  receipts  which  would 
be  included  as  income. 

By  notations  made,  from  time  to  time,  on  the  receipted  bills,  or 
check  stubs,  the  nature  of  payments  may  be  ascertained.  In  this 

way,  such  payments  as  are  chargeable  against  income  can  be  sepa- 
rated from  the  other  payments.  Inasmuch  as  the  bank  account  be- 
comes the  focusing  point  respecting  all  cash  receipts  and  payments, 

the  ascertaining  of  income,  on  this  particular  basis,  becomes  com- 
paratively simple. 

Cash  Book. — There  may  be  an  amplification  of  the  above  method 
by  the  use  of  simple  forms  known  as  a  Receipts  Register,  and  a 
Payments  Register.  The  Receipts  Register  might  be  so  constructed 
as  to  contain  columns  indicating  cash  received  as  income  distinctively 
from  other  cash  receipts.  Convenient  classifications  by  means  of 
columns  may  be  used.  The  Payments  Register  may  be  constructed 

so  as  to  show,  by  columns,  items  chargeable  against  income,  as  dis- 
tinguished from  items  not  chargeable  against  income,  and  might  be 

classified  into  such  subsidiary  classifications  as  may  be  desired.  En- 
tries in  these  registers  may  be  made  at  convenient  intervals.  A 

common  custom  is  to  have  one  book  in  which  are  entered  both  the 

cash  received  and  cash  paid  amounts.  In  such  cases  the  book  is 
called  a  Cash  Book  and  the  received  items  are  recorded  on  the  left 

hand,  and  payments  on  the  right  hand  page. 

Statement  of  Cash  Receipts  and  Disbursements. — This  is  a  state- 
ment showing  the  opening  cash  balance,  ordinarily  a  debit  balance, 

as  at  the  beginning  of  a  period;  the  receipts  of  cash  during  the 

period,  classified  and  shown  as  debits;  payments  of  cash  during  the 
period,  classified  and  shown  as  credits;  and  the  cash  balance  at  the 
end  of  the  period,  presumably  a  debit  balance. 

The  statement  is  merely  a  presentation  of  facts  as  to  the  asset 
cash.  The  condition  as  to  cash  at  the  beginning  and  as  at  the  end 
of  the  period  reviewed  is  shown  in  the  opening  and  closing  balances. 
The  changes  in  the  condition  of  cash  as  at  these  two  dates  is  accounted 
for  by  the  itemized  receipts  and  the  itemized  payments. 

The  classification  of  receipts  and  the  classification  of  disburse- 
ments may  follow  the  classification  set  forth  in  the  records  them- 
selves, or  may  be  more  extended,  as  desired. 

The  Statement  of  Cash  Receipts  and  Disbursements,  then,  simply 
relates  to  the  items  appertaining  to  the  asset  cash.  In  this  sense, 
it  is  simply  a  statement  respecting  condition. 

Values  coming  into  the  business  may  be  in  forms  other  than 

cash;  values  expended  by  the  business  may  be  in  forms  other  than 
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cash.  Cash  may  be  increased  by  the  sale  of  an  asset  not  held  for 
purposes  of  achieving  a  profit,  such  as  furniture  and  fixtures,  for 
the  same  value  as  shown  by  the  books,  in  which  event  the  amount  of 
cash  received  contains  no  profit  element  whatsoever.  Likewise  cash 

may  be  expended  for  the  purchase  of  furniture  and  fixtures,  in  which 
event  the  cash  that  is  expended  is  offset  by  an  equivalent  value  in 
furniture  and  fixtures  which  comes  in,  and  shows  no  loss.  For  these 
and  other  reasons,  the  Statement  of  Cash  Receipts  and  Disbursements, 

in  the  ordinary  case,  by  no  means  represents  an  inflowing  and  out- 
going of  value  that  correspond  respectively  with  income  and  ex- 

penditure as  sho\^Ti  in  a  Statement  of  Profit  and  Loss, 
There  are  extraordinary  circumstances  under  which  a  Statement 

of  Cash  Receipts  and  Disbursements  might  disclose  an  increment  or 
decrement  that  would  be  the  actual  profit  and  loss  result.  This 
condition  would  exist  should  cash  be  received  only  from  services 
rendered,  and  if  cash  were  paid  out  only  on  account  of  expenses; 
and  in  case  the  cash  receipts  included  all  amounts  of  income  earned 

or  accrued,  and  the  payments  all  expenses  or  costs  of  doing  business 
incurred  or  accnied. 

This  would  be  an  exceedingly  unusual  instance.  In  any  event 
the  Statement  of  Cash  Receipts  and  Disbursements  would  not  be 
a  progress  statement,  but  would  be  a  Statement  of  an  asset  account, 
and  the  net  balance  would  appear  as  a  part  of  the  Statement  of 
Condition. 

Statement  of  Revenue  and  Expenditure. — The  term  "revenue," 
when  used  ■\\ath  respect  to  governmental  units,  indicates  cash  receipts. 
Thus  the  proceeds  of  bond  issues  and  the  amounts  collected  in  taxes 
by  the  federal  government  are  referred  to  as  revenue. 

Sometimes  eleemosynary  institutions  use  the  term  "revenue"  in 
the  same  sense,  including  under  this  heading  the  donations  and  vari- 

ous benefactions  received,  and  in  some  cases  to  be  received. 
As  the  term  is  used  in  business,  revenue  includes  only  increments, 

that  is,  additions  to  the  proprietorship  interest  of  the  organization 
other  than  those  contributed  by  proprietors.  The  term  would  include 

income  derived  from  the  operations  of  the  business,  as  well  as  in- 
come received  by  the  business  from  causes  other  than  operation.  Ac- 

cordingly the  term  would  not  be  indicative  of  cash  receipts,  but  of 
income  regardless  of  the  form  which  the  income  might  assume. 

The  term  "expenditure"  means  an  amount  paid,  or  to  be  paid. 
An  expenditure  may  be  made  which  increases  an  asset,  or  reduces 
a  liability,  without  affecting  the  proprietorship  interest.  On  the  other 

hand  the  term  may  denote  outgo  which  neither  results  in  the  acquisi- 
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tion  of  an  asset  nor  the  reduction  of  a  liability,  and  decreases  pro- 
prietorship interest. 

With  the  possible  exception  of  governmental  and  charitable  in- 

stitutions, the  term  "Statement  of  Revenue  and  Ex[)enditure"  de- 
notes a  statement  which  shows  gross  income,  and  offsets  to  gross 

income,  such  as  expenses  or  costs  of  securing  the  income,  together 
with  the  balance  of  net  income.  In  other  words,  it  is  a  statement 
containing  only  nominal  elements. 

The  Statement  of  Revenue  and  Expenditures  is  often  confused 
with  the  Statement  of  Cash  Receipts  and  Disbursements.  It  should 

be  borne  in  mind  that  the  Statement  of  Cash  Receipts  and  Disburse- 
ments is  a  statement  relating  to  cash,  an  asset,  and  not  a  statement 

of  nominal  elements  pertaining  to  profit  and  loss.  On  the  other  hand, 
the  Statement  of  Revenue  and  Expenditure  is  a  statement  relating 
to  nominal  elements,  as  the  term  is  used  in  business. 

Accordingly  there  may  be  three  views  as  to  income: 

(1)  The  erroneous  view"  that  income  is  ascertainable  on  the  basis 
of  cash  receipts  and  disbursements,  this  view  often  arising  from 
the  supposition  that  increment  is  not  income  until  received  in 
cash,  and  that  an  expenditure  is  not  chargeable  against  income 
unless  in  the  form  of  cash.  Moreover  a  complete  statement  of 
receipts  and  disbursements  may  include  items  not  related  to  income. 

For  example:  cash  may  be  received  by  borrowing,  or  by  the  sale 
of  an  asset  for  its  book  value.  Likewise,  an  expenditure  of  cash 
may  result  in  the  acquisition  of  equivalent  permanent  asset  value, 

or  in  the  reduction  of  a  liability  by  a  like  amount,  without  neces- 
sarily being  an  expenditure  that  is  an  offset  to  income. 

(2)  There  is  also  the  view  taken  of  income  and  expenditure  by 
governmental  and  eleemosynary  institutions.  This  view  may  go 
to  the  opposite  extreme  and  regard  all  values  received,  or  to  be 

received,  as  income ;  and  all  values  paid,  or  to  be  paid,  as  expendi- 
tures to  be  offset  against  the  income. 

(3)  There  is  a  third  xiew,  that  is,  the  business  view,  under 

which  income  is  regarded  as  only  including  an  addition  to  pro- 

prietorship interest,  other  than  by  w^ay  of  contributions  of  propri- 

etors, and  under  which  expenditure,  as  used  in  the  term  "Statement 
of  Revenue  and  Expenditure,"  is  confined  to  those  expenditures 
which  are  an  offset  against  income. 

Income  of  Business  on  a  Cash  Basis. — In  very  small  businesses, 
conducted  on  a  cash  basis,  sometimes  the  only  records  kept  are  cash 
records.     Under  these  circumstances,  income  may  be  returned  for 
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income  tax  purposes  on  what  is  called  a  "cash"  basis.  The  rules 
and  regulations  governing  the  rendition  of  returns  on  this  basis  must 
be  specially  considered. 

It  may  happen  that  the  books  are  changed  from  a  so-called  "cash" 
basis  to  an  "accrual"  basis.  In  this  case,  as  to  the  business  income 
of  the  individual  or  organization,  the  adjustment  must  be  made  both 
at  the  beginning  and  at  the  end  of  the  year.  In  cases  where  the 

cash  receipts  and  payments  very  nearly  reflect  income  and  expendi- 
ture, few  adjustments  would  be  required. 

In  other  instances,  it  may  be  advisable  to  go  to  the  extent  of 

preparing  a  Statement  of  Assets,  Liabilities  and  Capital — having  in 
mind  all  elements  of  accrual — as  at  the  beginning  of  the  year,  and 
as  at  the  end  of  the  year.  The  resultant  increase  or  decrease  in 

proprietorship  interest  sho-wTi,  adjusted  as  to  contributions  and  with- 
drawals as  heretofore  explained,  would  give  the  profit  or  loss  result 

for  the  year. 

Interest. — Interest  may  be  defined  as  a  sum  paid,  or  to  be  paid, 
for  the  use  of  money  or  of  credit.  Sometimes,  in  business,  the  term 

"interest"  is  used  in  other  senses.  For  instance,  there  is  often,  as 
to  partnerships,  so-called  "interest  on  partners'  accounts,"  which 
subject  will  be  discussed  later.  Sometimes  the  expression  "interest 
on  investment"  is  used,  which  will  lil^ewise  be  discussed  at  a  later 
point. 

The  method  of  computing  interest  in  business  is  ordinarily  on 
the  basis  of  360  days  to  the  year.  The  rate  is  usually  expressed  as 

a  percentage  of  the  principal  of  the  obligation.  Ordinarily  the  60-day 
method  of  computing  interest  is  used,  which  consists  of  pointing  off 
two  decimal  places  in  the  principal  amount,  thus  giving  the  interest 
at  6%  for  60  days.  The  amount  is  then  adjusted  as  to  a  variance 
in  rate  or  a  variance  in  time. 

Discount. — Discomit  (noun)  may  be  defined  as  a  reduction  from 
a  sum  due,  or  to  become  due;  discount  (verb)  may  be  defined  as  the 
act  of  reducing  a  sum  due,  or  to  become  due. 

Discount  is  usually  referred  to  in  terms  of  percentages,  as,  6% 
discount,  8%  discount,  and  the  like.  There  are  three  principal  kinds 
of  discount :   bank  discount,  trade  discount,  and  cash  discount. 

Bank  Discount. — Bank  discount  is  ordinarily  used  with  respect 
to  the  deduction  from  the  matured  value  of  commercial  paper  arising 
by  reason  of  the  pajnnent  of  cash  for  the  commercial  paper  before 
its  maturity.  The  procedure  is  to  find  the  matured  value  of  the 
commercial  paper,  that  is,  the  principal  plus  the  interest  to  date 
of  maturity.    From  this  result,  there  is  deducted  an  amount  found 
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by  computing  the  per  cent  of  discount  for  the  time  remaining  before 
the  commercial  paper  is  due. 

Trade  Discount. — Trade  discount  is  simply  a  reduction  from  list 
prices.  In  businesses  where  the  prices  fluctuate  certain  prices  are 
given  as  list  prices,  which  prices  may  be  subject  to  certain  reductions, 

expressed  in  terms  of  discount.  Thus  trade  discount  might  be  ex- 
pressed on  a  list  price  of  $500,  as  10  and  5  off.  This  simply  means 

107r  is  first  taken  off  the  amount,  then  from  the  reduced  amount 
an  additional  57c  of  the  reduced  amount  is  taken  off.  As  to  the  books, 
the  price  is  entered  net,  that  is,  the  amount  found  after  taking  off 
the  trade  discount. 

Cash  Discount. — Cash  discount  is  ordinarily  a  reduction  of  an 
obligation  made  in  consideration  of  its  being  paid  before  a  specified 
or  indicated  due  date.  Thus  the  terms  of  an  invoice  may  be  30  days 

net,  2%  10  days.  This  simply  means  that  if  the  invoice  is  not  paid 
for  30  days,  the  full  amount  is  payable.  If  it  is  paid  within  10  days, 
there  may  be  reduction  of  2%  from  the  amount. 

Cash  discounts  may  be  either  received  or  given.  When  received, 
in  connection  with  merchandise  purchases,  they  are  properly  included 
as  income.  When  given,  in  connection  with  merchandise  sales,  they 
are  properly  deductible  from  income. 

Sometimes  the  discount  may  be  allowed,  for  prompt  pajrment, 
upon  the  purchase  of  an  asset  not  to  be  held  for  purpose  of  sale. 
In  this  case,  the  most  improved  usage  is  to  enter  the  asset  as  net 

— not  to  set  up  the  asset  at  the  original  price,  and  the  discount  as 
income. 

Extraordinarily  Large  Cash  Discounts. — In  some  lines,  the  credit 
extended  is  unusually  long.  Perhaps  instead  of  30  days,  the  time 
may  be  60  days  or  90  days.  In  these  instances,  to  encourage  payment 
before  the  due  date,  exceptionally  large  cash  discounts  may  be  allowed. 

There  are  a  few  lines  in  which  these  large  discounts  are  provided 
for  at  the  time  of  closing  the  books.  It  is  assumed  that  an  appreciable 
amount  set  up  as  receivables  will  not  be  collected  in  full,  but  that 
the  amount  collected  will  be  lessened  by  the  amount  of  extraordinarily 

large  discounts  to  be  granted.  In  order  to  bring  the  accounts  receiv- 
able to  an  amount  indicative  of  the  value  to  be  collected,  a  reserve 

is  sometimes  set  up  for  these  extraordinary  cash  discounts  to  be 
granted.  The  treatment  of  this  reserve  differs  in  no  material  respect 
from  that  of  the  reserve  for  bad  debts.  The  amount  set  up  in  the 
reserve  is  charged  against  profits,  and  credited  to  the  reserve  account 
at  the  time  of  closing.  Upon  the  subsequent  allowance  of  the  cash 

discounts  for  which  the  reserve  was  set  up,  the  amount  of  the  dis- 
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counts  is  debited  to  the  reserve.  This  setting  up  of  a  reserve  in  the 
manner  indicated  is  an  exceptional  one  found  only  in  a  few  lines 
of  business. 

Summary. — Cash,  as  the  term  is  used  in  business,  consists  of 
money,  of  negotiable  commercial  paper  redeemable  in  money  by  bank- 

ing institutions  upon  demand,  and  of  credit  balances  in  bank  deposit 
accounts. 

There  are  three  principal  classes  of  business  transactions  fre- 
quently associated  with  the  asset  cash:  profit  and  loss  transactions 

(often  erroneously  associated  with  cash),  interest  transactions,  and 
discount  transactions. 

Cash  receipts  and  disbursements  are  frequently  associated  with 
profit  and  loss  elements  erroneously  by  confusing  the  Statement  of 
Cash  Keceipts  and  Disbursements  with  the  Statement  of  Revenue  and 

Expenditure. 

The  Statement  of  Cash  Receipts  and  Disbursements  is  a  state- 
ment relating  to  the  real  asset  cash,  and  is  not  a  progress  statement 

relating  to  nominal  elements. 
The  Statement  of  Revenue  and  Expenditure,  as  the  term  is  used 

with  respect  to  business  organizations,  is  a  statement  disclosing  in- 
come and  amounts  properly  offset  against  income,  regardless  of 

whether  the  income  is  in  the  form  of  cash  or  is  reflected  in  other 

real  accounts,  and  regardless  of  whether  the  expenditure  is  in  cash 
or  in  some  other  form. 

Interest  is  a  sum  paid,  or  to  be  paid,  for  the  use  of  money  or 

credit,  and,  in  business,  is  computed  on  a  360-day  basis  for  the  year. 
Discount  divides  between  bank  discount,  trade  discount,  and  cash 

discount.  Bank  discounts  and  cash  discounts  are  usually  shown  dis- 
tinctively in  the  records  as  nominal  elements.  Trade  discounts  are 

ordinarily  deducted  from  the  cost  price  of  merchandise  and  are  not 
shown  distinctively. 

In  cases  where  the  cash  discounts  are  extraordinarily  large,  there 
are  instances  of  where  a  reserve  may  be  set  up  at  the  end  of  a  year 
for  anticipated  cash  discounts  as  to  the  receivables. 

PROBLEM  31 

Prepare  a  bank  reconciliation  statement  from  the  following  data: 
The  check  stubs  show  a  balance  of  $1156.85.     The  bank  statement  of  the 

same  date  shows  a  balance  of  $1232.20.     Checks  outstanding,  numbers  106,  109, 
113,  114,  are  for  the  following  amounts:     $22,  $36,  $74,   $16.     The  statement 

shows  that  the  bank  has  charged  us  exchange  on  a  check   (15  cents)   and  col- 
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lectcd  and  credited  our  account  with  the  net  proceeds  of  a  note,  $202.50.  We 
had  not  recorded  these  two  transactions.  The  bank  has  returned  a  check  signed 

by  A.  Swindler  for  $22,  which  we  had  deposited,  doductinp  that  amount  from 
our  account.  We  find  also  that  the  bank  did  not  credit  us  with  our  last  deposit 

of  $262,  made  on  the  last  day  of  the  month.  We  find  that  a  check  for  $23 
has  been  entered  on  our  check  stubs  as  $32.  _ 

PROBLEM  32 

(a)  Draw  up  a  bank  reconciliation  statement  beginning  with  the  bank  bal- 
ance and  ending  with  the  balance  as  per  check  stubs.  The  following 

facts  are  available: 

On  July  31  the  balance  as  per  bank  statement  was  $2500.  We  find  that  the 

following  checks  are  still  unpaid:  518  for  $30,  «50  for  $200,  $51  for  $150. 
Check  J*52  for  $100  to  J.  M.  Mead  on  account  was  returned  canceled,  but  no 
record  had  been  made  in  either  the  cash  disbursements  or  check  stubs.  The 

bank  also  returned  the  check  of  J.  O.  Olds,  a  customer,  marked  N.S.F.  The 
check  was  for  $80.  The  bank  notified  us  that  the  note  of  O.  N.  Oats  for  $150.50 

had  been  collected  and  credited  to  our  account.  The  bank  charged  50  cents 

for  the  collection.  No  entry  had  been  made  by  us  in  either  the  check  stubs 
or  cash  payments  book.  Cash  on  hand  amounted  to  $88.  A  deposit  ticket  had 

been  made  out  for  this  preparatory  to  depositing  the  next  morning.  The  amount 
was  entered  on  the  check  stubs. 

(b)  Assuming  controlling  accounts  are  in  use,  make  all  necessary  entries  to 
correct  the  books. 

PROBLEM  33 

Prepare  a  bank  reconciliation  statement  from  the  following  facts; 

The  check  stubs  showed  a  balance  of  $3540.  The  bank  balance  per  bank 

statement  on  the  same  day  was  $3705.  Checks  outstanding,  numbers  31,  32,  34, 
38,  amounted  respectively  to  $90,  $150,  $50,  .$4.  The  banli  had  credited  our 
account  for  $100,  the  amount  of  a  check  received  from  George  Brown  for  a 

note.  No  entry  had  been  made  on  our  books.  Check  number  35  for  $115  for 
salaries  had  been  entered  in  the  stubs  as  $151.  The  bank  also  returned  the 

check  of  William  Eice  to  us.  It  was  marked  N.S.F.  and  was  for  $50.  A  de- 
posit of  $215  was  in  transit  on  the  day  of  the  bank  statement.  This  had  been 

entered  on  our  check  stubs. 

PROBLEM  34 

Albert   Jones   uses   columnar   books   of   original    entry. 
(a)  His  Cash  Payments  Book  showed  the  following  on  Peb.  29,  1928: 

Creditors,  $14,086.88;  purchase  discount,  $212.76;  general  ledger  or  sundry, 

$1021.27;  delivery  expense,  $219.17;  office  expense,  $118.70;  advertising,  $180.50; 

freight-in,  $317.74;  salesmen's  salaries,  $479.60;  cash,  $16,211.10.  The  General 
Ledger  or  Sundry  Column  contains  fixtures,  $275 ;  interest  paid,  $30 ;  freight-out, 
$48.60;  customers,  $12.60;  traveling  expense,  $76.47;  cash  jjurchases,  Dept.  II, 

$93.60;  manager's  salary,  $350;  check  to  Mr.  Albert  Jones  (proprietor)  for 
drawing  account,  $100;  petty  cash,  $35. 



SUMMARY  99 

(b)  The  Purchases  Book  showed: 

Total  purchases  on  account,  $20,094.76;  divided,  $6148.64  for  Dept.  I; 
$8862.90  for  Dept.  II;  and  $5083.22  for  Dept.  III. 

(c)  The  Purchases  Ketumed  Book  showed: 

Total  cost  of  merchandise  returned  to  creditors,  $144.25;  divided  Dept.  II, 

$82.25;   Dept.   Ill,   $62. 

(d)  Explain  briefly  how  these  books,  referred  to  in  (a),   (b),  and  (c)  would 
be  posted,  both  to  the  general  and  subsidiary  ledgers. 

PROBLEM  35 

Draw  up  a  columnar  Cash  Receipts  Book  and  a  columnar  Cash  Paj-ments 
Book  and  enter  the  following  transactions.  Assume  the  use  of  controlling  ac- 

counts with  customers  and  creditors.  After  you  enter  the  transactions  rule  up 

the  books  and  show  posting   data.     Explain   all   posting   clearly. 

1.  J.  L.  Meyers  begins  business  by  investing  cash,  $3000. 

2.  Needing  more  money,  Mr.  Meyers  borrows  $1000  from  the  First  National 

Bank  on  his  60-day  7%  note. 
3.  He  pays  freight  of  $15  on  merchandise  shipped  to  J.  Jay.  The  terms 

are  f.  o.  b.  Meyers'  station. 
4.  He  sends  a  check  of  $400  to  Butter  Bros.  This  is  a  partial  payment 

within  the  discount  period,  the  rate  of  discount  being  3%. 

5.  He  receives  a  check  from  L.  O.  Olds,  a  customer.  This  is  in  full  settle- 
ment for  an  invoice  of  $500,  on  which  there  is  a  discount  of  2%. 

PROBLEM  36 

Assuming  the  use  of  a  Voucher  i  System,  make  general  journal  entries  for 
the  following  transactions: 

a.  Create  an  Imprest  Cash  fund  of  $50. 

b.  Purchase  a  typewriter  for  cash,  $105. 

c.  Purchase  merchandise  on  account  from  Jones  &  Jones,   $360. 
d.  Eeimburse  Imprest  Fund  for  following  petty  expenditures:  Postage,  $2; 

freight-in,  $16;  wages,  $20;  advertising,  $3.50. 

e.  Give  Jones  &  Jones  our  note  for  account  in  full,  and  are  allowed  2% 
discount. 

PROBLEM  37 

(a)  Give  in  journal  entry  form  the  entry  made  when 
(1)  a  petty  cash  fund  is  created. 

(2)  petty  expenses  are  paid. 

(3)  petty  cash  fund  is  replenished. 

(b)  Give  journal  entry  when  payroll  is  paid  and  when  it  is  distributed, 
(Assume  that  payroll  is  made  up  of  labor,  officers'  salaries,  salesmen's 
salaries,  and  clerks'  salaries.) 

^vT'**'  yoTicher  System  implies  that  all  invoices  shall  be  entered  in  a  Vonrher  (accounts payable)  Register  as  received.  The  entry  for  an  invoice  for  merchandi.se  would  then  be- 
iJr.  Purchases,  Cr.  Vouchers  payable.  When  payment  is  made  for  the  item  in  Question the  entry  would  be:  Dr.  Vouchers  payable.  Cr.  Cash. 
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PROBLEM  38 

(a)  Define  a  book  of  Original  Entry. 

(b)  Why  are  other  books  of  original  entry  used  in  addition  to  the  General 
Journal? 

(c)  State  what  items  are  entered  in  the  sales  journal  and  describe  the  post- 

ing of  this  joui-nal. 
(d)  Assuming  that  a  cash  book,  purchase  and  sales  journals,  note  books  and 

general  journal  are  in  use,  state  where  the  following  transactions  will 
be  entered: 

1.  E.  E.  Bacon  begins  business  with  cash,  $3500;  a  note  receivable  invested 

at  face  of  $500;  furniture  and  fixtures,  $350. 

2.  Buys  a  typewriter  on  account. 

3.  Buys  merchandise  worth   $5000,  paying  cash  to  extent  of  $2500. 
4.  Borrows  money  at  the  bank  on  his  note. 
5.  Sells  merchandise  for  cash,  $100. 

6.  Pays  rent  for  the  month. 

7.  Wishes  to  bring  on  the  books  interest  accrued  on  the  above  notes. 
8.  Settles  balance  due  in  item  3  and  is  allowed  discount  of  $50. 

9.  Sells  goods  on  account. 
10.  Allows  $10  on  sales  in  item  9  because  of  defect  in  goods. 

PROBLEM  39 

Draw  up  a  columnar  Cash  Payments  Book  and  a  columnar  Cash  Receipts 
Book  and  enter  the  following  transactions.  Allow  a  half  page  for  each  book. 

Assume  controlling  accounts  with  customers  and  creditors.  After  you  enter  the 
transactions  rule  up  the  books.  Explain  clearly  the  procedure  in  posting  from 
each  column. 

1.  We  set  up  a  petty  cash  fund  for  $20. 

2.  We  pay  a  note  of  $500,  due  today. 
3.  Cash  sales  amount  to  $225. 

4.  T.  B.  Lay,  a  customer,  sends  us  $100  on  account.     This  is  within  the 

discount  period,  the  discount  being  2%. 

5.  We  pay  freight  of  $15  on  merchandise  purchased. 

6.  We  pay   freight  of   $20   on  a  sale  to  J.   L.   Smith,   terms  f.   o.  b.  our 
station. 

7.  R.  M.  Madden,  a  customer,  sends  us  a  check  for  $250  in  settlement  for 
a  note  due  today. 

8.  We  pay  $50  premium  for  insurance  on  the  office  equipment  for  a  period 
of  three  years. 

9.  We  send  a  check  to  Arledge  Bros,  in  full  settlement  for  an  invoice  of 

$500,  on  which  we  are  entitled  to  a  discount  of  3%. 

10.  We  pay  freight  of  $10  on  a  sale  to  F.  A.  Wilson,  terms  f.  o.  b.  Wilson's 
station. 
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WORKING  CAPITAL 

Depreciation  has  for  its  purposes  the  maintaining  of  capital,  so 
that  if  an  asset  has  decreased  in  value,  equivalent  asset  value  is 
retained  to  the  extent  necessary  to  maintain  capital. 

The  effect  of  failing  to  set  up  adequate  reserves  is  to  show  in 
the  books  a  larger  profit  (assuming  there  is  a  profit)  than  the  true 
profit.  If  this  is  distributed,  a  part  of  capital  is  distributed  to  the 
extent  that  the  capital  assets  have  depreciated. 

Assuming  that  the  capital  is  maintained  by  adequate  depreciation 
against  profit  and  loss,  the  capital  assets  are  shown  at  less  value. 

Accordingly  the  working  capital  is  normally  increased.  For  ex- 
ample, if  the  capital  assets  were  $50,000,  current  assets  $30,000,  and 

there  were  no  liabilities,  the  capital  would  be  $100,000.  Assuming 
the  only  change  during  the  period  was  that  for  depreciation  of  capital 
assets  in  the  amount  of  $5000,  the  result  would  be  capital  assets 
$45,000,  current  assets  $50,000,  and  capital  $95,000.  In  this  case 
there  is  a  loss  of  $5000.  Assuming  that  there  were  a  gross  profit 
of  $5000,  this  would  be  reflected  in  the  current  assets.  Accordingly 
the  result  would  be  capital  assets  $45,000,  current  assets  $55,000,  and 
capital  $100,000. 

An  illustration  of  changes  in  working  capital  is  shown  in  the 
following  analysis: 

Working  capital  at  beginning    $35,000 
Add:    Receipt  from  sale  of  building         5,000 

Additions  from  operations       35,000    $75,000 

Deduct:    Cash  disbursements: 

Mortgage  payment      $10,000 
Personal  withdrawal    10.000 
Miscellaneous  expenses    18,000     38,000 

Reserve  for  bad  debts  (deducted  from 
accounts  receivable)          3,000 

41,000 

Working  capital  at  end  of  period    $34,000 

101 



102  WORKING  CAPITAL 

Income  Account  for  Period 

Income  from  operations    35,000 
Deduct:    Reserve  for  bad  debts    3,000 

Depreciation  on  buildings    3,000 
Miscellaneous  expenses    18,000 

24,000 

Net  income  for  period  from  operations    11,000 
Add:    Income  from  sale  of  building    1,500 

Total  Income     $12,500 

Comment. — This  problem  is  intended  to  show  the  relationship 
between  changes  in  working  capital  and  profit  and  loss. 

The  additions  from  "operations"  shown  above  represented  the 
balancing  element  necessary  to  reconcile  the  working  capital  as  at 
the  beginning  and  as  at  the  end  of  the  period. 

It  will  be  noted  that  the  reserve  for  depreciation  on  buildings 

decreases  the  capital  assets,  and  does  not  decrease  the  working  capital. 
On  the  other  hand,  the  reserve  for  bad  debts,  being  deducted  from  the 
accounts  receivable,  decreases  working  capital. 

Statement  Presentation  and  Analysis. — The  following  balance  sheet 
is  presented  as  a  basis  for  discussing  the  relationships  between  vari- 

ous elements  and  results  therein. 

JOHN  BANNON 

Balance  Sheet  as  at  December  31,  1928 

Assets 
Current  Assets 

Cash           $800 
Accounts  receivable     $32,300 

Employees'  advances    800 

33,100 
Less  reserve  for  bad  debts       3,310     29,790 

Notes  receivable         6,400 
Merchandise  inventory        28,000 
Interest  receivable  accrued    28 

Total  current  assets    $65,018 
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Capital  Assets 
Furniture  and  fixtures         6,500 

Less  reserve  for  depreciation  on  fur- 
niture and  fixtures         2,000      4,500 

Land  and  buildings       40,000 
Less    reserve    for    depreciation    on 

buildings         8,000    32,000 

Total  capital  assets    36,500 

Total  assets   -.    $101,518 

Liabilities  and  Capital 
Current  Liabilities 

Accounts  payable          30,000 
Notes  payable            3,200 
Interest  payable  accrued    22 

Total  current  liabilities    33,222 

Capital  Liabilities 
Mortgage    20,000 

Total  liabUities    53,222 

John  Bannon,  Capital 
Total  liabilities  and  capital    48,296 

$101,518 

Statement  presentation  and  statement  analysis  as  to  the  basic 
statements  of  financial  condition  and  of  progress  proceed  from  the 

general  to  the  particular.  In  our  first  studies  we  discovered  that 
certain  items  in  the  balance  sheet,  such  as  accounts  receivable,  notes 
receivable,  accounts  payable,  and  notes  payable,  represent  totals  of 
a  number  of  accounts  kept  in  the  books.  They  are  included  in  the 
balance  sheet  as  totals,  and  are  supported,  in  turn,  by  schedules.  In 
the  larger  concerns  this  is  true  of  most  of  the  items  in  the  balance 

sheet — they  represent  totals,  the  details  of  which  are  classified  in  the 
books  and  frequently  presented  with  the  balance  sheet  in  the  form 
of  schedules. 

In  the  preceding  pages,  we  considered  how  these  items,  in  turn, 
are  grouped  in  the  balance  sheet,  ordinarily  into  the  classifications: 
capital  assets,  capital  liabilities,  current  assets,  current  liabilities,  and 
capital.  Certain  facts  respecting  the  condition  of  the  business  were 
ascertainable  from  finding  the  relationships  existing  between  these 

groups,  that  is,  the  relationship  of  the  capital  assets  to  the  capital 
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liabilities,  of  the  current  assets  to  the  current  liabilities,  and  of  the 
liabilities  to  capital. 

An  analysis  of  a  balance  sheet  may  proceed  from  the  finding  of 
the  relationship  existing  between  one  group  and  another,  or  other 
groups ;  to  finding  the  relationship  existing  between  any  of  the  items 
in  any  group  and  the  other  items  in  that  group,  and  finally  to  finding 
the  details  respecting  any  of  the  items  set  forth  in  the  statement. 

For  example,  by  comparing  the  current  assets  with  the  current 
liabilities,  the  amount  of  working  capital  is  ascertained.  This  may 
prove  either  ample  or  deficient.  In  turn,  an  examination  of  the 
current  assets  may  disclose  that  the  cash  is  small  compared  with 
the  receivables,  and  perhaps  the  inventories.  If  the  receivables  are 
abnormally  large,  it  may  be  that  the  stimulation  of  collections  is 
necessary,  and  an  examination  of  the  schedule  with  this  purpose  in 

\'iew  may  be  undertaken.  If  the  cash  is  low,  if  the  receivables  are 
either  normal  or  below  normal,  then  the  inventories  may  be  large. 

In  this  case,  the  obtaining  of  cash  is  one  step  further  removed.  Ac- 
cordingly the  items  of  inventory  may  be  examined  to  ascertain  whether 

the  bulk  of  the  merchandise  consists  of  slow  selling  or  of  quick  sell- 
ing articles.  Thus  it  is  that  the  analysis  may  proceed  from  the 

examination  of  groups  to  the  examination  of  items  in  groups,  and 
then  to  the  examination  of  details  respecting  the  particular  items. 
At  this  time  it  is  not  desired  to  point  out  all  of  the  conclusions  that 
may  be  reached  or  the  remedies  applied,  upon  the  basis  of  the  facts 

ascertained  in  the  analysis.  "We  are  mainly  concerned  here  with  the 
method  of  analysis. 

Groupings  in  Progress  Statements. — The  statement  of  progress, 
like  the  balance  sheet,  is  divided  into  groups,  and  into  items  repre- 

senting totals  often  supported  by  schedules  showing  details. 
The  two  main  groups  into  which  the  progress  statement  may  be 

divided  are:  first,  that  group  of  items  pertaining  to  the  finding  of 
gross  profit,  and  second,  that  group  of  items  pertaining  to  the  finding 
of  net  profit.  These  may  be  supplemented  by  other  groups,  say  a 
group  of  items  pertaining  to  profits  other  than  those  flowing  from 
operation,  or  perhaps  there  may  be  a  group  of  items  pertaining  to 
the  distribution  effected  of  the  net  profit  earned. 

At  this  time  it  is  not  desired  to  consider  the  statements  of  or- 

ganizations other  than  manufacturing  and  trading  organizations. 

Suffice  it  to  say  that  most  of  the  other  types  of  organizations  sub- 
divide their  progress  statements  into  divisions  analogous  to  those  of 

trading  and  manufacturing  organizations. 

In  the  case  of  trading  organizations,  the  subdivision  pertaining  to 
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gross  profit  is  called  the  Trading  Section ;  in  the  case  of  manufactur- 
ing organizations,  it  is  called  the  Manufacturing  and  Trading  Section. 

Trading-  Section. — As  before  explained,  the  Trading  Section  pre- 
sents items  in  such  a  manner  as  to  show  (1)  the  net  selling  price 

of  goods  sold,  (2)  the  cost  price  of  goods  sold,  and  (3)  the  gross 
profit.  This  presentation  consists  in  the  grouping  of  items  pertaining 
to  trading  so  as  to  ascertain  each  of  these  facts. 

The  amount  of  net  sales  is  determined  by  deducting  from  the 
total  of  sales  the  returned  sales,  freight  and  cartage  outward,  and 
such  similar  costs  as  may  be  directly  connected  with  the  shipping  of 
the  goods.  The  reason  for  this  becomes  apparent  if  it  is  considered 
that  the  same  concern  might  ship  some  goods  freight  prepaid,  and 
other  goods  without  prepaying  freight.  Presumably  the  cost  of 
freight  outward  has  been  included  in  the  price  quoted  in  all  cases 

in  which  there  is  a  prepayment  of  freight.  Under  these  circum- 
stances, if  freight  outward  is  not  deducted,  then  the  larger  the  num- 

ber of  prepaid  shipments  during  the  year,  the  larger  the  total  shown 
as  to  sales  and  the  more  likely  a  distortion  in  making  comparisons 
as  between  periods  of  time.  Accordingly  it  is  customary  in  most 
instances  to  deduct  the  costs  of  shipment  from  the  sales  to  ascertain 
a  net  figure  useful  for  comparative  purposes. 

The  cost  of  goods  sold  is  found  by  adding  to  the  opening  inven- 
tory the  cost  of  net  purchases  and  deducting  from  the  result  the 

closing  inventory,  "With  respect  to  the  purchases,  it  was  found  that 
freight  and  cartage  inward  and  all  costs  connected  with  making 
the  goods  available  for  purposes  of  sale,  were  to  be  added  to  the 

price  paid. 
Heretofore,  for  teaching  purposes,  it  has  been  assumed  that  the 

opening  and  closing  inventories  were  valued  at  cost  price.  In  those 
cases,  the  formula  that  has  been  given  results  in  the  finding  of  the 
cost  of  the  goods  sold.  Should  the  inventory  be  valued  on  any  other 
basis  than  that  of  cost  price,  the  result,  of  course,  does  not  give  the 
cost  price  of  the  goods  sold.  Nevertheless  this  variation  does  not 
alter  the  principle  as  to  the  ascertaining  of  gross  profit,  and  the 
inventories  may  be  entered  in  the  Trading  Section  in  the  manner 
outlined. 

Inventory  Valuation. — Inventories  should  be  valued  at  their  cost 

price  or  market,  whichever  is  lower.  In  conservative  accounting  prac- 
tice, inventories  should  never  be  valued  at  higher  than  cost  price 

in  that  this  would  result  in  the  anticipation  of  profit. 

The  value  of  inventories  may  be  lessened  by  causes  other  than 
market  causes.    For  example,  goods  may  be  shipworn,  and  there  may 
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be  an  element  of  depreciation.  In  addition  there  may  be  certain 
of  the  goods  which  are  obsolete  due  to  changes  in  style,  imi)roved 
kinds  of  the  same  article,  and  so  on.  It  is  the  conservative  practice 
to  allow  in  the  value  of  inventories  for  this  lessening  in  value. 

It  is,  of  course,  possible  to  distinguish  between  cost  price  as  to 
inventories  and  the  value  placed  upon  them  in  the  Trading  Statement. 
This,  however,  is  not  always  done  in  practice. 

"We  are  dealing  with  trading  inventories  only.  Stocks  of  coal, 
supplies,  etc.,  not  directly  concerned  with  trading,  are  treated  sepa- 
rately. 

The  fact  that  the  relationship  between  items  in  the  Trading  Sec- 
tion may  be  important  has  already  been  pointed  out.  For  example, 

it  may  be  important  to  ascertain  the  relationship  between  sales  and 
gross  profit  as  showing  the  volume  of  business  upon  which  the  profit 

was  achieved.  Moreover,  it  may  be  valuable  to  ascertain  the  relation- 
ship between  the  cost  price  of  goods  sold  and  the  sales.  Likewise  the 

returned  sales  and  returned  purchases  may  be  compared  with  sales 
and  purchases.  Between  years  the  amounts  of  the  various  items, 

and  totals  as  to  groups  of  items,  may  be  important  and  may  con- 

veniently be  set  forth  in  what  are  kno\\'n  as  comparative  statements 
of  profit  and  loss. 

Manufacturing-  and  Trading  Section. — The  three  main  features 
of  the  Trading  Statement  of  the  merchant  are  also  important  as 

regards  the  Manufacturing  and  Trading  Statement  of  the  manu- 
facturer; that  is,  the  net  sales,  the  cost  price  of  goods  sold,  and  the 

gross  profit. 
The  cost  price  of  goods  sold  in  manufacturing  includes  the  costs 

of  the  convertive  processes.  The  rule  is  that  any  cost  which  has 
to  do  with  the  manufacture  of  the  goods  is  to  be  included  in  this 
section.  These  costs  would  embrace  such  items  as  the  cost  of  raw 

material,  labor,  and  general  overhead  costs,  including  heat,  light, 
power,  taxes,  water  rents  pertaining  to  the  factory  iteslf,  rent  of 

factory — assuming  that  the  factory  is  not  owTied  by  the  business 
but  is  leased,  depreciation  on  plant,  on  machinery,  on  tools,  and  on 
patterns,  perhaps  certain  items  of  insurance,  in  fact,  every  cost  of 

the  convertive  processes.  These  costs  in  the  accounts  may  be  classi- 
fied as  to  raw  material  costs,  labor  costs,  and  overhead  costs,  the 

latter  including  all  costs  other  than  material  and  labor  costs. 

Inventories  in  the  Manufacturing  Statement  divide  into  inven- 
tories of  raw  material,  inventories  of  partly-finished  goods  (goods  in 

process)  and  inventories  of  finished  goods.  There  are  ordinarily, 
inventories  as  to  each  of  these  classes  at  the  beginning  of  the  period 
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and  at  the  close  of  the  period.  The  effect  is  to  apportion  the  costs 
of  manufacture  between  accounting  periods,  and  to  charge  off  against 
sales  only  such  parts  of  the  costs  (assuming  the  inventories  valued 
at  cost)  as  relate  to  the  goods  sold. 

Eliminating  the  question  of  wasting  or  lessening  in  the  value  of 
inventories,  it  is  apparent  that  the  only  charge  against  the  sales  of 
finished  goods  is  the  cost  price  of  finished  goods  sold.  Accordingly 
the  first  step  would  be  to  find  the  cost  price  of  goods  finished  during 
the  period.  This  cost  price  added  to  the  cost  price  of  finished  goods 
on  hand  at  the  beginning  of  the  period  would  give  the  cost  price 
of  finished  goods  available  for  sale  during  the  period.  If  from  the 
cost  price  of  finished  goods  available  for  sale  is  deducted  the  cost 
price  of  finished  goods  on  hand,  the  result  is  the  cost  price  of  finished 

goods  sold. 
Taking  the  first  step,  we  would  find  the  cost  price  of  goods  finished 

during  the  period.  If  the  opening  inventory  of  raw  material  is  added 
to  the  purchases  of  raw  material,  and  if  from  the  total,  the  closing 
inventory  of  raw  material  is  deducted,  the  result  will  be  the  cost  of 
raw  material  consumed  in  manufacture.  To  this  may  be  added  the 

manufacturing  costs  for  the  period.  Certain  goods  in  a  parMy  fin- 
ished state  were  on  hand  at  the  beginning  of  the  period,  so  we  would 

add  the  opening  inventory  of  partly-finished  goods.  At  this  point 
we  would  have  the  raw  material  consumed,  the  costs  of  manufactur- 

ing, and  the  opening  inventory  of  partly-finished  goods  which  went 
into  manufacture.  These  costs  were  incurred  to  produce  finished 
goods  starting  manufacture  during  the  year,  and  also  perhaps  to 

finish  goods  partly-finished  at  the  end  of  the  year.  If  at  this  point 
we  deduct  the  closing  inventory  of  partly  finished  goods,  we  will  find 
the  cost  of  manufacturing  as  to  all  goods  finished  during  the  period. 

Having  found  the  cost  of  finished  goods  manufactured  during  the 
period,  the  next  step  is  to  find  the  cost  price  of  all  finished  goods 
available  for  sale  during  the  period.  This  is  found  by  adding  the 
opening  inventory  of  finished  goods  to  the  costs  of  goods  finished 
during  the  period.  If  from  the  cost  price  of  finished  goods  available 
for  sale  during  the  period,  is  deducted  the  cost  price  of  finished  goods 
not  sold  (closing  inventory  finished  goods)  the  cost  price  of  finished 
goods  sold  is  ascertained. 

These  processes  may  be  set  forth  in  the  following  form : 

Opening  Inventory  Raw  Material  plus  Purchases  Raw  Material 
less  Closing  Inventory  Raw  Material  gives  Raw  Material 
consumed. 
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Raw  Material  consnmiHl  pins  IManiifaeturing  Costs  j)his  Open- 

ing Inventory  Partly-finished  CJoods  gives  all  costs  applicable 
to  manufacture  during  period. 

All  costs  applicable  to  manufacture  less  Closing  Inventory 

Partly-finished  Goods  gives  costs  of  goods  finished  during 

period. 
Costs  of  goods  finished  during  period  plus  Opening  Inventory 

Finished  Goods  gives  costs  of  Finished  Goods  available  for 
sale. 

Costs  of  Finished  Goods  available  for  sale  less  Closing  Inventory 
Finished  Goods  gives  cost  price  of  Finished  Goods  sold. 

The  above  may  be  set  forth  in  figures  as  follows: 

MANUFACTURING  STATEMENT  {Condensed.  Form) 

Opening  inventory  raw  material     $10,000 
Purchases  raw  material       20,000 

30,000 
Closing  inventory  raw  material         8,000 

Raw  material  consumed       22,000 
Manufacturing  costs       40,000 

Costs  of  manufacturing       62,000 
Opening  inventory  partly-finished  goods       14,000 

Costs  applicable  to  goods  finished  and  partly  finished  during 
period        76,000 

Closing  inventory  partly-finished  goods       12,000 

Costs  of  goods  finished  during  period       64,000 
Opening  inventory  finished  goods       30,000 

Costs  of  finished  goods  available  for  sale       94,000 
Closing  inventory  finished  goods       35,000 

Costs  of  finished  goods  sold       59,000 

Sometimes  in  the  statements,  the  difference  in  the  two  inventories 

of  partly-finished  goods,  and  in  the  two  inventories  of  finished  goods 
is  extended,  instead  of  adding  the  opening  and  deducting  the  closing 
inventory  in  each  case.  If  the  opening  inventory  in  either  case 
exceeds  the  closing  inventory,  then  the  difference  is  added  to  the 

i 
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previous  amount ;  if  the  closing  exceeds  the  opening,  then  the  differ- 
ence is  deducted.     For  example: 

Costs  of  manufacturing    $62,000 
Opening  inventory  partly-finished  goods     $14,000 
Closing  inventory  partly-finished  goods       12,000  2,000 

Costs  of  manufacturing  finished  goods    64,000 
Closing  inventory  finished  goods       35,000 
Opening  inventory  finished  goods       30,000  5,000 

Costs  of  goods  sold    $59,000 

It  may  happen  that  the  eonvertive  processes  would  continue 

through  more  than  one  period.  In  this  case,  the  principles  are  identi- 
cal with  those  given  and  the  statement  may  be  prepared  upon  the 

above  basis. 

Profit  and  Loss  Section. — Ordinarily  no  difference  exists  between 
trading  and  manufacturing  establishments  in  the  form  of  the  Profit 
and  Loss  Section.  Although  there  are  several  groupings  of  the  items 
in  this  section,  the  grouping  most  generally  used  divides  the  items 
between  selling  expenses  and  administrative  expenses. 

Selling  expenses  are  those  expenses  incurred  in  procuring  the 

sales.  They  include  such  items  as  advertising,  salesmen's  salaries, 
salesmen's  traveling  expenses,  entertainment  of  customers,  and  the 
like. 

Administrative  expenses  include  expenses  other  than  those  con- 
nected with  the  trading  and  manufacturing  costs,  and  selling  expenses. 

They  are  expenses  relating  to  the  conduct  of  the  entire  establish- 
ment, not  to  the  manufacturing  exclusively,  nor  to  the  selling  ex- 

clusively. Among  the  items  might  be  rent  of  office,  officers'  salaries, 
salaries  of  office  clerks,  depreciation  on  office  furniture  and  fixtures, 
legal  expenses,  and  the  like. 

Classification  of  Doubtful  Items. — There  are  certain  items  which 
are  not  always  classified  uniformly  by  accountants.  Among  these 
might  be  mentioned  discounts,  interest,  rent,  and  insurance  items. 

Discounts.  Trade  discounts  are  ordinarily  not  entered  in  the 

books,  being  deducted  from  purchases,  and  the  net  figures  as  to  pur- 
chases entered.  The  reason  for  this  has  been  explained.  Cash  dis- 
counts are  ordinarily  entered  in  the  books,  both  received  and  given. 

The  better  usage  is  not  to  include  cash  discounts  on  purchases  in 

the  Trading,  or  IManufacturing  and  Trading  Section.  From  the  previ- 
ous comments,  it  is  apparent  that  cash  discounts  in  many  instances 

are  contingent  upon  the  condition  of  working  capital.     Accordingly 
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the  ability  of  a  concern  to  take  advantage  of  discounts  on  purchases 
centers  around  the  condition  in  which  working  capital  is  maintained, 

that  condition,  in  turn,  being  subject  to  the  supervision  of  the  Ad- 
ministrative Department. 

A  deficiency  in  working  capital  might  be  attributable  to  causes 
outside  of  conducting  the  business,  or  it  might  be  attributable  to  the 
manner  of  conducting  the  business.  Unusual  trade  disturbances  might 
cause  the  deficiency.  On  the  other  hand,  it  might  be  attributable 
to  the  Purchasing  Department,  in  that  they  tie  up  too  much  of  the 
capital  in  purchased  goods.  It  might  be  attributable  to  the  Credit 
Department,  in  that  receivables  were  not  promptly  collected.  It 
might  be  attributable  to  the  Selling  Department,  in  that  sales  were 

not  promptly  made.  Finally  it  might  be  attributable  to  the  Manu- 
facturing Department,  in  that  the  processes  of  manufacture  were 

unduly  prolonged,  delaying  deliveries  of  customers,  and  consequent 
payments.  Accordingly  it  is  a  matter  which  may  be  determined 

by  such  a  number  of  causes  as  to  come  clearly  within  the  administra- 
tive phases  of  the  business. 

In  the  first  instance,  at  least,  an  investigation  as  to  the  absence 

of  sufficient  discounts  on  purchases  would  mean  that  the  Administra- 
tive Department  would  be  called  upon  to  give  the  causes.  These 

causes  may  be  found  to  be  any  of  those  heretofore  given,  and  may 
be  found  not  to  have  any  bearing  upon  the  manner  in  which  any 
of  the  departments  of  the  business  were  conducted. 

What  has  been  said  as  to  discounts  received  applies  with  equal 
force  to  discounts  granted.  Accordingly  the  discounts  granted  should 
be  set  forth  in  the  Administrative  Section  and  not  in  the  Trading, 
or  Manufacturing  and  Trading  Section. 

Interest.  Interest,  like  discount,  is  an  item  contingent  upon  capi- 
tal. Under  one  method  of  finance,  the  business  might  pay  a  large 

amount  in  interest ;  under  another  method  of  finance,  comparatively 

no  interest  might  be  paid.  If  the  funds  employed  in  the  business 

are  obtained  in  substantial  degree  by  long-time  borrowings,  the  for- 
mer condition  prevails.  If  largely  obtained  by  capital  contributions, 

then  the  latter  condition  prevails.  Accordingly  in  the  better  usage, 
interest  paid  is  an  administrative  matter  rather  than  a  trading  or 
manufaeuring  matter.  As  to  interest  received,  this,  of  course,  is 

unquestionably  a  distinctive  item  of  income,  to  be  shouTi  separately 
from  the  income  arising  from  trading  operations. 

There  are  instances  in  which  so-called  interest  on  investments  is 

included  in  manufacturing  costs.  This  practice  is  not  logical.  It  is 
based  partly  on  the  theory  that  a  profit  over  and  above  the  certain 
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interest  charge  should  be  earned.  The  result  is  to  overstate  inven- 
tories by  the  amount  of  supposed  interest  which  has  been  entered 

in  the  costs. 

The  rate  of  interest  as  to  this  so-called  interest  on  investments 
will  be  always  a  matter  of  conjecture.  No  one  can  positively  state 

that  a  given  return  should  be  received  for  the  use  of  money,  par- 
ticularly when  that  money  is  invested  in  a  business,  and  subject 

to  the  vicissitudes  of  proprietorship  interest.  If  the  inference  is 

that  the  money  might  have  been  invested  otherwise  than  in  the  busi- 
ness, and  the  increased  return  by  investing  it  in  the  business  is  to  be 

ascertained,  then  the  question  arises  as  to  how  it  would  have  been 

invested  otherwise — in  other  proprietorship  interest,  or  would  it  have 
been  invested  in  secured  bonds  or  unsecured  loans.  From  an  ac- 

counting standpoint,  and  from  the  standpoint  of  the  purposes  for 

which  manufacturing  costs  are  obtained,  the  inclusion  of  this  so-called 
interest  is  not  justified.  A  cost,  it  should  be  remembered,  is  value 

that  goes  out — interest  treated  in  the  above  manner  is  a  debit  amount 
or  whicb  the  proprietorship  is  credited,  therefore  it  is  not  a  cost  in 
the  true  sense  of  the  word. 

As  a  m.atter  of  statistical  interest,  a  so-called  interest  may  be 
computed  with  respect  to  the  costs.  This  would,  however,  be  a  mat- 

ter independent  of  the  records  of  financial  results. 

Rent.  Ordinarily  the  item  of  rent  of  factory  is  included  in  the 

Manufacturing  Statement.  If  the  building  is  owned  by  the  establish- 
ment, then  taxes,  water  rents,  and  the  like  may  be  included.  How- 

ever, it  is  not  correct  to  include  a  charge  for  so-called  rent  in  cases 
where  the  building  is  owned. 

Insurance  Items.  Sometimes  insurance  items  are  treated  in  the 

Administrative  Section,  and  sometimes  in  the  Manufacturing  and 

Trading  Section.  Insurance  on  factory,  factory  stock,  and  work- 

men's compensation  insurance  as  to  factory  employees,  may  be  in- 
cluded in  the  INIanufaeturing  and  Trading  Section. 

Effect  of  Exclusion  of  Items  in  Trading-  and  Manufacturing 
Sections. — Such  costs  incurred  during  the  period  as  are  included 
in  the  Manufacturing  Section,  are  naturally  prorated  between  the 
goods  sold  during  the  period,  and  the  closing  inventories.  In  other 
words,  only  such  parts  of  these  costs  are  charged  against  sales,  as  are 
included  in  the  cost  of  finished  goods  sold.  The  finished  goods  sold 
may  have  been  completed  in  a  previous  period,  or  may  have  been 
completed  in  the  current  period.  As  to  those  sold  which  were  com- 

pleted in  the  previous  period,  obviously  the  costs  charged  are  those 
incurred  in  the  previous  period.     As  to  those  completed  and  sold 
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during  the  current  period,  the  costs  charged  off  are  those  incurred  in 
the  current  period.  As  to  those  completed  and  not  sold,  whether 

completed  in  the  previous  period,  or  in  the  current  period,  the  costs 
are  not  charged  off  in  the  current  period,  but  are  carried  over  to  the 
period  in  which  the  sale  is  accomplished.  As  to  goods  partly  finished 
at  the  end  of  the  year,  the  costs  are,  of  course,  carried  over. 

If  it  has  been  the  custom  of  an  organization  not  to  include  certain 
costs  in  manufacturing  costs,  and  they  are  included  in  any  year, 
then  the  effect  is  to  decrease  profits  for  the  first  year  in  which  they 
are  included.  On  the  other  hand,  if  the  concern  has  taken  certain 
costs  out  of  the  Trading  Section,  and  placed  these  cost  in  a  following 
section,  the  effect  is,  as  to  the  first  year  of  change,  to  increase  the 
amount  found  to  be  trading  profit. 

The  ultimate  effect  as  to  the  inclusion  of  costs  in  the  inventories, 

arising  by  reason  of  including  them  in  the  Manufacturing  Section,  is 
to  carry  along  at  all  times  certain  costs  as  asset  values.  In  other 
words,  if  these  costs  had  been  completely  charged  off  each  year,  there 
would  be  that  much  less  asset  value  showTi  by  the  books. 

The  inclusion  or  exclusion  of  items  should  be  determined  purely 
upon  the  basis  of  whether  they  are  properly  to  be  included  in  costs. 
On  items  upon  which  there  is  a  legitimate  difference  of  accounting 
opinion,  it  is  advisable  to  continue  the  same  treatment  from  year  to 
year,  so  that  comparative  statistics  as  between  years  may  more  truly 
reflect  relative  results.  Hence,  a  change  should  only  be  made  in  case 
a  good  accounting  reason  exists  for  the  change. 

Schedules. — It  has  been  stated  that  trading  accounts  may  be 
set  up  as  to  kinds  of  merchandise,  as  to  departments  selling  merchan- 

dise, and  as  to  branches  and  districts  in  which  merchandise  is  sold. 
Furthermore  in  manufacturing,  there  may  be  extreme  detail  as  to 
costs,  so  as  to  find  the  cost  of  a  unit,  or  as  to  a  department,  or  both. 

In  these  instances,  the  statement  may  be  supplemented  by  various 

schedules  showing  the  more  detailed  items.  Accordingly  the  prog- 
ress statement,  like  the  balance  sheet,  may  be  supported  by  schedules. 

Summary. — Items  in  progress  statements  may  be  classified  by 
groups,  and  may  be  supported  as  to  details  by  schedules,  the  same  as 
are  balance  sheet  items. 

Progress  statements  are  first  divided  between  that  part  which 
shows  the  result  as  to  gross  profit  and  that  part  which  shows  net 

profit. 
With  respect  to  merchants,  the  part  of  the  statement  showing 

gross  profit  is  called  the  Trading  Section ;  with  respect  to  manufac- 
turers, it  is  called  the  Manufacturing  and  Trading  Section. 
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In  the  Trading  Section  the  cost  of  goods  sold,  the  selling  price 

of  goods  sold,  and  the  gross  profit  arc  displayed. 

The  same  elements  are  displayed  in  the  Manufacturing  State- 
ment, the  costs  of  finished  goods  sold  including  manufacturing  costs 

and,  ordinarily,  including  certain  costs  of  manufacture  incurred  in 
prior  periods.  In  this  statement  manufacturing  costs  as  to  goods 
remaining  on  hand  are  carried  as  inventories  and  not  charged  against 
sales. 

The  Profit  and  Loss  Section  ordinarily  divides  between  selling  ex- 
penses and  administrative  expenses,  the  former  applying  to  the  costs 

of  effecting  sales,  and  the  latter  to  the  costs  connected  with  the  ad- 
ministration of  the  business. 

The  classification  of  items  as  between  the  Profit  and  Loss  Section 

and  the  Manufacturing  Section  has  an  effect  upon  the  profit  result,  in 
that  the  entire  amount  is  charged  off  in  the  Profit  and  Loss  Section; 
whereas,  a  part  of  the  amount  may  be  carried  forward  in  inventories 
if  included  in  the  Manufacturing  Section. 

PROBLEM  40 

In  examining  tlie  Trading  Statement  of  a  merchant  dealing  in  one  kind  of 

goods  for  the  year  1927,  and  for  the  year  1928,  you  find  that  the  opening  in- 
TBntories  in  each  year  were  almost  the  same,  that  the  amounts  of  purchases  were 

likewise  almost  the  same,  and  that  the  sales  were  almost  the  same.  The  gross 

profit  is  considerably  less  in  1927  than  that  shown  in  1928.  Assuming  that 
there  had  been  no  material  increases  either  as  to  the  cost  of  goods  purchased, 

or  as  to  selling  price  of  the  goods,  what  possibility  might  there  be? 

PROBLEM  41 

A  manufacturer  states  that  he  had  sales  of  $144,000  at  one  of  his  plants, 

on  which  he  made  a  gross  profit  of  $12,000.  He  claims  a  loss  of  $50,000  arising 
from  fire  which  destroyed  all  of  his  material  on  hand  at  the  end  of  the  year, 

including  raw  materials,  partly-finished  goods  and  finished  goods. 
In  your  investigations,  you  find  that  he  had  opening  inventories  as  follows: 

Raw  material           $10,000 

Partly-finished  goods       8,000 
Finished  goods          10,000 

During  the  year  he  made  purchases  of  raw  material  amounting  to  $50,000 
and  his  manufacturing  costs  were  $89,000. 

Prepare  a  statement  showing  whether  or  not  the  claimed  loss  is  correct. 
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PROBLEM  42 

A  manufacturer  deals  in  two  grades  of  goods,  A  and  B.     As  respects  each, 

the  following  costs  are  taken  from  his  Manufacturing  and  Trading  Accounts: 

A  B 

Raw   material          $    6,000        $  15,000 

Purchases  raw  material              18,000  32,000 

24,000  47,000 

Closing  inventory  raw  material       9,000  14,000 

Raw  material  consumed       15,000  33,000 

Manufacturing  costs           105,000  45,000 

120,000  78,000 

Opening  inventory  partly-finished  goods      12,000  32,000 

132,000  110,000 

Closing  inventory  partly-finished  goods             22,500  18,500 

109,500  91,500 

Opening  inventory  finished  goods              18,000  43,000 

127,500  134,500 

Closing  inventory  finished  goods           36,500  61,000 

Cost  of  goods  sold        $  91,000         $  73,500 

Upon  investigation  it  is  found  that  the  manufacturing  costs  should  have  been 

distributed  one-half  to  each  kind  of  goods,  instead  of  as  shown.  In  each  case 
the  part  of  the  manufacturing  costs  necessary  to  complete  goods  partly  finished 

at  the  beginning  of  the  period  was  $25,000;  that  part  applying  to  goods  put  in 

process  and  completely  finished  during  the  year  was  $37,500;  that  part  apply- 
ing to  goods  partly  finished  at  the  end  of  the  year  was  $12,500.  All  of  the  raw 

material  entering  into  manufacture  is  utilized  at  the  outset  of  manufacture, 

and  in  each  case  one-third  of  the  raw  material  consumed  is  applicable  to  the 

closing  inventory  of  the  partly-finished  goods.  Of  the  A-grade,  two-thirds  of 
all  of  the  goods  completed  and  available  for  sale  during  the  year  were  sold; 

of  the  B-grade,  one-third. 
You  are  requested  to  submit  adjusted  manufacturing  and  trading  results  as 

to  each  grade.  State  how  the  adjustments  would  affect  gross  profit,  assuming 

that  no  adjustments  are  made  as  to  sales. 
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PROBLEM  43 

A  concern  uses  the  retail  method  of  finding  inventory.  A  flat  mark-up  of 
25%  on  cost  is  made  on  all  merchandise.  At  the  end  of  January  the  following 
information  is  obtained: 

Sales  during  month,  $20,000. 

Inventory,  January  1,  $10,000;    (selling  price). 
Purchases  during  month,  $17,000;    (selling  price). 

Find  the  cost  price  of  the  inventory  on  hand  January  31. 

PROBLEM  44 

(a)  In  a  certain  concern  the  retail  price  method  of  valuiBg  inventories  is 

used.  A  flat  mark-up  of  507^  on  cost  is  made  on  all  merchandise.  At 
the  end  of  a  certain  period  the  following  information  is  obtained: 

Inventory,  January  1,  $5000;    (selling  price). 
Sales  during  month,  $15,000. 

Purchases  during  month,  $12,000;    (selling  price). 

Find  the  cost  price  of  the  inventory  on  hand  January  31. 

PROBLEM  45 

Calculate  new  inventory  from  the  following  facts: 

(1)  Sales,  $50,000. 

(2)  Old  inventory,   $10,000. 
(3)  Purchases,  $30,000. 

(4)  %  of  gross  profit  to  sales  35%. 

PROBLEM  46 

Show  general  journal  entries  and  all  calculations  for  the  following  trans- 
actions : 

We  have  among  our  Notes  receivable  a  60-day  6%  note  for  $300  dated 
April  5.  Chas.  Dickson  allows  us  to  apply  it  on  our  account  with  him  at  a 
7%  discount  on  April  25.  We  are  entitled  to  and  receive  a  2%  discount  for 

prompt  payment. 

PROBLEM  47 

Prepare  in  journal  form  the  entries  that  would  be  made  on  the  books  of 

Bacon  &  Co.  for  the  following  transactions  (show  calculations)  : 

They  hold  a  90-day  6%  note  for  $640  dated  March  10,  signed  by  A.  N. 
Bird.  On  April  19  they  endorse  the  note  less  5%  discount  to  Larkin  &  Co. 

to  apply  on  an  invoice  on  which  they  are  entitled  to  a  discount  of  3%.  Larkin 

&  Co.  accept  the  proceeds  of  the  note  as  a  partial  payment  and  allow  them  the 
discount. 

PROBLEM  48 

On  July  1,  Henry  Brown  endorses  over  to  Tom  Jones,  one  of  his  creditors, 

at  6%  bank  discount,  a  $600  60-day  non-interest  bearing  note  dated  May  14. 
The  note  was  made  by  William  McClure  in  favor  of  Henry  Brown. 

Make  entries  on  the  books  of  Brown. 
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PEOBLEM  49 

a.  John  Doe  owes  Eichard  Koe  $642.  He  wishes  to  pay  this  by  a  note  for 
sbc  months  to  be  discounted  at  6%.     What  must  be  the  face  value  of  the  note? 

b.  A  gives  B  a  note  for  $100  with  interest  at  6%.  The  date  of  the  note 

is  February  16  and  it  is  to  run  45  days.  Give  journal  entries  on  A 's  books 
for  February  16th  and  for  the  day  the  note  is  paid. 

PROBLEM  50 

On  January  10  J.  R.  Dodd  discounts  at  the  bank  the  three-months  $600 
note  which  he  received  one  month  before  from  Harmon  &  Co.  The  note  beara 

interest  at  6%  and  is  discounted  at  1%.     Make  the  entry. 

PROBLEM  51 

S.  M.  Howe  receives  on  December  14  a  90-day  non-intorest  bearing  note  for 
$600  from  S.  A.  Harms  on  account.     The  note  is  dated  December  12. 

On  December  22  Howe  takes  the  note  to  the  X  National  Bank,  and  offers 

to  endorse  the  note  over  to  them  for  cash.  The  bank  accepts  the  note  at  6% 
discount  for  the  time  the  note  has  yet  to  run. 

a.  Name  the  parties  on  the  instrument. 

b.  Make  Journal  entries  on  books  of  all  parties  concerned  when  the  note  ia 
issued. 

c.  Make  Journal  entries  on  the  books  of  all  parties  concerned  on  December  22. 

d.  Make  Journal  entries  on  books  of  all  parties  concerned  under  date  of 
final  payment. 

PROBLEM  52 

H.  I.  Jones  sells  A.  L.  Strong  a  bill  of  goods  for  $8000  on  account.  The 

invoice  is  dated  March  4,  and  the  terms  are  f.  o.  b.  Strong's  station,  2/10,  n/30. 
Strong  puts  in  a  claim  of  $150  for  defective  goods  and  it  is  granted  on  March  8. 

Strong  makes  a  partial  payment  of  $5000  on  March  13.  Strong  sends  Jones 
a  check  in  full  of  account  on  April  3. 

a.  Set  up  journal  entries  on  the  books  of  Jones  under  proper  dates  to  record 
the  above  transactions. 



CHAPTER  X 

LIQUIDATION  PROFITS  OR  LOSSES 

Thus  far  our  consideration  of  profit  and  loss  has  been  largely 
confined  to  operating  profit  and  loss.  Incidentally,  we  have  touched 
upon  profits  arising  from  other  causes  than  operation,  such  as  the 
profit  that  might  be  obtained  from  the  sale  of  a  capital  asset  at  a 
greater  value  than  the  book  value. 

Upon  the  sale  of  a  business  as  a  whole  there  may  be  either  a 
profit  secured  or  a  loss  sustained.  Sometimes  these  are  referred  to  as 
liquidation  profits  or  liquidation  losses.  Although  this  name  is  used, 
it  does  not  follow  that  there  is  necessarily  cash  received  upon  the 
sale  of  a  business,  as  the  purchase  price  may  be  in  the  form  of  other 
values  than  cash. 

Purchase  and  Sale  of  a  Business. — For  purposes  of  illustrating 
the  treatment  given  in  the  books  of  account  of  the  vendor,  and  in 
the  books  of  the  vendee  of  a  business  which  has  been  sold,  we  will 
take  an  illustrative  case. 

Joseph  Ott  sells  his  business  to  Alfred  Marshall  on  March  1,  1929. 
On  that  date  his  balance  sheet  appears  as  follows : 

JOSEPH  OTT 

Balance  Sheet,  as  of  March  1,  1929. 

Assets 

Cash          $1,500 
Accounts  receivable  . . . 
Merchandise   
Furniture  and  fixtures. 

28,000 
30.000 

4,000 

$63,500 

Liabilities 

Accounts  payable    $40,000 
Joseph  Ott ;  Capital       23,500 

$63,500 

The  purchase  price  was  $30,000,  it  being  understood  that  all  of 
the  assets,  excepting  cash,  would  be  turned  over.  The  liabilities  were 

to  be  assumed  by  Alfred  Marshall,  the  vendee,  Joseph  Ott  guaranteed 
117 



118  LIQUIDATION  PROFITS  OR  LOSSES 

that  receivables  would  be  collected  to  the  exent  of  $25,000,  this  being 
estimated  as  their  true  worth. 

The  following  represents  the  entries  of  the  books  of  the  vendor. 
Inasmuch  as  the  receivables  were  over-valued  in  the  balance  sheet 

above  given,  it  is  evident  that  the  books  should  be  adjusted  as  to  this 
item.    Accordingly  the  first  entry  would  be: 

March,  1929 

   1    

Joseph  Ott ;  Capital        $3,000 
To  Reserve  for  bad  debts     $3,000 

To  adjust  value  as  to  accounts  receiv- 
able not  charged  against  previous 

operating  profit. 

The  entries  in  closing  the  accounts  in  Joseph  Ott's  books  might  be 
made  without  the  use  of  what  is  known  as  a  Realization  and  Liquida- 

tion Account.    In  this  case  the  following  entries  would  be  made: 

   1    

Alfred  Marshall,  Vendee     $30,000 
Accounts  payable          40,000 
Reserve  for  bad  debts          3,000 

To  Accounts  receivable     $28,000 
Merchandise    30,000 
Furniture  and  fixtures     4,000 
Profit  on  realization      11,000 

For  sale  of  business  this  day  to  Alfred 
Marshall. 

  1    

Profit  on  Realization      $11,000 
To  Joseph  Ott ;  Capital    $11,000 

For  transfer. 

  1    

Cash    $30,000 
To  Alfred  Marshall,  Vendee    $30,000 

For  payment. 

   1    

Joseph  Ott ;  Capital     $31,500 
To  Cash      $31,500 

For  cash  withdrawn. 
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At  this  point  all  of  the  accounts  on  the  books  of  Joseph  Ott  are 
balanced.  The  various  liability  accounts,  the  reserve  for  bad  debts, 
and  the  asset  accounts  were  closed  out  by  the  first  entry.  The  profit 
on  realization  was  transferred  to  the  Capital  account  by  the  second 

entry.  At  this  point  only  the  Capital  account,  the  Cash  account,  and 
the  account  Alfred  Marshall,  Vendee,  appear  on  the  books.  The 
Capital  account  stands  witli  a  balance  of  $31,500,  the  original  amount, 
$23,500  having  been  reduced  to  $20,500  by  the  entry  as  to  the  reserve 
for  bad  debts,  and  $11,000  having  been  credited  to  the  account  as 

the  profit  on  realization.  After  the  third  entry,  only  the  Cash  ac- 
count and  the  Capital  account  appear  on  the  books,  the  Cash  account 

with  a  balance  of  $31,500,  the  same  balance  as  is  in  the  Capital  ac- 
count. The  withdrawal  of  cash  recorded  in  the  last  entry,  balanced 

the  Cash  account  and  the  Capital  account,  there  being  no  open  ac- 
counts remaining  on  the  books. 

Realization  and  Liquidation  Account. — Sometimes  a  Realization 
and  Liquidation  Account  is  used,  in  which  case  the  transaction  might 
be  recorded  in  the  following  entries: 

Realization  and  liquidation  account    $19,000 
Accounts  payable          40,000 
Reserve  for  bad  debts         3,000 

To  Accounts  receivable     $28,000 
Merchandise     30,000 
Furniture  and  fiLxtures    4,000 

For  transfer, 

Alfred  Marshall,  Vendee    $30,000 
To  Realization  and  liquidation  account    $30,000 

For  sale  of  business  to  Alfred  Marshall. 

Realization  and  liquidation  account     $11,000 
To  Joseph  Ott ;  Capital    $11,000 

For  transfer  of  realization  profit. 

Cash    $30,000 
To  Alfred  Marshall,  Vendee    $30,000 

For  paj^ment  by  vendee. 

Joseph  Ott ;  Capital     $31,500 
To  Cash      $31,500 

For  cash  withdrawn. 

Ordinarily  in  the  sale  of  a  business  for  cash,  the  cash  is  not  turned 
over.    The  reason  for  this  is  that  it  would  be  hardly  likely  that  cash 
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would  be  sold  for  cash.  In  other  words,  the  price  is  determined  inde- 
pendently of  the  asset  cash. 

It  is  desirable  to  have  the  books  clearly  show  the  amount  of  the 
realization  profit.  Accordingly,  this  profit  should  be  distinguished 
from  previous  profit  and  loss.  Assume  the  business  was  a  going 
concern,  the  books  should  be  closed  out  in  the  ordinary  manner, 
and  a  balance  sheet  prepared.  The  entries  should  then  be  made  as 
to  the  sale  of  the  business.  In  this  manner,  the  profit  on  the  sale 
of  the  business  would  be  distinctively  shown  in  the  accounts. 

In  the  entry  above  given,  it  has  been  assumed  that  the  account 
Alfred  Marshall,  Vendee,  was  raised.  This  is  ordinarily  desirable, 
and  in  practice,  would  often  be  justified  by  the  circumstances.  In 
all  probability,  the  vendee  would  require  some  credit.  If  this  credit 

were  short-time  credit,  the  entry  might  be  handled  in  precisely  the 
same  manner  as  above.  If  it  is  a  fairly  long-time  credit,  the  books 
could  be  balanced.  Assuming  a  note  was  given,  as  usually  would 
be  the  case,  the  former  proprietor  would  simply  withdraw  whatever 
cash  remained,  and  the  note,  and  the  accounts  would  be  balanced 
accordingly. 

Entries  on  Vendee's  Books. — The  vendee,  Alfred  Marshall,  ac- 

quires a  business,  the  book  value  of  which  on  the  vendor's  books  is 
$19,000  (after  adjustments  as  to  the  reserve  for  bad  debts  and  cash 
not  turned  over).  For  this  he  pays  $30,000.  Generally  speaking,  he 

may  readjust  the  values  as  he  may  desire,  so  long  as  his  Capital  ac- 
count is  not  credited  with  more  than  the  amount  he  paid  for  the 

business.  For  example,  if  he  considers  the  furniture  and  fixtures  to 

be  worth  $5000,  this  asset  might  be  entered  up  at  that  value.  Pre- 
sumably in  purchasing  the  business  he  had  in  mind  the  value  as  to 

these  various  assets.  On  the  other  hand,  if  he  considered  the  furni- 
ture and  fixtures  worth  $3000,  he  could  reduce  it  to  this  amount. 

The  balancing  element,  whatever  it  might  be  after  the  adjustment 

mentioned,  is  ordinarily  taken  care  of  in  a  goodwill  account.  Assum- 
ing that  the  vendee  considers  the  values  to  be  as  previously  given, 

then  the  entry  made  on  his  books  would  be : 
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March,  1929 

  1    

Sundries  to  Sundries 

Accounts  receivable      $28,000 
Merchandise         30,000 
Furniture  and  fixtures         4,000 
Goodwill       11,000 

Accounts  payable       $40,000 
Eeserve  for  bad  debts    3,000 
Alfred  Marshall ;  Capital      30,000 

For  assets  acquired  and  liabilities  as- 
sumed by  Alfred  Marshall,  who  this 

day  purchased  the  business  of 
Joseph  Ott. 

It  will  be  noted  that  a  goodwill  account  is  set  up  to  record  the 

value  in  excess  of  book  values  of  the  business  purchased.  If  adjust- 
ments had  been  made  in  the  furniture  and  fixtures  as  above  given,  the 

increase  would  have  resulted  in  reducing  the  goodwill  account,  and 
the  decrease  in  increasing  the  goodwill  account.  Presumably  Alfred 
Marshall  knew  of  the  value  he  had  in  mind  in  purchasing  the  business 
as  to  goodwill,  and  accordingly,  may  make  such  adjustments  as  he 
deems  proper. 

The  reserve  for  bad  debts  as  set  up  is  indicative  of  the  loss  ex- 
pected in  collecting  the  accounts  receivable  acquired. 

Valuation  of  Capital  Assets. — Capital  assets  are  entered  on  the 
books  at  cost.  As  a  general  rule  these  assets  should  not  be  governed 
by  subsequent  market  fluctuations.  Each  year  there  is  a  charge 

against  profits  of  the  depreciation,  such  depreciation  measuring  the 

cost  chargeable  against  the  year's  profit.  For  instance,  if  a  capital 
asset  is  purchased  for  $11,000,  has  a  life  of  ten  years,  and  a  scrap 

value  of  $1000,  there  would  be  depreciation  of  $1000  each  year.  As- 
suming it  was  depreciated  at  the  rate  of  1/10  per  year,  this  $1000 

would  represent  the  cost  of  using  that  asset  for  the  year.  In  other 
words,  the  principle  may  be  stated  that  capital  assets  are  entered  at 
cost,  and  that  the  cost  of  their  use  as  to  each  year  is  chargeable 
against  profits. 

This  principle  having  been  stated,  it  is  evident  that  market  fluc- 
tuations should  not  affect  the  values  at  which  the  capital  assets  are 

carried.    If  these  values  increase  in  the  market,  the  rule  is,  subject 
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to  exceptions  of  an  extraordinary  character,  that  the  increased  value 
should  not  be  brought  into  the  books.  On  the  other  hand,  if  tho 
market  value  goes  down,  the  rule  is  that  only  the  normal  depreciation 
should  be  charged  off  as  representing  the  cost  to  the  business  of  the 
use  of  the  asset.  If  however,  the  capital  asset  is  sold  either  above  or 
below  this  book  value,  then  increment  or  decrement  is  brought  into 
the  books.  However,  this  should  not  be  either  a  credit  or  charge 
against  current  profits.  It  should  be  carried  separate  from  items  of 
current  profit  or  loss. 

Goodwill. — Lord  Elton  has  defined  goodwill  as  follows : 

"Goodwill  is  nothing  more  than  the  probability  that  the 
old  customers  will  resort  to  the  old  place." 

This  definition  was  questioned  in  a  subsequent  English  case.  A 

partner  of  a  certain  firm  died,  and  the  element  of  goodwill  was  con- 
sidered in  determining  the  value  of  his  interest.  A  few  days  after 

the  death  of  the  partner,  the  firm  moved  from  one  side  of  the  street 
to  the  other.  They  claimed  there  was  no  goodwill  to  be  accounted 
for  on  the  strength  of  the  definition  given.  They  argued  that  if  the 

customers  did  "resort  to  the  old  place,"  it  would  not  be  of  value  to 
them.  The  court  ruled  that  locality  was  not  a  determining  factor  as 
to  goodwill,  in  that  the  customers  might  continue  to  patronize  tho 
firm. 

The  following  is  a  definition  which  substantially  covers  the  legal 
rulings  as  to  goodwill: 

Goodwill  is  that  value  which  attaches  to  the  well-known 
name  and  reputation  of  an  individual  or  business  organization, 
whereby  the  individual  or  business  organization  commands 
trade  or  patronage. 

Treatment  of  Goodwill  in  Books.  As  a  general  rule,  goodwill 
should  never  be  entered  in  the  books,  except  upon  the  purchase  or 
sale  of  a  business,  or  upon  the  admission  to,  or  retirement  from  a 
firm  of  a  partner.  If  the  value  of  goodwill  does  not  exist  in  the 
records,  a  goodwill  account  should  not  be  raised  except  under  these 
circumstances.  Goodwill  is  a  fixed  asset,  when  it  is  in  the  books,  and 
accordingly  should  not  be  appreciated  in  value. 

Any  other  treatment  respecting  goodwill  would  not  only  open  the 
way  to  abuse,  but  would  be  illogical  from  an  accounting  viewpoint. 
It  would  consist  of  placing  a  value  in  the  books  indicative  of  profits 
to  be  realized  later.  In  this  sense,  there  would  be  an  element  entered 

which  would  closely  correspond  with  the  anticipation  of  profits.     Ac- 
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oordingly,  in  the  best  accounting  usage,  goodwill  is  not  entered  in  the 
books  except  under  the  circumstances  given,  and  once  entered  is  not 

appreciated. 
The  goodwill  account  may  be  written  down.  The  circumstances 

under  which  it  would  be  most  likely  to  be  written  down  would  be  in 

case  the  concern  made  profits.  If  the  concern  sustained  losses,  the 
chances  are  that  they  would  want  the  goodwill  to  appear  at  its  full 
value  and  would  not  increase  the  amount  of  losses  by  writing  it  down. 

Accordingly,  if  the  goodwill  does  not  prove  of  the  value  at  which  it 
was  acquired,  the  temptation  is  not  to  write  it  down. 

In  some  instances,  organizations  have  used  the  asset  goodwill  as  a 
means  of  inflating  proprietorship  interest.  This  is  a  subject  more 

readily  taken  up  in  connection  with  the  study  of  corporations.  Nev- 
ertheless, it  may  be  said  that  some  concerns,  that  have  inflated  pro- 

prietorship interest  in  this  manner,  find  it  desirable  upon  the  subse- 
quent earning  of  large  profits,  to  write  dowm  the  goodwill  account. 

Distinctions  ivith  Respect  to  Goodwill.  There  are  certain  values, 
or  supposed  values,  with  which  goodwill  is  sometimes  confused. 
Among  these  are  the  value  of  locality,  expenditures  for  advertising, 

patents,  and  trade-marks. 
Locality :  In  the  earlier  conception  of  goodwill,  it  was  very  closely 

associated  with  locality.  Probably  the  lack  of  means  of  transportation 

and  the  comparatively  smaller  volume  of  business  between  communi- 
ties in  relation  to  the  business  within  a  community,  was  responsible 

for  this  conception. 

There  may  be  value  in  being  located  at  a  given  place,  distinctive 
from  goodwill ;  it  may  happen  that  the  value  of  goodwill  is  contingent 
upon  locality  or  it  may  be  that  the  goodwill  has  value  without  regard 
to  the  locality  of  the  individual  or  organization.  As  an  example  of 
the  first  situation,  a  news  stand  may  be  so  located  that,  regardless 
of  the  name  and  reputation  of  the  owner,  a  large  number  of  papers 
will  be  sold  daily.  This  applies  to  many  businesses  located  near  places 

where  the  public  is  accustomed  to  congregate,  and  selling  articles  or 
service  ordinarily  i)urchased  at  the  time  of  congregating.  In  these 
instances,  the  value  of  the  locality  may  be  reflected  in  the  cost  of 

the  property  or  in  the  rent  paid  by  the  proprietor  of  the  business. 
Distinguished  from  the  cases  just  given  are  those  in  which  locality 

and  goodwill  are  most  intimately  associated.  The  business  may  be 
such  that  customers  are  localized  in  the  place  where  the  business  is 
situated.  Were  the  business  to  move  to  another  place,  then  the  value 

of  the  goodwill  would  be  lost,  because  of  the  improbability  of  the  cus- 

tomers' going  to  the  new  place  and  continuing  their  patronage. 
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Locality  may  not  have  any  bearing  upon  the  goodwill  of  an  or- 
ganization. A  manufacturer  may  have  a  reputation  for  making  ex- 

cellent rugs.  It  matters  little  to  the  customer  whether  these  rugs 
are  made  in  the  north,  south,  east,  or  west.  The  public  demands 

these  rugs  from  the  stores  that  sell  them  on  the  strength  of  the 

reputation  of  the  manufacturer,  most  of  the  customers  not  even  know- 
ing the  place  of  manufacture.  This  is  true  of  a  large  number  of 

articles  purchased  every  day  by  the  public,  in  which  cases  the  locality 
has  nothing  whatever  to  do  with  the  goodwill. 

Accordingly,  goodwill,  as  a  value,  may  be  considered  separately 
from  the  element  of  locality.  Even  in  those  cases  where  locality  is 
associated  with  this  asset,  it  does  not  follow  that  the  locality,  in  itself, 

is  of  any  great  value.  This  is  evident  from  the  fact  that  many  busi- 
nesses which  depend  upon  localized  custom,  occupy  properties  costing 

comparatively  little,  when  considered  in  connection  with  other  realty 

values  in  the  neighborhood,  or  occupy  properties  leased  for  a  com- 
paratively low  rental.  Thus,  even  in  the  instances  where  locality  is 

associated  with  goodwill,  it  is  a  distinctive  asset,  having  a  distinctive 
value. 

Advertising :  Public  demand  for  goods  is  stimulated  by  means  of 
advertising.  A  merchant,  or  a  manufacturer,  through  a  consistent 
policy  of  advertising  may  build  up  a  large  patronage.  He  may  deem 

that  his  expenditures  for  advertising  result  in  the  acquisition  of  good- 
will, and  that  these  expenditures  represent  a  part,  at  least,  of  the 

costs  of  acquiring  the  goodwill.  This  point  of  view  is  not  accepted 

by  the  more  conservative  business  organizations  or  accountants.  Ad- 
vertising is  merely  a  means  of  making  the  public  farailiar  with  the 

merchant  or  manufacturer  and  wdth  his  product.  It  corresponds  to 
an  introduction.  Whether  the  introduction  does  or  does  not  result  in 

business,  is  contingent  upon  other  factors.  Among  these  factors  are 
the  manner  of  dealing,  the  quality  of  goods,  and  the  value  offered. 

Advertising  expenditures  are  costs  of  doing  business.  As  such 

they  are  chargeable  against  profits.  In  some  cases  of  abnormal  ex- 
penditures in  one  year  for  the  securement  of  business  later,  they  may 

be  prorated  over  succeeding  years,  so  that  one  year  will  not  bear  all 
of  the  burden  of  the  expenditures.  Even  this  deferment  of  charges 
to  the  profit  and  loss  account  should  be  exercised  with  caution. 

Expenditures  for  advertising,  accordingly,  do  not  justify  the  rais- 

ing of  a  goodwill  account,  or  the  increasing  of  a  goodw^ill  account  al- 
ready raised.  Assuming  that  the  patronage  does  increase,  then  it 

does  not  follow  that  goodwill  should  be  brought  into  the  books,  for  the 
reason  heretofore  given. 
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Patents:  A  patent  is  an  intangible  right.  This  right  confers  the 
exclusive  privilege  of  marketing  a  given  product  or  service.  It  is 
granted  for  a  period  of  seventeen  years.  Accordingly,  the  value  of 
the  right  depreciates  during  this  period.  Assuming  that  the  patent 

does  not  become  obsolete,  then  its  value  would  be  depreciated,  ordi- 
narily, at  the  rate  of  1/17  for  each  elapsed  year. 

There  may  be  basic  patents  as  to  an  invention  of  discover^'.  Sub- 
sequent patents  may  be  taken  out  upon  improvements.  Perhaps  at 

the  expiration  of  the  first  patent,  it  would  be  almost  an  impossibility 
to  market  the  product  in  the  original  form.  In  these  cases  it  would 
appear  that  any  extension  of  the  time  of  carrying  values  in  the 

Patents  account  should  be  confined  only  to  the  value  of  the  improve- 
ments, for  the  time  of  unexpired  patents  as  to  them,  and  should  not 

include  the  value  as  to  the  original  patent. 

The  value  of  patents  is  distinctive  from  the  value  of  goodwill.  It 
is  true  of  course,  that  the  public  may  become  so  accustomed  to  the 
patented  article  during  the  life  of  a  patent,  that  the  manufacturer 
or  merchant  acquires  a  hold  upon  the  patronage  of  the  public  not 
easily  divested  by  a  competitor.  This  is  distinctive  from  the  value 
of  the  patent  itself.  There  may  be  a  goodwill  value,  but  its  inclusion 

in  the  accounts  is  subject  to  the  original  rule, — that  it  should  be  in- 
cluded only  upon  the  purchase  or  sale  of  a  business,  or  upon  a  change 

in  the  membership  of  a  firm.  The  patents  should  be  written  down  in 
the  usual  manner,  regardless  of  this  patronage. 

Trade-marks :  Trade-marks  are  a  means  whereby  products  or  serv- 

ice are  given  a  distinctive  identification.  They  are  intimately  asso- 
ciated with  the  element  of  goodwill,  but  are  distinctive  from  goodwill. 

It  is  quite  possible  for  two  producers  having  independent  businesses 

to  utilize  the  same  trade-mark.  In  fact,  such  is  sometimes  the  case. 
The  law  places  certain  restrictions  upon  the  transfer  or  assignment 

of  a  right  to  use  a  trade-mark.  For  example,  if  the  trade-mark  is 
indicative  of  goods  of  a  given  quality  or  of  goods  from  a  given  place, 

the  transfer  is  invalid,  unless  the  trade-mark  is  to  be  used  with  re- 
spect to  goods  of  like  grade,  or  goods  from  the  same  place.  The 

transferee  has  no  legal  right  of  action  against  persons  who  may  subse- 
quently infringe  upon  trade-marks  under  these  circumstances. 

Accordingly,  the  value  attaching  to  a  trade-mark  is  a  distinctive 
value  from  goodwill.  Any  patronage  which  results  in  the  use  of  a 

trade-mark  may  simply  result  from  its  identification  with  an  article 
of  a  given  grade  or  from  a  given  place,  or  having  distinct  properties, 
regardless  of  who  may  manufacture  or  sell  the  particular  article. 

Sometimes  the  item  "goodwill,  patents,  and  trade-marks"  is  found 
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in  the  balance  sheet.  It  is  better  practice  to  keep  these  values  dis- 
tinctive, at  least  so  far  as  the  records  are  concerned. 

Valuation  of  Goodwill. — The  value  of  goodwill  is  a  matter  of 
skilled  judg:ment.  If  actual  cash  has  been  paid  for  the  goodwill  upon 

the  acquisition  of  a  business,  then  the  value  is  the  amount  paid.  If, 
however,  shares  of  proprietorship  interest  are  used  in  the  payment 

for  goodwill,  then  the  valuation  is  not  necessarily  reflected  in  the 
value  at  which  the  account  is  raised,  in  that  the  shares  may  not  be 
worth  whatever  nominal  value  is  stated  as  to  them. 

One  means  of  testing  the  value  of  goodwill  set  up  in  the  books 

in  cases  where  shares  of  proprietorship  interest  are  issued  in  pay- 

ment, is  to  find  the  value  at  which  these  shares  sold  shortly  there- 
after. This  is  not  an  absolute  test  for  the  reason  that  other  factors 

than  book  values  may  influence  the  market  value  of  shares.  Neverthe- 
less, it  is  useful  in  cases  where  the  goodwill  has  manifestly  been 

over-valued. 

In  determining  the  value  of  goodwill,  a  method  sometimes  em- 
ployed is  to  find  the  average  of  sales  for  a  number  of  years  and  to 

multiply  this  average  by  a  number  of  years.  The  number  of  years 
used  to  find  the  average  depends  upon  whether  or  not  the  business 

is  of  a  fluctuating  character;  the  more  the  fluctuations  the  greater 

the  number  of  years.  The  number  of  years  by  which  the  average 
is  multiplied  is  contingent  upon  the  presumed  permanency  of  the 
existing  goodwill.  The  more  permanent,  the  greater  the  number  of 
years.  This  is  merely  a  method  which  may  tentatively  be  used  and  is 
not  given  as  a  means  of  finding  the  exact  valuation. 

One  of  the  reasons  for  difficulty  in  valuing  goodwill,  is  the  num- 
ber of  factors  that  may  enter  into  the  valuation.  It  is  not  necessary 

to  go  into  all  of  these,  but  a  few  might  be  mentioned  which  are 

suggestive  as  to  the  principles  to  be  considered  in  valuation.  Among 
these  are: 

(a)   The  number  of  customers  with  respect  to  the  volume  of  sales. 
(&)   The  extent  to  which  renewal  sales  are  possible. 

(c)  Sales   made   to   consumers   or   users   as   distinguished   from 
dealers. 

(d)  Habits  or  customs  of  the  public. 

(e)  The  extent  to  which  service  element  may  be  associated  with 
sales. 

(/)  Seasonal  business  as  against  continuous  business. 
(g)  Transitory  custom  as  against  permanent  custom. 
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Number  of  Custoyners  with  Respect  to  the  Volume  of  Sales.  The 
aggregate  of  sales  may  be  the  same  or  may  consist  of  large  sales  to 
a  few  customers  as  against  small  sales  to  a  large  number  of  customers. 
Ordinarily  the  value  of  goodwill  as  to  the  first  of  these  conditions 
would  be  less  than  as  to  the  second.  The  loss  of  a  few  of  the  old 

customers,  under  the  first  condition,  would  be  more  likely  to  be  felt 

than  the  loss  of  a  few  customers  as  to  the  second.  With  respect  to 
the  second  condition,  then,  the  risk  of  loss  of  custom  is  distributed. 

Precisely  this  result  obtains  as  to  a  banking  institution.  Other 
things  being  equal,  the  banking  institution  having  a  large  number  of 
depositors  as  against  the  banking  institution  having  a  small  number 
of  depositors,  with  respect  to  the  same  aggregate  of  deposits,  is  the 
stronger. 

For  analogous  reasons,  the  value  of  goodwill  is  ordinarily  greater 
in  cases  where  the  custom  is  distributed  as  to  a  large  number. 

In  some  instances  the  renewal  of  sales  is  more  apt  to  occur  than 
in  others.  An  article  may  be  continuously  used  or  it  may  be  used 

only  a  few  times  in  a  lifetime.  For  example,  fire  extinguishers  suit- 
able for  household  use  of  the  kind  which  do  not  require  refilling  may 

be  so  amply  supplied  in  a  given  territory,  that  the  additional  sales 

would  be  few.  If  there  w^ere  refilling,  then  the  additional  sales  would 
be  valuable  only  to  the  extent  of  profit  on  refilling.  Constant  pro- 

motion may  be  necessary  with  respect  to  certain  articles  in  order  to 
maintain  the  goodwill.  In  these  cases,  the  goodwill  would  be  of  less 

value  than  in  a  case  where  the  public  continually  bought  new  sup- 
plies of  the  same  article. 

Sales  Made  to  Customers  or  Users  as  Distinguished  from  Dealers. 
If  the  public  demands  the  particular  goods,  then  the  retailer  and,  in 
turn,  the  wholesaler  are,  to  an  extent,  obliged  to  carry  the  goods. 
In  these  cases  the  public  aids  the  manufacturer  in  the  marketing 

of  the  product.  As  distinguished  from  this,  if  the  sales  are  con- 
tingent entirely  upon  the  goodwill  of  dealers,  then  the  value  of  the 

goodwill  is  more  subject  to  the  element  of  competition.  The  control 
of  the  manufacturer,  in  other  words,  over  goodwill  is  greater  in  the 
case  of  public  demand  than  in  the  case  where  it  is  entirely  contingent 
upon  the  favorable  attitude  of  middlemen. 

Habits  or  Customs  of  the  Public.  From  the  last  consideration  it 
is  evident  that  the  value  of  goodwill  is  closely  associated  with  the 
habits  or  customs  of  the  public.  For  example,  the  public  does  not 

ordinarily  ask  for  a  given  kind  of  umbrella.  The  public  may  ask  for 
a  given  kind  of  shoe,  or  other  wearing  apparel.  If  the  public  is 
accustomed  to  asking  for  the  kind  of  article  which  the  manufacturer 
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sells,  then  obviously  the  goodwill  is  of  greater  value  than  would  be 
the  ease  if  the  public  is  indifferent  as  respects  the  make  of  the  article. 

Extent  to  Which  Service  Element  May  Be  Associated  with  Sales. 
Ordinarily  if  the  business  reaches  the  extreme  of  personal  service  as 

regards  the  proprietor,  there  may  not  be  the  same  value  as  to  the 
goodwill.  In  these  cases,  the  public  may  be  so  discriminating  that 
a  newcomer  would  have  difficulty  in  retaining  the  customer.  For 

example,  in  custom  tailoring  this  might  very  readily  happen.  On  the 

other  hand,  as  respects  ready-to-wear  goods,  the  same  element  of  per- 
sonal service  may  not  enter  in  and  the  goodwill  as  to  an  equal  aggre- 

gate of  sales  would  be  normally  more  valuable. 
Seasonal  Business  as  Against  Continuous  Business.  In  a  business 

of  a  character  subject  to  seasonal  fluctuations,  such  as  a  summer  hotel, 

the  value  of  goodwill  is  apt  to  be  less,  other  things  being  equal,  than 
in  the  business  not  subject  to  these  fluctuations. 

Transitory  Custom  as  Against  Permanent  Custom.  If  a  custom  is 
more  or  less  of  a  transitory  character,  though  reasonably  steady,  the 
goodwill  is  subject  to  more  vicissitudes  than  in  the  case  of  permanent 
custom.  The  causes  which  create  the  transient  custom  may  cease  to 

exist,  and  are  more  likely  to  cease  to  exist  than  w^ould  be  the  case  with 
permanent  customers.  Moreover,  competition  may  more  quickly  be 
effective  against  a  concern  dealing  with  transitory  trade  than  one 
dealing  with  permanent  trade. 

From  the  above  it  is  apparent  that  many  factors  may  enter  into 
the  valuation  of  goodwill,  all  of  which  reach  out  into  various  eco- 

nomic considerations.  Accordingly,  in  determining  valuation  the 
most  careful  analysis  of  conditions  or  of  circumstances  at  all  times 
must  be  made. 

Summary. — Upon  the  purchase  or  sale  of  a  business,  there  may 
be  a  profit  realized,  or  a  loss  sustained,  which  is  distinct  from  operat- 

ing profit  and  loss,  and  is  ordinarily  called  profit  and  loss  upon 
liquidation  or  realization  profit  and  loss.  In  the  books  of  the  vendor 

of  a  business  this  element  of  profit  or  of  loss  should  be  shown  dis- 
tinctively from  previous  operating  profit  and  loss. 

In  the  books  of  the  vendee  the  excess  of  value  paid  for  the  busi- 
ness, over  and  above  the  net  asset  value  shown  in  other  accounts,  may 

be  carried  in  an  account  captioned  goodwill. 
Goodwill  is  an  intangible  capital  asset,  which  should  be  taken  into 

the  books  ordinarily  only  upon  the  purchase  or  sale  of  a  business,  or 
upon  the  change  of  membership  in  a  firm,  and  which,  ordinarily, 
should  not  be  appreciated.  Under  certain  circumstances  goodwill 
may  be  written  down. 
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The  value  of  goodwill  should  be  distinctive  from  the  value  attach- 

ing to  locality,  to  advertising  expenditures,  to  patents,  or  to  trade- 
marks. 

If  goodwill  is  acquired  for  other  considerations  than  cash,  its  valu- 
ation is  difficult  to  determine.  Sometimes  the  sale  of  proprietorship 

interests  at  or  about  the  time  of  acquisition  may  be  indicative  of  the 
value  of  goodwill. 

The  valuation  of  goodwill  is  determined  by  a  consideration  of 
many  of  the  economic  factors  connected  with  sales. 

PROBLEM  53 

Shortly  after  the  beginning  of  a  year,  an  organization  decided  to  replace  an 

old  machine  with  a  more  modem  type  of  machine.  The  old  machine  cost  $4670, 

$3000  having  ITeen  written  into  the  reserve  for  depreciation,  and  upon  its  sale 
$100  in  cash  was  received.    Prepare  journal  entries. 

PROBLEM  54 

When  George  Stone  purchased  a  business,  the  receivables  acquired  were 

$25,000,  of  which  the  vendor  guaranteed  the  collection  of  $22,000.  During  the 

year  $23,200   of  these  receivables  were   collected.     Make   all   necessary   entries. 

PROBLEM  55 

The  following  items  appeared  in  the  Manufacturing  and  Trading  Statement 
of  Walter  Watson  for  the  year  1929 : 

Raw  material  consumed          $  42,000 

Manufacturing    costs             160,000 

202,000 

Opening  inventory  partly-finished  goods        $  12,000 

214,000 

Closing  inventory  partly-finished  goods            25,000 

189,000 

Opening  inventory  finished  goods            18  000 

207,000 

Closing  inventory  finished  goods            50  000 

Cost  of  goods  sold       $157,000 

Upon  investigation,  it  was  found  that  patterns  had  been  charged  in  the 
manufacturing  costs  at  their  original  cost  of  $12,000  whereas  the  depreciation 
was  $6000;  it  was  likewise  found  that  tools  purchased  during  the  year  had  been 
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charged  to  manufacturing  costs  at  their  original  cost,  $20,000,  whereas  their 

value  at  the  end  of  the  year  was  $16,000.  Items  to  the  amount  of  $20,000  had 

been  included  in  the  administrative  expenses  in  the  Profit  and  Loss  Section, 

instead  of  in  the  manufacturing  costs.  It  is  found  that  one-tenth  of  the  net 
difference  in  the  adjustment  of  the  manufacturing  costs  was  applicable  to  the 

closing  inventory  of  partly-finished  goods,  and  one-fifth  to  the  closing  inventory 
of  finished  goods. 

Prepare  statements  showing  adjustment  of  items  in  the  Manufacturing  and 

Trading   Section;    also   statement   showing  efifect  of   adjustments  as  to  income. 

PROBLEM  56 

A  building  cost  $100,000.  The  reserve  for  depreciation  account  stands  at 

$40,000. 
The  building  is  totally  destroyed  by  fire.  The  insurance  company  settles  for 

$55,000. 
Record  all  journal  entries  in  connection  with  the  fire  and  settlement  therefor. 

PROBLEM  57 

What  is  the  effect  on  the  trial  balance  when  controlling  accounts  are  used 

for  accounts  receivable  and  accounts  payable: 

1.  If  Accounts  Receivable  column  in  Cash  Receipts  Book  is  over-added  $100. 

2.  If  the  Purchases  Discount  column  in  the  Cash  Payments  Book  is  under- 
footed  $10? 

3.  If  a  sale  to  John  Jones  is  posted  to  his  account  as  $150  when  it  is  entered 
in  the  Sales  Book  as  $105? 

4.  If  Accounts  Payable  column  in  the  Purchases  Book  is  over-added  $1000? 
(Assume  only  one  column  in  the  Purchases  Book.) 

PROBLEM  58 

Mr.  Smith  uses  the  following  columnar  books,  Journal,  Sales,  Purchases,  Cash 
Receipts,  Cash  Payments,  Notes  Receivable,  Notes  Payable,  Sales  Returned,  and 
Purchases  Returned. 

a.  The  cash  receipts  book  showed  the  following  amounts  on  February  28: 

Customers,  $11,920.89;  sales  discount,  $189.25;  general  ledger  or  sundry  Cr., 

$7618.50.  Cash  sales:  Dept.  I,  $1764.10;  Dept.  11,  $1011.50;  Dept.  Ill, 
$1377.50.  Cash,  $23,503.24.  The  sundry  column  contains  investment  of  $5000; 
notes  receivable,  $618.50,  and  a  note  payable,  $2000. 

b.  The  Sales  Returned  Bock  showed  the  following:  Total  value  of  mer- 
chandise returned  by  customers,  $110.44;  divided  Dept.  I,  $60  and  Dept.  II, 

$50.44. 

c.  The  Sales  Book  showed  total  sales  on  account  $16,448.20;  divided  $4854.60 

to  Dept.  I;   $6748.11  to  Dept.  II;  and  $4845.49  to  Dept.  III. 

State  clearly  how  these  books  referred  to  in  a,  b,  and  c  would  be  posted, 
both  to  the  general  and  subsidiary  ledgers. 
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PROBLEM  59 

Calculate  the  amount  of  expired  insurance  premium  for  January  and  Febru- 

ary, 1929,  and  make  proper  adjusting  entries.  All  the  policies  are  on  merchan- 
dise and  are  for  one  year.  Unexpired  insurance  is  charged  when  the  insurance 

is  taken  out. 

Date  of  Policy Face  of  Policy Premium 

Jan.    10,  1928 

$5000 

$45 

Feb.     1,  1928 3000 27 

Jan.      1,  1929 5000 

48 

Feb.     1,  1929 2000 18 

Feb.  15,  1929 
4000 

PROBLEM  60 

42 

Smith  owes  Brown  $1200.  Smith  decides  to  make  a  cash  payment  of  $1000. 

In  order  to  do  this,  he  has  to  obtain  the  $1000  from  the  American  State  Bank, 

giving  his  note,  which  is  discounted  at  6%  for  90  days. 
Make  entries  on  the  books  of  Smith  when  he  receives  the  money  from  the 

bank  and  at  the  time  of  his  payment  to  Smith. 

PROBLEM  61 

Make  Journal  entries  for  the  following: 

a.  On  Feb.  3,  Mr.  X  draws  a  non-interest  bearing  60-day  sight  draft  for 
$500  on  Mr.  Y  in  favor  of  Mr.  Z.  It  is  accepted  on  Feb.  5  and  received  by 
Mr.  Z  on  Feb.  6.  Give  the  entries  on  the  books  of  Y  from  the  time  the  draft 

is  drawn  untU  it  is  paid  and  canceled. 

b.  On  Dec.  15,  we  discount  a  3-months'  non-interest-bearing  note  at  6%  with 
the  University  State  Bank.  This  note  was  given  to  us  by  one  of  our  customers, 
O.  L.  Smith,  on  Dec.  9  in  settlement  of  his  account  for  $300.  Show  all  entries 
on  our   books. 

(c)  May  20  the  Excello  Mfg.  Co.,  Chicago,  HI.,  ships  us  a  stock  of  goods 

invoiced  at  $805.  Terms  2/10/30,  f.  o.  b.  Chicago.  On  May  22  we  pay  the 
freight  of  $19.60.  May  28  we  return  $100  worth  of  the  merchandise  and  send 

a  cheek  to  settle  the  balance  of  the  account.  Show  in  journal  entry  form  all 
entries  on  our  books. 

PROBLEM  62 

Prepare  adjusting  entries  to  record  the  following  on  the  books  of  A.  B. 
Miller  before  preparing  statements  for  May  (omit  explanations  and  use  the 
transaction  numbers  as  dates)  : 

1.  Insurance  expiring  during  May,  $18.42. 

2.  Advertising  material  on  hand  charged  to  advertising  expense,  $31.40. 

3.  Advertising  bill  of  local  paper  not  yet  entered,  $16. 

4.  Wages  due  deliverymen,  $17.10;   salaries  of  clerks,  $64.20;   stenograpTier 
and  bookkeeper,  $45.    All  are  earned  but  not  paid. 
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5.  Interest  accrued  on  notes  owed,  $17.70. 

6.  Rent  of  store  for  May,  $150,  has  not  been  paid  by  ub. 

7.  Interest  accrued  on  notes  held  against  customers,   $11.60. 

8.  Supplies  for  trucks  on  hand,  $36.20;   they  were  charged  to  delivery  ex- 
pense when  bought  and  paid  for. 

9.  Interest  on  notes  payable  paid  in  advance,  $9.72. 

10.  Loss  on  had  debts  is  estimated  as  Hi  of  1%  of  the  net  sales,  which  are 

$12,264.78  for  the  month  of  May. 

11.  Depreciation  on  delivery  equipment  is  estimated  at  20%  a  year;  on  store 

fixtures  and  oflSce  equipment  at  10%  a  year.  The  delivery  equipment  cost  $1500, 
store  fixtures  $1470  and  ofiice  equipment  $1150. 

12.  Interest  on  notes  receivable  paid  us  in  advance,  $11.42. 



CHAPTER  XI 

PARTNERSHIP  ACCOUNTS 

There  are  three  basic  forms  of  legal  business  organization:  the 

sole  proprietorship,  the  partnership,  and  the  corporation. 
The  sole  proprietorship  is  that  form  in  which  one  person  is  the 

proprietor  of  the  business. 

The  partnership  is  that  form  in  which  two  or  more  persons  con- 
tribute their  money,  property,  or  services  in  an  undertaking  for  the 

purpose  of  joint  profit. 
At  this  time  it  is  not  desired  to  go  into  the  details  of  the  corporate 

form,  other  than  to  say  that  under  the  corporate  form  of  organization 
an  entity  is  created  distinctive  from  the  persons  composing  it. 

Thus  far  w^e  have  considered  the  sole  proprietorship.  It  is  our 
purpose  in  this  chapter  to  consider  the  partnership. 

Analyzing  the  definition  just  given  of  a  partnership,  it  is  appar- 
ent that  there  must  be  upon  the  part  of  each  of  the  persons  asso- 

ciated: (1)  a  contribution  of  money,  property,  or  services  and  (2) 

an  understanding  that  the  purpose  of  the  association  is  the  achieve- 
ment of  joint  profit. 

In  addition  to  these,  each  partner  has  the  right  to  represent  the 
firm  in  all  matters  which  come  within  the  scope  of  the  partnership 

business,  and  to  bind  the  firm  upon  such  matters  in  his  dealings  with 
third  persons.  On  questions  of  policy,  should  there  be  more  than 
two  partners,  the  majority  of  the  partners  rule.  This  is  subject  to 
the  exception  that  if  there  is  a  fundamental  change  suggested  in  the 

business — such  as  engaging  in  a  business  different  from  that  orig- 
inally contemplated — all  of  the  partners  must  concur. 

The  keeping  of  the  accounts  of  a  partnership  differs  from  that 
of  the  sole  proprietorship  in  the  following  respects: 

(a)  That  distinctive  capital  accounts  are  raised  for  each  partner. 
(b)  That  a  distribution  of  the  profits  of  the  partnership  must  be 

made  among  the  partners. 

(c)  That  upon  dissolution  the  accounts  should  clearly  reflect  the 

exact  status  of  each  partner's  interest  in  the  enterprise. 
133 
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Distinctive  Capital  Accounts. — For  each  partner  a  capital  ac- 
count should  be  raised  in  which  there  is  recorded  his  share,  as  a  pro- 

prietor, in  the  partnership.  If  the  partner  loans  money  to  the  part- 
nership ;  the  credit  to  the  creditor  partner  should  appear  in  an  ac- 

count distinctive  from  his  capital  account.  In  addition  to  the  capital 
account,  there  is  usually  as  to  each  partner  a  withdrawal  account. 

In  this  withdrawal  account  are  recorded  the  withdrawals  of  the  part- 
ner in  the  same  manner  as  the  withdrawals  of  a  sole  proprietor  may 

be  recorded  in  his  withdrawal  account. 

The  following  entry  illustrates  the  method  of  opening  the  books  of 
a  partnership,  assuming  that  the  assets  shown  are  those  contributed 
by  the  partners. 

Dr.         Cr. 

Real   Estate        $7000 
Cash       5000 

George  Bailey ;  Capital      $7000 
Wm.  Baker ;  Capital       5000 

For  partnership  this  day  formed  under  agree- 
ment dated    ,  between  George  Bailey 

and  Wm.  Baker,  under  the  firm  name  of 
Bailey  &  Baker,  to  engage  in  the  business 
of   

If  desired,  the  entries  may  be  so  made  as  to  show  the  contribution 

of  each  partner;  in  which  case — assuming  that  Bailey  had  contrib- 

uted the  real  estate — Real  Estate  would  be  debited  $7000  and  Bailey 
credited  $7000;  Cash  would  be  debited  $5000  and  Baker  credited 
$5000.  After  the  journal  entry  has  been  made,  the  accounts  are 
opened  in  the  ledger  and  such  accounts  are  raised  from  time  to  time 

as  are  necessary  to  record  the  business  transactions  of  the  firm,  in 
the  same  manner  as  for  a  sole  proprietor. 

Distribution  of  Profits. — The  profit  and  loss  of  a  partnership  is 
found  in  the  same  manner  as  in  the  case  of  a  sole  proprietor.  After 
the  net  income  or  net  loss  has  been  determined,  the  amounts  must  be 
distributed  to  the  credit  of  the  respective  partners  in  accordance  with 

their  right  to  share  in  the  profits  and  their  accountability  for  losses. 
If  the  respective  shares  of  profit  are  clearly  set  forth  in  the  agree- 

ment, then  the  agreement  is  followed.  If  the  agreement  is  silent  as  to 
the  distribution  of  profits  and  losses,  the  rule  is  that  profits  are  to  be 
divided  evenly  as  between  the  several  partners.  This  rule  is  followed 
regardless  of  the  fact  that  the  capital  contributions  of  some  of  the 
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partners  may  have  been  greater  than  those  of  others  of  the  partners. 
The  reason  for  this  is  that  the  services  rendered  by  certain  of  the 
partners  might  have  a  greater  worth  than  the  services  of  the  others, 
in  which  case  the  value  of  the  services  of  a  partner  who  contributed 

the  smaller  amount  in  money  or  property  may  offset,  from  the  stand- 
point of  value,  the  larger  contribution  of  the  other  partner  or 

partners. 
Sometimes  the  agreement  provides  for  the  distribution  of  profits, 

nothing  being  said  about  losses.  In  this  case  the  weight  of  opinion 
favors  the  dividing  of  the  losses  in  the  same  proportions  as  the  profits 
are  divided.  Thus  if  the  agreement  is  silent  as  to  either  profits  or 
losses,  both  profits  and  losses  are  divided  equally;  if  the  agreement 

provides  that  profits  shall  be  divided  one-third  to  one  partner,  and 
say  two-thirds  to  the  other  partner — assuming  two  partners — then  the 
losses  would  be  divided  in  like  proportions. 

There  are  times  when  a  partner  will  contribute  only  services,  and 
a  loss  is  incurred.  The  weight  of  legal  opinion  in  this  case  is  that 
the  partner  contributing  the  services  must  stand  for  his  proportion 
of  the  loss.  This  view  is  just  in  that  the  failure  of  that  partner  to 
render  a  full  measure  of  services  may  have  been  responsible,  at  least 
in  a  degree,  for  the  incurrence  of  the  loss. 

Ordinarily  each  share  of  the  net  profit  or  net  loss  is  transferred 
to  the  withdrawal  account  of  the  partner,  and  the  balance  then  shown 

in  the  withdrawal  account  transferred  to  the  Capital  account.  En- 
tries here  are  identical  with  those  for  the  sole  proprietor,  excepting 

that  there  is  a  distinct  entry  as  to  each  partner. 
For  example,  assuming  a  profit,  and  that  withdrawals  do  not 

exceed  profits: 

Profit  and  Loss  (net  profit)     
A,  Withdrawal  account        
B,  Withdrawal  account        
C,  Withdrawal  account       

Division  of  profits  for  the  year. 

A,  Withdrawal  account   
B,  Withdrawal  account   
C,  Withdrawal  account   

A,  Capital  account    
B,  Capital  account    
Q,  Capital  account    

Transferring  balances  of  Withdrawal  accounts. 
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Interest. — Quite  frequently  the  question  of  interest  arises  in 
connection  with  the  accounts  of  the  partnership.  Such  interest  may 

be  divided  into  three  general  classes:  so-called  interest  on  capital 

accounts,  interest  on  partners'  advances,  and  interest  on  withdrawals. 
So-called  interest  on  capital  accounts  of  partners  is  to  be  regarded 

as  nothing  more  nor  less  than  an  expedient  for  the  distribution  of 
profit  or  loss.  It  is  sometimes  used  for  the  purpose  of  equalizing 

the  distribution  of  profits  and  losses  when  the  partners'  capital  con- 
tributions are  uneven  in  amount.  Partners  may  be  regarded  as  con- 

tributing cash  or  property,  and  also  services.  So-called  interest  may 
be  allowed  as  representing  the  amount  of  profit  due  to  capital  em- 

ployed, the  remainder  of  the  profits  being  distributed  equally  on  the 
basis  of  a  presumably  equal  contribution  of  services. 

This  so-called  interest  is  not  to  be  regarded  as  an  expense  of  the 
partnership,  but  merely  a  distribution  of  profits  and  losses.  Thus 
the  net  profit  result  is  first  determined,  and  entry  is  then  made 

charging  Profit  and  Loss  with  the  so-called  interest  and  crediting 
each  of  the  partners  with  his  respective  amount ;  the  balance  then 

shown  is  distributed  among  the  several  partners'  accounts,  ordinarily 
evenly.  These  entries  are  the  same  regardless  of  whether  there  has 
been  a  profit  or  a  loss. 

For  example,  A's  capital  is  $5000 ;  B's,  $10,000.  So-called  interest 
at  6%  is  to  be  credited  each  partner  on  his  capital,  and  all  other 
profits  are  divided  equally;  the  net  profit  is  $8000.  Assuming  no 
withdrawals  the  entries  would  be: 

Profit  and  Loss  (net  profit)       $900 
A,  Capital  account    $300 
B,  Capital  account    600 

Crediting  partners  with  interest  on  capital  for  year 

Profit  and  Loss  (net  profit)    $7100 
A,  Withdrawal  account    $3550 
B,  Withdrawal  account    3550 

Closing  balance  of  profit  to  withdrawal  accounts 

Interest  on  partners'  advances  is  distinctive  from  so-called  inter- 

est on  partners'  capital  accounts.  A  partner's  advance  is  a  bona-fide 
loan  made  by  one  of  the  partners  to  the  partnership.  To  the  extent 
of  this  loan,  the  partner  is  to  be  regarded  as  a  creditor.  The  interest 

on  the  loan  is  accordingly  an  expense.     Unlike  so-called  interest  on 
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partners'  capital  accounts,  interest  on  partners'  advances  is  charge- 
able against  gross  income  before  determining  net  income. 

Sometimes  interest  is  charged  on  withdrawals.  In  this  case  the 

partner's  withdrawal  account  is  charged  with  the  amount  of  the 
interest,  and  a  credit  is  made  to  Profit  and  Loss  or  interest  income. 
It  is  desirable  that  this  credit  be  sho%vn  distinctively  from  operating 

profit  and  loss.  The  balance  in  the  Profit  and  Loss  account  is  then 
distributed  in  the  usual  manner. 

Salaries  of  Partners. — Under  the  law  it  is  the  duty  of  each 

partner  to  devote  all  of  his  time  to  the  partnership  unless  the  agree- 
ment provides  otherwise.  Accordingly  his  compensation  is  deemed 

to  be  composed  exclusively  of  his  share  of  the  profits.  So-called 

partners'  salaries  constitute  merely  a  means  of  distributing  profit 
and  are  to  be  so  regarded  unless  the  agreement  specifically  provides 
that  they  are  chargeable  as  expense. 

The  extent  to  w^hich  the  law  imposes  this  obligation  of  service 
upon  a  partner  is  evident  in  cases  of  dissolution.  It  has  been  held 
that  when  a  partner  dies,  the  remaining  partners  are  not  entitled 
to  any  compensation  for  extra  services  performed  in  liquidating  the 
partnership  other  than  their  usual  profits.  The  only  instance  in 

which  the  law  recognizes  the  right  to  extra  compensation  on  dissolu- 
tion is  in  cases  where  the  dissolution  has  been  caused  by  the  mis- 

conduct of  a  partner  or  partners. 

Capital  Gains  and  Losses. — It  may  happen  that  a  partner  has 
contributed  property,  and  that  the  property  has  been  sold  shortly 

thereafter  at  a  price  which  is  less  than  the  original  cost  and  reason- 
able depreciation.  Assuming  that  reasonable  depreciation  has  been 

entered  in  the  books,  and  the  selling  price  is  less  than  the  book  value, 
there  would  be  a  loss.  In  this  case  the  legal  rulings  are  that  the  loss 
is  to  be  regarded  on  the  same  basis  as  an  operating  loss,  and  is  not 
chargeable  exclusively  to  the  partner  contributing  that  property.  The 
same  is  true  of  a  gain,  that  is  to  say,  the  gain  is  regarded  as  the  income 
of  the  partnership,  to  be  distributed  the  same  as  operating  profits, 

and  not  to  apply  exclusively  to  the  account  of  the  partner  contrib- 
uting the  property. 

Liability  of  Partners. — Creditors  of  a  partnership  not  only  have 
the  right  to  collect  their  claims  from  the  partnership  assets,  but  also 
to  collect  their  claims  from  the  individual  property  of  the  partners. 
Thus  a  partner  risks  his  individual  wealth  as  well  as  his  investment 
in  the  partnership  business. 

A  creditor  of  an  individual  member  of  a  partnership  has  the 
right  to  proceed  against  his  share  should  the  creditor  be  unable  to 
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collect  from  his  private  property.  Although  the  creditor  ordinarily 

has  the  choice  and  may  proceed  against  the  partner's  share  before 
attempting  to  collect  from  his  other  propertj^  yet  at  the  instance 
of  another  creditor,  the  courts  will  often  compel  the  creditor  to  resort, 
in  the  first  instance,  to  the  other  property  of  the  partner. 

It  does  not  follow  that  individual  creditors  and  firm  creditors 

have  equal  rights.  The  firm  creditor  not  only  has  a  right  in  the 
partnership  assets,  but  in  the  assets  of  each  of  the  partners.  The 
individual  creditor  only  has  a  right  in  the  property  of  the  debtor 
partner  and  in  his  share  in  the  partnership.  Thus  it  is  that  if  the 

other  partners  have  claims  against  their  co-partner,  these  claims 
may,  under  certain  circumstances,  be  superior  to  that  of  the  individ- 

ual creditors  of  the  partner. 
The  general  rule  in  cases  of  bankruptcy  of  a  firm  is  that  the 

firm  creditors  have  first  rights  in  the  firm  assets,  and  the  individual 
creditors  first  rights  in  the  assets  of  the  individuals. 

Kinds  of  Partners. — The  several  kinds  of  partners  are :  osten- 
sible, secret,  active,  dormant,  limited  and  general. 

An  ostensible  partner  is  one  who  is  known  to  the  world  at  large 
to  be  a  partner. 

A  secret  partner  is  one  whose  connection  with  the  partnership  is 
not  divulged  to  the  world  at  large. 

An  active  partner  is  one  who  participates  actively  in  the  business. 
A  dormant  partner  is  one  who  does  not  participate  actively  in 

the  business. 

A  limited  partner  is  one  w^hose  liability  for  the  partnership  debts 
is  limited  to  the  amount  of  his  investment,  or  agreed  investment,  in 
the  partnership. 

A  general  partner  is  one  whose  liability  is  not  limited. 

With  respect  to  the  last  two — a  limited  partner  and  a  general  part- 
ner— in  most  states  there  are  restrictions  respecting  the  limited  part- 

ners. For  example,  in  some  states  a  limited  partner  must  contribute 
his  capital  in  cash,  and  he  is  held  liable  to  the  full  amount  of  the  cash 
he  has  contributed,  or  agreed  to  contribute.  In  other  states,  the 
restriction  may  be  that  there  must  be  a  certain  number  of  general 

partners  in  proportion  to  the  number  of  limited  partners. 
If  a  partner  permits  his  name  to  be  used  as  a  partner,  and  leads 

the  world  to  believe  that  he  is  a  partner,  he  is  held  liable  under  the 
law  as  a  partner  so  far  as  creditors  are  concerned. 

Dissolution  of  a  Partnership. — There  are  a  number  of  causes 
which  may  bring  about  the  dissolution  of  a  partnership.  Among 
these  are  the  death  of  any  of  the  partners,  ordinarily  the  transfer 
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of  the  share  or  interest  of  a  partner,  the  voluntary  retirement  of  a 

partner,  the  bankruptcy  or  insanity  of  one  of  the  partners,  the  mis- 
conduct of  a  partner,  or,  in  some  cases,  the  impossibility  of  continuing 

the  partnership  business  on  a  profitable  basis. 

The  fact  that  the  partnership  agreement  provides  that  the  partner- 

ship is  to  continue  for  a  fixed  period  of  time  does  not  alter  the  pos- 
sibility of  dissolution.  Aside  from  the  elements  of  death,  bankruptcy 

and  insanity,  a  partner  may  voluntarily  retire  at  any  time  he  sees 

fit.  The  only  remedy  of  the  remaining  partners  is  to  recover  dam- 
ages from  the  retiring  partner  for  such  losses  as  have  been  sustained 

by  reason  of  his  retirement  before  the  date  set  forth  in  the  agreement. 
Upon  dissolution  of  a  firm,  and  the  realization  of  its  assets,  they 

are  to  be  applied  as  follows: 

(a)  In  paying  off  the  claims  of  creditors. 
(6)  In  paying  off  the  advances  of  partners. 
(c)   In  paying  the  amounts  showTi  in  the  capital  accounts  of  the 

respective  partners,  after  they  have  been  adjusted  to  reflect 
all  profits  and  losses. 

Under  the  decisions  prevailing  in  most  of  the  states,  gains  or 

losses  upon  the  liquidation  of  the  partnership  business  are  distributed 

in  the  same  proportion  as  operating  gains  or  losses.  If  the  remain- 
ing partners  desire  to  continue  the  business,  then  some  arrangement 

must  be  made  as  to  the  values,  with  either  the  retiring  partner  or 

with  the  estate  of  the  partner  who  has  died.  The  effect  is  a  dissolu- 
tion of  the  partnership  which  has  existed  and  the  creation  of  a  new 

partnership. 

It  may  happen  that  one  of  the  partners'  capital  accounts  shows 
a  debit  balance;  that  is,  that  the  partner  owes  the  firm,  on  account 
of  losses,  a  given  amount.  If  the  debtor  partner  pays  the  amount 
into  the  partnership,  his  account  would  be  credited  with  this  amount 
and  the  assets  debited.  The  assets  would  then  be  distributed  in 

accordance  with  the  balance  showTi  in  the  remaining  partners'  ac- 
counts. For  example :  the  assets  after  payment  of  debts  are  $25,000. 

A's  accounts  show  a  debit  balance  of  $5000,  and  B's  and  C's  accounts 
show  a  credit  balance  of  $15,000  each.  Upon  the  payment  by  A, 

the  assets  would  be  increased  to  $30,000.  His  account  would  be  bal- 
anced by  a  credit  entry  of  $5000.  $15,000  would  be  then  distributed 

to  each  of  the  other  partners. 

Perhaps  the  debtor  partner  may  not  pay.  In  this  ease,  the  weight 
of  legal  opinion  is  that  the  amount  of  the  debt  is  to  be  regarded  as 
a  loss  and  is  to  be  treated  the  same  as  any  other  loss.     Assuming 
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the  case  just  given,  and  that  the  partners  divided  profits  and  losses 

one-third  each,  this  would  mean  that  B's  share  of  the  loss  would  bo 

one-half  and  C's  share  one-half.  Accordingly  each  of  the  two  partners 
would  receive,  upon  tlie  dissolution,  $12,500. 

Installment  Distribution. — The  winding  up  of  a  partnership  may 
involve  the  sale  of  the  business  as  a  going  concern,  or  the  sale  of  the 
business  on  the  basis  of  selling  the  individual  assets.  In  the  latter 

instance  the  liquidation  may  be  gradual,  and  it  may  be  desired  to 
effect  installment  distribution. 

The  general  rule  as  to  installment  distributions  is  this:  It  is 

assumed,  at  the  time  of  making  an  installment  payment  to  partners, 
that  all  of  the  remaining  assets  are  lost  other  than  those  realized 

upon,  and  each  partner's  share  is  then  determined,  assuming  that  his 
account  has  been  debited  with  his  pro  rata  share  of  the  loss.  The 
balance  then  remaining  in  the  account  is  available  for  distribution 
as  to  that  partner,  assuming  such  a  balance  to  exist. 

For  example,  A  and  B  are  in  partnership.  A's  capital  account 
is  credited  with  $5000,  B's  with  $7000,  the  assets  being  $12,000.  Of 
these  assets,  $3000  is  realized  in  cash.  Profits  and  losses  are  dis- 

tributed one-third  to  A,  and  two-thirds  to  B.  Assuming  the  remainder 
of  the  assets  lost,  there  would  be  a  loss  of  $9000,  $3000  of  which 
would  be  chargeable  against  A  and  $6000  against  B.  If  this  $3000 

is  deducted  from  the  balance  in  A's  account,  $5000,  the  result  is 
$2000.  If  the  $6000  is  deducted  from  the  balance  in  B's  account,  the 
result  is  $1000.  Accordingly  the  distribution  of  the  $3000  is  $2000 
to  A  and  $1000  to  B. 

A  more  complicated  case  arises  should  the  share  of  the  partner's 
presumed  loss  be  greater  than  the  balance  existing  in  his  account. 
For  example.  A,  B  and  C  are  in  partnership  with  capital  accounts 
as  follows :  A,  $5000 ;  B,  $10,000 ;  C,  $15,000.  The  total  of  the  assets 
is  $30,000 ;  $6000  has  been  realized  and  profits  and  losses  are  divided 

one-third  each.  Assuming  all  unrealized  assets  lost,  the  amount  of 
estimated  loss  would  be  $24,000,  or  $8000  for  each  partner.  In  the 
case  of  A,  there  would  be  a  $3000  excess  charge  for  the  assumed 
loss.  Accordingly  in  addition  to  the  $8000  to  be  charged  B  and  C, 
$1500  would  be  charged  each,  representing  a  loss  in  the  event  that 
all  the  remaining  assets  were  lost  and  in  the  event  that  A  did  not 
pay  his  share.  This  would  mean  that  $9500  would  be  subtracted 

from  the  balance  of  B's  account,  leaving  $500  as  his  share  in  the 
$6000  distributed;  and  $9500  from  the  $15,000  of  C,  leaving  $5500 
as  his  share  of  the  $6000  distributed.  Subsequent  distributions  would 
be  made  in  the  same  manner,  as  the  assets  were  realized. 
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Smnmary. — The  three  basic  forms  of  legal  organization  are  the 
sole  proprietorship,  the  partnership,  and  the  corporation. 

A  partnership  is  created  by  agreement  between  two  or  more  per- 

sons to  contribute  their  money,  property,  or  services  in  an  under- 
taking for  the  purpose  of  joint  profit. 

The  accounts  of  a  partnership  differ  from  those  of  a  sole  pro- 
prietor in  that  distinctive  accounts  are  kept  for  each  partner,  and 

in  that  there  must  be  a  distribution  as  between  the  partners  of  the 
profits  or  losses  of  the  partnership. 

If  the  agreement  specifies  the  division  of  profits  and  losses,  the 
distribution  is  made  accordingly.  If  the  agreement  is  silent  as  to 
profits,  they  are  to  be  divided  equally ;  if  silent  as  to  losses,  they  are 
to  be  divided  in  the  same  proportions  as  profits.  If  the  agreement  is 
silent  as  to  both,  they  are  both  divided  equally. 

So-called  interest  on  partners'  capital  accounts,  and  so-called  sal- 
aries of  partners,  are  to  be  regarded  as  a  method  of  distributing 

profits  unless  the  agreement  provides  that  salaries  are  to  be  charged 
against  profits. 

Capital  gains  and  losses  and  liquidation  gains  and  losses  are,  under 
the  rulings  prevailing  in  most  of  the  states,  to  be  distributed  the  same 
as  operating  profits  and  losses. 

Death,  insanity,  bankruptcy,  the  transfer  of  a  share  or  interest, 
the  misconduct  or  the  voluntary  retirement  of  a  partner,  and  also 
the  impossibility  of  continuing  the  partnership  business  profitably, 
may  be  causes  for  the  dissolution  of  a  partnership. 

Upon  dissolution  of  the  firm,  the  amounts  realized  from  its  assets 

are  to  be  applied  (1)  to  paying  off  creditors,  (2)  to  paying  off  the 
advances  of  partners,  and  (3)  to  paying  whatever  is  due  the  partners 
for  their  capital  interests. 

PROBLEM  63 

A  decides  to  take  B  into  partnership.  The  book  value  of  A  's  assets  is  $7000. 
He  agrees  to  give  B  one-half  interest  for  $10,000  in  cash;  $3000  representing  a 
payment  for  goodwill.  Give  journal  entries  under  each  of  the  following  circum- 

stances: (a)  in,  case  A  puts  the  $3000  in  his  private  funds  and  does  not  let 
it  go  into  the  business;   (b)  in  case  the  $3000  is  taken  into  the  business. 

PROBLEM  64 

A  has  capital  of  $6000  and  B  $3000  in  tho  partnership  of  A  4-  B.  Each  ia 
entitled  to  5%  so-called  interest  on  his  capital,  profits  being  divided  equally. 
Nothing  is  said  in  the  agreement  about  losses,  and  a  loss  is  incurred  of  $4000. 
Give  journal  entries,  assuming  no  withdrawals. 
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PEOBLEM  65 

A,  B  and  C  are  in  partnership,  A  contributing  $10,000,  B  $8000  and  C  his 

skill.  Profits  and  losses  are  divided:  A  one-half,  B  ore-fourth,  and  C  one- 
fourth.  The  business  is  dissolved  at  the  end  of  the  first  year  and  there  is  cash 

on  the  books  of  $12,000,  representing  the  asset  value  after  all  debts  are  paid. 
Give  entries  to  wind  up  the  business. 

PROBLEM  66 

Upon  the  dissolution  of  the  partnership  of  A,  B  4-  C  the  capital  accounts 
were:  A,  $20,000;  B,  $8000;  and  C,  $2000,  the  assets  being  $30,000.  The  liquida- 

tion was  gradual  and  installment  distributions  were  made  as  follows:  first, 
$5000;  second,  $8000;  and  third,  $17,000.  Profits  and  losses  are  distributed: 

A  two-fifths,  B  two-fifths,  and  C  one-fifth.  Prepare  a  table  showing  the  amount 
that  each  would  receive  upon  the  distribution   of  each  installment. 

PEOBLEM  67 

On  Jan.  1,  H.  F.  Sharp  and  C.  D.  Davis  start  in  the  grocery  business  as 

partners.  Sharp  invests  the  following  assets:  Cash,  $1500;  furniture  and  fix- 
tures, $2000;  merchandise  inventory,  $3500;  and  two  delivery  trucks  worth  $1600. 

The  partnership  assumes  a  note  of  Sharp's  for  $800. 
Davis  has  only  $600  cash,  but  he  holds  a  note  signed  by  Arthur  Strong  for 

$400.     The  note  runs   for  3   months  and  is  dated  Dec.   1,   1919.     The  note  is 

accepted   at   6%    discount    along   with   Davis's   cash.      Davis   signs   his   own    7% 
interest-bearing  note  for  enough  to  increase  his  capital  to  that  of  Sharp's. 

(a)  Make  entries  in  journal  to  record  partners'  investments. 

PEOBLEM  68 

The  following  are  the  account  balances  found  in  the  ledger  of  H.  M.  Black 
and  V.  E.  Sloan,  partners  in  a  grocery  business: 

Cash,  $1000;  accounts  receivable,  $2000;  inventory,  $4000;  office  fixtures, 

$2000;  notes  payable,  $2000;  H.  M.  Black,  capital,  $2400;  V.  E.  Sloan,  capital, 

$3000;  sales,  $12,000;  purchases,  $8000;  sales  returns  and  allowances,  $200; 
purchases  returns  and  allowances,  $250;  freight  and  cartage  in,  $350;  selling 

expenses,  $1000;  general  expenses,  $1200;  interest  income,  $400;  sales  discount, 

$300. 
a.  Set  up  the  trial  balance. 

b.  Make  adjusting  journal  entries  for  the  following  facts  which  should  be 
considered  before  closing  the  ledger: 

1.  %  of  1%  of  sales  should  be  reserved  for  loss  on  bad  debts. 
2.  Interest  accrued  on  notes  payable  is  $20. 

3.  Eent  of  $150  is  accrued  on  the  building  occupied  by  the  partnership. 

c.  Taking  into  consideration  the  above  adjustments,  prepare  a  Profit  and  Loss 

Statement  in  report  form  and  a  Balance  Sheet  in  account  form  (new  inventory 
is  $.3600). 

d.  Prepare  compound  journal  entries  to  close  the  ledger,  framing  the  entries 
from  the  Profit  and  Loss  Statement. 
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e.  Make  any  readjusting  entries  in  journal  form  which  you  consider  neces- 
saiy  after  having  closed  your  books. 

PROBLEM  69 

1.  Make  journal  entries  for  the  following  on  the  books  of  Strong  &  Weak: 

Strong  Weak 
Cash  withdrawn          300  200 

Merchandise  taken  homo  at  sales  price           50  60 
Salaries  for  the  month        200  200 

2.  At  the  end  of  the  year  the  debit  balance  of  the  Profit  and  Loss  account 
is  $600. 

3.  At  what  figure  would  each  partner's  investment  appear  in  a  balance 
sheet  now? 

PROBLEM  70 

Prepare  entries  in  journal  form  to  record  the  following  transactions  on  the 
books  of  ̂ \Tiite  &  Black   (number  the  entries  in  the  middle  of  the  page) : 

1.  Jan.  1.  E.  C.  White  and  T.  J.  Black  begin  business  as  partners,  shar- 
ing losses  and  gains  equally.  R.  C.  White  invests  cash  $2000  and  furniture  and 

fixtures  worth  $3000.  T.  J.  Black  invests  merchandise,  $1000,  buildings,  $4000, 

land,  $2000,  and  an  account  due  from  H.  L.  Smith  for  $1800.  The  partnership 

assumes  the  following  liabilities  for  T.  J.  Black:  a  6%  mortgage  on  the  build- 
ing, $2000,  and  interest  accrued  on  the  mortgage,  $40. 

2.  Jan.  3.  They  purchase  from  the  A.  B.  Company  merchandise  $1000 

on  account.     Terms  2/10;   n/30  f.  o.  b.  White  and  Black's  station. 
3.  Jan.  4.  They  discount  their  90-day  note  for  $600  (dated  today)  at 

the  bank  at  6%,  and  receive  credit  for  the  proceeds. 

4.  Jan.  5.  They  pay  $40  freight  on  merchandise  bought  from  A.  B.  Com- 
pany Jan.  3  (see  No.  2  above). 

5.  Jan.  8.  They  send  A.  B.  Company  a  check  for  $600  to  apply  on  ac- 
count.    Allow  the  proper  amount  of  discount.     (See  No.  2,  above.) 

6.  Jan.  13.  They  draw  a  10-day  two-party  sight  diaft  on  H.  L.  Smith 
(see  No.  1  above)   for  the  amount  due  by  him.     He  accepts  today. 

7.  Jan.  14.  They  give  T.  Adams,  to  apply  on  account,  a  90-day  note, 
dated  Nov.  3  for  $800.     It  is  accepted  less  6%  discount. 

8.  Jan.  15.  Mr.  Harms,  a  customer,  returns  to  them  damaged  goods  $22. 
He  also  asks  for  and  is  allowed  an  adjustment  of  $10  because  a  part  of  the 
merchandise  sold  him  was  not  up  to  standard. 

9.  Jan.  18.  They  accept  a  draft  for  $300  due  30  days  after  sight,  drawn 

by  R.  A.  Clark,  Danville,  Illinois,  in  favor  of  T.  J.  Hood  Co.,  Chicago,  HI.  The 
draft  is  dated  Dec.   17. 

10.  Jan.  19.  They  draw  a  30-day  sight  draft,  for  $300,  on  T.  Munson,  a 
customer,  in  favor  of  H.  Jones,  a  creditor.     Munson  accepts. 

11.  Jan.  20.  They  receive  from  M.  W.  Brown  a  3-months'  6%  note  for 

$450  and  a  check  for  $108.25  in  payment  of  a  3-months'  note,  $550  and  6% 
interest  on  the  old  note. 

12.  Jan.  23.     H.  L.  Smith  pays  the  draft  signed  by  him  on  Jan.  13. 
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PROBLEM  71 

Instructions: 

(a)  Prepare  entries  in  journal  form  to  record  the  following  transactions  on 
the  books  of  Boberts  and  Clark. 

(b)  Number  the  entries  in  the  middle  of  the  page. 

(c)  These  are  disconnected  transactions. 

1.  Jan.  1.  J.  Roberts  and  G.  Clark  form  a  partnership  with  investments 

as  follows:  Roberts  invests  cash,  $1450  and  a  note  for  $550  signed  by  Albert 

Swanson.  Clark  invests  cash,  $150;  merchandise,  $1400;  furniture  and  fixtures, 

$500;  a  delivery  truck,  $450,  and  an  account  due  from  George  Hays  for  $200, 

2.  Jan.  2.  They  buy  from  Skinner  &  Co.  merchandise  for  $750  on  ac- 

count.    Terms  2/10;  n/30  f.  o.  b.  Skinner  and  Co. 's  station. 
3.  Jan.  3.  They  pay  freight  on  merchandise  purchased  from  Skinner  & 

Co.,  $9.40. 
4.  Jan.  4.  They  sell  merchandise  to  John  Bowen  for  $250  on  account, 

terms  3/10;  n/30. 
5.  Jan.  5.  They  receive  an  allowance  of  $40,  because  of  damaged  goods, 

on  the  bill  for  the  merchandise  bought  from  Skinner  &  Co.  on  Jan.  2. 

6.  Jan.  9.  They  send  Skinner  &  Co.  a  check  for  $300  to  apply  on  ac- 
count.    They  take  a  2%  discount. 

7.  Jan.  10.  They  draw  a  10-day  sight  draft  for  $200  on  T.  A.  Wise  in 
favor  of  A.  B.  Wilson.     Wise  accepts  today  and  the  draft  is  sent  to  WUson. 

8.  Jan.  11.  They  receive  from  M.  T.  Kahn  a  $600  non-interest-bearing 
note  on  account.  The  note  is  dated  Jan.  1,  runs  for  90  days,  and  is  accepted 
at  a  discount  of  6%  for  the  time  it  has  yet  to  run. 

9.  Jan.  12.  They  accept  a  30-day  sight  draft  drawn  on  them  by  G.  A, 
Short  in  favor  of  T.  M.  Sills.     The  draft  is  for  $100. 

10.  Jan.  13.    John   Brown   is   allowed   $14.80    for  payment   of   freight   on 
goods  sold  him  Jan.  4. 

11.  Jan.  14.     They  receive  from  T.  Thomas,  to  apply  on  account,  a  3-months' 
note  dated  today,  for  $600.     The  note  bears  6%  interest. 

12.  Jan.  15.     They  buy  a  new  delivery  truck  for  $1000,  giving  in  payment 

therefor  $600  cash  and  their  7%  interest -bearing  note  for  the  balance. 
13.  Jan.  16.     J.   Roberts  increases  his  investment  by   turning   over   to   the 

firm  $1000  additional  cash. 

14.  Jan.  20.     They  pay  fire  insurance  premium  of   $100    for   a   three-year 
policy. 

15.  They  receive  a  check  from  H.  Jones  in  fuU  of  account.  The  balance 

of  Jones'  accoimt  was  $200  and  he  was  allowed  a  3%  discount. 



CHAPTER  XII 

CORPORATION  ACCOUNTS 

Of  the  three  basic  forms  of  legal  organization — sole  proprietor- 

ship, the  partnership,  and  the  corporation — the  corporation  is  the 
most  modern.  The  corporation  has  characteristics  that  differ  from 

those  of  the  partnership,  and  it  is  these  characteristics  which  have 
caused  the  corporate  form  of  organization  to  be  favored  so  extensively. 

Distinctions  between  a  Corporation  and,  a  Partnership. — The 
principal  distinctions  between  a  corporation  and  a  partnership  are: 

(o)  The  partnership  is  the  result  of  an  agreement  between  indi- 
viduals ;  whereas  the  corporation  is  the  result  of  an  agreement 

between  individuals  and  the  state. 

(6)  The  members  of  an  ordinary  partnership  are  each  liable, 
individually,  for  the  debts  of  the  partnership ;  the  proprietors 

in  a  corporation  are  subject  only  to  a  limited  liability,  pre- 
sumably measured  by  the  amount  originally  invested. 

(c)  Changes  in  the  membership  of  a  partnership  result  in  the 

dissolution  of  the  firm;  a  corporation  continues  to  exist  de- 
spite changes  in  its  membership. 

(d)  Each  member  of  a  partnership  has  the  right  to  represent  and 
to  bind  all  members  upon  business  matters  falling  within  the 

scope  of  a  partnership ;  w^hereas  the  management  of  a  corpora- 
tion is  vested  in  designated  individuals,  usually  its  board  of 

directors  and  its  officers. 

Creation  of  Corporations. — The  first  step  in  creating  a  corpora- 
tion is  that  the  persons  who  are  to  be  incorporators  execute  what  is 

known  as  a  certificate  of  incorporation.  This  is  an  instrument  which 
sets  forth  the  purposes  of  the  corporation,  certain  facts  respecting 
its  organization  in  the  first  year,  facts  concerning  its  capital  stock, 
and  the  like. 

When  this  certificate  has  been  executed,  several  copies  are  for- 
v/arded,  with  the  required  fee,  to  a  state  official.  Tliis  official  ac- 

knowledges the  receipts  of  the  certificate,  and  endorses  one  of  the 
145 
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copies  which  have  been  forwarded  to  him.  This  copy  so  endorsed 
is  returned  to  the  incorporators.  A  meeting  of  the  persons  who  arc 
stockholders  is  then  held.  Ordinarily  the  corporation  is  deemed  to 

have  commenced  its  legal  existence  upon  the  acceptance  of  the  certifi- 
cate at  this  meeting,  although  the  rule  differs  in  various  states. 

This  certificate  is  in  effect  a  grant  of  power  by  the  state  to  an 
entity,  distinct  from  the  individual  proprietors,  for  the  purposes  set 
forth  in  the  certificate.  The  law  regards  a  partnership  as  consisting 
of  so  many  individuals.  For  the  most  part,  it  would  regard  the  firm 
of  A,  B  and  C  as  being  three  individuals.  On  the  other  hand,  a 
corporation  is  deemed  to  be  an  assumed  person  distinctive  from  its 

proprietors.  Thus,  if  there  were  three  incorporators,  there  would 
be  in  the  eyes  of  the  law,  three  natural  persons  and  one  artificial 
person,  the  artificial  person  being  the  corporation.  All  of  the  Acts 

of  the  corporation  must  be  done  through  "agents."  So  it  is  that 
every  natural  person  acting  for  or  on  behalf  of  a  corporation  is, 
so  to  speak,  the  agent  of  this  artificial  person,  regardless  of  the  fact 
that  the  individual  may  own  practically  all  of  the  proprietorship 
interest.  It  is  important  to  get  this  view  of  the  corporation  as  being 
distinctive  from  its  proprietors. 

Kinds  of  Corporations. — The  two  principal  kinds  of  corporations 
are,  public  and  private.  Private  corporations  are  further  divided 

into  non-stock  corporations  and  stock  corporations,  the  latter  being 
subdivided  into  public  service  corporations  and  business  corporations. 
The  classification  may  be  illustrated  by  the  following  chart : 

[  PubUc 
Corporations 

 
<  [  Non-stock 

I 
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Public  corporations  are  communities  which  have  been  granted  cer- 
tain governmental  powers  by  the  state.  In  this  country  we  have 

a  dual  form  of  Government — that  is,  all  governmental  powers  are 
primarily  vested  in  either  the  individual  states  or  in  the  United 
States.  Accordingly,  the  state  is  a  unit  of  sovereign  power.  The 
state  may  confer  certain  governmental  powers  upon  a  conmiunity, 
creating  with  respect  to  the  community  what  is  known  as  a  municipal 

or  public  corporation.  Thus  it  is  that  communities,  usually  cities, 
may  be  public  corporations. 

Private  corporations  are  those  corporations  which  consist  of  indi- 
viduals organized  for  some  private  purpose.     In  case  these  corpora- 
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tions  have  proprietorship  shares,  called  stock,  they  are  private  stock 
corporations;  in  case  they  do  not  have  their  proprietorship  interest 

in  the  form  of  shares  of  stock,  they  are  non-stock  corporations.  Non- 
stock corporations  are  usually  charitable  or  social  organizations. 

Stock  corporations  are  divided,  as  has  been  said,  into  public 
service  corporations  and  business  corporations.  The  public  service 
corporation  is  one  which  renders  a  service  to  the  public,  being  granted 
certain  special  privileges  and  being  subject  to  certain  restrictions  or 

regulations  not  commonly  accorded  or  prescribed  as  to  business  corpo- 
rations. Although  the  service  is  public,  the  purpose  is  private,  so 

that  a  public  service  corporation  is  a  private  corporation  in  that 

its  purpose  is  to  obtain  a  profit  for  the  individual  proprietors  com- 
posing it.  Street  car  companies,  gas  companies,  water  companies, 

and  railroads  are  types  of  public  service  corporations. 

The  type  of  corporation  with  which  we  are  most  concerned  and 
will  now  consider,  is  the  business  stock  corporation. 

Shares  of  Stock. — The  proprietorship  interest  of  the  corporation 
is  divided  into  shares,  commonly  called  stock.  Each  of  these  shares 
has  a  value  specified  in  dollars,  called  par  value.  Under  the  laws 
of  most  of  the  states,  stock  can  be  issued  only  for  money,  property, 
or  services  at  least  equivalent  to  the  amount  specified  as  the  par  of 
the  stock.  From  this  it  cannot  be  supposed  that  the  par  value  of 

stock  necessarily  represents  actual  value  in  equivalent  amount  in 
all  cases.  As  will  be  shown  later,  par  value  is  often  greater  or  less 
than  the  actual  value  represented  by  the  stock. 

The  term  ''stock"  is  used  both  in  a  collective  and  in  an  individual 
sense.  For  instance,  a  share  might  be  called  stock,  and  all  of  the 
shares  issued  might  be  collectively  referred  to  as  the  stock  of  the 
corporation.  The  latter  meaning  is  better  conveyed  by  the  use  of 

the  term  "capital  stock." 
Limited  Liability. — Persons  who  agree  to  subscribe  for  stock 

are  called  subscribers.  When  they  have  paid  the  amount  they  have 
agreed  to  subscribe,  a  stock  certificate  is  issued  to  them,  and  they 
become  stockholders.  Their  liability  for  debts  is  limited,  in  most 
instances,  to  the  par  of  the  stock  for  which  they  have  subscribed. 
In  other  words,  if  there  is  any  unpaid  amount  on  their  subscriptions, 

they  are  accountable  for  that  amount  to  the  corporation  and,  ac- 
cordingly, to  its  creditors. 

Corporations  in  which  the  stockholder's  liability  is  limited  to  the 
par  of  his  stock  are  called  single  liability  corporations.  Some  corpo- 

rations, such  as  National  Banks,  are  known  as  double  liability  corpo- 
rations.   In  these  cases  the  stockholders  are  liable  not  only  for  the 
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par  of  the  stock  each  holds,  but  also  for  an  additional  amount  equiva- 
lent to  the  par.  To  illustrate,  should  the  par  of  the  stock  be  $100, 

the  stockholder  would  be  expected  to  pay  in  $100  for  the  stock ; 
and  should  the  corporation  fail  to  pay  its  creditors,  they  would  be 
entitled  to  collect  from  him  an  additional  $100.  In  addition  to  these, 

there  are  in  some  states  full  liahiilty  corporations,  in  which  cases  the 
stockholders  are  liable  to  the  same  extent  as  they  would  be  if  they 

were  partners.  Nearly  all  corporations  are  single  liability  corpora- 
tions; double  liability  corporations  are  usually  confined  to  banking 

institutions,  and  full  liability  corporations  exist  only  in  very  ex- 
ceptional cases. 

Transfer  of  Shares. — Inasmuch  as  the  corporation  continues  to 
exist  despite  changes  in  its  membership,  there  are  prescribed  methods 
of  transferring  the  shares.  Ordinarily  there  is  printed  on  the  stock 
certificate  an  endorsement  which  permits  of  the  transfer.  Sometimes 

it  is  in  the  form  of  what  is  known  as  a  power  of  attorney — that  is, 
the  person  transferring  empowers  the  person  to  whom  it  is  trans- 

ferred to  act  as  his  attorney  (or  agent)  in  having  the  transfer  effected 
on  the  books  of  the  corporation. 

Most  state  statutes  provide  that  there  shall  be  kept  a  stock  book, 
showing  the  names  of  all  stockholders,  their  addresses,  the  number  of 
shares  they  hold,  and  whether  or  not  the  shares  have  been  fully  paid 

for.  Usually  this  stock  book  may  be  examined  by  what  are  known 
as  judgment  creditors,  that  is,  creditors  who  have  pressed  their  claim 

in  court  and  have  secured  a  "judgment"  against  the  corporation. 
Blank  stock  certificates  are  usually  in  book  form  similar  to  a  bank 

check  book,  and  when  stock  is  issued  the  stub  of  the  certificate  is 
filled  out  as  well  as  the  certificate.  On  this  stub  the  several  trans- 

fers of  the  stock  are  recorded.  In  the  larger  corporations,  a  stock 

journal  is  used  to  record  the  transfers  in  the  first  instance.  From 
either  the  stock  journal  or  the  certificate  stubs,  the  accounts  of  the 
several  stockholders  in  the  stock  book  are  posted  so  that  the  stock  book 
may  at  all  times  show  exactly  who  are  stockholders,  the  extent  of  their 

holdings,  and  whether  or  not  the  stock  has  been  fully  paid  for. 

Plan  of  Corporate  Organization. — With  respect  to  the  plan  of 
organization,  three  factors  are  to  be  considered.  These  are  the  source 
of  the  powers,  the  exercise  of  the  powers,  and  the  execution  of  the 
powers.  In  conjunction  with  these,  there  are  three  distinct  groups: 
the  stockholders,  the  directors,  and  the  officers. 

Source  of  Powers. — The  state  is  the  source  of  the  powers  exercised 

by  the  corporation.    These  powers  are  conferred  on  the  corporation 
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by  means  of  what  are  called  enabling  statutes,  that  is,  laws  passed 
enabling  persons  to  form  corporations  when  they  comply  with  certain 
requirements  and  subject  themselves  to  certain  restrictions.  In  the 

certificate  of  incorporation,  there  are  specified  powers  which  the  corpo- 
ration is  to  possess  under  these  enabling  statutes.  Accordingly,  in 

most  instances,  the  document  to  which  reference  is  made  to  ascertain 
the  powers  of  a  corporation  is  the  certificate  of  incorporation. 

In  addition  to  the  powers  expressly  set  forth  in  the  certificate, 
the  corporation  has  such  powers  as  are  necessary  and  incidental  to 

carr>nng  out  the  express  powers.  This  simply  means  that  the  corpo- 
ration may  do  anything  ordinarily  done  in  carrying  out  the  powers 

set  forth  in  the  certificate. 

Exercise  of  Powers. — The  by-laws  of  a  corporation  provide  for 
the  distribution  of  powers,  although  this  may  also  be  provided  for 
in  the  certificate  of  incorporation  as  to  certain  powers.  Likewise  the 

state  statutes  may  prescribe  that  certain  powers  shall  be  vested  ex- 
clusively in  the  stockholders.  Aside  from  these  two  possibilities,  the 

document  to  which  reference  is  made  to  ascertain  in  whom  the  exer- 

cise of  the  powers  is  vested  is  the  by-laws  of  the  corporation. 
As  above  stated,  these  powers  are  divided  between  the  stockholders, 

the  directors,  and  the  officers.  Ordinarily  the  stockholders  elect  the 
board  of  directors,  and  the  board  of  directors  select  the  officers. 

Such  matters  as  the  stockholders  act  upon  are  ordinarily  acted 
upon  in  meeting.  There  is  in  nearly  every  case  at  least  an  annual 
meeting  of  stockholders.  The  actions  of  the  stockholders  at  these 
meetings  are  recorded  in  a  book  called  the  minute  book. 

The  board  of  directors  likewise  holds  meetings,  ordinarily  monthly. 
Its  actions  are  likewise  recorded  in  a  minute  book,  so  that  both  the 
actions  of  stockholders  and  the  directors  may  be  found  in  the  minute 
books  of  properly  conducted  corporations. 

Execution  of  Powers. — The  officers  execute  the  powers  which  have 
been  authorized  either  by  the  directors  or  by  the  stockholders.  Usu- 

ally the  by-laws  specify  the  duties  of  the  officers.  Accordingly,  each 
officer  is  authorized  to  do  such  acts,  subject  to  the  supervision  of 

the  board  of  directors,  as  are  ordinarily  done  and  necessary  in  con- 
junction with  the  duties  that  are  imposed  upon  him.  Things  that 

must  be  done  in  connection  with  the  conduct  of  the  business  are  not 

specially  authorized  in  each  instance,  but  are  done  by  the  officers  as 
being  part  of  the  duties  of  the  officers,  and  as  being  authorized  to 

that  end,  either  by  the  by-laws,  or  by  a  general  resolution  of  the 
board  of  directors. 
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This  plan  of  organization  may  be  quickly  grasped  from  an  ex- 
amination of  the  following  chart : 

Enabling  Acts 

Certificate  of 

By 

Incorporation 

Laws 

Directors  Stockholders 

Minute  Book 

Officers 

Executive  Committee. — In  the  larger  corporations  many  matters 
require  authorization  by  directors,  so  that  if  the  board  of  directors 
were  to  meet  but  once  monthly  it  would  be  difficult  or  impossible  to 
transact  all  the  business  that  might  come  before  them.  To  meet  this 
situation,  a  number  of  the  larger  corporations  have  what  are  called 
executive  committees.  The  executive  committee  authorizes  acts  on 

behalf  of  the  directors,  and  represents  the  directors  in  the  questions 

which  arise  connected  with  the  doing  of  business.  This  t^'^)e  of 
executive  committee  is  not  to  be  confused  with  the  executive  com- 

mittee which  the  president  might  create  for  operating  purposes.  The 
latter  committee  would  be  one  that  would  act  upon  executive  policies 
and  would  be  advisory  to  the  president.  On  the  other  hand,  the  duties 
of  an  executive  committee  representing  the  directors  are  more  in 
the  character  of  giving  needed  authorizations  for  the  exercise  of 
powers  by  the  executive  officers. 

Meetings. — The  by-laws  specify  when  meetings  are  to  be  held,  and 
in  addition  the  statutes  provide  for  certain  meetings  of  stockholders. 
Notice  of  these  meetings  must  be  sent,  ordinarily  by  the  president, 

to  those  w^ho  are  to  meet,  whether  stockliolders  or  directors.  Some- 

times the  notice  is  published,  in  the  case  of  stockholders'  meetings, 
in  a  newspaper  or  other  periodical.  By-laws  ordinarily  specify  what 
constitutes  a  quorum,  that  is  a  sufficient  number  for  the  doing  of 
business. 

The  number  of  votes  required  to  pass  a  resolution  varies  according 
to  the  character  of  resolution.  In  some  cases  the  vote  must  be  unani- 

mous, in  others  a  two-thirds  vote  is  required,  while  in  others  a  majority 
vote  is  sufficient.    Questions  of  structural  changes  in  the  organization 
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are  usually  determined  by  the  stockholders,  either  by  reason  of  state 

statutes  or  by  reason  of  provisions  in  the  certificate  or  by-laws.  These 
matters  might  include  such  subjects  as  the  sale  of  the  corporate  assets 
to  another  organization,  the  increase  or  reduction  of  capital  stock, 

or  the  mortgaging  of  the  lands  of  the  corporation.  A  two-thirds  or 
perhaps  a  unanimous  vote  of  the  stockholders  may  be  required  as 

to  these  questions.  Likewise,  on  some  matters  a  two-thirds  or  unani- 
mous vote  of  the  directors  may  be  required.  Excepting  as  to  these 

matters,  a  majority  vote  is  sufficient. 

In  the  case  of  a  stockholders'  meeting,  each  share  of  stock  held 
by  the  stockholders  usually  counts  for  one  vote.  In  directors'  meet- 

ings, each  director  has  one  vote. 
After  the  resolutions  are  passed,  they  are  recorded  in  the  minute 

book.  If,  by  chance,  the  matter  is  one  in  which  a  director  may  have 

a  personal  interest,  it  is  advisable  that  he  refrain  from  voting.  Fur- 
thermore, if  the  action  is  one  which  he  does  not  believe  the  directors 

are  authorized  to  take,  he  should  have  his  opposition  to  the  action 
noted  specifically  in  the  minute  book. 

Voting  in  Stockholders'  Meetings. — Voting  at  the  stockholders' 
meetings,  as  has  been  stated,  is  determined  in  accordance  with  the 
number  of  voting  shares  held  by  each  stockholder.  A  stockholder 

may  vote  "by  proxy,"  that  is,  he  may  give  a  power  of  attorney 
appointing  a  person  an  agent  to  vote  for  him  and  in  his  behalf. 

Some  states  permit  what  are  called  voting  trusts,  that  is  the 

appointment  of  a  trustee  to  hold  the  voting  power  of  a  group  of 
the  stockholders. 

In  many  states  cumulative  voting  is  permitted.  This  is  a  type 
of  voting  which  permits  the  stockholders,  instead  of  casting  their 
votes  for  all  of  the  directors,  to  cumulate  those  votes  as  to  one  director 
or  more. 

For  example,  if  five  directors  are  to  be  elected,  certain  of  the 
stockholders  may  elect  to  cumulate  their  vote  as  to  one  of  the  five, 
instead  of  voting  for  all  five,  in  which  case  each  of  their  shares  would 
count  for  five  votes  as  fo  that  director  instead  of  one  vote.  In  this 

way  the  minority  of  the  stockholders  may  attain  representation  on 
the  board  of  directors. 

Distribution  of  Profits. — The  profits  of  a  corporation  are  dis- 
tributed by  means  of  dividends.  The  board  of  directors  declare  the 

dividends.  Declarations  of  dividends  by  the  board  of  directors  should 
be  recorded  in  the  minute  booTr. 

As  a  general  rule  the  declaration  of  dividends  is  a  matter  which' 
is  within  the  discretion  of  the  board  of  directors.    Accordingly,  profits 
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may  be  distributed,  or  may  be  retained,  under  normal  circumstances, 
at  the  option  of  the  board  of  directors. 

The  dividend  is  usually  declared  as  a  given  per  cent.  This  means 
that  the  amount  of  the  dividend  as  to  each  stockholder  shall  be  the 

specified  per  cent  of  the  par  of  the  stock  that  he  holds.  Thus  if  the 
dividend  were  six  per  cent,  and  the  par  of  a  share  of  stock  were 
$100  on  which  it  was  declared,  the  stockholder  would  receive  $6  for 
each  share  that  he  held. 

Accounting"  Capital. — In  the  case  of  a  corporation,  the  account- 
ing capital  consists  of  the  excess  of  its  assets  over  its  liabilities.  This 

excess  is  usually  either  greater  than  the  amount  of  the  capital  stock, 
or  less  than  the  amount  of  the  capital  stock.  If  greater,  the  excess 
of  assets  over  and  above  capital  stock  plus  liabilities  is  recorded  in 
what  are  known  as  surplus  items.  If  less,  the  excess  of  liabilities 
plus  capital  stock  over  assets  is  recorded  in  what  are  known  as  deficit 
items. 

The  term  "capital  stock"  as  used  in  the  preceding  paragraph 
refers  to  capital  stock  that  has  been  issued  and  that  has  remained 
issued.  It  does  not  refer  to  capital  stock  that  has  been  authorized 

to  be  issued  but  that  has  not  been  issued,  nor  does  it  refer  to  the 
capital  stock  once  issued  that  has  been  received  back,  or  retired. 

Accordingly,  the  accounting  capital  of  the  corporation  ordinarily 
consists  of  capital  stock  plus  surplus  items,  or  of  capital  stock  less 
deficit. 

There  is  a  legal  reason  for  retaining  the  capital  stock  issued  in 
a  distinctive  account,  ordinarily  called  the  Capital  Stock  account. 
In  practically  every  state,  directors  are  not  permitted  to  declare 
dividends  out  of  capital.  They  are  permitted  to  declare  dividends 
only  from  profits  or  from  surplus  items.  The  keeping  of  the  capital 
stock  in  a  distinctive  account  facilitates  the  determining  of  terms  of 

surplus  from  w^hich  dividends  may  be  declared. 
Kinds  of  Stock. — The  two  kinds  of  stock  found  most  generally 

are  preferred  stock  and  common  stock.  The  rights  of  each  of  these 
kinds  are  dependent  upon  the  character  of  the  contract. 

Preferred  stock  may  be  said  to  be  stock  w^hich  has  a  preference 
in  connection  with  the  distribution  of  dividends,  and  possibly  in 
connection  with  the  distribution  of  assets  upon  the  liquidation  of 

the  corporation.  The  most  common  form  of  preferred  stock  is  prob- 
ably that  in  which  there  is  a  specified  percentage  of  di\adends  each 

year,  and  in  which  this  percentage  must  be  paid  for  each  lapsed  year 
before  any  dividends  may  be  paid  on  the  common  stock.  Under  this 
more  usual  form  of  preferred  stock,  no  dividends  may  be  paid  other 
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than  those  provided  for  in  the  preference.  Under  some  circumstances 
the  preferred  stock  contract  may  be  that  the  preferred  stock  is  to 
receive  a  given  percentage ;  that  then  the  common  stock  gets  a  given 
percentage;  and  that  then  the  preferred  and  common  stock  share 

equally  or  ratably  (according  to  the  amount  of  each)  in  the  remain- 
ing profits  distributed.  Still  another  form  is  that  under  which  the 

prefeiTcd  stock  is  entitled  to  a  given  percentage,  the  common  stock 

to  the  same  percentage,  and  then  the  preferred  stock  gets  the  re- 
mainder. In  the  latter  case  the  preferred  stock  is  much  more  de- 

sirable than  the  common  stock.  Sometimes  the  preferred  stock  is 
entitled  to  vote,  but  ordinarily  the  right  of  voting  is  confined  to  the 
common  stock. 

In  the  first  case  given — which  is  the  most  usual — it  may  happen 
that  the  preferred  stock  is  not  so  desirable  as  the  common  stock. 

Should  the  profits  of  the  corporation  which  are  distributed  be  suffi- 
cient in  amount,  the  common  stockholders  may  get  dividends  in  excess 

of  the  amount  of  dividends  of  the  preferred  stock. 

Non-cumulative  preferred  stock  means  that  if  the  dividend  is 
not  declared  in  any  year,  the  preferred  stockholder  loses  the  benefit 

of  it  and  it  does  not  cumulate  as  to  succeeding  years.  If  the  pre- 
ferred stock  is  cumulative  then  an  omitted  dividend  in  any  year 

must  be  declared  in  a  succeeding  year  in  addition  to  all  other  divi- 
dends to  which  the  preferred  stock  is  entitled,  before  any  dividend 

may  be  declared  as  to  the  common  stock.  For  example,  if  the  Pre- 
ferred stock  wxre  7%  non-cumulative  and  the  dividend  were  omitted, 

say  in  the  year  1928,  no  more  than  7%  need  be  paid  in  the  year 

1929 — assuming  that  there  was  a  dividend  distribution  in  that  year 
— before  the  common  stockholders  received  their  dividends.  Under 
the  same  circumstances,  if  the  preferred  stock  were  cumulative,  if 
the  dividend  were  omitted  in  1928,  then  the  1%>  would  have  to  be 
paid  in  1929,  in  addition  to  the  7%  for  1929,  before  the  common 
stockholders  received  any  dividends  on  their  stock. 

As  to  liquidation,  sometimes  the  preferred  stock  must  be  paid 
in  full,  to  the  extent  of  its  par,  before  the  common  stock  can  be 
paid.  Under  other  circumstances,  the  preferred  stock  and  common 

stock  share  ratably  in  the  proceeds  of  liquidation.  Unless  the  pre- 
ferred stock  contract  is  limited  as  to  liquidation  profits,  the  holding 

of  the  courts  is  that  it  is  entitled  to  share  in  them  ratably  with  the 
common  stockholders  despite  the  fact  that  as  to  operating  profits  there 
may  be  a  limitation.  Accordingly,  the  determining  of  the  exact 
status  of  preferred  stock  is  based  upon  the  wording  of  the  contract 
under  which  it  is  issued. 
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From  what  has  been  said  it  is  evident  that,  in  the  ordinary  case, 
common  stock  is  that  stock  which  is  entitled  to  such  proprietorship 
rights  as  there  may  be  after  the  claims  of  preferred  stock  have  been 

satisfied.  Ordinarily  common  stock  is  the  voting  stock  of  the  corpora- 
tion. 

An  unusual  form  of  stock  is  called  deferred  stock,  or  founders' 
shares.  This  is  a  species  of  stock  more  commonly  found  in  England 
and  Canada,  and  rarely,  if  ever,  found  in  the  United  States.  It  is 
a  stock  which  is  entitled  to  certain  profits  after  distributions  have 

been  made  to  the  preferred  and  common  stockholders,  the  distribu- 
tion of  such  profits  usually  being  optional  with  the  board  of  directors. 

Summary. — A  corporation  differs  from  a  partnership  in  the  man- 
ner of  its  creation,  in  the  fact  that  the  liability  of  the  proprietors 

for  corporate  debts  is  limited,  in  its  continuity  despite  changes  in 
its  membership,  and  in  that  its  powers  are  exercised  by  designated 
individuals,  instead  of  by  all  the  proprietors  themselves. 

Corporations  are  created  by  the  execution  of  a  certificate  of  in- 
corporation which  is  subject  to  the  approval  of  State  officials. 

The  kinds  of  corporations  are  public  and  private,  the  latter  being 

divided  into  non-stock  and  stock,  the  latter  in  turn  being  divided 
into  public  service  and  business  corporations. 

The  proprietorship  interest  of  the  ordinary  stock  business  corpo- 
ration is  divided  into  shares,  called  stock,  which  shares  have  a  face 

value  called  par  value. 

Stockholders  subscribing  to  an  original  issue  of  stock  are  liable 

to  the  amount  of  the  par  of  the  stock  if  the  corporation  is  a  single 
liability  corporation.  If  a  double  liability  corporation,  they  are 
also  liable  to  an  additional  amount  equivalent  to  the  par  of  the  stock. 
If  a  full  liability  corporation,  the  liability  is  that  of  a  partner. 

Shares  of  stock  are  transferred  by  means  of  a  power  of  attorney, 

a  record  being  kept  of  each  stockholder's  share,  the  transfers  being 
effected  on  the  books  upon  the  surrender  of  the  transferred  certificate. 

The  source  of  the  powers  of  a  corporation  is  the  state  statutes 
and  the  certificate  of  incorporation. 

State  statutes,  the  certificate  of  incorporation,  and  the  by-laws 
prescribe  which  of  the  powers  of  the  corporation  are  to  be  exercised 
by  the  stockholders,  and  which  are  to  be  exercised  by  the  directors. 
The  officers  of  a  corporation  have  charge  of  the  execution  of  the 
powers,  but  can  only  execute  such  powers  as  have  been  authorized 
by  the  directors  or  by  the  stockholders. 

Matters  requiring  authorization  arc  acted  upon  in  meetings,  and 
are  recorded  in  a  book  called  the  minute  book. 
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The  profits  of  a  corporation  are  distributed  by  means  of  dividends 
declared  by  the  board  of  directors. 

The  accounting  capital  of  a  corporation  consists  of  capital  stock 

plus  surplus  items,  or  capital  stock  less  deficit  items,  except  in  cases 
where  there  is  no  surplus  or  deficit,  but  only  capital  stock,  in  which 
event  the  capital  stock  is  the  only  capital. 

The  two  most  frequent  kinds  of  stock  are  preferred  stock  and 
common  stock,  the  former  ordinarily  not  having  voting  power,  and 
the  latter  ordinarily  being  vested  with  the  power  of  voting. 

PROBLEM  72 

a.  A,  B  and  C  are  partners,  A  having  a  capital  greater  than  that  of  B 
and  C  combined.  A  proposes  to  organize  a  corporation,  in  which  each  would 
receive  common  stock  on  the  same  pro  rata  basis  as  their  capital  accounts  in 

the  partnership.  B  and  C  ask  your  advice  as  to  the  desirability  of  forming 

this  corporation  from  their  personal  viewpoint.  State  the  advantages  and  dis- 
advantages of  such  an  arrangement  as  to  B  and  C. 

b.  In  investigating  the  authority  for  certain  acts  of  the  officers  of  a  cor- 
poration, state  what  you  would  have  to  consider  and  the  investigations  you 

would  make. 
PROBLEM  73 

X  is  the  holder  of  $60,000  (par  value)  stock,  representing  original  issue 
of  stock  to  him,  on  which  he  has  paid  only  $35,000.  Assuming  that  the  stock 

is  held  (a)  in  a  single  liability  corporation,  (b)  in  a  double  liability  corporation, 

and  (c)  in  a  full  liability  corporation,  explain  just  what  X's  responsibility 
would  be  to  creditors  in  each  instance. 

PROBLEM  74 

A  corporation  has  a  capital  stock  consisting  of  $20,000  of  7%  cumulative 
preferred,  and  $50,000  of  common  stock.  No  dividends  have  been  declared  for 

three  years,  and  undistributed  profits  at  Dec.  31,  1928,  amount  to  $9200. 

If  a  dividend  is  declared  on  Dec.  31,  1928,  of  all  undistributed  profits,  how 

much  do  the  preferred  stockholders,  and  how  much  do  the  common  stockholders, 
receive? 

PROBLEM  75 

At  the  time  of  the  liquidation,  the  X  corporation  had  on  its  books  surplus 

items  representing  cumulative  profits  of  $300,000.  The  capital  stock  was  pre- 
ferred, $500,000;  common,  $500,000.  Preferred  stockholders  are  entitled  to 

share  in  liquidation  profits  on  a  pro  rata  basis  with  common  stockholders.  All 

preferred  yearly  dividends  have  been  paid.  The  corporation  is  sold  as  a  going 
concern,  for  a  value  of  $1,500,000.  How  much  should  each  class  of  stockholders 
receive  ? 

PROBLEM  76 

The  Prosperous  Corporation,  with  an  authorized  stock  of  800  shares,  par 
value  $100,  gives  Jay  &  Kp.y,  a  partnership,  500  shares  in  full  payment  for 
their  business  as  shown  by  the  following  statement: 
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Balance   Sheet — Jay  &   Kay 

Cash     

Accounts  receivable 

Buildings      
Less  reserve  for 

depreciation  . 

      $  10,000 
          15,000 

$150,000 

20,000       130,000 

Notes  payable   . . . . 

Mortgage  payal)le  . 

Jay,  capital    
Less   drawing    .  . 

Kay,  capital      
Add  drawing  .  . . 

$35,000 

15,000 

$  40,000 

90,000 

20,000 

15,000 

5,000 

Merchandise                 15,000 20,000 

$170,000 $170,000 

Make  journal  entries  without  explanations: 
(a)  To  record  the  above  conditions  on  the  books  of  the  corporation. 

(b)  To  close  the  books  of  the  partnership. 

PROBLEM  77 

On  May  1,  T.  Hall,  C.  Howe  and  L.  Hull  organize  the  Trust  Corporation 

with  a  capital  stock  of  500  shares,  par  value  $100.  Each  subscribes  for  100 

shares.  Hall  pays  for  his  in  cash,  while  Howe  and  Hull  each  pay  $2000  in 

cash  and  agree  to  pay  the  balance  in  two  equal   monthly  installments. 

May  3.  The  Trust  Corporation  purchases  the  entire  business  of  M  i^  N, 

paying  for  it  by  issuing  to  the  partnership  60  shares  of  the  unissued  capital 
stock  at  par. 

M  &  N  Balance  Sheet  as  of  May  3 

Cash        $  1,200 

Accounts  receivable       3,000 

Notes  receivable       1,500 

Inventory        7,700 

Equipment          $5,000 

Less  reserve  for  de- 

preciation             1,000  4,000 

Unexpired   insurance       250 

$17,650 

Accounts  payable          $  5,500 

Notes  payable       5,000 
Taxes  accrued       150 

M,  capital           $3,000 

Add  drawing         1,000  4,000 

N,  capital             3,500 
Less   drawing               500  3,000 

$17,650 

Eequired : 

(a)  Journal  entries  to  record  the  above  facts  on  the  books  of  the  corporation, 
assuming  a  new  set  of  books  (omit  explanations). 

(b)  Journal  entries  to  close  the  books  of  M  &  N   (omit  explanations). 

(c)  Journal  entry  when  Howe  and  Hull  have  paid  last  installment  and  stock 
is  issued  to  them. 



CHAPTER  XIII 

PROCEDURE  IN  ORGANIZING  A  CORPORATION 

Generally  speaking  the  initial  procedures,  in  the  ease  of  a  corpo- 
ration, consist  of  the  selection  of  a  place  to  incorporate ;  the  execu- 

tion of  the  corporation  certificate;  the  obtaining  of  stock  subscrip- 
tions ;  the  opening  of  what  might  be  called  corporate  records ;  and 

the  opening  of  financial  books. 
Ordinarily  the  attorney  selects  the  state  in  which  the  corporation 

is  to  incorporate.  State  laws  differ  both  as  to  the  powers  granted 

a  corporation  and  as  to  the  costs  or  fees  to  be  paid  the  state.  Hav- 
ing in  mind  the  purposes  of  the  corporation,  together  with  the  ques- 

tion of  fees,  the  attorney  selects  that  state  which  he  deems  best 
suited  for  the  prospective  corporation. 

The  principal  place  of  doing  business  may,  accordingly,  be  in  a 
different  state  from  that  of  the  state  of  incorporation. 

So  far  as  state  laws  are  concerned,  corporations  incorporated  by 
the  state  are  deemed  to  be  domestic  corporations  by  that  state ; 
those  incorporated  in  other  states  or  territories  of  the  United  States 

and  in  foreign  countries  are  called  foreign  corporations.  With  re- 
spect to  federal  statutes,  corporations  organized  in  any  state  of  the 

United  States,  or  in  certain  territory  of  the  United  States  other  than 
the  states  (usually  specified  in  the  particular  statute)  are  deemed  to 

be  domestic  corporations;  all  other  corporations  are  foreign  cor- 
porations. 

When  the  state  has  been  selected  in  which  to  incorporate,  the 
certificate  of  incorporation  is  executed.  As  before  mentioned  this 
usually  sets  forth  facts  concerning  the  purposes  of  the  business,  the 
powers  to  be  had  by  the  corporation,  the  capital  stock  authorized, 

sometimes  the  names  of  the  officers  for  the  first  year,  facts  concern- 
ing the  annual  meetings,  and  other  facts  of  the  same  nature. 
For  certain  legal  purposes  the  real  parties  in  interest  may  not  be 

the  incorporators.  In  these  cases  the  certificate  is  executed  by  what 
are  known  as  dummy  incorporators.  With  respect  to  these  dummy 

incorporators,  it  is  advisable,  from  the  legal  ■\deAvpoint,  to  carry  the 
157 
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fiction  out  as  to  their  subscribing  for  stock  and  paying  for  stock. 

Ordinarily  at  or  before  the  meeting  in  which  the  certificate  is  ac- 

cepted— which  is  the  first  stockholders'  meeting — the  dummy  incor- 
porators formally  transfer  their  stock  or  otherwise  turn  over  the 

control  of  the  corporation  to  the  real  parties  in  interest,  the  latter 
having,  of  course,  actively  participated  throughout  the  entire  course 
of  incorporation. 

During  the  time  that  the  corporation  is  being  organized,  sub- 
scriptions to  the  capital  stock  may  be  taken.  This  is  usually  ac- 

complished by  what  is  known  as  a  stock  subscription  agreement 
which  is  signed  by  the  several  persons  who  agree  to  take  stock  in 
the  new  corporation. 

Commencement  of  Business. — Most  of  the  state  statutes  provide 
that  there  must  be  a  certain  amount  of  the  stock  subscribed  for  and 

paid  in  before  the  corporation  can  commence  business.  Prior  to  this 

condition  being  met,  the  corporation  exists  only  for  organizing  pur- 
poses. 

Payment  for  Stock. — The  question  sometimes  arises  as  to  whether 
the  requirement  has  been  met  that  stock  can  be  issued  only  for  money, 
property,  or  services.  It  is  frequently  necessary  to  determine  what 

constitutes  "property"  within  the  meaning  of  this  requirement.  If 
an  enforceable  note,  or  other  paper,  is  received  for  the  stock  that 

is  issued  and  particularly  if  the  obligation  is  interest-bearing,  it  is 
usually  considered  that  the  stock  has  been  issued  for  property.  Should 
the  obligation  fall  short  of  this,  it  is  deemed  that  the  stock  has  not 
been  issued  for  property.  Thus  if  the  subscription  is  to  be  paid  for 
out  of  dividends  declared,  in  whole  or  in  part,  the  stock,  if  issued,  is 
deemed  not  paid  for  except  to  the  extent  that  the  dividends  have  been 
applied  in  payment. 

Ordinarily  services  must  have  been  performed  in  order  to  consti- 
tute a  consideration  for  the  issue.  These  services  usually  consist  of 

work  done  in  connection  with  the  organizing  of  the  corporation,  and 

a  debit  is  made  to  an  account  captioned  "organization  expenses." 
It  is  the  conservative  practice  to  write  down  the  amounts  so  set  up  by 

charging  profit  and  loss,  and  crediting  organization  expenses, 
within  the  course  of  a  few  years. 

Records. — The  records  of  a  corporation  consist  of  the  corporate 
records  proper  and  the  financial  records.  The  financial  records  are 
ordinarily  kept  by  the  double  entry  system.  They  differ  from  the 
financial  records  of  a  sole  proprietorship  or  partnership  with  respect 

to  certain  elements  connected  with  opening  the  books,  with  the  dis- 

tribution of  profit,  with  the  more  varied  expedients  of  finance  ordi- 

I 
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narily  adopted  by  corporations,  and  with  respect  to  dissolution  of  tho 
corporation.  The  corporate  records  proper  consist  of  the  certificate 

of  incorporation,  the  by-laws,  the  minute  book,  and  the  stock  records. 
All  of  these  have  been  considered  in  a  general  way,  and  now  specific 
attention  will  be  given  to  the  stock  records. 

Stock  Records. — These  consist,  as  has  been  said,  of  a  stock  certifi- 
cate book  and  a  stock  book,  with  the  addition  sometimes  of  the  stock 

journal. 
The  simpler  form  of  recording  stock  issues  and  transfers  consists 

of  the  use  of  the  stock  certificate  book  in  conjunction  with  the  stock 
book.  As  each  certificate  is  made  out,  the  stub  in  the  stock  certificate 
book  is  filled  out.  Upon  transfer,  the  old  certificate  is  attached  to  its 
stub  and  a  reference  is  made  on  the  stub  of  the  new  certificate  issued 

to  the  number  of  the  certificate  canceled.  In  this  way  all  of  the  facts 
necessary  for  entry  in  the  accounts  affected,  kept  in  the  stock  book, 
are  available. 

In  connection  with  a  transfer,  it  should  be  borne  in  mind  that 
the  certificate  ordinarily  covers  a  number  of  shares.  In  some  cases 

certificates  are  printed  in  advance  as  to  given  denominations,  certifi- 
cates having  the  number  of  shares  written  in  being  issued  as  to  odd 

shares.  Thus  there  may  be  certificates  of  one  hundred  shares,  fifty 
shares  and  ten  shares.  If  to  a  person  are  issued,  say  twelve  shares, 
he  would  receive  a  certificate  of  the  ten-share  denomination  and  a 

certificate  as  to  the  two  shares,  the  latter  having  the  number  written 
in  instead  of  printed.  A  transfer  of  stock  may  be  made  covering 
only  a  portion  of  the  shares  in  the  certificate.  It  is  then  necessary 
to  issue  two  new  certificates — one  to  the  old  stockholder  and  one  to 
the  new  stockholder — and  to  cancel  the  old  certificate. 

The  stock  book  may  consist  of  an  account  showing  the  total  of 

shares  issued  and  an  account  with  each  stockholder  showing  the  num- 
ber he  holds ;  and  the  total  of  shares  should  equal,  of  course,  the  total 

of  amounts  shown  in  all  of  the  individual  accounts  of  the  stockholders. 

It  does  not  matter  whether  the  summary  account  is  debited  or  cred- 
ited, or  whether  the  individual  accounts  are  debited  or  credited  except 

that  the  entries  of  stock  issued  as  to  the  summary  account  should  be 
on  the  opposite  side  to  the  entries  of  stock  issued  in  the  individual 

accounts.  If  the  individual  accounts  are  credited,  the  summary  ac- 
count should  be  debited ;  if  the  individual  accounts  are  debited,  then 

the  summary  account  should  be  credited.  Ordinarily  the  individual 

accounts  are  credited  and  the  summary  account  debited.  The  sum- 
mary account  of  capital  stock  in  the  stock  records  should  not  be  con- 
fused with  the  capital  stock  account  in  the  financial  records.     The 
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records  in  the  stock  book  are  usually  by  number  of  shares,  and  not 
by  dollars  as  is  the  case  in  the  financial  books. 

Several  forms  of  stock  book  are  in  use.  The  following  is  a  form 
often  used  showing  an  account  in  which  a  certificate  has  been  issued 
for  a  number  of  shares,  and  in  which  a  new  certificate  has  been  issued 

by  reason  of  the  transfer  of  some  of  the  shares  of  the  original  cer- 
tificate. 

ALBERT  PLACE 

144  Pine  St., 

Providence,  R.  I. 

Date Certificate 
Issued 

Certificate 
Canceled 

Dr. 

Cr. Paid 

1/  5/29 
1/20  29 
l/20y29 

6542 

6549 
6542 

200 
200 

100 

Paid  in  full 
I 

The  above  situation  is  one  in  which  the  stockholder  transferred 

one  hundred  shares  of  the  two  hundred  originally  issued  him.  In  the 

first  entry — that  of  Jan.  5,  1929 — the  number  of  the  certificate  is 
showTi,  and  he  is  credited  with  two  hundred  shares.  In  the  second 

entr}',  the  original  certificate  is  canceled  resulting  in  a  debit  of  two 
hundred  shares.  Then  in  the  third  entry  the  second  certificate  is 
shown  as  issued  with  a  credit  of  one  hundred  shares.  An  entry  would 

be  made  in  the  new  stockholder's  account  showing  the  credit  of  one 
hundred  shares  transferred  to  him. 

In  case  the  stock  journal  were  used,  the  original  entry  would  be 
made  in  the  stock  journal,  from  which  the  postings  would  be  made  to 
the  accounts  in  the  stock  book.  The  following  is  a  form  of  stock 

journal  showing  just  how  the  above  transaction  would  be  entered. 

Left  Page 

Date Name  of  Old 
Stockholder 

Broker Certificate 
Canceled 

Number  of 
Shares 

1/20/29 Albert  Place "Wm.  Delaney 6542 

200 



LISTED  STOCKS 

Right  Page 

161 

Name  of 
Stockholder 

Address Certificate 
Issued 

Number  of 
Shares 

Albert  Place 
George  Cramer 

In  records 
144  Pine  St.,  Providence,  R.  I. 

6549 
6550 

100 100 

This  entry  records  the  fact  that  on  Jan.  20,  1929,  certificate  6542, 

for  two  hundred  shares  issued  to  Albert  Place,  was  canceled.  Fur- 
thermore it  records  the  fact  that  certificate  6549  for  one  hundred 

shares  was  issued  to  Albert  Place,  and  certificate  6550  for  one  hun- 
dred shares  was  issued  to  George  Cramer.  The  address  of  Mr. 

Cramer  is  given  inasmuch  as  he  is  a  new  stockholder.  Ordinarily 
the  law  requires  that  the  address  of  stockholders  shall  be  contained 
in  the  stock  book. 

It  should  be  borne  in  mind  that  stock  certificates  may  be  trans- 
ferred from  hand  to  hand  without  the  new  stockholder  in  each  in- 
stance having  the  stock  transferred  on  the  books  of  the  company. 

The  certificate  may  be  transferred  by  delivery  in  blank,  which  means 
the  power  of  attorney  on  the  back  of  the  certificate  is  not  filled  out. 
Dividend  checks,  however,  are  mailed  only  to  stockholders  whose 
names  are  on  the  stock  records  of  the  corporation.  Ordinarily  the 
services  of  brokers  are  employed  in  conjunction  with  these  purchases 
and  sales. 

Listed  Stocks. — Certain  formalities  are  required  in  connection 
W'ith  stocks  listed  on  stock  exchanges.  A  stock  exchange  is  an  insti- 

tution which  facilitates  the  flotation,  purchase,  and  sale  of  stock  and 
other  securities.  Certain  rules  are  adopted  by  exchanges  designed 
for  protective  purposes.  Among  these  rules  are  that  all  stock  must 

be  registered  with  a  registrar — usually  a  trust  company — and  that  the 
signature  of  the  transferring  stockholder  endorsed  on  the  certificate 
must  be  guaranteed  by  a  member  of  the  stock  exchange. 

If  the  stock  is  to  be  transferred  on  the  books  of  a  corporation,  in 

the  case  of  listed  stocks,  the  broker  has  the  signature  on  the  certifi- 
cate guaranteed  by  a  member  of  the  stock  exchange.  The  certificate 

is  then  forwarded  to  the  corporation,  which  ordinarily  issues  some 
form  of  receipt  to  the  broker.  The  entries  are  then  made  in  the 
corporate  stock  records;  and  the  new  certificate,  in  conjunction  with 
the  canceled  certificate,  is  forwarded  to  the  registrar.  The  registrar 

indicates  on  the  new  certificate  that  it  is  registered,  and  returns  it 
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to  the  corporation,  which  in  turn  forwards  it  to  the  broker  The 
procedure  may  vary  slightly  in  different  cases,  but  the  above  are  the 
essential  points. 

The  reason  for  the  rule  respecting  registration  of  stock  is  to  pre- 
vent over-issues  and  other  fraud.  There  have  been  instances  in  the 

absence  of  registration,  in  which  individuals  have  had  stock  certifi- 
cates printed  and  sold  which  were  not  legitimate  issues  of  stock  by 

the  corporation. 

Financial  Records. — In  the  financial  records,  asset  accounts  are 
raised,  liability  accounts  are  raised,  and  proprietorship  interest  is 

shown  in  the  capital  stock  account  and  surj)lus  accounts,  or  in  ac- 
counts recording  deficits.  Assuming  that  the  stock  is  issued  in  the 

beginning  for  cash,  Cash  would  be  debited  and  Capital  Stock  credited. 
If  there  is  more  than  one  class  of  capital  stock,  a  separate  account 

is  set  up  for  each  class.  For  example,  should  there  be  preferred 

stock  and  common  stock,  the  preferred  stock  would  be  shown  sep- 
arately from  the  common  stock.  Should  there  be  more  than  one  class 

of  preferred  stock,  as  is  sometimes  the  case,  each  class  would  have 

a  distinctive  capital  account.  If  the  two  classes — preferred  and  com- 
mon— are  issued,  common  stock  is  carried  in  an  account  captioned 

"common  stock.'  If  there  is  only  one  class  of  stock,  the  name  given 

the  account  is  usually  "capital  stock." 
For  purposes  of  illustration,  we  shall  assume  that  the  partnership 

of  A  &  B  is  incorporated.  The  following  represents  the  balance  sheet 
immediately  before  incorporation: 

A  &  B 

Balance  Sheet  as  at 

Cash      $600 
Accounts  receivable  ....  25,600 
Merchandise    30,420 
Furniture  and  fixtures  .  9,250 

$65,870 

Accounts  payable       $7,025 
A,  Capital  account       30,425 
B,  Capital  account       28,420 

$65,870 

It  is  decided  that  the  new  corporation  shall  be  capitalized  at 

$75,000.  From  the  standpoint  of  the  law,  the  corporation  is  distinc- 
tive from  its  members,  and  therefore  the  situation  is  exactly  the  same 

as  though  the  firm  of  A  and  B  had  sold  their  business  to  another  con- 
cern. This  sale  is  to  be  made  for  $75,000,  payable  in  stock  of  the 

new  corporation. 
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Upon  the  incorporation  of  the  new  corporation,  at  the  first  meet- 
ing of  the  stockliolders,  or  perhaps  at  the  first  meeting  of  the  di- 

rectors, a  resolution  would  be  passed  authorizing  the  purchase  of  the 
business  of  A  &  B  by  the  new  corporation.  In  accordance  with  this 
resolution,  the  business  would  be  turned  over  to  the  corporation,  and 

the  opening  entries  would  be  made  in  the  financial  books.  The  fol- 
lowing illustrates  the  entries : 

THE  A  &  B  COMPANY,  INC. 

A  corporation  organized  under  the  laws  of  the  State  of 
  ,  for  the  purpose  of  engaging  in  the  business 
of      ,    having   an    authorized   capital    stock   of 
$75,000  consisting  of  750  shares  of  common  stock,  of 
the  par  value  of  $100  each. 

Subscriptions  have  been  received  as  follows: 

Sundry  Assets      $75,000 
To  A  &  B,  Vendors    $75,000 

For  purchase  of  business  of  A  &  B.  See 
Resolution,  Board  of  Directors,  dated 
  ,  Minute  Book,  page  .... 

A  &  B  Vendors    $75,000 
To  Capital  Stock    $75,000 

For  payment. 

Cash    $600 
Accounts  receivable    25,600 
Merchandise       30,420 
Furniture  and  fixtures    9,250 
Goodwill    16,155 

Accounts  payable       $7,025 
Sundry  assets       75,000 

For  distribution  of  assets  acquired  and  lia- 
bilities assumed  in  purchase  of  business 

of  A  &  B.  See  Resolution,  Board  of  Di- 
rectors   dated       ,    Minute    Book, 

page   

It  is  desirable  to  have  the  opening  explanatory  entry  somewhat 
in  the  form  given  above.  This  entry  should  consist  of  the  name  of 

the  corporation,  the  state  of  incorporation,  the  purposes  of  the  cor- 
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poration,  the  capital  stock  authorized,  and  the  subscriptions  received 
on  capital  stock. 

In  giving  the  name  of  the  corporation  as  above,  the  abbreviation 

"Inc."  was  put  after  the  name,  as  it  is  a  requirement  in  some  of 
the  states  that  the  name  of  a  corporation  must  show  that  it  is  a  cor- 

poration.   This  is  not  true  in  all  states. 
The  amount  of  stock  authorized  need  not  be  issued.  In  fact  some 

corporations  have  more  stock  authorized  than  they  intend  to  issue 
immediately.  The  reason  for  this  is  that  they  may  desire  to  issue 
more  stock  by  reason  of  exigencies  arising  in  the  future,  and  they 
authorize  it  all  at  the  beginning  to  avoid  the  costs  and  formalities 
incident  to  increasing  the  authorized  stock. 

It  will  be  noted  that  the  account  "Sundry  Assets"  is  opened  in 
the  first  entry.  The  reason  for  not  specifically  setting  forth  the  assets 

taken  over  and  liabilities  assumed  is  that  the  judgment  of  the  direc- 
tors is  controlling,  so  far  as  the  corporation  is  concerned,  respecting 

the  distribution  of  values.  If  a  manufacturing  plant  is  taken  over, 

the  account  may  be  captioned  "Plant  and  Sundry  Assets." 
A  credit  is  made  in  the  first  instance  to  A  &  B  as  vendors,  and 

then  the  stock  is  issued  to  A  &  B  as  individuals.  This  enables  the 

financial  records  to  show  clearly  the  persons  from  whom  the  business 
was  purchased. 

The  last  entry  is  the  entry  distributing  the  values  as  between  the 
several  accounts.  In  this  case  a  goodwill  account  has  been  raised 
to  the  amount  of  $16,155  to  cover  the  excess  paid  for  the  business 

over  and  above  the  net  asset  value  shown  on  the  partners'  books.  It 
would  have  been  possible  for  the  board  of  directors  to  revalue  some 
of  the  other  assets.  Ordinarily  the  assets  that  would  be  revalued,  if 
any,  would  be  certain  of  the  capital  assets.  In  this  case  furniture 
and  fixtures  is  the  only  capital  asset ;  but  in  most  instances  there  are 
several  capital  assets.  In  the  absence  of  fraud,  the  judgment  of  the 

directors — from  a  legal  standpoint — is  controlling  in  this  matter  of 
valuation,  although  from  a  taxation  standpoint  a  shifting  of  valua- 

tion from  a  goodwill  account  to  some  of  the  other  accounts  may  be 
open  to  question. 

Instead  of  raising  the  account  "Sundry  Assets"  covering  the  net 
asset  value,  two  accounts  might  have  been  raised.  One  of  these  might 

have  been  an  account,  "Sunday  Assets,  $82,025,"  respecting  the  total 
of  assets,  and  the  other  "Sundry  Liabilities,  $7,025,"  respecting  the 
liabilities.  In  this  case  the  opening  entry  might  by  "Sundry  Assets" 
debited;  "Sundry  Liabilities"  and  "A  &  B,  Vendors"  credited.  In 
connection  with  the  distribution,  assets  would  first  be  distributed  and 
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the  "Sundry  Assets"  account  closed  out;  then  the  liabilities  would 
be  set  up  and  the  "Sundry  Liabilities"  account  would  be  closed  out. 

In  the  illustration  given,  no  reserve  for  the  accounts  receivable 
is  shown.  In  practice,  ordinarily  there  would  be  such  a  reserve;  it 
is  omitted  here  purely  as  a  matter  of  simplifying  the  entries. 

From  the  references  given  to  the  Minute  Book,  it  is  to  be  noted 

that  the  authority  of  the  directors,  and  in  some  instances  of  the  stock- 
holders, should  always  be  obtained  respecting  the  matter  of  stock 

issued.  Accordingly  an  investigation  of  stock  issued  is  not  complete 
unless  the  minute  book  is  examined.  As  a  matter  of  fact,  the  financial 
entries  may  be  made  in  such  manner  as  not  fully  to  disclose  the 
facts  and  an  examination  of  the  minute  book  is  necessary  to  ascertain 
all  of  the  events  with  respect  to  the  issue  of  the  stock. 

Summary. — The  principal  place  in  which  a  corporation  does  busi- 
ness may  differ  from  the  place  of  incorporation,  because  the  laws  in 

the  latter  place  are  deemed  more  suitable  to  the  requirements  of  the 
corporation. 

Those  corporations  incorporated  under  the  laws  of  a  state  are 
deemed  to  be  domestic  corporations  of  that  state;  those  incorporated 

elsewhere  are  deemed  to  be  foreign  corporations  as  to  that  state.  Un- 
der the  federal  statutes,  corporations  organized  wathin  the  territory 

of  the  United  States  specified  in  the  federal  statute  are  deemed  do- 
mestic corporations;  corporations  organized  elsewhere  are  foreign 

corporations. 
The  real  parties  in  interest  need  not  be  the  incorporators;  quite 

frequently  "dummy  incorporators"  are  used,  in  which  cases  it  is 
desirable  to  have  them  ostensibly  subscribe  and  pay  for  the  stock 
issued  in  the  first  instance. 

Stock  is  subscribed  for  by  subscription  agreement ;  in  most  states 

a  given  amount  must  be  subscribed  for  and  paid  in  before  the  cor- 

poration may  commence  business.  "Paid  in  capital  stock"  ordinarily 
contemplates  any  stock  issued  for  money,  property,  or  services. 

Records  consist  of  corporate  and  financial  records. 

The  corporate  records  consist  of  the  certificate  of  incorporation, 

the  by-laws,  the  minute  book,  and  the  stock  records. 

Financial  records  are  ordinarily  kept  on  the  double  entrj'^  system, 
there  being  peculiarities  as  to  opening  entries,  expedients  used  in 
financing  the  corporation,  profit  distribution,  and  dissolution  entries. 

The  minute  book  should  be  examined  in  connection  with  entries 

respecting  stock  issued  in  order  to  ascertain  the  facts  surrounding 
stock  transactions. 
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PROBLEM  78 

The  firm  of  A  &  B  decide  to  form  a  corporation  having  an  authorized  capi- 
tal stock  of  $100,000,  consisting  of  $75,000  common  stock,  par  value  $100  per 

share;   and  $25,000  preferred  stock,  par  value  $100  per  share. 
The  corporation  is  organized  under  the  laws  of  the  State  of  New  York 

to  conduct  the  business  of  trading  in  hardware.  A  &  B  sell  their  business  to 

the  corporation,  including  cash,  for  $70,000,  payable  in  common  stock  of  the 

new  corporation  of  $50,000  and  in  preferred  stock  of  $20,000.  A  &  B  agree 

that  each  shall  have  the  same  amount  of  common  stock  in  the  new  corporation. 

The  organization  is  effected  through  three  dummy  incorporators,  X,  Y  and  Z,  each 

of  whom  receives  two  shares  and  none  of  whom  are  to  be  permanent  stock- 
holders. D  and  E,  who  are  employes  of  the  partnership,  are  each  issued  $2500 

of  preferred  stock,  for  which  they  pay  cash. 

The  balance  sheet  of  A  &  B  as  at  July  1,  1929,  on  which  date  all  of  these 

transactions  take  place,  is  as  follows: 

A  &  B 

Balance  Sheet  as  at  July  1,  1929 

Assets 

Cash      $  7,000 

Accounts  receivable.      $25,000 
Less    reserve    for 

bad  debts           5,000  20,000 

Notes  receivable       8,000 

Merchandise       .32,000 
Furniture  and  fixtures    11,000 

Goodwill       5,000 

$83,000 

Liabilities  and  Capital 

Accounts  payable       $25,000 

A,  Capital  account    30,000 

B,  Capital  account      28,000 

$83,000 

You  are  requested  to  prepare  all  opening  entries  on  the  books  of  the  corpo- 
ration, and  also  the  entries  closing  the  books  of  the  partnership. 

PROBLEM  79 

May  1.  L.  James,  R.  Johns,  and  N.  Joseph  organize  the  Three  Jay  Cor- 
poration with  a  capital  stock  of  500  shares,  par  value  $100.  Each  subscribes 

for  100  shares.  James  pays  for  his  in  full  as  follows:  Laud,  $5000;  buildings, 

$3000,  and  cash,  $2000.  Johns  and  Joseph  each  pay  $2000  in  cash  and  agree 
to  pay  the  balance  in  two  equal  monthly  installments. 

May  3.  The  Three  Jay  Corporation  purchases  the  assets  of  the  business  of 

Smith  and  Jones  by  issuing  to  each  of  the  partners  60  shares  of  the  unissued 
capital  stock  at  par. 

No  liabilities  are  assumed. 
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Balance  Sheet  of  Smith  &  Jones  as  of  May  3 
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Cash           $  1,000 

Accounts   receivable       3,000 

Notes  receivable       2,000 

Inventory       5,000 

Equipment              $5,000 

Less  reserve  for  de- 
preciation             1,000  4,000 

$15,000 

Accounts  payable       $  5,000 

Notes  payable       4,000 
Smith,  capital       $4,000 

Less  drawing          1,000  3,000 

Jones,  capital            2,500 

Add  drawing            500  3,000 

$15,000 

Make  journal  entries  without  explanation: 
(a)  To  record  the  above  on  the  books  of  the  corporation,  assuming  a  new 

set  of  books  is  used. 

(b)  To   close  the  partnership   books,   assuming  that  the  liabilities   are  paid 
in  the  stock  of  the  Three  Jay  Corporation. 

PROBLEM  80 

Best  and  Black,  a  partnership,  decides  to  incorporate  as  the  Best,  Black  Stove- 
polish  Co.  Their  charter  authorizes  the  issue  of  1000  shares,  par  value  $100. 

Best  and  Black  agree  to  take  700  shares  in  full  payment  for  their  business  as 

shown  by  the  following  statement: 

Balance  Sheet — Best  &  Black 

Cash        $  10,000 

Accounts  receivable       15,000 

Land  and  buildings       150,000 

Merchandise       15,000 

Best,   drawing       5,000 

$195,000 

Notes  payable       $  50,000 

Mortgage  payable    80,000 
Black,  capital    25,000 

Black,   drawing       5,000 

Best,   capital       35,000 

$195,000 

Jones  subscribes  for  100  shares  at  par  and  pays  20  per  cent  cash. 

Give  entries  to  convert  to  a  corporation  if  the  old  set  of  books  is  to  be  used. 
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CAPITAL  STOCK 

The  following  terms  are  used  in  connection  with  capital  stock: 

Authorized  capital  stock. 
Capital  stock  authorized  and  outstanding. 
Treasury  stock. 
Subscriptions  to  capital  stock. 

Authorized  Capital  Stock. — By  authorized  capital  stock  is  meant 
the  extent  of  stock  which  the  corporation  is  permitted  to  issue  under 
the  terms  of  its  certificate.  As  before  mentioned,  corporations  do  not 

always,  in  the  first  instance,  issue  all  of  the  stock  which  is  authorized. 

Capital  Stock  Authorized  and  Outstanding. — The  term  "capital 
stock  authorized  and  outstanding,"  or  "capital  stock  issued  and  out- 

standing," means  such  authorized  stock  as  has  been  issued  and  is 
still  outstanding  in  the  hands  of  the  stockholders. 

Treasury  Stock. — Stock  which  has  been  issued  but  which  again 

has  been  acquired  by  the  corporation  is  called  "treasury  stock." 
Treasury  stock  is  not  stock  outstanding.  Accordingly  to  ascertain 

the  extent  of  capital  stock  outstanding,  treasury  stock  should  be  de- 
ducted from  the  amount  shown  as  capital  stock. 

In  many  instances  treasury  stock  is  shown  as  an  asset  on  the 
balance  sheet.  It  is  preferable,  instead  of  showing  it  as  an  asset,  to 
deduct  the  amount  of  treasury  stock  from  the  amount  shown  in  the 

capital  stock  account  and  show  the  balance  as  capital  stock  authorized 
and  outstanding. 

Acquisition  of  Stock. — Stock  may  be  acquired  by  a  corporation 

through  (a)  purchase;  (6)  liquidation  of  a  debt  of  a  stockholder; 

and  (c)   donation. 
Purchase  hy  a  Corporation  of  its  Own  Stock.  Under  the  laws  of 

some  states  a  corporation  may  purchase  its  own  stock  without  restric- 
tions; under  the  laws  of  other  states  there  are  certain  restrictions 

upon  the  acquisition  by  a  corporation  of  its  own  stock.  It  might 
well  happen  that  the  principal  stockholder  of  a  corporation,  having 

168 
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an  intimate  knowledge  of  its  affairs,  would  be  aware  of  impending 
losses,  and  would  cause  the  corporation  to  buy  back  his  stock,  thus 

enabling  him  to  get  value  for  that  stock  in  excess  of  what  he  would 
receive  if  the  corporation  should  go  into  liquidation.  Under  these 
circumstances  such  a  purchase,  as  to  creditors,  would  be  deemed  void. 
This  situation  explains  the  reason  for  certain  legal  restrictions  as  to 
reduction  of  capital  stock.  For  example,  the  statute  might  read  that 
a  corporation  could  not  reduce  its  capital  stock  except  by  the  consent 
of  two-thirds  of  the  stockholders,  or  perhaps  by  unanimous  consent, 
and  even  then  not  beyond  a  point  which  would  decrease  the  stock  to 

less  than  its  liabilities.  For  example,  a  corporation  might  have  lia- 

bilities of  $500,000  and  capital  stock  of  $600,000.  Under  such  re- 
strictions, the  capital  stock  could  not  be  reduced  beyond  $500,000, 

It  is  evident  that  the  purchase  of  stock  by  a  corporation  might 
be  a  means  of  reducing  capital  stock  in  another  manner  than  that 
contemplated  by  the  statute.  Under  these  circumstances  the  courts 
hold  that  the  contract  under  which  the  stock  was  acquired,  so  far  as 

the  rights  of  the  creditors  are  concerned,  and  possibly  of  stockholders, 
is  void. 

Stock  Acquired,  in  Payment  of  a  Debt.  As  a  general  rule  there  is 
no  legal  objection  to  the  acquisition  by  a  corporation  of  its  own  stock 
in  liquidation  of  a  debt  owed  by  a  stockholder. 

Donated  Stock.  Treasury  stock  may  be  resold  at  less  than  par 
value.  There  may  be  circumstances  under  which  the  corporation  needs 
working  capital  and  under  which  it  would  be  impossible  to  secure 

such  working  capital  either  by  borrow^ings,  or  by  an  issue  of  the  stock 
at  par.  The  stockholders  may  donate  some  of  the  stock  they  hold  to 
the  corporation,  so  that  the  corporation  may  sell  treasury  stock  thus 
acquired  at  less  than  par  and  secure  the  needed  working  capital.  This 
procedure  will  be  more  fully  explained  later. 

Subscriptions  to  Capital  Stock. — Pending  the  issue  of  capital 
stock,  subscriptions  may  be  received  for  the  stock.  Those  who  are  to 
subscribe  enter  into  an  agreement  which  specifies  the  number  of  shares 
for  which  each  person  subscribes.  The  stock  need  not  be  paid  for 
immediately,  but  may  be  paid  for  in  installments. 

In  the  more  conserv^atively  managed  corporations  it  is  not  custom- 
ary to  issue  the  stock  certificate  until  the  stock  has  been  fully  paid 

for.  In  some  instances,  the  certificate  may  be  issued  with  the  fact 

that  it  is  only  partially  paid  for  clearly  set  forth.  Accordingly 

there  may  be  instances  in  which  a  certificate  is  issued  and  other  in- 
stances in  which  the  certificate  is  not  issued,  in  connection  with  the 

stock  subscription  agreement. 
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To  the  extent  of  the  unpaid  subscription,  there  is  an  account 
receivable  due  the  corporation.  Tliis  is  offset  by  a  credit  to  an 

account  usually  captioned  Subscriptions  to  Capital  Stock.  When  the 

stock  has  been  fully  paid  for,  a  debit  is  made  to  the  account  Sub- 
scriptions to  Capital  Stock,  and  a  credit  to  the  Capital  Stock  account. 

The  following  are  illustrative  entries: 

Sundiy  Subscribers         50,000 
To  Subscriptions  to  Capital  Stock    50,000 

For  stock  subscriptions 
Cash         5,000 

To  Sundry  Subscribers    5,000 
For  first  i)ayments  by  subscribers 

Cash   •.       45,000 
To  Sundry  Subscribers    45,000 

For  sundry  payments  by  subscribers 
Subscriptions  to  Capital  Stock       50,000 

To  Capital  Stock    50,000 
For  issue  of  stock  fully  paid 

The  first  entry  sets  up  the  receivable  from  the  subscribers  and  the 
credit  to  the  subscriptions  to  capital  stock  account.  The  second  entry 
records  the  first  payment.  In  some  instances  these  entries  might  be 
combined  as  follows: 

Cash          5,000 
Sundry  Subscribers         45,000 

To  Subscriptions  to  Capital  Stock    50,000 
For  stock  subscriptions  and  first  payments 

In  either  case  the  explanation  may  be  amplified  to  specify  the 

terms  of  payment  of  the  stock  subscription.  For  example,  one-tenth 
may  be  payable  at  the  time  of  subscription,  three-tenths  ^vithin  thirty 
days,  three-tenths  within  sixty  days,  the  balance  within  ninety  days. 

The  third  entry  is  a  summary  entry  covering  all  such  payments. 
Of  course  these  would  be  entered  at  the  time  they  were  made 

In  some  instances  installment  accounts  may  be  raised.  Thus  in- 
stead of  debiting  the  one  account.  Sundry  Subscribers,  Sundry  Sub- 

scribers' Installment  account  number  one,  Sundry  Subscribers'  In- 
stallment account  number  two,  and  like  accounts  for  each  installment, 

might  be  raised,  each  of  which  would  be  debited  with  the  amount  of 

the  installment.  As  each  installment  w^as  paid.  Cash  would  be  debited 

and  the  installment  account  credited.  "When  paid  in  full,  the  entry 
would  be  the  same  as  that  above  given  as  the  last  entry — that  is,  a 
debit  to  Subscriptions  to  Capital  Stock,  and  a  credit  to  Capital  Stock. 

There  may  be  an  issue  of  stock  which  has  not  been  fully  paid, 
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in  which  the  offsetting  debit  might  not  indicate  its  true  character. 
If  there  are  accounts  receivable  in  the  names  of  individual  stock- 

holders, this  fact  would  warrant  inquiry  as  to  whether  or  not  the 
stock  had  been  fully  paid.  Probably  the  safest  plan  is  to  examine 
the  stock  book  and  note  the  extent  to  which  the  stock  had  been  paid 
for  from  the  accounts  showTi  in  that  book.  Ordinarily  the  state 
statute  requires  that  the  fact  of  whether  or  not  stock  has  been  fully 
paid  for  shall  be  shown  in  the  stock  book. 

There  are  instances  in  which  there  may  be  a  forfeiture.  By  this 
is  meant  that  the  stock  subscription  agreement  provides  that  should 
a  subscriber  fail  to  continue  to  pay  the  installments  as  they  fall  due, 

the  amount  already  paid  in  is  forfeited  to  the  corporation.  Ordi- 
narily the  entry  covering  a  forfeiture  is  to  transfer  the  amount  into 

the  surplus  account,  which  may  be  done  in  conjunction  with  the 
final  entry. 

The  question  of  whether  a  forfeiture  to  capital  stock  constitutes 

income  has  been  rarely  passed  upon.  In  one  case — probably  the 
only  one  precisely  covering  this  point — it  was  held  that  the  amount 
of  the  forfeiture  did  not  constitute  income  available  for  distribution 

as  profits.  Inasmuch  as  the  case  was  an  early  one,  the  probabilities 
are  that  a  different  ruling  would  be  made  if  the  question  should 
arise  now.  At  least  for  taxation  purposes,  it  would  seem  that  a 
decision  should  be  obtained  as  to  whether  or  not  it  is  considered 
income. 

Issue  of  Stock  for  Less  Than  Par. — Under  the  laws  of  most  of 
the  states,  stock  must  be  issued  for  par.  In  such  instances  as  there 

is  an  original  issue  for  less  than  par,  the  entries  might  be  a  debit 
to  Cash,  a  debit  to  Discount  on  Capital  Stock  Issued,  and  a  credit 
to  Capital  Stock.  The  discount  on  stock  issued  would  not  represent 
a  loss  chargeable  against  income,  but  would  represent  an  amount  by 
which  capital  is  overstated  in  the  capital  stock  account.  Accordingly 
to  find  true  capital,  the  amount  of  the  discount  would  be  deductible 

from  the  amount  shown  in  the  capital  stock  account. 
In  the  event  that  a  state  statute  prohibits  the  issue  of  stock  for 

less  than  par,  there  arc  many  indirect  ways  in  which  this  result  is 
accomplished.    Among  these  methods  are : 

(a)   The  treasury  stock  method. 
(&)   The  trustee  method. 
(c)  The  syndicate  method.     (An  indirect  method.) 

Treasury  Stock  Method.  The  treasury  stock  method  contemplates 
the  issue  of  the  stock  at  par  for  properties  in  the  first  instance.    Since 
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the  directors  are  vested  with  the  power  of  determining  the  valuation 

of  property,  their  judgment  being  subject  to  question  only  in  cases 
of  fraud,  it  is  possible  that  a  higher  value  will  be  placed  on  the 

property  than  that  representing  an  immediate  sale  price.  Stock  may 
be  donated  back  to  the  corporation  by  the  stockholder  who  has  sold 

the  property. 
The  rule  that  stock  may  be  issued  only  at  par  does  not  apply 

to  treasury  stock.  Accordingly  this  donated  stock  may  be  sold  at 
less  than  par.  The  most  common  method  of  treatment  in  the  accounts 
in  cases  of  this  kind  is  illustrated  as  follows: 

Plant  and  Sundry  Assets     1,000,000 
To  Common  Stock    1,000,000 

For  issue  of  stock  to  promoter  A  for  fixed 
property,  10,000  shares  @  $100  each 

Treasury  Stock          500,000 
To  Stock  Donation    500,000 

For  donation  of  stock  by  promoter  A  to 
the  company 

Cash         200,000 
Stock  Donation           300,000 

To  Treasury  Stock    500,000 
For  sale  of  treasury  stock  @  $40  a  share 

Stock  Donation          200,000 
To  Plant  and  Sundry  Assets    200,000 

To  write  do%vn  plant  and  sundry  assets 

The  exact  effect  of  this  treatment  may  be  noted  from  the  follow- 
ing comparison  between  the  statement  of  condition  after  the  first 

entry,  and  the  statement  of  condition  after  all  of  the  entries  have 
been  made. 

Statement  of  Condition 

After  First  Entry 

Plant  and  Sundry  As- 
sets   $1,000,000 

Capital  Stock   $1,000,000 

Statement  of  Condition 

After  All  Entries 

Cash       $200,000 
Plant  and  Sundry  As- 

sets        800,000 

$1,000,000 

Capital  Stock   $1,000,000 

$1,000,000 
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The  ultimate  effect  is  to  substitute  cash  for  a  part  of  the  value 

originally  shown  in  Plant  and  Sundry  Assets. 
There  are  instances  in  which  the  amount  of  the  original  donation 

— at  least  in  part — may  be  continued  to  be  shown  in  one  of  the 
surplus  accounts.  For  example,  it  might  happen  that  instead  of  the 

last  entry — writing  down  Plant  and  Sundry  Assets — given  above, 
an  entry  would  be  made  charging  Stock  Donation  $200,000,  and 
creating  Surplus  $200,000.  In  this  case  the  statement  of  condition 
would  be  as  follows : 

Cash       $200,000 
Plant  and  Sundry  As- 

sets     1,000,000 

$1,200,000 

Surplus      $200,000 
Capital  Stock     1,000,000 

$1,200,000 

Trustee  Method.  Under  the  trustee  method  of  procuring  working 
capital,  the  stock  is  turned  over  to  a  trustee  by  the  stockholder  who 
receives  it  in  the  first  instance.  The  trustee  sells  the  stock  and  do- 

nates the  proceeds,  ordinarily  cash,  to  the  corporation.  In  such  event 

only  one  entry  is  made  in  the  financial  books — that  is, 

Cash       200,000 
To  Donation  .  . 

For  donation 
200,000 

Syndicate  Method.  The  properties  may,  in  the  first  instance,  be 
turned  over  by  a  syndicate.  A  syndicate  is  simply  a  temporary 
association  of  individuals,  ordinarily  for  a  business  purpose.  These 

individuals  may  acquire  the  properties,  turn  them  over  to  the  corpo- 
ration, receive  stock  therefor,  and  then  sell  the  stock.  Inasmuch 

as  they  are  the  real  parties  in  interest,  the  sale  of  the  stock  by  them 

is  in  practical  effect  a  sale  by  the  corporation.  Should  the  corpora- 
tion require  the  cash,  various  expedients  might  be  adopted  to  turn 

over  some  of  the  cash  to  the  corporation.  One  of  these  might  be  that 
a  certain  amount  of  the  stock  would  not  be  issued  in  the  first  in- 

stance, and  then,  upon  receiving  cash  for  such  as  was  sold  by  the 
syndicate,  the  sjTidicate  would  buy  the  remaining  stock  in  cash, 
paying  in  value  to  the  amount  of  the  par. 

Summary. — Subscriptions  to  stock  may  be  received  before  issue, 
and  stock  may  not  be  issued  at  less  than  par  by  a  corporation  in 
most  states. 

In  case  stock  is  paid  for  in  the  future  the  better  accounting 
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practice  is  to  raise  an  account  receivable  for  the  Subscribers,  with 

an  offsetting  credit  to  Subscriptions  to  Capital  Stock.  As  payments 

are  made,  Cash  is  debited  and  the  Subscribers'  accounts  are  credited. 
When  fully  paid  for,  the  account  Subscriptions  to  Capital  Stock  is 
debited  and  Capital  Stock  credited. 

The  best  means  of  determining  whether  stock  issued  has  been  fully 
paid  for  is  to  examine  the  stock  book. 

Stock  may  be  issued  for  less  than  par  either  by  the  treasury  stock 
method,  the  trustee  method,  or  the  syndicate  method. 

Ordinarily  the  books  will  disclose  whether  or  not  the  treasury 
stock  method  has  been  used.  The  presence  of  a  Donation  account 
in  the  books  is  indicative  of  the  use  of  the  trustee  method. 

Under  the  syndicate  method,  properties  are  turned  over  to  the 
corporation  by  a  syndicate,  which  receives  the  stock.  There  may  be 
here,  also,  an  indirect  method  of  issuing  stock  at  less  than  its  par 
value. 

PROBLEM  81 

Capital  stock  in  the  amount  of  $60,000  is  subscribed  for  in  the  A  Corpo- 
ration. The  stock  is  payable  in  four  payments:  25%  cash;  25%  thirty  days; 

25%  sixty  days;  and  25%  ninety  days.  All  payments  are  made  with  the  ex- 
ception that  a  subscriber  to  stock  in  the  amount  of  $10,000,  defaults  after  the 

second  payment,  and  the  payments  are  forfeited  in  accordance  with  the  agree- 
ment.    You  are  to  submit  all  necessary  journal  entries. 

PROBLEM  82 

Stock  is  issued  by  a  corporation  in  the  amount  of  $600,000  for  property. 

Of  this  stock,  $200,000  is  donated  to  the  corporation.  Of  the  stock  thus  do- 
nated, $150,000  worth  is  sold  at  40  (par  $100).  It  is  decided  that  the  remainder 

of  the  stock  donation  be  not  sold.  Submit  entries  showing  the  usual  treat- 

ment; and  statement  of  condition  after  such  entries,  assuming  no  other  adjust- 
ments necessary  than  those  involved  in  this  transaction. 

PROBLEM  83 

You  are  requested  by  the  Treasurer  of  the  Savage  Mfg.  Co.  to  make  the 
following  entries  upon  the  books: 

Dividends  on  common  stock  in  the  amount  of  $80,000  declared  on  Jan.  1, 

1929,  and  payable  on  April  1,  1929,  to  stockholders  of  record  as  at  March  15, 
1929. 

PROBLEM  84 

Subscribers  who  have  made  first  payments  amounting  to  $600  on  stock  for 

which  they  have  agreed  to  pay  $2400  (par  value)  default  their  second  payment, 
stock  is  forfeited  to  the  corporation  and  resold  for  $2200.  Show  all  entries  on 

books  of  the  corporation  in  connection  with  the  sale,  forfeiture  and  resale  of 
the  stock. 
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PEOBLEM  85 

The  Blank  Corporation,  with  an  authorized  capital  stock  of  $3,000,000,  sells 
20,000  shares,  par  value  $100,  for  $110  per  share,  of  which  $10  per  share  is 

paid  March  1,  when  stock  is  subscribed,  and  remainder  April  15,  when  stock 

is  issued.  Show  the  complete  incorporation  entries,  including  the  sale  and  issue 
of  stock. 

PROBLEM  86 

A  corporation  sells  10  shares  of  capital  stock  at  $100  for  cash.  At  the 
same  time  it  sells  5  shares  to  A.  B.  Smith  at  $100,  50%  to  be  paid  now  and 

25%  on  the  first  of  each  of  the  succeeding  months.  The  installments  are  all 
paid  and  the  stock  issued.     Show  all  journal  entries. 
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FINANCING  A  CORPORATION 

One  of  the  advantages  of  the  corporate  form  of  organization  is 

the  variety  of  expedients  afforded  for  financing.  These  consist  gen- 
erally of  proprietorship  interests  and  borrowings.  Although  every 

organization  may  secure  its  funds  either  by  proprietorship  contribu- 
tions, or  by  borrowings,  yet  the  corporate  form  more  readily  lends 

itself  to  a  variety  of  proprietorship  interests  and  to  a  variety  of 
methods  of  borrowing. 

Proprietorship  interest,  in  the  case  of  a  corporation,  takes  the 
form  of  stock.  As  has  been  pointed  out  there  are  two  general  classes 

— preferred  stock  and  common  stock.  The  preferred  stock  may  have 
any  number  of  provisions  respecting  preferences,  so  that  a  variety 
of  proprietorship  interests  may  be  created. 

Borrowings  are  divided  between  investment  borrow^ings  and  what 
might  be  termed  current  borrowings.  Current  borrowings  consisting 
of  accounts  payable  and  notes  payable  include  borrowings  made  only 

with  respect  to  the  current  needs  of  a  business.  Investment  borrow- 
ings contemplate  the  more  permanent  needs  of  the  business  and  for 

this  reason  are  usually  longer  in  duration  than  current  borrow^ings. 
They  consist  of  either  notes  or  bonds.  The  notes  are  usually  shorter 
time  obligations  than  the  bonds.  Although  it  is  intended  to  take 
up  the  discussion  of  bonds  more  in  detail  later,  it  may  be  said  now 
that  a  bond  is,  in  general,  a  more  formal  document  than  a  note;  it 

is  similar  to  a  note  in  the  respect  that  it  is  an  evidence  of  indebt- 
edness. 

Exactly  the  same  principles  underlie  the  obtaining  of  funds  for 

a  corporation  as  underlie  other  value  negotiations.  From  the  stand- 
point of  the  corporation,  it  is  desirable  to  obtain  the  funds  with 

a  minimum  of  risk,  and  a  minimum  of  cost.  On  the  other  hand, 

the  person  who  is  asked  to  invest  looks  for  a  maximum  of  return 
consistent  with  the  risk  involved  in  the  investment.  He  may  be 

willing  to  sacrifice  a  part  of  the  return  in  order  to  have  a  greater 
certainty  of  the  safety  of  his  investment ;  on  the  other  hand,  he  may 
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be  willing  to  forego  certain  elements  of  safety  in  order  to  secure  a 
higher  return. 

Aside  from  the  element  of  risk  and  return,  there  is  the  element 

of  participation.  Thus  a  person  may  invest  in  an  organization  with- 
out participating  directly  or  indirectly  in  the  management  of  the 

organization;  or,  on  the  contrary,  there  may  be  the  element  of  partici- 
pation along  with  the  element  of  investment. 

Participation. — As  a  general  rule  participation,  in  the  case  of 
a  corporation,  is  confined  to  stockholders.  In  some  cases  preferred 
stock  may  have  the  right  to  vote,  although  in  most  cases  only  the 
common  stock  is  the  voting  stock.  There  are  instances,  also,  in  which 
the  participation  may  be  separated  from  the  investment  return 
through  the  medium  of  voting  trusts,  heretofore  explained. 

Return. — The  characteristics  of  the  return  depend  upon  the  pro- 
visions of  the  contract  of  investment.  As  a  general  rule,  there  are 

four  classifications  of  the  return,  each  embodying  different  character- 
istics as  to  time  and  amount.    There  may  be: 

(a)  An  indefinite  return  as  to  time  and  amount,  not  entitled  to 

preferences. 

(6)  An  indefinite  return  as  to  time  and  amount,  entitled  to  pref- 
erences. 

(c)  A  return  indefinite  as  to  time,  definite  as  to  amount,  entitled 
to  preferences. 

(d)  A  return  definite  as  to  time  and  definite  as  to  amount. 

The  first  of  these — that  in  which  the  return  is  indefinite  as  to 

time  and  amount,  and  not  entitled  to  preferences — is  illustrated  by 
common  stock.  In  this  case  the  board  of  directors  cannot  declare 

a  dividend  unless  there  is  a  surplus  on  the  books.  Furthermore  even 
though  a  surplus  is  on  the  books,  it  is  optional  with,  the  directors 
as  to  whether  they  declare  a  dividend.  Moreover  this  dividend  is 

payable  only  in  case  the  preferences  of  preferred  stockholders  have 
been  met. 

The  second  instance — that  of  indefiniteness  as  to  time  and  amount 

but  embodying  preferences — is  illustrated  by  non-cumulative  pre- 
ferred stock.  This  is  indefinite  as  to  time  for  the  reason  that  the 

dividend  can  be  obtained  only  when  declared  by  the  board  of  direc- 
tors, and  is  subject  to  the  same  limitations  as  to  the  existence  of  a 

surplus.  It  is  indefinite  as  to  amount  in  that  if  a  dividend  is  passed 
in  any  year,  it  is  not  made  up  in  a  subsequent  year. 

The  third  instance — that  of  dcfiniteness  of  amount,  with  indefi- 
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niteness  as  to  time,  and  embodying  preferences — is  illustrated  by 
cumulative  preferred  stock.  Here  the  amount  is  definite  in  the  sense 

that  if  a  dividend  is  passed  in  any  year,  it  must  be  made  up  in  a 
subsequent  year.  There  may  be  instances  of  cumulative  preferred 

stock  definite  up  to  a  certain  amount,  but  indefinite  beyond  that 
amount.  This  would  occur  in  case  the  preferred  stock  were  entitled 
to  share  in  other  distributions  than  the  prescribed  percentage. 

The  fourth  classification  applies  to  borrowings.  The  contract  ordi- 
narily calls  for  a  definiteness  of  return  both  as  to  amount  and  as 

to  time.  The  interest  is  payable  on  a  due  date,  at  the  rate  specified. 
The  payment  is  usually  not  contingent  upon  profits  and  not  optional 
with  the  directors,  the  right  to  collect  the  amount  arising  positively 
on  the  date  specified. 

As  to  the  principal  there  may  be  like  variations.  In  proprietor- 
ship investments  the  principal  is  returnable  only  after  the  claims 

of  all  creditors  have  been  satisfied.  In  the  return  of  this  principal 
the  preferred  stockholders  may  be  entitled  to  receive  the  total  of 
their  principal  before  the  common  stockholders  or  other  preferred 

stockholdei's  receive  any.  This  depends  upon  the  preferred  stock 
contract. 

Creditors,  as  has  been  said,  are  entitled  to  the  principal  of  their 

investment  before  the  proprietors  become  entitled  to  theirs.  Never- 
theless some  of  the  creditors  may  have  a  security  in  certain  of  the 

assets.  These  are  secured  creditors.  The  unsecured  creditors  are 

entitled  to  resort  only  to  those  values  upon  which  no  mortgage  or 

lien  exists,  and  to  the  values  on  w^hich  a  mortgage  or  lien  exists 
only  after  the  claims  of  the  investors  secured  by  the  particular  prop- 

erty have  been  satisfied. 

Eisk. — From  the  above  analysis  of  types  of  investments,  it  is 
evident  that  the  investment  w^hich  is  safest  as  to  the  investor  is  the 
one  which  involves  the  most  risk  to  the  corporation.  For  example, 

a  secured  bond  is  the  safest  to  the  investor.  The  corporation,  how- 
ever, cannot  withhold  payments  of  the  return  (unless  consented  to 

in  some  manner  by  the  investors  or  provided  for  by  special  agree- 
ment) and  if  unable  to  pay  is  subject  to  the  possibility  that  its  prop- 
erties will  be  utilized  for  payment.  Thus  a  concern  with  extraor- 

dinarily fluctuating  profits,  having  in  some  years  a  loss  and  in  other 
years  substantial  gains,  may  become  seriously  embarrassed  if  the 
bulk  of  its  funds  has  been  obtained  upon  the  basis  of  a  secured  bond 

issue.  In  this  case  it  may  be  necessary  to  issue,  say,  preferred  stock, 
at  a  higher  rate  of  return ;  in  other  words  to  pay  more  for  the  funds 
secured  in  order  to  safeguard  the  interests  of  the  organization. 
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Debentures. — A  debenture  is  a  form  of  investment  which  par- 

takes oL"  certain  features  of  the  proprietorshij)  and  of  certain  features 
of  the  creditorship  relation.  Fundamentally  all  investors  must 

classify  as  either  proprietors  or  creditors.  Accordingly  a  stock  which 
is  fundamentally  a  proprietorship  interest,  but  which  partakes  of 

some  of  the  features  of  a  creditor's  interest,  is  a  debenture  stock. 
An  investment  which  is  fundamentally  a  bond,  but  which  partakes 
in  some  measure  of  the  features  of  a  stock,  is  a  debenture  bond.  In 
either  case  the  investment  must  fundamentally  classify  either  as  a 
stock  or  as  a  bond. 

In  determining  whether  a  given  debenture  is  fundamentally  a 
stock  or  fundamentally  a  bond,  the  name  given  cannot  be  accepted 
as  indicative  of  its  true  character  in  all  cases.  To  ascertain  the  rela- 

tionship created,  an  examination  of  the  contract  is  essential.  The 
following  may  be  accepted  as  tests : 

To  the  extent  that  the  contract  provides  for  either  participa- 
tion, or  there  is  uncertainty  as  to  when  the  return  is  to  be  paid, 

or  the  date  of  maturity  is  indefinite,  the  investment  is  funda- 
mentally a  stock. 

If  on  the  other  hand  the  investment,  in  the  main,  provides  for 

a  definiteness  of  return — regardless  of  profits,  without  proprietor- 
ship participation,  and  with  a  definite  date  of  maturity,  its  funda- 

mental nature  is  that  of  a  bond. 

Should  the  investment  partake  of  some  features  of  each  of  these 

classes,  determination  must  be  made  as  to  which  features  are  funda- 
mental and  which  are  incidental.  If  the  stock  features  are  inci- 

dental, the  investment  is  primarily  a  bond ;  if  the  bond  features 
are  incidental,  the  investment  is  primarily  a  stock.  In  general 
the  courts  lean  to  the  stock  interpretation  if  both  are  present. 

From  an  accounting  viewpoint  it  is  desirable  to  make  this  dis- 
tinction as  to  debentures.  The  reason  is  that  in  case  of  a  bond,  the 

return  paid  is  chargeable  against  gross  income  before  ascertaining 
net  income,  and  the  principal  is  not  a  part  of  capital.  In  the  case 
of  stock,  the  amount  paid  on  the  return  is  a  distribution  of  profit, 
not  chargeable  against  gross  income  to  ascertain  net  profit,  and  the 
principal  of  the  investment  is  a  part  of  capital. 

Creditors  and  Proprietors.— Intimation  has  been  given  of  the 
jealousy  with  which  the  courts  guard  the  interests  of  creditors  of  a 
corporation.  Certain  restrictions  are  imposed  upon  the  proprietors 
to  safeguard  these  interests.     The  principal  safeguard  is  that  the 
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capital  stock  must  be  maintained,  and  that  distributions  to  stock- 
holders of  corporate  assets,  during  the  continuance  of  the  corporation, 

can  be  made  only  from  surplus. 

Surplus. — A  surplus  on  the  books  of  a  corporation  represents 

asset  value  available  for  profit  distribution,  subject  to  certain  limita- 
tions to  be  considered  later;  and  also  represents  a  part  of  the  pro- 

prietorship interest  over  which  the  directors  have  a  control.  The 

directors'  control  of  capital,  as  to  distribution,  is  restricted  by  the 
legal  rules  heretofore  considered.  As  to  surplus,  although  available 
for  distribution,  the  time  of  its  distribution  is  within  their  control. 

A  surplus  may  be  created  by  an  amount  paid  in  by  the  stock- 
holders, or  by  a  retention  of  profits.  Surplus  created  in  the  first 

manner  is  called  paid-in  surplus;  surplus  created  from  earnings  re- 
tained is  called  earned  surplus. 

Paid-in  Surplus.  Generally  speaking,  paid-in  surplus  may  be 
created  in  one  of  the  following  ways: 

(a)  By  assessment  of  the  stockholders. 

(&)  By  premiums  paid  for  stock,  or  the  equivalent — an  amount 
contributed  by  stockholders  in  conjunction  with  their  taking 
stock, 

(c)  The  equivalent  of  a  paid-in  surplus  may  be  created  by  means 
of  a  reduction  of  the  capital  stock  in  accordance  with  the 
statutory  provisions. 

{d)  In  certain  cases  of  reorganization,  the  new  corporation  may 

start  with  a  surplus  which  is  analogous  to  a  paid-in  surplus. 

Surplus  hy  Assessment.  The  term  "capital  stock  fully  paid  and 
non-assessable"  indicates  that  the  corporation  does  not  have  the  right 
to  call  upon  the  stockholders  for  further  contributions  to  capital, 
and  that,  in  a  single  liability  corporation,  there  is  no  further  liability 
on  the  part  of  the  stockholders.  In  certain  cases,  the  stock  may  be 
assessable,  and  in  other  cases  the  stockholders  may  voluntarily  pay 
an  assessment.  Should  an  assessment  be  paid,  the  amount  constitutes 

a  part  of  the  paid-in  surplus.  As  such  it  is  distributable,  but  when 
distributed  is  not  to  be  regarded  as  a  distribution  of  income.  Fur- 

thermore upon  the  receipt  of  an  assessment,  the  corporation  is  not 
to  be  regarded  as  having  income,  but  as  having  received  capital. 

Contributed  Surplus  and  Premiums.  Financial  institutions  some- 
times deem  it  advisable  to  show  a  surplus  in  their  statements.  For 

this  reason  stockholders,  in  the  first  instance,  may  contribute  a  sur- 
plus along  with  their  payments  for  the  stock.     Generally  speaking 
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the  public  looks  upon  surplus  as  indicative  of  financial  strength ;  and 
the  financial  institution,  cognizant  of  this  attitude,  creates  a  surplus 
in  the  first  instance. 

Under  many  circumstances  a  financial  institution  is  a  double  liabil- 
ity corporation.  Although  the  stockholder  may  contribute  an  amount 

to  a  contributed  surplus,  in  addition  to  payments  on  his  stock,  yet 
such  contribution  does  not  relieve  him  of  the  double  liability.  He 

is  still  liable  for  the  par  of  his  stock  in  addition  to  his  capital  con- 
tributions. It  might  well  happen,  if  the  courts  were  to  hold  other- 

wise, that  the  force  of  this  legal  requirement  would  be  lost.  Under 
such  circumstances,  if  the  stockholders  decided  that  capital  to  the 
amount  of  $500,000  should  be  contributed,  they  might  decide  to  issue 
stock  in  the  amount  of  $250,000  and  contribute  surplus  of  $250,000 
instead  of  issuing  stock  for  $500,000,  subject  to  the  double  liability. 

Sometimes  stock  is  purchased  at  a  premium.  The  premium  is 
practically  the  same  as  contributed  surplus.  If  a  corporation  has 
accumulated  an  earned  surplus,  and  then  issues  additional  stock,  the 
additional  stock  may  be  issued  at  a  premium  for  the  reason  that  the 

new  stock  is  entitled  to  a  proportion  of  surplus.  Thus  if  the  corpora- 
tion had  a  capital  stock  of  $100,000  and  an  earned  surplus  of  $100,- 

000,  a  stock  of  the  par  of  $100  would  have  a  book  value  of  $200. 
Under  these  circumstances  the  corporation  might  receive  a  premium 
of  $100  for  additional  shares  issued. 

A  premium  paid  for  stock  is  not  income  as  to  the  corporation 

for  the  reason  that  it  represents  an  amount  paid  in  as  capital.  Fur- 
thermore in  so  far  as  it  is  a  premium  paid  by  reason  of  an  earned 

surplus  already  on  the  books,  it  may  be  merged  with  that  surplus 
so  that  in  an  ultimate  distribution  it  would  be  difficult  to  determine 

whether  the  distribution  was  of  income  or  of  tlie  paid-in  amount. 
The  question  does  not  often  arise,  largely  for  the  reason  that  a 

corporation  ordinarily  retains  a  large  amount  of  its  capital,  a  condi- 
tion more  likely  to  exist  in  case  of  additional  stock  issues.  The  very 

existence  of  additional  stock  issues  wdth  a  surplus  on  the  books  is 

indicative,  in  most  instances,  of  a  need  for  capital  to  meet  the  ex- 
pansion program  of  the  organization.  On  the  other  hand,  if  the 

premium  was  representative  of  an  originally  contributed  surplus, 
instances  might  arise  of  where  this  is  distributed,  in  which  case  it 
would  clearly  appear  to  be  a  distribution  of  capital  and  not  of  income. 

Reduction  of  Capital  Stock. — The  effect  of  a  reduction  of  capital 
stock  is,  in  the  first  instance,  to  create  a  surplus  element,  assuming 
that  a  deficit  does  not  exist  on  the  books  equal  to  or  greater  than 
the  amount  of  the  reduction. 
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For  example,  if  a  corporation  has  capital  stock  of  $500,000  and 
a  surplus  of  $10,000,  and  reduces  its  capital  stock  to  $250,000,  the 
result  would  be  capital  stock  $250,000,  and  surplus  $260,000. 

This  is  equivalent  to  a  paid-in  surplus  in  the  sense  that  the  stock- 
holders, presumably,  paid  in  the  full  amount  of  the  capital  stock, 

and  the  transfer  of  the  amount  from  capital  stock  to  surplus  does 

not  change  its  nature  as  to  a  paid-in  amount. 
A  distribution  of  a  surplus  created  by  a  reduction  of  capital 

stock  is  not  entirely  income  to  a  recipient.  The  extent  to  which  it 
is  income  depends  upon  the  price  paid  for  the  stock  by  the  recipient ; 

in  which  case,  if  the  value  distributed  exceeded  the  price  paid,  there 
would  be  income  in  the  amount  of  the  excess. 

Reorganizations. — From  a  technical  standpoint  the  sale  by  one 
corporation  of  its  business  to  another  corporation  is  regarded  as  a 
sale  between  two  distinctive  persons  regardless  of  the  fact  that  the 

stockholders  in  each  instance  are  the  same.  Thus  a  corporation  might 
be  organized  under  the  laws  of  one  state;  a  new  corporation  might 
be  organized  under  the  laws  of  another  state,  the  first  corporation 
transferring  all  of  its  properties  to  the  second  and  the  stockholders 

in  the  second  being  the  same  as  those  in  the  first.  The  same  condi- 
tion might  prevail  in  the  event  that  the  charter  of  a  corporation 

expires,  and  the  new  corporation  is  organized  to  carry  on  the  busi- 
ness ;  in  effect  the  new  corporation  is  distinctive  from  the  old  regard- 
less of  the  fact  that  the  stockholders  are  the  same  persons  who  held 

the  stock  of  the  old  corporation. 

A  surplus  may  exist  on  the  books  of  the  old  corporation.  In  many 
instances  this  surplus  is  wiped  out  by  an  increase  in  the  capital 
stock  of  the  new  corporation  over  and  above  the  capital  stock  of  the 
old. 

For  example,  the  old  corporation  may  have  had  a  capital  stock 
of  $500,000  and  a  surplus  of  $500,000  (the  surplus  being  earned 
surplus).  The  new  corporation  may  decide  to  commence  business 

■wdth  a  capital  stock  of  $1,000,000,  having  precisely  the  same  assets 
and  liabilities  as  were  in  the  old  corporation.  In  this  case  the  stock- 

holders would  receive,  assuming  the  par  of  stock  in  each  instance  to 
be  the  same,  two  shares  of  stock  in  the  new  corporation  for  each 

share  of  stock  that  was  held  by  them  in  the  old.  In  the  old  corpora- 

tion the  surplus  w^as  constantly  available  for  distribution  as  divi- 
dends; in  the  new  corporation  it  is  in  the  form  of  capital  stock  and, 

therefore,  not  available  for  distribution  as  dividends:  Accordingly 
the  excess  in  value  of  the  stock  received  over  what  the  stockholder 

paid  for  it  may  be  regarded  as  income.     The  determining  of  just 
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how  much  of  this  is  to  be  regarded  as  income,  for  taxation  purposes, 
is  set  forth  in  the  income  tax  regulations. 

On  the  other  hand,  there  might  be  a  distribution  of  stock  on 

exactly  the  same  basis  as  it  was  held  in  the  old  corporation;  that  is, 
for  each  share  of  stock  in  the  old  corporation  a  share  would  be  issued 

in  the  new.  Tender  these  circumstances  the  books  of  the  new  corpora- 

tion would  be  opened  up  by  a  surplus  account.  Since  the  new  corpo- 
ration is  to  be  regarded  as  a  distinctive  entity,  this  surplus,  from 

a  technical  angle,  would  not  be  earned  by  the  new  corporation.  Un- 
der these  circumstances  it  is  to  be  regarded,  theoretically,  as  a  paid-in 

surplus.  Nevertheless,  for  taxation  purposes,  the  surplus  may  be 

regarded  as  having  retained  its  original  identity  as  an  earned  sur- 
plus, so  that  distribution  later  effected  would  be  on  precisely  the 

same  basis  as  dividends  declared  from  earnings.  If  the  rule  were 
otherwise,  then  the  stockholders  would  be  regarded  as  having  received 
the  surplus  upon  the  liquidation  of  the  old  corporation  and  again 

contributed  to  the  new  corporation.  Under  such  a  theory  the  stock- 
holders would  be  subject  to  a  tax  as  at  the  time  of  the  reorganization. 

Summary. — Corporations  obtain  their  funds  either  by  stock  is- 
sues or  by  borrowings. 

The  principal  characteristics  of  stock  issues  are  that  the  return 
is  uncertain  as  to  time  and  sometimes  as  to  amount ;  that  in  some 

cases  there  is  proprietorship  participation ;  and  that  the  principal  of 
the  investment  is  not  specifically  secured,  although  there  may  be 
preferences  as  to  either  return  or  principal  as  between  stockholders. 
Ordinarily  the  date  of  maturity  of  the  investment  is  not  fixed. 

The  principal  characteristics  of  borrowings — that  is,  of  bonds  or 
of  notes — are  that  a  fixed  return  is  usually  payable  at  a  definite 
date;  and  that  a  definite  date  of  maturity  is  specified.  The  obliga- 

tion may  be,  although  not  necessarily,  secured. 
To  determine  whether  a  debenture,  which  partakes  both  of  loan 

features  and  proprietorship  features,  is  fundamentally  a  stock  or  a 
bond,  it  is  necessaiy  to  consider  all  provisions  of  the  contract  and 
whether  or  not  the  stock  features  or  the  bond  features  predominate. 

In  addition  to  the  investment  in  the  par  of  the  stock,  there  may 

be  a  contribution  of  paid-in  surplus.  This  may  arise  by  an  original 
paid-in  amount;  by  a  premium  on  stock  issued;  by  an  assessment 
on  the  stockholders ;  perhaps  by  a  reduction  of  the  capital  stock ; 

and,  in  theory,  there  may  be  a  contributed  surplus  in  a  new  corpora- 
tion upon  reorganization  which  was  an  earned  surplus  as  to  the  old 

corporation. 
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PROBLEM  87 

About  July  1,  1928,  the  Y-Z  Company  issues  securities  entitled  "6%  De- 
benture Bonds,"  which  contain  the  following  provisions:  (a)  that  interest 

shall  be  paid   out  of  profits  each    year   upon   vote  of   the  board  of  directors, 

(b)  that  if  in  any  year  the  interest   is  not  paid,  it  shall   not  cumulate,   and 

(c)  that  the  principal  shall  fall  due  on  July  1,  1948.  State  your  opinion  as 

to:  (1)  the  classification  of  these  securities,  (2)  the  reasons  for  such  classi- 
fication, and  (3)  what  effect  such  classification  has  in  respect  to  determining 

the  capital  and  the  income  of  the  corporation. 

FBOBLEM  88 

On  the  date  of  the  e:xpiration  of  its  charter,  the  X  Corporation  has  the 

following  assets,   liabilities  and   capital: 

Assets          $465,000 

$465,000 

Liabilities          $200,000 

Surplus             165,000 

Capital  stock            100,000 

$465,000 

It  is  decided  to  form  a  new  corporation  called  the  Y  Company,  with  a  capital 

stock  of  $200,000,  the  stockholders  of  the  old  corporation  to  receive  two  shares 
of  stock,  par  $100,  for  each  share  of  stock,  par  $100,  held  in  the  old  corporation. 

Prepare  summary  entries  showing  treatment  of  these  transactions  on  the 

books  of  the  old  corporation,  and  on  the  books  of  the  new  corporation. 

PEOBLEM  89 

The  ABC  Corporation  issues  $100,000  worth  of  bonds  at  99.  Bonds  are 

for  10  years  and  bear  5%  interest,  payable  semi-annually.  Make  entry  for 
above  and  for   the  first  interest  payment. 

PROBLEM  90 

Journalize  the  following  transactions: 

1.  A  company  is  organized  with  an  authorized  capital  stock  of  $100,000. 

One  half  is  paid  in  in  cash  and  the  stock  is  issued.  The  remaining  shares 
are  subscribed  for,  to  be  paid  in  four  equal  installments.  The  first  installment 
is  paid  for  in  cash. 

2.  A  company  purchases  for  cash  60   shares  of  its  own   stock   at  95. 
.3.  The  above  60  shares  are  sold  at  90. 

4.  If  authorized  stock  is  $50,000,  surplus  $6000  and  stock  outstanding 
$25,000   and  a  6%   dividend  is  declared,  what  is  the  entry? 

5.  A  company  issues  $100,000  5%  20-year  bonds  at  95,  interest  payable 
aimually. 

6.  One  year  later  the  interest  is  paid  on  the  above  bonds. 

7.  We  receive  the  following  report  from  our  branch  manager: 
a.  Cash  sales  to  date,  $500. 
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b.  Sales  to  customers  on  account,  $1000. 

c.  Allowances  to   customers,   $25. 

d.  Collections   from   customers,   $600. 

PROBLEM  91 

a.  The  Midas  Development  Co.  having  exchanged  all  its  authorized  capital 

stock  for  the  physical  properties  formerly  owned  by  a  partnership,  receives 
from  the  partnership  a  donation  of  2000  shares  of  its  own  common  stock 

(par  value  $100).  Later,  1000  of  these  shares  are  sold  for  cash  at  $40  per 

share.  Show  journal  entries  covering  receipt  of  the  donated  stock  and  the 
sale  of  1000  shares  of  it. 

b.  This  corporation  then  offers  a  $500  bond  and  one  share  of  treasury  stock 
(par  $100)  for  $500  cash.  The  bond  has  a  market  value  of  $460.  Show 

journal  entries  on  the  books  of  the  corporation  covering  the  sale  of  one  bond. 
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INCREMENT  TO  CORPORATE  VALUES 

There  may  be  an  addition  to  the  capital  of  a  corporation  by  reason 
of  income,  or  there  may  be  an  addition  from  other  than  income  causes. 

Thus  the  elements  of  paid-in  surplus  referred  to  in  the  preceding 

chapter  constituted  additions  to  capital  which  were  not  income  addi- 
tions. 

Income  additions  to  capital,  for  the  most  part,  flow  out  of  sales 

either  of  property  or  of  services.  If  the  sales  are  of  property,  it 

may  be  that  the  thing  sold  has  gone  through  certain  convertive  proc- 
esses— that  is,  manufacture — prior  to  sale;  or  it  may  be  that  the 

thing  sold  is  in  the  same  form  as  when  acquired  by  the  corporation. 
The  first  of  these  sources  of  income  is  that  of  the  manufacturing 

corporation,  the  second  that  of  a  merchandising  or  trading  corpora- 
tion. 

In  addition  to  income  from  sales  of  goods,  property,  or  services, 
there  may  be  incidental  income.  This  may  take  the  form  of  rentals, 

royalties,  or  of  income  arising  by  reason  of  the  ownership  of  securi- 
ties. If  the  income  is  from  securities,  it  may  consist  either  of  the 

interest  or  dividends  on  the  securities,  or  of  the  sale  of  the  securities 
at  a  higher  price  than  their  cost  to  the  corporation.  In  one  case  it 
was  argued  that  the  increment  resulting  from  the  sale  of  securities 
was  to  be  regarded  as  a  capital  accretion  and  not  as  income  and 

thus  available  as  to  all  stockholders — common  and  preferred.  But 
the  court  held  that  it  was  to  be  considered  income,  and  accordingly 
a  dividend  declared  out  of  surplus  arising  from  the  profit  on  the 

sale  of  securities  is  distributable  in  the  same  manner  as  profits  se- 
cured from  other  sources. 

Premium  and  Discount  on  Stock. — A  premium  on  stock  issued, 

as  has  been  explained,  is  an  element  of  paid-in  surplus,  and  is  to  be 

regarded  as  a  capital  accretion.  Upon  similar  analog%',  a  discount 
on  corporate  stock  issued  is  not  to  be  considered  a  loss,  but  the 
amount  of  capital  paid  in  is  deemed  to  be  that  much  less  than  the 
nominal  value  stated — that  is,  the  par  value.  Accordingly  a  deficit 
which  would  be  shown  as  having  been  caused  by  the  issue  of  stock 
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at  less  than  par  is  not  to  be  regarded  as  a  deficit  from  operating 
causes.  The  discount  on  stock  should  be  deducted  from  the  capital 

stock  to  show  the  actual  capital.  For  example,  if  a  corporation  sold 
stock  of  the  par  of  $100,000  for  $75,000,  its  capital  would  not  consist 
of  $100,000  capital  stock,  offset  by  a  deficit  of  $25,000 ;  but  the  capital 
stock  itself  should  be  shown  as  $75,000,  that  is,  the  balance  sheet 
item  would  be: 

Capital  stock      $100,000 
Less  Discount  on  Capital  stock  issued         25,000     $75,000 

Bonds  are  sometimes  sold  or  issued  at  a  premium  or  a  discount. 

Unlike  stock,  the  issuance  of  bonds  at  a  premium  or  discount  has  a 
bearing  upon  income.  This  matter  will  be  more  fully  discussed  in 
succeeding  pages. 

Operations  during  Organization. — Pending  the  formation  of  a 
corporation,  there  may  be  certain  elements  of  increment  or  decrement 
as  to  assets.  For  example,  a  partnership  might  close  its  books  by 

showing  the  transfer  of  its  properties  to  a  corporation.  This  corpora- 
tion may  not  yet  be  formed.  A  short  time  may  elapse  between  the 

date  when  the  partnership  has  presumably  disposed  of  the  property 
and  the  date  when  the  corporation  begins  business.  During  this 
interval,  there  may  be  a  loss  or  a  gain  arising  from  operations. 
Theoretically,  this  is  not  to  be  regarded  as  a  loss  or  gain  of  the  new 

corporation.  From  a  technical  accounting  viewpoint,  any  loss  sus- 
tained in  this  interval  is  an  addition  to  the  purchase  price  paid  by 

the  new  corporation;  any  gain  sustained  during  the  inten-al  is  a 
reduction  of  the  purchase  price  paid  by  the  new  corporation.  If 
cash  or  current  assets  are  increased  by  reason  of  a  gain,  the  amount 
of  goodwill  or  intangible  assets,  or  of  other  fixed  assets,  should  be 
reduced  by  that  amount.  On  the  contrary,  if  a  loss  is  sustained, 

it  is  frequently  the  accounting  practice  to  set  up  an  asset  value, 

representative  of  the  value  lost,  as  a  capital  item.  In  more  con- 
sei'vatively  managed  corporations,  this  is  ordinarily  written  down 
against  profits  within  a  few  years. 

For  example  a  partnership  having  current  assets  of  $100,000,  no 

other  assets  or  liabilities,  and  a  capital  of  $100,000  is  sold  to  a  cor- 

poration for  $125,000.  In  the  eyes  of  the  law  the  sale  cannot  be 

made  to  the  corporation  until  formed;  nevertheless  in  practice  it 

may  happen  that  the  affairs  will  continue  to  be  conducted  during 
an  interval  between  the  closing  of  the  partnership  and  the  beginning 

of  the  corporation  by  the  promoters  of  the  corporation,  and  that  then 
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the  corporation  "adopts"  the  contract  of  sale  made  on  its  behalf 
by  these  promoters.  While  the  promoters  have  the  properties,  the 
current  assets  are  increased  to  $105,000.  The  cost  to  the  corporation 
of  the  business  is  still  $125,000.  Instead  of  carrying  the  excess  as 

goodwill  in  the  amount  of  $25,000,  it  would  be  carried  to  the  good- 
will account  as  $20,000,  since  as  to  the  corporation  this  represents 

the  true  excess  paid. 
On  the  other  hand,  if  the  current  assets  had  been  reduced  to 

$95,000,  the  true  excess  would  have  been  $30,000.  The  entire  $30,000 

might  be  legitimately  taken  to  the  goodwill  account  instead  of  $25,- 
000.  If  the  corporation  were  conservatively  managed,  the  $5000 
would  be  written  off  against  profits  within  the  first  few  years  of 
operation.  The  principle  is  simply  that  properties  should  be  acquired 
by  the  corporation  at  their  cost ;  inasmuch  as  the  cost  remains  the 
same,  it  is  merely  a  question  of  the  distribution  of  the  cost  as  between 
the  asset  values  acquired. 

The  procedures  just  given  are  correct  in  theory.  A  corporation 

cannot  be  regarded  as  having  made  earnings  or  sustained  losses  be- 
fore it  commences  to  operate.  Distinctive  as  it  is  from  its  promoters 

or  from  the  natural  persons  who  are  its  proprietors,  it  has  no  ex- 
istence until  formally  incorporated.  There  are  times,  to  be  sure, 

when  a  corporation  has  not  resulted  in  the  strictly  legal  sense,  al- 
though the  proprietors  have  honestly  attempted  to  create  one.  In 

this  instance,  there  may  be  what  is  known  as  a  de  facto  corporation. 
A  corporation  completely  organized,  according  to  the  law,  is  a  de  jure 
corporation.  If  there  is  a  de  facto  corporation,  the  courts  recognize 
the  organization  as  a  corporation  for  many  purposes,  particularly 
for  the  purpose  of  limdting  the  liability  of  the  stockholders  should 
fraud  be  involved  in  the  conduct  of  its  affairs.  This  conception  of 
the  de  facto  corporation  can  hardly  be  carried  so  far  as  to  permit 

the  "constructive"  creation  of  a  corporation  before  the  time  it  is 
actually  incorporated.  Accordingly  profits  earned  or  losses  sustained 

pending  incorporation  are  not,  from  the  strictly  technical  legal  view- 
point, profits  or  losses  of  the  corporation. 

In  practice,  however,  the  distinction  is  frequently  ignored.  Quite 
frequently  in  cases  of  reorganization,  the  profits  or  losses  are  taken 
into  the  books  as  constituting  profits  or  losses  of  the  new  corporation. 

From  a  taxation  viewpoint,  it  is  essential  to  regard  profits  or 
losses  made  pending  incorporation  as  being  profits  or  losses  of  the 
corporation.  To  whom  may  it  be  said  that  such  increases  of  value 

— assuming  a  profit — belong?  The  promoters  may  have  what  is  re- 
garded as  the  legal  title,  but,  although  having  the  legal  title,  do  not 
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have  the  beneficial  right  to  the  profits.  On  the  other  hand,  the 

corporation  has  the  right  to  the  benefit  of  any  increases  in  value. 
So  it  may  be  regarded  that  the  promoters  act  in  a  trustee  capacity 
pending  the  incorporation,  and  that  the  profits  made,  if  any,  are 
earned  for  the  corporation. 

It  is  well  to  have  the  strictly  accounting  viewpoint  in  mind  for 
the  reason  that  it  is  sometimes  found  in  practice.  In  all  cases  of 

reorganizations,  the  exact  status  of  the  new  corporation  cannot  be 
satisfactorily  determined  without  having  a  balance  sheet  of  the  old 

organization  as  at  the  time  its  properties  were  turned  over.  A  dif- 
ference in  the  dates  of  such  balance  sheet  and  the  date  of  incorpora- 

tion would  invite  inquiry  as  to  possible  profits  in  the  interval,  which 
profits,  for  the  reasons  heretofore  given,  might  not  clearly  appear 
on  the  books  of  the  new  corporation. 

Sometimes  a  period  will  elapse  between  the  time  when  a  corpora- 
tion is  formed  and  the  stock  issued,  and  the  time  when  it  is  ready 

to  commence  active  operations.  The  agreement  with  the  stockholders 

may  be  that  during  this  interval  so-called  interest  is  to  be  paid  upon 
the  amount  of  their  stock  subscriptions.  The  purpose  of  this  is  to 
induce  the  stockholders  to  take  out  stock  in  the  corporation,  since 
without  such  an  interest  provision  they  might  be  reluctant  to  make 
an  investment  the  returns  on  which  would  be  deferred  during  the 
entire  period  preliminary  to  operations.  Under  such  circumstances, 
the  amounts  expended,  although  regarded  as  income  to  the  recipients, 
are  not  treated  as  charges  against  income  as  to  the  corporation.  The 
better  practice  is  to  include  these  payments  as  part  of  the  costs  of 
the  property,  in  other  words,  to  capitalize  the  payments  made. 

Increment  Terms. — A  number  of  terms  are  used  with  respect 
to  increment  to  values.     Among  these  terms  are : 

Revenue 
Income 
Rent 
Interest 
Issues 
Returns 
Profits 
Earnings 

The  term  reventce  is  probably  the  broadest  term.  It  is  often  used 

not  only  to  represent  increases  arising  out  of  the  employment  of 

values,  but  also  increases  to  the  values  themselves.     Thus  in  Gov- 



190  INCREMENT  TO  CORPORATE  VALUES 

emment  accounting  the  term  "revenue"  is  used  as  to  the  collections 
from  taxes,  and  as  to  the  proceeds  of  bond  issues.  As  thus  used 
the  term  would  include  additions  to  values  from  other  sources  than 

the  employment  of  values  already  possessed  by  the  Government. 

Sometimes  the  term  "revenue"  is  used  in  business  with  respect  to 
additions  to  values  arising  from  the  employment  of  values  already 
in  the  business. 

The  term  income  is  a  generic  term  mostly  confined  to  indicate 
additions  to  values  arising  by  reason  of  the  use  of  capital  and  of 

effort.  Sometimes  in  charitable  organizations,  or  in  other  non-profit 

organizations,  the  term  "income"  is  used  to  indicate  receipts.  In 
profit  organizations,  however,  the  term  is  confined  to  additions  to 
value  arising  from  the  employment  of  existing  values  in  the  business 
or  from  the  efforts  of  those  in  business. 

The  term  I'ent  is  ordinarily  used  to  indicate  the  compensation 
paid,  or  agreed  to  be  paid,  for  the  right  of  using  or  possessing  prop- 

erties.   "With  respect  to  the  recipient,  rent  is  a  form  of  income. 
Interest  is  a  term  used  to  indicate  income  arising  from  compensa- 

tion paid,  or  agreed  to  be  paid,  for  the  use  of  money  or  of  credit. 
Issues  is  a  term  used  to  indicate  that  increment  to  values  which 

may  arise  by  reason  of  the  reproductive  processes  of  nature. 
Returns  is  usually  employed  to  indicate  the  increment  upon  the 

investment  or  the  yield.  Often  it  is  expressed  as  a  percentage — as, 

that  the  return  on  the  investment  is  12%.  The  term  "yield"  may 
be  sometimes  used  in  the  same  sense  as  return  w^ould  be  used. 

Profit  is  a  term  which,  although  used  in  a  variety  of  senses,  is 
in  its  strictest  sense  indicative  of  the  excess  of  value  received  upon 
the  sale  of  a  thing  over  the  price  paid  therefor.  Thus  if  a  person 

o^^TLed  bonds,  the  term  "interest"  would  be  used  to  indicate  the 
amounts  he  received  from  time  to  time  for  the  use  of  the  money 

he  had  advanced;  whereas,  the  term  "profit"  would  be  used  to  indi- 
cate the  excess  of  value  for  which  he  might  sell  the  bonds  over  the 

price  that  he  had  paid  for  them. 
Earnings  is  a  term  which,  like  profit,  may  be  used  in  a  number 

of  senses,  but  which  is  preferably  used  to  indicate  the  compensation 
received  for  the  rendition  of  service. 

Progress  statements  of  manufacturers  and  traders  usually  have 

the  gradations:  gross  profit,  and  net  profit;  the  former  indicates 
the  total  increment  received,  the  latter  the  actual  increment  after 

deducting  certain  costs  or  expenses.  Progress  statements  of  public 

service  corporations  have  the  gradations:  gross  earnings,  net  earn- 
ings, and  net  income. 

I 
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Progress  statements  of  non-profit  institutions  usually  have  the 
gradations:   gross  income  and  net  income. 

Expenditures. — As  above  explained,  an  expenditure  means  an 
amount  paid,  or  to  be  paid.  Expenditures  might  be  capital  expendi- 

tures or  revenue  expenditures. 
A  capital  expenditure  is  one  for  which  an  asset  value  is  received 

that  is  to  be  used  for  the  permanent  purposes  of  the  organization. 
Among  the  most  usual  capital  expenditures  are  those  made  for : 

Land 
Buildings 
Machinery 
Tools 
Patterns 
Furniture  and  fixtures 
Patents  and  trade  marks 
Goodwill 

It  should  be  borne  in  mind  that  it  is  not  the  kind  of  values  se- 

cured, but  the  purpose  behind  the  securement  of  the  value,  which 
determines  whether  or  not  the  expenditure  is  a  capital  expenditure. 
Thus,  land  is  usually  acquired  for  the  permanent  purposes  of  a 
corporation.  Yet  in  a  real  estate  company,  land  may  be  acquired 

for  the  purpose  of  selling  the  land.  In  the  latter  instance,  the  ex- 
penditure for  the  land  is  not  a  capital  expenditure  because  the  land 

is  not  secured  for  the  permanent  purposes  of  the  company.  The 
same  rule  applies  to  buildings  and  likewise  to  machinery.  In  the 

ordinary  case,  buildings  and  maehinerj^  are  acquired  for  the  perma- 
nent uses  of  the  business.  Yet  there  are  instances  in  which  the  build- 

ings or  machinery  may  be  acquired  for  purposes  of  selling  without 
using.  In  the  latter  eases,  the  purpose  not  being  that  of  use  by  the 
organization,  the  expenditure  would  not  be  a  capital  expenditure. 

The  permanency  of  the  thing  itself  is  not  a  basic  test.  Tools 

and  patterns,  for  example,  may  be  less  permanent  than  certain  ar- 
ticles held  for  sale  in  the  sense  that  the  useful  life  of  the  latter  ar- 

ticles or  the  time  they  are  retained  by  the  organization  that  is  to 
sell  them,  is  longer  than  the  useful  life  of  tools  or  of  patterns.  Should 

a  special  tool  be  required  to  produce  a  given  thing  which  becomes 
entirely  used  in  the  production  of  the  thing,  or  which  is  useless  for 
the  production  of  any  other  thing  manufactured  by  the  corporation, 
then  the  entire  value  expended  for  the  thing  may  be  charged  against 
profits  in  the  year  in  which  the  thing  is  made,  provided  that  the 
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thing  is  only  to  be  made  during  that  year.  This  might  arise  by 
reason  of  a  special  model,  or  special  thing,  the  making  of  quantities 

of  wliich  is  not  contemplated  as  a  permanent  policy  of  the  cor- 
poration. 

In  the  same  way,  a  pattern  may  be  completely  used,  or  become 

absolutely  useless,  after  the  article  is  made.  Here  again  the  expendi- 
ture would  not  be  a  capital  expenditure,  but  chargeable  against  in- 

come. Accordingly  the  test  is  not  the  permanency  of  the  thing  from 
the  standpoint  of  its  life,  but  its  permanency  for  the  purposes  of 
the  organization. 

Revenue  Expenditures. — Before  presenting  a  definition  of  a  rev- 
enue expenditure,  it  is  desirable  that  certain  kinds  of  these  expendi- 
tures be  explained.  An  expenditure  may  result  in  the  acquisition 

of  asset  value,  in  the  liquidation  of  a  liability,  or  may  either  liqui- 
date a  liability  nor  procure  asset  value.  For  example,  a  repair  merely 

restores  asset  value  and  is  an  expenditure  necessary  to  maintain  asset 

value.  It  does  not  add  to  the  original  asset  value.  Numerous  illus- 
trations are  found  in  the  various  items  of  expense  in  connection  with 

the  profit  and  loss  account  of  expenditures  which  neither  add  to 
asset  value  nor  liquidate  a  liability. 

It  could  not  be  said,  however,  that  a  revenue  expenditure  con- 
sisted exclusively  of  expenditures  which  were  in  the  nature  of  ex- 

pense. The  reason  for  this  is  that  the  purchase  of  merchandise,  for 
purposes  of  sale,  constitutes  a  revenue  expenditure.  In  the  case  of 

manufacturing,  the  various  materials  which  enter  into  the  manu- 
facture are  the  subject  of  a  revenue  expenditure.  Supplies  which 

are  used  in  conjunction  with  the  processes  of  manufacture  would 
also  be  the  subjects  of  revenue  expenditure.  Nor  may  it  be  said  that 
a  revenue  expenditure  is  one  chargeable  against  profits  of  the  year 
in  which  it  is  made.  Some  of  the  goods  purchased  for  sale  may  be 
on  hand  at  the  end  of  the  year  and  would  not  be  chargeable  against 
profit  and  loss  for  that  year.  Likewise  as  to  manufacturing,  certain 
of  the  costs  of  manufacture  go  into  the  inventories  and  thus  are  not 
a  charge  against  profits  until  the  product  manufactured  is  sold. 

Having  the  various  factors  in  mind,  it  would  appear  that  the 

following  represents  a  fairly  accurate  definition  of  a  revenue  ex- 
penditure. 

A  revenue  expenditure  is  an  amount  paid,  or  to  be  paid,  for 

which  no  asset  value  is  acquired,  or  for  which  asset  value  is  ac- 
quired which  is  chargeable  against  profits  as  part,  or  all,  of  the 

cost  of  things  sold. 

I 
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"With  respect  to  the  first  part  of  this  definition,  expense  expendi- 
tures are  those  for  which  no  asset  value  is  acquired. 

With  regard  to  the  second,  the  purchase  of  merchandise  or  of 
materials,  or  the  other  expenditures  which  are  properly  included  in 
inventories,  are  illustrations. 

As  a  further  example,  take  the  case  of  patterns.  If  patterns  are 

completely  used  up  at  the  time  of  their  use,  they  are  regarded  as 
the  subject  of  a  revenue  expenditure ;  otherwise,  they  are  regarded 
as  the  subject  of  a  capital  expenditure.  Should  the  patterns  last  a 
few  years,  the  depreciation  would  be  chargeable  against  profit  and 
loss  each  year,  so  that  the  line  of  demarcation  between  a  revenue 
expenditure  and  a  capital  expenditure  may  be  somewhat  fine  as  to 
certain  expenditures. 

Distinctions  between  Capital  and  Revenue. — Perhaps  a  clearer 
conception  of  the  distinction  between  a  capital  expenditure  and  a 

revenue  expenditure  may  be  gained  by  considering  a  number  of  spe- 
cific cases. 

It  may  happen  that  an  engineer  is  employed,  who  spends  part  of 
his  time  upon  new  construction  work  and  part  of  his  time  upon 
repair  work.  If  this  division  of  the  time  is  of  constantly  recurring 
character,  it  is  evident  that  the  compensation  for  that  part  of  the 

time  spent  on  repair  work  should  be  regarded  as  a  revenue  expendi- 
ture ;  the  compensation  for  that  part  spent  upon  new  construction 

work  should  be  regarded  as  a  capital  expenditure. 
Many  plants  have  a  mechanical  department.  It  is  the  business 

of  this  department  to  do  all  of  the  repair  work  and  some  minor  con- 
struction to  the  plant.  It  is  usual  for  these  departments  to  keep 

a  record  of  the  time  spent  by  their  workmen,  and  the  materials  used 
on  each  job.  If  the  job  is  of  a  repair  nature,  then  the  amount  of 
material  and  labor  is  chargeable  against  profits  (or  perhaps  against 
depreciation  reserve).  Should  the  job  be  one  which  results  in  new 
construction,  then  the  amount  is  added  to  the  asset  value  respecting 
which  the  new  construction  is  made.  For  example,  if  a  shed  is  built 
in  connection  with  one  of  the  buildings,  the  value  of  the  building 
would  be  increased  by  the  labor  and  material  expended  in  building 

the  shed.  As  between  these  two  classes  of  work,  the  general  super- 
vising expense  and  other  costs  of  the  mechanical  department  are 

divided.  Thus  in  addition  to  charging  the  labor  and  material  used 

in  building  the  shed,  a  certain  proportion  of  the  overhead — that  is, 
the  costs — of  the  mechanical  department  would  also  be  included. 

A  somewhat  different  situation  arises  should  the  construction  work 

not  be  of  a  recurring  character.    For  example,  there  may  be  a  draft- 
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ing  room  constantly  being  used  in  conjunction  with  the  manufactur- 
ing work.  Incidentally,  this  drafting  room  may  undertake  certain 

new  construction  in  a  given  year.  If  a  part  of  the  costs  of  the 

drafting  room  were  charged  to  the  construction  work,  then  the  ele- 
ment of  costs  in  the  manufacture  of  goods  would  be  reduced  for  that 

year,  and  a  comparison  of  costs  of  that  year  with  costs  of  the  years 
preceding  or  succeeding  would  be  distorted.  In  this  case,  only  the 
extra  labor  employed  in  the  drafting  department,  or  the  extra  costs 
of  that  department  by  reason  of  the  construction  work,  might  be 
charged  to  the  new  construction  work,  despite  the  fact  that  the  time 

of  the  regular  force  w^as  also  used.  The  practice  may  differ  since 
this  is  a  borderline  case,  but  it  would  appear  preferable  not  to  make 
the  same  clean  line  of  differentiation  here  as  would  be  made  should 

the  construction  work  be  constantly  recurring. 
As  a  general  rule,  the  costs  of  experimental  laboratories  are 

charged  against  profits.  The  work  done  in  these  laboratories  may 

result  in  an  improvement  of  processes,  and  perhaps  in  the  procure- 
ment of  patents.  Assuming  that  a  patent  were  procured,  then  theo- 

retically, all  of  the  costs  of  experimentation  might  be  considered 
chargeable  as  part  of  the  costs  of  the  patent.  In  practice,  however, 

it  is  considered  more  conservative  to  charge  the  costs  of  experimenta- 
tion against  profits,  especially  that  which  is  of  a  contingent  character 

which  may  or  may  not  result  in  patents  or  other  intangible  values. 

As  has  been  explained,  incorporation  expenses  are  usually  capi- 
talized. It  may  be  regarded  that  these  are  expenditures  incurred 

in  conjunction  with  starting  the  organization  machinery  necessary 
to  achieve  the  profit  objectives  of  the  proprietors.  The  principle 

here  is  exactly  the  same  as  the  costs  of  installing  a  machine,  previ- 
ously explained,  these  costs  being  included  in  the  cost  of  the  machine. 

Sometimes  brokerage  is  a  revenue  expenditure  and  sometimes  a 

capital  expenditure.  If  paid  in  connection  with  the  acquisition  of 
assets  to  be  used  for  the  permanent  purposes  of  the  organization, 
it  may  be  included  as  part  of  the  costs  of  such  assets  and  thus  be 
a  capital  expenditure.  Should  the  brokerage  be  paid  in  conjunction 

with  the  procurement  of  assets  that  are  to  be  sold,  or  used  in  manu- 

facture, then  the  expenditure  would  be  regarded  as  a  revenue  ex- 
penditure. 

Sufficient  has  been  said  to  explain  the  distinctions  between  a 
capital  expenditure  and  a  revenue  expenditure.  If  the  expenditure 
results  in  the  acquisition  of  value  used  for  the  permanent  purposes 
of  the  organization,  then  it  is  a  capital  expenditure;  if  it  results 

in  value  not  to  be  used  for  the  permanent  purposes  of  the  organiza- 
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tion,  or  no  asset  value  is  received,  it  is  to  be  regarded  as  a  revenue 
expenditure. 

Summary. — Additions  to  capital  may  consist  of  those  flowing 
from  income  sources,  and  those  flowing  from  other  than  income 
sources. 

Paid-in  surplus,  premiums  on  capital  stock  issued,  and  profits 
pending  incorporation,  are  deemed  to  be  increment  from  other  than 
income  sources. 

Income  elements  are  indicated  by  a  number  of  terms,  interchange- 
ably used,  but  each  of  which  has  a  specific  meaning. 

Expenditures  might  be  capital  expenditures  or  revenue  expendi- 
tures. 

A  capital  expenditure  is  an  amount  paid,  or  to  be  paid,  the  con- 
sideration for  which  is  asset  value  to  be  used  for  the  permanent 

purposes  of  the  organization. 
A  revenue  expenditure  is  an  amount  paid,  or  to  be  paid,  the 

consideration  for  which  either  consists  of  no  asset  value,  or  of  asset 
value  which  the  corporation  holds  for  purposes  of  sale. 

PROBLEM  92 

Submit  journal  entries  for  the  following  transactions: 

1.  Purchase  of  machinery   for  $10,000,   30   days  net,   2%   10   days. 

2.  Payment   for   the   machinery  -within    10   days. 
3.  Purchase   of   top    for   automobile,   $300. 
4.  Purchase  of  land  for  $25,000. 

5.  Payment  of  brokerage    fees   of   $1000    in   connection   with   the   purchase 
of  the  land. 

6.  Payment   of   expenses  of  incorporating,   $1000. 

7.  Purchase  of  equipment   for   experimental  laboratory,  $2000. 
8.  Purchase  of  desks   for   drafting  room,   $500. 

9.  Purchase  of  ink  for  drafting  room,  $5. 

10.  Payment    of   costs    for   rearranging    machinery   in    present    plant,    $1000. 

11.  Payment  of   costs   of  installing   new   machinery,   $85. 

After  making  the  above  entries,  specify  (a)  which  you  regard  as  capital 

expenditures  and  which  you  regard  as  revenue  expenditures,  and  (b)  the  reasons 
for  your  opinion  in  each  case. 

PROBLEM  93 

Make  journal  entries  to  correct  the  following: 
Freight  and  express  charges  on  outgoing  shipments  charged  to  Administrative 

Expense  in  error,  $40. 

Bill  for  insurance  on  buildings  in  the  amount  of  $12,000  and  covering 
a  twelve  month  period  charged  to  Reserve  for  Depreciation  in  error.  State 
your  reasons  for  correcting  this  entry. 
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PROBLEM  94 

X,  Y  and  Z  have  total  assets  of  $70,000  and  liabilities  of  $40,000.  The 

capital  is  shared  equally.  The  partners  form  a  corporation  and  stock  is  issued 
for  the  anaount  of  their  net  worth.  Record  the  change  from  the  partnership 

to  the  corporation,  using  new  books. 

PROBLEM  95 

The  above  corporation's  profit  and  loss  account  shows  $6000  loss  for  the 
first  year.  Close  the  account.  The  second  year  shows  a  profit  of  $20,000.  The 
directors  declare  a  dividend  amounting  to  $8000.  Later  this  dividend  is  paid. 
Journalize. 

PROBLEM  96 

a.  Mr.  Brown  discounts  his  own  60-day  note  at  the  First  National  Bank 
at  the  rate  of  7%  and  receives  $1000  proceeds.  What  is  the  principal  of  the 
note?     Show  calculations. 

b.  Mr.  A  makes  a  partial  payment  to  Mr.  B  of  $.500  within  the  discount 

period  on  an  invoice  with  terms  3/10,  n/30.  Show  journal  entries  as  they  would 

appear  on  each  man's  books. 
PROBLEM  97 

Feb.  16,  1920,  you  accept  A.  L.  Jones'  note  for  $300  at  6%  discount,  to 
apply  on  account.     The  note  runs  for  90  days  and  is  dated  January  17. 
(a)  Make  entries  on  your  books. 

(b)  Make  entries  on  A.  L.  Jones'  books. 

PROBLEM  98 

The  Olds  Company,  with  an  authorized  capital  stock  of  1000  shares  of 

common  stock,  $100  par  value,  gives  Doe  &  Roe,  a  partnership,  600  shares  in 

full  payment  for  their  business  excepting  accounts  receivable,  as  shown  by  the 

following  statement: 

Balance  Sheet — Doe  &  Roe 

Cash       $  15,000 

Accounts  receivable       10,000 

Land  and  buildings      150,000 

Merchandise       15,000 

Koe,  Drawing    5,000 

$195,000 

Notes  payable       $  50,000 

Mortgage  payable    80,000 

Doe,  Capital      25,000 

Doe,   Drawing       5,000 

Roe,  Capital     35,000 

$195,000 

Make  journal  entries  without  explanation: 
(a)  To  record  the  above  conditions  on  the  books  of  the  corporation,  assuming 

that  a  new  set  of  books  is  u^ed. 

(b)  To  close  the  books  of  the  partnership,  assuming  that  the  accounts  re- 
ceivable are  collected  in  full. 
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SURPLUS  AND  SURPLUS  RESERVES 

In  the  preceding  pages  capital  stock  and  surplus  items  have  been 
discussed.  Capital  stock,  we  have  seen,  is  divided  into  a  number 

of  classes;  and  surplus  is  divided  as  between  paid-in  surplus  and 
earned  surplus.  The  sources  of  income,  and  likewise  the  character 
of  expenditures,  have  also  been  considered. 

Additions  to  surplus  may,  of  course,  be  in  the  nature  of  paid-in 
surplus,  or  in  the  nature  of  earned  surplus. 

If  in  the  nature  of  paid-in  surplus,  the  amount  is  ordinarily 
credited  to  the  Surplus  account  at  the  time  it  is  paid  in.  Thus  if 
stock  of  the  par  of  $100,000  is  issued  at  125,  the  entry  would  be : 

Cash        125,000 
Premium  on  Capital  Stock    25,000 
Capital  Stock    100,000 

The  account  Premium  on  Capital  Stock  would  be  a  part  of  the 
surplus,  and  might  be  directly  transferred  to  an  account  captioned 

"Surplus."  Ordinarily  the  Premium  account  is  raised  for  purposes 
of  identifying  this  surplus  item  from  other  surplus  items. 

The  paid-in  surplus  may  consist  of  an  assessment.  By  this  is 
meant  that  the  stockholders  may  be  each  assessed  a  given  amount, 
which  they  pay  into  the  corporation,  perhaps  because  losses  have 

been  sustained.  The  amount  thus  paid  in  constitutes  paid-in  surplus 
and  may  be  repaid  to  the  stockholders. 

Earned  surplus  is  in  the  first  instance  transferred  to  either  a 
Surplus  account  or  to  an  Undivided  Profits  account.  Assuming  that 
a  corporation  made  a  profit  in  a  year  of  $50,000,  the  entry  might  be : 

Profit  and  Loss       50,000 
To  Surplus     50,000 

Instead  of  transferring  the  item  to  Surplus,  it  may  be  transferred 

to  an  account  called  "Undivided  Profits."     It  will  be  found  later 
197 



198  SURPLUS  AND   SURPLUS   RESERVES 

that  surplus  items  are  not  all  named  "Surplus,"  some  of  them  are 
given  the  name  of  "Reserves,"  which  simply  means  that  the  amount 
of  surplus  specified  as  a  reserve  is  intended  not  to  be  distributed 
as  dividends.  Pending  the  determining  of  what  amount  of  the  profits 

of  a  given  year  is  to  go  into  reserve  accounts  representing  appropri- 
ated surplus,  and  what  amount  is  to  go  into  the  account  Surplus, 

the  balance  of  the  Profit  and  Loss  account  may  be  transferred  to 
an  Undivided  Profits  account.  In  other  cases  the  Undivided  Profits 

account  is  used  to  contain  odd  amounts  of  profits,  only  round  amounts 
being  transferred  to  Surplus.  For  example,  the  profit  might  have 
been  $56,350.     In  this  case,  the  entry  might  be : 

Profit  and  Loss       56,350 
Surplus       50,000 
Undivided  Profits     6,350 

Surplus  Classifications. — In  addition  to  the  classification  between 

paid-in  surplus  and  earned  surplus — a  classification  which  is  not  al- 
ways carried  out  in  statements — there  is  the  classification  between 

appropriated  surplus  and  unappropriated  surplus. 
Appropriated  surplus  consists  of  items  of  sur]:)lus  representing 

amounts  which  it  is  intended  shall  be  retained  by  the  corporation 
for  some  specific  purpose,  such  items  of  surplus  usually  being  reserves 
and  the  name  of  the  reserve  usually  indicating  the  purpose  of  the 
retention. 

Unappropriated  surplus  consists  of  such  surplus  as  has  not  been 

designed  for  any  specific  purpose  and  may  be,  although  not  neces- 
sarily will  be,  distributed  as  dividends. 

Reserves. — In  its  broadest  significance  the  word  "reserve"  means 
an  amount  held  back.  Probably  the  more  correct  use  of  the  term 

in  accounting  is  to  indicate  an  amount  of  profit  held  back  from  dis- 
tribution. Nevertheless  the  term  is  used  also  to  indicate  an  amount 

held  back  from  credit  to  asset  accounts. 

In  the  more  widely  accepted  use  of  the  term  the  amount  held 
back  represents  asset  value  and  is  a  surplus  item.  Thus  surplus  may 
be  regarded  as  an  excess  of  asset  value  over  and  above  combined 

liabilities  and  capital  stock.  As  an  item  of  surplus,  the  reserve,  in 
turn,  represents  to  its  extent  such  an  excess  of  asset  value. 

The  other  sense  in  which  the  term  "reserve"  is  used  has  quite 
the  opposite  meaning.  For  one  reason  or  another  it  is  impossible — 

or  if  possible,  undesirable — directly  to  credit  asset  value  in  the  amount 

of  this  reserve.  The  rescrv^e  is  a  credit  but,  as  a  credit,  does  not 
represent  surplus,  does  not  represent  any  excess  in  asset  values  over 
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capital  stock  plus  liabilities,  and  in  fact  represents  an  amount  by 
which  the  asset  values  sho\\Ti  in  asset  accounts  are  overstated. 

The  first  type  of  reserves  may  be  called  surplus  reserves,  and  are 
sometimes  referred  to  as  true  reserves.  The  second  type  of  reserves 

may  be  called  suspended  credit  reserves — that  is,  reserves  represent- 
ing amounts  that  would  otherwise  be  credited  to  asset  accounts. 

For  the  purpose  of  bringing  out  more  clearly  the  distinction  be- 
tween these  types  of  reserves,  it  may  be  assumed  that  at  the  beginning 

of  the  year  a  corporation  has  the  following  assets,  liabilities  and 
capital  stock: 

Assets    $500,000 

$500,000 

Liabilities   $200,000 
Capital  Stock      300,000 

$500,000 

During  the  year  profit  is  made  to  the  amount  of  $50,000.  Such 
profit  may  be  represented  by  an  increase  in  the  asset  value,  the 
liabilities  remaining  constant;  by  a  decrease  in  liabilities  of  $50,000, 
the  assets  remaining  constant ;  or  in  part  by  one  and  in  part  by  the 

other.  For  purposes  of  simplicity,  we  shall  assume  that  the  liabili- 
ties remain  constant  and  that  the  assets  are  increased  by  the  amount 

of  the  profit,  $50,000.  A  reserve  is  set  up  out  of  the  surplus  of 
$20,000.    In  this  case  the  statement  of  condition  would  be  as  follows : 

Assets   $550,000 

$550,000 

Liabilities    $200,000 
Capital  Stock      $300,000 

Surplus : 
Reserve   $20,000 
Unappropriated    30,000       50,000    350,000 

$550,000 

It  is  noted  that  this  reserve  is  a  true  reserve  and  constitutes  a 

part  of  the  surplus.  In  the  event  that  a  reserve  of  $20,000  had  been 
set  up  which  was  a  suspended  credit  reserve,  it  would  represent  a 
reduction  of  asset  value,  and  a  charge  against  profit  and  loss  before 

determining  net  profit.  Assuming  the  profit  had  been  $50,000,  after 
deducting  all  other  costs  and  expenses  than  those  set  up  at  the  time 

of  creating  the  reserve,  then  the  reser\'e  would  be  an  amount  by 
which  this  $50,000  would  have  to  be  decreased  in  order  to  ascertain 
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the  net  profit.    Accordingly  the  net  profit  would  be  $30,000,  and  the 
statement  of  condition  would  be : 

Assets   $550,000 
Less  Reserve  . .     20,000  $530,000 

$530,000 

Liabilities      $200,000 
Capital  Stock  ..$300,000 
Surplus       30,000     330,000 

$530,000 

A  comparison  of  the  above  statements  will  show  that  the  true 
reserve  is  representative  of  an  amount  of  asset  value.  Accordingly 
upon  the  sale  of  the  business  the  surplus  reserve  would  represent  a 
part  of  the  amount  which  should  be  received  from  the  sale.  On  the 
contrary  the  suspended  credit  reserve,  representing  a  decrease  in 

asset  value,  would  represent  an  amount  by  which  the  values  of  the 
property  would  be  less. 

Two  tests  may  then  be  suggested  as  to  determining  whether  a 

given  reserve  is  a  surplus  reserve  or  a  suspended  credit  reserv^e.  If 
the  installments  to  the  reserve  are  to  be  deducted  from  gross  profit 
to  determine  net  profit,  then  the  reserve  is  a  suspended  credit  reserve ; 

if  the  installments  to  the  reserve  are  made  by  charging  profit  and 

loss  after  net  profit  is  determined,  or  by  charging  surplus  or  undi- 
vided profits,  then  the  reserve  is  a  surplus  reserve.  The  second  test 

is:  does  the  reser^'e  constitute  an  amount  which  would  be  included 
in  the  purchase  price  in  the  event  of  the  sale  of  the  business?  If 

it  does,  it  is  a  surplus  reserve ;  if  it  does  not,  it  is  a  suspended  credit 
reserve. 

Kinds  of  Surplus  Reserves. — There  are  many  kinds  of  surplus 
reserves  since  the  purposes  for  the  withholding  of  profits  from  dis- 

tribution may  be  numerous.    Among  those  more  frequently  found  are : 

Reserv'e  for  additions  and  betterments. 
Reserve  for  dividends. 
Reserve  for  redemption  of  bond  issues. 
Reserve  for  contingencies    (sometimes  a  surplus  reserve  and 

sometimes  a  suspended  credit  reserve). 

Reserve  for  Additions  and  Betterments. — It  may  be  that  the 
corporation  intends  to  expand  or  to  increase  its  facilities;  and  the 

expansion  of  facilities  will  require  considerable  outlays.  Pending 

the  time  for  making  these  outlays,  there  will  be  accumulated  from 

profits  of  each  year  amounts  to  be  expended.  For  this  purpose  that 
part  of  surplus  representing  the  amounts  so  accumulated  may  be 

\ 
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carried  in  an  account  entitled  "Reserve  for  Additions  and  Better- 

ments." 
It  should  be  borne  in  mind  that  any  transfer  from  current  assets 

to  capital  assets  carries  with  it  a  change  in  the  proportion  of  working 
capital  to  total  capital.  For  example,  the  following  might  represent 

the  condition  between  current  and  capital  assets,  eliminating  for  sim- 
plicity the  consideration  of  liabilities  which,  it  may  be  assumed,  would 

remain  reasonably  constant: 

Capital  Assets     $500,000 
Current  Assets        500,000 

If  $100,000  is  transferred  from  the  current  assets  to  capital  assets, 
the  condition  then  is: 

Capital  Assets    $600,000 
Current  Assets        400,000 

Accordingly  an  addition  or  betterment  or  improvement  of  the 
plant  should  have  in  mind  the  maintenance  of  working  capital. 
Profits,  at  least  in  the  first  instance,  increase  working  capital.  To 

the  extent  by  which  working  capital  is  increased  through  the  accumu- 
lating of  profits,  there  may  be,  with  reasonable  safety,  a  transfer 

from  the  current  asset  value  to  the  capital  assets  of  amounts  expended 

in  improvements.  In  point  of  fact,  there  really  should  be  more  work- 
ing capital  than  the  actual  amount  transferred,  for  the  reason  that 

to  maintain  the  same  proportions,  every  increase  in  fixed  capital 
should  be  covered  by  a  like  increase  in  working  capital.  Taking  the 
above  case  as  an  example,  if  $100,000  of  profit  had  accumulated,  then 
before  the  transfer  the  condition  would  be : 

Capital  Assets     $500,000 
Current  Assets         600,000 

After  the  transfer  the  condition  would  be: 

Capital  Assets    $600,000 
Current  Assets        500,000 

Thus  it  is  seen  that  in  spite  of  the  increase  of  $100,000,  which 

was  utilized  in  the  capital  assets,  the  proportion  of  working  capital 

to  the  total  capital  is  less.  In  order  to  bring  it  to  the  same  propor- 
tion, there  would  be  the  necessity  for  reserving  an  additional  $100,- 

000  of  profits  so  that  the  capital  assets  would  be  $600,000,  and  the 
current  assets  $600,000. 
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It  is  not  intended  to  go  on  to  all  of  the  phases  of  finance  con- 
nected with  the  elements  of  expansion,  but  it  should  be  borne  in 

mind  that  the  maintenance  of  working  capital  is  of  vital  importance 

and  should  always  be  considered  in  conjunction  with  any  plans  look- 
ing toward  the  expanding  of  the  permanent  facilities.  Under  any 

circumstances  an  amount  of  surplus  should  be  held  back ;  and  that 

amount  of  suri)lus  is  usually  indicated  by  the  term  "Reserve  for 

Additions  and  Betterments,"  or  a  term  of  similar  import. 
Reserve  for  Dividends. — The  declaration  of  a  dividend  is  not 

only  contingent  upon  the  presence  of  profits  equivalent  in  amount 
to  the  values  to  be  distributed  but  also  upon  the  presence  of  those 
values  in  a  form  susceptible  of  distribution.  There  may  be  ample 
profits  without  cash  sufficient  to  pay  a  cash  dividend.  This  is  for 
the  reason  that  the  profits  may  exist  in  other  forms  than  cash.  A 
number  of  other  reasons  may  arise  which  prevent  the  declaration 
of  a  dividend  out  of  profits  which  it  is  intended  shall  be  distributed 
as  dividends.  One  of  the  expedients  that  may  be  adopted  to  meet 

this  situation  is  the  creation  of  a  reserve  entitled  a  "Reserve  for 

Di^^dends."  Furthermore  such  a  reserve  may  be  created  in  the 
event  of  the  passing  of  a  dividend  on  cumulative  preferred  stock, 

to  indicate  an  amount  of  profit  which  must  go  to  the  preferred  stock- 
holders before  dividends  are  available  for  distribution  to  the  common 

stockholders. 

Reserve  for  the  Redemption  of  Bond  Issues. — It  is  not  intended 
now  to  cover  the  question  of  a  fund  carried  for  the  purpose  of  re- 

deeming a  bond  issue.  It  is  usual  in  case  a  bond  issue  is  outstanding 
to  create  such  a  fund  out  of  profits,  the  extent  of  the  accumulation 

of  profits  being  called  "Reserve  for  the  Redemption  of  Bond  Issue," 
or  perhaps  "Reserv^e  for  Bond  Sinking  Fund." 

Reserve  for  Contingencies. — The  possibility  of  losses  always  con- 
fronts a  modern  corporation.  If  these  losses  are  certain  to  occur 

and  reasonably  constant  in  occurrence,  provision  is  made  for  charging 
an  estimated  amount  against  profits  so  that  the  net  profit  of  each  year 
will  represent  a  figure  ascertained  after  deductions  for  all  normal 

contingencies.  Aside  from  this,  there  may  be  extraordinary  contin- 
gencies. These  may  not  be  so  certain  of  occurrence  or  so  recurrent 

in  character  as  to  warrant  a  deduction  from  gross  profit  in  ascer- 
taining net  profit.  For  example,  if  a  company  is  constantly  con- 
fronted with  claims,  an  estimated  amount  of  the  liability  thereon  may 

be  made  and  such  amount  deducted  from  gross  profit  to  ascertain 
net  profit.  Should  the  corporation  not  be  subject  to  continuous 

claims,  and  should  a  suit  be  pending — the  outcome  of  which  is  un- 
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settled — which  may  either  mean  a  large  outlay  or  no  outlay  what- 
ever, the  contingency  may  be  met  by  a  surplus  reserve  called  a 

"Reserve  for  Contingencies."  Thus  the  question  of  whether  a  reserve 
for  contingencies  is  a  surplus  reserve  or  a  suspended  credit  reserve 

often  depends  upon  the  character  of  the  contingency.  If  the  con- 
tingency is  one  of  a  constantly  recurring  nature  and  reasonably 

certain  to  arise,  then  the  reserve  ordinarily  is  a  suspended  credit 

reserve ;  otherwise  it  ordinarily  is  a  surplus  reserv^e. 
Surplus  Items  in  Conjunction  with  Deficit. — A  surplus  item  may 

exist  on  the  bool«  in  conjunction  with  a  deficit.  This  would  occur 
in  the  event  that  a  reserve  account  had  been  raised  which  it  was 

desired  should  be  retained.  Although  rarely  found,  the  circum- 
stances under  which  such  a  condition  might  exist  would  be,  say,  in 

case  the  corporation  was  required  to  raise  a  reserve  in  conjunction 

with  a  bond  issue.  The  directors  might  want  to  show  in  the  state- 
ments that  the  requirements  as  to  a  reserve  had  been  met  or  the 

extent  to  which  they  had  been  met,  and  for  that  reason  would  retain 
the  reserve  account  along  with  the  deficit.  Under  these  circumstances, 
a  corporation  might  present  the  following  condition: 

Assets     $500,000 
Deficit         50,000 

$550,000 

Liabilities   . . .  $320,000 
Capital    Stock  $200,000 
Reserve           30,000     230,000 

$550,000 

In  reality  the  true  condition  is  as  follows ; 

Assets      $500,000 
Deficit         20,000 

$520,000 

Liabilities    $320,000 
Capital  Stock       200,000 

$520,000 

If  it  were  desired  to  show  the  reserve  in  conjunction  with  the 
deficit,  without  doing  so  in  the  same  manner  as  above,  the  item  might 

be  displayed:  Deficit,  $50,000  less  Reserve  $30,000,  bringing  out  the 

true  amount  of  deficit— $20,000. 
A  number  of  entries  may  be  made  in  conjunction  with  the  transfer 

of  profit  elements  into  surplus  items  from  the  balance  standing  in  the 

profit  and  loss  account.  The  entry  may  be  made  direct  to  surplus, 
and  from  surplus  distributed  to  the  reserve  accounts.  Or  perhaps  the 

entrs'  may  bo  made  transferring  all  profit  to  an  Undivided  Profits 
account,  and  from  the  Undivided  Profits  account  transferring  either 
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all  or  part  of  the  profits  to  the  Reserve  accounts  and  to  Surplus  ac- 
counts. Another  method  would  be  transfer  at  one  time  from  the 

Profit  and  Loss  account  the  several  portions  to  go  into  Undivided 
Profits,  Surplus  and  the  Reserve  accounts. 

The  determining  of  what  amounts  are  to  be  reserved  and  what 
amounts  are  to  be  placed  in  Surplus  accounts  rests  with  the  board 
of  directors.  Sometimes  it  is  volitional  with  the  board  of  directors, 
as  is  ordinarily  the  case  with  the  reserve  for  additions  and  better- 

ments. At  other  times,  it  may  be  compulsory  upon  the  board  of 
directors,  which  would  be  the  case  in  the  event  that  the  agreement 
respecting  a  bond  issue  provided  for  the  setting  up  of  a  reserve. 

A  very  usual  method  of  treatment  is  to  pass  all  of  the  elements 
through  the  Undivided  Profits  account.  At  the  close  of  the  year,  the 
profit  and  loss  balance  is  transferred  to  the  Undivided  Profits  ac- 

count; and  then,  when  the  directors  have  taken  action,  the  amounts 

are  distributed  to  the  accounts  in  w^hich  they  are  to  appear.  For 
example,  a  profit  may  have  been  made  of  $56,350.  This  may  be  trans- 

ferred to  the  Undivided  Profits  account  and  then,  upon  action  of  the 
board  of  directors,  distributed.    The  entries  would  be : 

Profit  and  Loss        56,350 
Undivided  Profits      56,350 

For  transfer  of  profits  for  the  year. 

Undivided  Profits         50,000 
Surplus       25,000 
Reserve  for  replacements      25,000 

For  transfer  of  Undivided  Profits  to  Sur- 
plus and  Reserve.  See  Minute  Book, 

page    

It  is  desirable  in  all  of  these  cases,  upon  effecting  the  distribution, 
to  make  a  reference  in  the  journal  entry  to  the  page  of  the  minute 
book  upon  which  the  resolution  of  the  board  of  directors  appears. 

Summary, — Surplus  items  may  be  classified  into  paid-in  surplus 
and  earned  surplus;  also  into  appropriated  surplus  and  unappropri- 

ated surplus. 

Appropriated  surplus  is  that  part  of  surplus  representative  of 

profits  to  be  retained  for  some  specific  purpose ;  unappropriated  sur- 
plus represents  that  part  of  surplus  presumably  available  for  dividend 

distribution. 

Appropriated  surplus  items  are  usually  designated  as  reserves. 
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Such  reserves  may  be  termed  surplus  reserves  to  distinguish  them 
from  suspended  credit  reserves. 

A  test  of  whether  a  given  reserve  is  a  suspended  credit  reserve 

or  a  surphis  rescrv^e  is: 

Does  the  reserve  constitute  an  amount  which  would  be  consid- 
ered as  part  of  the  value  of  the  property  in  the  event  of  liquidation 

or  sale;  and  are  installments  to  the  account  not  to  be  charged 
against  gross  profit  in  determining  net  profit? 

If  these  conditions  be  present  the  reserve  is  a  surplus  reserve; 

otherwise,  it  is  a  suspended  credit  reserv^e. 
The  principal  kinds  of  surplus  reserves  are  reserves  for  additions 

and  betterments,  for  dividends,  for  redemption  of  bond  issues,  and  for 
contingencies. 

Installments  to  surplus  reserv^es  may  be  made  by  a  variety  of 
journal  entries,  and  are  ordinarily  made  in  accordance  with  resolution 
of  the  board  of  directors. 

PROBLEM  99 

Five  years  after  the  B  Company  had  purchased  all  of  the  common  stock 

of  the  A  Company,  it  was  decided  to  purchase  the  preferred  stock  of  the  A 

Company.  This  stock  was  of  a  par  of  $100 — the  stockholders  being  entitled 
to  receive  only  $100  per  share  on  dissolution — and  was  cumulative  preferred 
stock.  No  dividends  had  been  paid  during  these  five  years,  the  accumulated 

amount  being  $35  on  each  share.  The  B  Company  purchases  1000  shares  at 
$135.  Five  years  after  the  purchase,  a  dividend  aggregating  $70  on  each  share 
is  declared.  Give  journal  entries  covering  the  purchase  of  the  preferred  stock, 
and  the  receipt  of  the  dividend. 

PROBLEM  100 

The  Z  Company  decides  to  take  over  the  X  Corporation,  issuing  for  the 
asset  values  acquired  capital  stock  in  the  amount  of  $600,000,  which  represents 

all  of  the  stock  of  the  Z  Corporation,  is  common  stock,  and  has  a  par  value 

of  $100.  The  statement  presented  by  the  X  Corporation  is  in  summary  form 
as   follows : 

X  COEPORATION 

Assets          $700,000 

$700,000 

Liabilities      $100,000 

Eeserve  for  depreciation.  . .  .  40,000 
Eeserve     for    additions    and 

betterments        60,000 

Surplus        200,000 
Capital  stock       300,000 

$700,000 
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Certain  accounts  receivable  appear  on  the  books  amounting  to  $100,000, 

which  the  X  Corporation  guarantees  to  the  extent  of  $90,000,  as  being  repre- 
sentative of  the  amount  which  would  be  collected.  You  are  to  submit  the 

opening  entries  for  the  Z  Corporation. 

PROBLEM  101 

On  April  10  the  entire  stock  of  Jones  Bros,  was  destroyed  by  fire.  The 
records  show  that  the  inventory  of  Jan.  1  was  $21,000,  net  purchases  $56,000, 

freight  in,  $1200,  and  net  sales  to  date,  $75,000.  The  average  mark-on  is  25% 
of  cost,  including  freight. 

(a)  Give  journal  entry  to  record  the  loss  of  the  inventory. 

(b)  Give  entries  to  close  accounts  when  insurance  company  pays  Jones  $19,000. 

PROBLEM  102 

A  furrier  files  a  claim  with  his  insurance  company  for  theft  amounting  to 

$10,000.  The  insurance  company  is  suspicious  and  sends  you  around  to  investi- 
gate. You  are  to  calculate  as  closely  as  possible  the  inventory  as  it  should 

be   and   the  inventory  per  physical  count. 

You  obtain  the   following  information: 

Inventory   at   the   beginning,   $50,000   at   cost. 

Inventorj',  per  physical  count,  $59,000  at  cost. 
Sales,  $120,000  at  selling  price. 

Purchases,  $100,000  at  cost. 

Average  mark  on  cost,  331^%. 
In  your  opinion  is  the  above  claim  justified? 

PROBLEM  103 

A  corporation  agrees  to  give  John  Smith  and  A.  Jones  100  shares  of  capital 

stock  (par  $100)  for  their  business.  Smith  &  Jones'  balance  sheet  shows  total 
assets  of  $50,000,  total  liabilities  of  $43,000,  and  Smith,  Capital  $5,000;  Jones, 

Capital,   $2000. 

(a)  Show  entries  on  Smith  &  Jones'  books. 
(b)  Show  entries  on  the  corporation  books. 

PROBLEM  104 

Express  in  journal  form  on  books  of  X.  Jackson: 

1.  C.  D.  Smith  has  gone  into  bankruptcy  and  a  last  payment  of  $26.60  is 
received.     The  balance  of  his  account  of  $43  is  worthless. 

2.  J.  Doe's  account  of  $100  is  overdue  and  the  bookkeeper  is  instructed 
to  put  it  in  the  suspense  ledger. 

3.  C.  D.   Smith  gets  on  his  feet  again  and  pays  us  the  above  $43. 

4.  Jackson  has  a  building  and  lot  which  cost  him  $10,000  and  $2000  re- 
spectively. The  building  has  been  depreciated  at  3%  per  year  since  it  was  built 

eight  years  ago.    He  sells  the  building  for  $7000  and  the  lot  for  $5000  for  cash. 
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SUSPENDED  CREDIT  RESERVES 

The  two  main  classifications  of  reserves,  we  have  found,  are  sur- 
plus reserves  and  suspended  credit  reserves.  In  the  last  chapter  sur- 
plus reserves  were  discussed.  It  is  now  proposed  to  discuss  suspended 

credit  reserves. 

Suspended  Credit  Reserves. — Suspended  credit  reserves  may  be 
raised  for  a  number  of  purposes.  Practically  in  every  instance,  the 
purpose  centers  down  to  an  offset  of  some  character  as  to  asset  values. 
It  may  be  that  an  offset  is  presumed  to  exist  at  the  time  of  the  creation 
of  the  reserve,  or  the  transfer  of  the  installment  to  the  reserve ;  or 
it  may  be  the  offsets  are  fluctuating  in  character,  and  the  reserve  is 
designed  to  equalize  the  effect  of  the  offsets  upon  profits  as  between 
years.  Thus  the  reserve  for  bad  debts  is  a  reserve  representative  of 
an  actual  amount  of  asset  value  overstated  in  the  receivables,  which 

amount  must  be  deducted  from  the  receivables  to  find  what  is  pre- 
sumed to  be  their  true  worth.  On  the  other  hand,  a  reserve  for  main- 

tenance and  repairs  may  be  based  upon  repairs  that  are  to  be  made 
equal  as  to  each  of  the  years  of  the  period  over  which  they  are 
to  be  made.  In  this  case  the  charge  against  profits  is  equalized  as  to 
each  year  for  regular  installments  to  the  reserve,  instead  of  having 
the  full  amount  of  the  repair  charged  in  the  year  made,  which  would 
result  in  some  years  bearing  a  heavier  burden  as  to  repairs  than 
others. 

The  reserve  may,  in  some  cases,  represent  what  approximates  a 

liability  element — that  is,  the  possibility  that  a  certain  amount  will 
have  to  be  expended  in  connection  with  sales,  and  that  a  charge 
against  profit  and  loss  must  be  made  covering  the  estimated  amount 
of  this  expenditure  in  order  to  find  the  true  profit  from  sales.  Or 
perhaps  the  price  received  from  the  sale  may  be  subject  to  future 
adjustments;  in  which  event  the  true  price  would  be  the  price  after 
adjusting;  and  a  reserve  may  be  set  up  in  order  to  approximate  the 
actual  price  rather  than  the  price  as  at  the  time  of  sale. 

These  constitute,  in  the  main,  the  purposes  for  which  suspended 

credit  reserves  are  set  up,  which  purposes  will  be  more  fully  under- 

stood by  a  consideration  of  several  of  the  kinds  of  reser%'es. 
207 
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Kinds  of  Suspended  Credit  Reserves. — It  is  hardly  practicable 
to  name  all  of  the  suspended  credit  reserves,  but  the  principal  ones 
will  be  considered.    Among  these  are : 

Reserves  for — 

Bad  Debts 

Depreciation 
Maintenance  and  Repairs,  or  Repairs  and  Renewals 
Cash  Discounts 
Guarantees 
Trading  Stamps  and  Coupons 
Cooperative  Rebates 
Real  Estate  Improvements 
Payments  in  Advance 
Price  Reductions 

Depletion. 

Each  of  these  will  be  considered  in  detail. 

Reserve  for  Bad  Debts. — The  purpose  of  the  reserve  for  bad 
debts,  as  has  been  said,  is  to  bring  the  amount  of  the  receivables  more 

nearly  in  accord  with  their  worth.  Hence,  to  the  extent  of  the  re- 
serve, it  is  estimated  that  certain  amounts  will  be  found  uncollectible. 

Wlien  the  uncollect ibility  of  the  amounts  is  definitely  ascertained, 
they  are  charged  against  the  reserve. 

Although  there  are  a  number  of  ways  of  treatment,,  the  principal 

one  is  to  bring  the  reserve  to  a  point  at  the  end  of  each  year  repre- 
sentative of  the  actual  amount  uncollectible.  Accordingly  if  a  credit 

balance  still  exists  in  the  reserve,  this  would  indicate,  in  the  absence 

of  unsettled  amounts  that  were  due  at  the  beginning  of  the  year, 

that  the  previous  estimate  had  been  larger  than  necessary.  Accord- 

ingly the  charge  against  the  previous  year's  profits  should  have  been 
less ;  and  if  the  amount  charged  against  the  current  year's  profits  is 
smaller  than  necessary  to  bring  the  reserve  to  the  estimated  amount 

of  loss,  then  the  charge  would  be  less  against  the  current  year's 

profits.  In  other  words,  the  charge  against  preceding  year's  profits 
was  larger  than  necessary,  with  the  result  that  the  charge  against  the 

current  year's  profits  is  smaller  than  necessary.  This  is  an  inaccu- 
racy often  prevalent  in  business,  but  the  amounts  of  distortion  are 

so  small  as  ordinarily  not  to  require  adjustment.  Naturally  the  true 
method  of  adjustment  would  be  to  make  a  transfer  of  the  credit 
balance  standing  in  the  reserve  to  surplus  directly,  and  to  charge 

the  full  amount  off  against  the  current  year's  profits.  This,  however, 
is  seldom  done. 
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Reserve  for  Depreciation. — We  have  considered  in  an  earlier 
chapter  the  reserve  for  depreciation.  Ordinarily  the  reserve  is  based 
upon  a  presumed  useful  life  of  asset  values,  the  amount  to  be  written 
off  being  the  difference  between  costs  and  the  scrap  value  at  the 
termination  of  the  useful  life  of  the  value.  Sometimes  this  is  written 

off  in  equal  installments;  under  other  procedures,  the  installments 
are  unequal. 

One  method  of  treating  the  reserve  other  than  the  prorata  method 
is  the  fixed  percentage  method  on  the  balance  of  asset  value.  This 
method  means  that  a  given  percentage  is  taken  each  year  of  the  values 
still  existing.  The  custom  is  that  the  larger  amounts  are  written  off 
in  the  earlier  years  and  smaller  amounts  in  the  later  years.  The 

theory  upon  which  this  reserv'e  is  set  up  is  that  repairs  will  be  heavier 
in  the  later  years  and  that,  accordingly,  to  effect  an  equal  distribution 
heavier  amounts  for  depreciation  must  be  charged  off  in  the  earlier 

years. 
Sometimes  the  reserve  for  depreciation  will  include  an  estimate 

for  obsolescence.  If  in  the  natural  course  of  events  a  machine  is  of 

a  character  which  will  become  more  or  less  obsolete,  than  the  useful 
life  may  be  deemed  to  be  that  much  less.  This  is  ordinarily  true  of 

types  of  machinery  in  which  improvements  are  all  the  time  being 
made.  Accordingly,  the  accountant  may,  in  conjunction  with  the 

reserve  for  depreciation,  consider  this  possibility  of  obsolescence ;  al- 
though obsolescence  is  theoretically  considered  as  distinctive  from 

depreciation  proper. 

Likewise  the  reserve  for  depreciation  may  contain  an  element  of 
estimated  repairs.  It  is  evident  that,  if  repairs  are  made  to  the 
property,  the  useful  life  will  be  extended  by  virtue  of  such  repairs. 
Accordingly  the  repairs  tend  to  decrease  the  amount  for  depreciation 
proper  in  each  year  in  that  the  property  will  last  a  greater  number 
of  years.  Under  these  circumstances  many  accountants  figure  on  the 
useful  life  of  the  article  as  being  that  life  which  it  will  have  with 
normal  repairing,  and,  in  addition  to  the  depreciation  prorate  over 
such  life  an  estimated  amount  to  cover  the  necessary  repairs. 

In  all  cases  where  repairs  are  included  in  the  reserve,  then 
the  actual  repairs  should  be  charged  against  the  reserve.  This  results 
in  making  more  uniform  the  actual  charges  for  repairs  as  between 
years  in  that  the  actual  repairs  are  not  charged  against  profits  at  the 
time  they  are  made,  but  the  estimated  amount  is  prorated  as  part 
of  the  annual  depreciation  charge. 

Reserve  for  Maintenance  and  Repairs,  or  Repairs  and  Renewals. 

— Instead   of  being  included   in  the  reserve  for  depreciation,  the 
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amount  of  estimated  repairs  may  be  covered  by  an  account  captioned 

"Reserve  for  Maintenance  and  Repairs,"  or  "Reserve  for  Repairs 
and  Renewals."  In  this  case,  as  in  the  case  where  the  repairs 
are  inchided  in  the  depreciation  reserve,  actual  repairs  should  be 
charged  against  the  reserve  instead  of  being  charged  against  profit 
and  loss. 

It  should  be  borne  in  mind  that  the  proper  function  of  a  reserve 
for  maintenance  and  repairs  is  to  cover  repairs  actually  estimated  as 
necessary  to  specific  properties.  It  should  not  include  what  may  be 

regarded  as  conjectural  items  of  repairs — that  is,  rule  of  thumb  ap- 
proximations that  repairs  will  have  to  be  made.  Furthermore,  such 

a  reserve  should  be  based  upon  experience  as  regards  the  necessity 

for  repairs,  either  in  the  same  business  or  in  businesses  of  like  charac- 
ter. To  the  extent  that  the  reserve  goes  beyond  this  point,  it  may 

be  a  means  of  understating  profits.  These  observations  apply  with 

equal  force  to  installments  which  may  be  made  to  depreciation  re- 
serves on  account  of  prospective  repairs. 

Reserve  for  Cash  Discounts. — In  some  concerns  the  amount  of 
cash  discounts  which  will  be  allowed  on  sales  may  be  large  at  the  time 

of  closing  the  books.  Until  the  receivables  have  been  settled,  it  is 
impossible  to  ascertain  exactly  the  extent  to  which  customers  will 
take  advantage  of  discount  provisions.  In  some  cases  the  amount  of 

discounts  given  on  invoices  paid  within  prescribed  periods  is  sub- 
stantial and  may  be  in  graded  percentages.  For  example,  6  per  cent 

might  be  allowed  on  payments  within  10  days,  4  per  cent  on  pay- 
ments within  30  days,  2  per  cent  on  payments  within  60  days,  and 

the  net  amount  would  be  payable  in,  say,  90  days.  Accordingly  the 
extent  of  these  discounts  to  be  granted  may  be  so  large  as  to  have 

a  material  bearing  upon  the  amount  collected  from  accounts  re- 
ceivable. 

In  these  circumstances  it  is  found  that  many  corporations  raise 

a  reserve  for  cash  discounts.  The  amount  of  this  reserve  is  an  esti- 

mate of  what  is  deemed  representative  of  the  value  by  which  receiv- 
ables will  be  decreased  to  customers  taking  advantage  of  discount 

privileges. 

Reserve  for  Guarantees. — Many  products  are  sold  subject  to 
guarantees,  either  as  against  latent  defects  found  later  in  the  articles, 
or  as  to  the  period  of  usefulness  of  the  particular  article.  Thus  an 
automobile  may  be  sold  on  the  basis  that  if  any  of  the  parts  are 
found  defective  within  a  given  time,  a  new  part  will  be  furnished  to 
the  purchaser.  Tires  are  sometimes  sold  under  a  guarantee  that 
they  will  be  useful  for  a  given  mileage.    In  both  of  these  instances 
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it  is  evident  that  as  to  some  of  the  sales,  the  vendor  will  be  required 

to  fulfill  the  obligations  incurred  under  the  contract  of  guarantee. 
In  order  that  the  profit  and  loss  account  will  truly  reflect  the 

amount  of  the  income,  a  reserve  may  be  set  up  charging  profit  and 
loss  with  the  estimated  amount  of  guarantee  obligations  to  be  met. 
Actual  expenditures  in  connection  with  guarantees  will,  of  course, 
be  charged  against  the  reserve  instead  of  being  charged  directly 
against  profit  and  loss. 

Reserve  for  Trading  Stamps  and,  Coupons. — Some  businesses 
give  to  customers  trading  stamps  or  coupons  redeemable  in  mer- 

chandise. Some,  although  not  all,  of  these  are  ultimately  presented 
for  redemption.  The  articles  held  for  distribution  in  this  manner 
are,  of  course,  assets  of  the  concern  pending  their  distribution.  It 
may  be  said  that  the  amount  of  the  sales  is  subject  to  an  offset  by 
reason  of  the  values  which  must  later  be  paid  out.  Accordingly  a 
reserve  may  be  set  up  to  cover  these  coupons  or  trading  stamps. 
This  reserve  should  be  based  upon  the  experience  of  the  organization 
in  making  past  redemptions,  and  ordinarily  can  be  figured  in  terms 
of  percentage  of  sales. 

Reserve  for  Cooperative  Rebates. — This  reserve  is  raised  in  case 
the  purchaser  has  the  right  to  demand  a  certain  rebate  in  connection 
with  goods  purchased.  It  may  happen  that  this  rebate  is  payable 
when  the  total  of  goods  purchased  during  a  given  time  has  reached 
a  specified  amount.  These  rebates  may  be  made  on  the  basis  of 
ownership  of  shares  in  the  organization,  or  may  be  made  exclusively 
upon  the  basis  of  the  amount  of  purchases.  If  made  on  the  basis  of 
ownership  of  shares,  it  would  appear  that  the  amounts  distributed  are 
to  be  regarded  as  in  the  nature  of  distributions  of  profit.  Under 
these  circumstances,  a  reserve  created  may  be  created  out  of  profits, 
and  thus  constitute  a  surplus  reserve.  If  based  on  the  amount  of 

purchases  regardless  of  stock  ownership,  then  the  sales  of  the  organi- 
zation are  that  much  less  than  showTi.  Accordingly  an  estimated 

amount  may  be  deducted  in  determining  net  profit,  and  the  reserve 
would  be  a  suspended  credit  reserve. 

Reserve  for  Real  Estate  Improvements. — Lots  in  a  subdivision  of 
real  estate  may  be  sold  before  all  of  the  improvements  to  the  subdi- 

vision have  been  completed.  An  obligation  may  be  imposed  upon  the 
vendor  to  complete  the  improvements.  To  this  extent  each  purchaser 
has  a  right  to  make  certain  demands  upon  the  vendor.  The  nature  of 
the  reserve  set  up  m  this  connection  may  the  more  readily  be  grasped 
if  illustrative  journal  entries  are  studied. 

As  an  illustration,  we  shall  assume  that  a  plot  of  land  is  purchased 
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by  the  X  Realty  Company  for  $50,000.  For  purposes  of  simplicity 
assume  that  the  land  is  divided  into  five  lots  and  they  are  stated  at 

equal  values.  (In  practice  this  is  hardly  likely  to  occur,  the  respective 
values  given  the  lots  being  sometimes  based  upon  the  percentage  of 
selling  price  it  is  expected  to  get  from  each  in  proportion  to  the 
total  selling  price  of  all.)  Assume  that  $5000  worth  of  improvements 
are  to  be  made  to  the  lots.    The  following  entries  might  then  be  made : 

Real  Estate          50,000 
Cash  or  Liability      50,000 

For  purchase  of  land. 

Lot  No.  1      10,000 
Lot  No.  2      10,000 
Lot  No.  3      10,000 
Lot  No.  4     10,000 
Lot  No.  5      10,000 

To  Real  Estate     50,000 

For  distribution  of  costs  of   property  to 
lots. 

Lot  No.  1      1000 
Lot  No.  2      1000 
Lot  No.  3      1000 
Lot  No.  4     1000 
Lot  No.  5     1000 

Reserve  for  Improvements    5000 

For  distribution  of  estimated  costs  of  im- 
provements. 

At  this  point  the  total  value  debited  to  the  lots  is  $55,000.  The 
item  would  be  shown  on  the  balance  sheet  as  follows: 

Lots          55,000 
Less :  Reserve  for  Improvements         5,000       50,000 

As  the  actual  improvements  are  made,  the  cost  is  charged  against 
the  reserve,  and  cash  or  liability  is  credited.  For  example,  if  $1000 
worth  of  improvements  were  paid  for  in  cash,  the  entry  would  be : 

Reserve  for  Real  Estate  Improvements       1000 
Cash     1000 

For  payment  for  improvements. 
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At  this  point  the  value  of  the  lots  is  increased  by  the  $1000  actu- 

ally expended,  so  that  a  balance  sheet  prepare'd  would  show  a  deduc- 
tion from  the  $55,000  of  only  $4000,  the  amount  of  value  brought  out 

being  $51,000. 
Assume  that  Lot  1  is  sold  for  $15,000.  The  debit  under  this  lot 

consists  of  $10,000,  original  cost,  and  $1000  offset  to  the  reserve.  In 
this  case  the  lot  account  would  appear: 

Lot  No.  1 

Real  Estate     10,000 
Reserve  for  Improvements     1,000 

Cash  or  Liability    15,000 

The  excess  of  the  credit,  $4000,  would  represent  the  profit  on  the 
lot.  Although  this  lot  has  been  sold  for  $5000  more  than  the  cost, 
there  is  a  liability  element  of  $1000  still  remaining. 

This  treatment  differs  somewhat  from  the  treatment  heretofore 

given  regarding  reserves  in  that  the  amount  of  reserve  for  each  lot 
is  an  offset  against  profit  as  at  the  time  that  the  sale  is  made,  the 
entire  reserve  being  set  up  in  the  beginning  instead  of  being  set  up  as 

at  the  time  of  closing  the  books.  Nevertheless  the  principle  is  pre- 
cisely the  same  as  that  behind  the  other  reserves  herein  given ;  namely, 

that  the  proportion  of  the  estimated  improvements  to  be  made  on  each 
lot  must  be  deducted  in  finding  the  profit  on  the  lot  if  the  true  amount 
of  profit  is  to  be  shown. 

Reserve  for  Payments  in  Advance. — There  are  many  types  of 
business  in  which  payments  in  advance  are  made,  the  recipient  being 

obligated  to  meet  such  payments  by  the  rendition  of  service  or  deliv- 
ery of  goods  in  the  future.  For  example,  a  subscription  to  a  maga- 

zine is  ordinarily  paid  in  advance.  It  can  hardly  be  said  that  the 
full  amount  of  costs  will  be  incurred  throughout  the  succeeding 

period  or  periods.  The  same  is  true  of  banking  institutions  which 
discount  notes  or  other  evidences  of  indebtedness.  The  discount  is 

taken  off  at  the  time  that  the  money  is  advanced  on  the  obligation. 
The  person  discounting  gets  that  much  less,  which  is  equivalent  to  a 
payment  in  advance  for  the  use  of  money  during  the  time  that  the 
obligation  is  to  run.  If  the  obligations  must  still  run  at  the  time 
of  closing  the  books,  the  bank  is  practically  giving  the  use  of  the 

money  in  the  succeeding  period,  and  in  this  respect  the  amount  re- 
ceived by  way  of  discount  is  not  to  its  full  extent  profit  of  the  period 
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in  which  received.  Under  these  circumstances,  a  reserve  may  bo 
raised. 

Either  of  the  resen-es  referred  to  is  obviously  a  suspended  credit 
reserve  designed  to  prorate  as  between  periods  the  true  profit  achieved 

in  each  period. 
Reserve  for  Price  Reductions. — Similar  in  character  to  some  of 

the  reserves  heretofore  considered  arc  those  raised  in  conjunction  with 

possible  price  reductions.  This  may  be  due  to  the  fact  that  if  the 
purchaser  buys  a  larger  quantity  than  the  minimum  specified  in  the 
contract  during  the  period  of  the  contract,  he  is  entitled  to  a  lower 

price  on  each  individual  purchase.  In  other  instances,  to  induce 
purchasers  to  buy,  it  may  be  necessary  to  guarantee  them  against 
subsequent  reductions  in  market  values.  Thus  the  selling  price  may 
be  subject  to  adjustment  in  the  event  that  market  values  go  down. 
Sometimes  in  the  sale  of  ores,  the  amount  is  ultimately  paid  for  by 

the  purchaser  on  the  basis  of  the  productive  value  of  the  ore  later 
ascertained.  The  price  paid  in  the  first  instance  ordinarily  is  larger 
than  the  price  found  upon  the  determining  of  the  productive  value. 
In  all  of  these  cases  there  may  be  set  up  on  the  books  of  the  vendor 
a  reserve  to  take  care  of  the  subsequent  reduction,  which  reserve 
would  be  a  suspended  credit  reserve. 

Reserve  for  Depletion. — The  reserve  for  depletion  is  one  that  is 
found  in  cases  of  corporations  or  other  organizations  engaged  in 

abstractive  processes.  These  corporations  are  usually  mining  cor- 
porations, oil  companies,  gas  companies,  timber  companies,  and,  in 

general,  companies  abstracting  natural  deposits. 
In  merchandising  or  in  manufacturing,  there  is  a  turnover  of 

either  property  or  ser^-iees  which  results,  under  normal  conditions, 
in  the  achievement  of  profit.  A  merchant  or  manufacturer  is  con- 

stantly re-investing  his  working  resources  in  new  materials  or  mer- 
chandise which  he  proposes  to  sell.  Thus  a  merchant  might  buy  six 

thousand  units  of  a  given  commodity,  sell  five  thousand,  invest  the 

proceeds  of  the  five  thousand  in  an  additional  five  thousand,  and  so 
on,  making  a  profit  in  respect  to  each  turnover  of  his  merchandise. 

This  element  of  turnover  in  a  mine  exists  but,  so  far  as  the  natural 

deposits  are  concerned,  it  exists  only  once.  For  example,  a  ton  of 
coal  is  mined.  This  ton  of  coal  was  bought  by  the  mining  company 

(assuming  that  it  is  mined  by  the  owner  of  the  property)  in  connec- 
tion with  the  purchase  of  the  land  on  which  the  mine  is  located.  Ac- 

cordingly the  price  of  the  land  measures,  in  part  at  least,  the  cost 

price  of  the  ore  or  other  natural  deposit  that  is  to  be  taken  from  the 
land.     As  in  the  ease  of  a  merchant,  the  true  profit  of  each  unit  of 
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ore  mined  consists  of  the  excess  of  the  selling  price  over  and  above 
the  cost  price  of  the  unit. 

Assume  for  purposes  of  illustration  that  a  mine  costs  $1,000,000. 
The  cost  price  to  the  mining  company  of  each  unit  of  ore  may  be 

roughly  measured — assuming  there  was  no  other  value  to  the  land — 
as  the  product  of  the  number  of  units  capable  of  being  mined  divided 
into  $1,000,000.  If  the  number  of  units  were  500,000,  the  cost  price 
of  each  unit  would  be  $2. 

In  this  instance  there  may  be  set  up  a  reserve  for  depletion  based 
upon  the  estimated  cost  price  of  each  unit  mined  during  the  year. 
This  would  mean  that  the  true  profit  would  consist  only  of  the  excess 
of  the  selling  price  of  each  unit  over  the  reserve  set  up  for  each  unit, 
less  any  expenses  or  other  costs  incurred  in  the  mining. 

Assume  that  the  mine  is  worth  $1,000,000,  and  other  property  of 
the  company  $500,000,  that  there  are  no  liabilities,  and  the  capital 

stock  is  $1,500,000.  One-half  of  the  mine  is  worked,  and  a  reserve 
for  depletion  is  set  up.  All  profits  are  distributed.  This  would  mean 
that  $500,000,  represented  by  the  reserve  for  depletion,  is  now  in  the 
form  of  other  assets  than  the  mine.  The  capital  is  not  increased  in 
any  sense,  the  only  result  being  that  the  capital  is  maintained  at 
its  original  figure,  though  in  a  different  form  from  the  original  form 
in  which  the  values  existed.  Thus,  at  the  outset  the  statement  would 
be: 

Mine     $1,000,000 
Other  Assets            500,000 

$1,500,000 

Capital    $1,500,000 

$1,500,000 

After  the  mine  had  been  half  worked,  and  the  reserve  had  been 
set  up,  the  condition  would  be : 

Mine     $1,000,000 
Less  reserve 

for  de- 
pletion   .       500,000        500,000 

Other  Assets      $1,000,000 

Capital      $1,500,000 

$1,500,000 $1,500,000 

From  the  technical  accounting  angle  it  is  thus  apparent  that  the 
true  profit  of  the  mining  company  can  be  determined  only  by  setting 

up  a  reserve  for  depletion.     Nevertheless,   in   law,   dividends  may 
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be  distributed  out  of  capital  in  the  case  of  a  mining  company. 
The  reason  for  this  is  that  a  mininE^  company  is  presumed  to  be 
in  gradual  process  of  liquidation.  It  should  be  remembered  that 
after  the  mine  is  half  worked  or  more,  if  a  reserve  for  depletion  is 
set  up,  the  assets  represented  by  such  reserve  must  be  invested  in 
some  manner  or  lie  idle.  Assuming  an  investment  made  in  other 

than  mining  properties — say  in  general  securities  of  different  char- 
acters— as  the  mine  was  gradually  worked  out  the  company  would  be 

converted  from  one  whose  profits  were  mainly  derived  from  mining 

to  one  whose  profits  were  mainly  derived  from  its  securities.  Ac- 
cordingly the  law  permits  a  mining  company,  if  it  so  elects,  to  dis- 

tribute to  its  stockholders  amounts  representing  the  original  capital 
of  the  company.  In  this  respect  a  mining  company,  as  well  as  other 
companies  engaged  in  the  abstracting  of  natural  deposits,  differs 
from  the  ordinary  corporation. 

Sometimes  the  mine  is  operated  on  a  lease.  It  may  be  that  this 
lease  has  been  purchased  for  a  sum  agreed  upon  at  the  time  that  the 
lessee  takes  possession.  In  addition  the  lessee  may  pay  periodical 
rents  or  royalties.  Should  this  occur,  a  part  of  the  cost  of  the  lease 

may  have  contemplated  the  payment  for  the  ore — in  other  words,  the 
pajTnent  of  part  of  the  cost  of  the  properties.  In  this  sense,  the 
lessee,  as  well  as  the  lessor,  may  set  up  certain  charges  for  depletion. 

It  is  not  proposed  here  to  discuss  the  question  of  depletion  under 
the  income  tax  law  wherein  the  fair  market  value  as  at  March  1,  1913, 
is  considered  a  basis  for  determining  the  depletion  allowance. 

Accruals. — "With  the  possible  exception  of  the  reserve  for  pay- 
ments in  advance,  all  of  the  amounts  carried  to  the  reserves  above 

considered  are  determined  by  estimate  and  approximation.  In  this 
respect  the  reserve  differs  from  an  accrual.  An  accrual  either  of 
asset  value  or  of  a  liability  can  be  definitely  ascertained  ordinarily 
on  the  basis  of  elapsed  time. 

As  an  example  of  the  difference  between  an  accrual  and  amounts 
ordinarily  carried  to  suspended  credit  reserves,  let  us  take  interest 

and  the  reserve  for  bad  debts.  If  interest  to  be  received  by  the  con- 
cern is  payable  every  six  months  on,  say,  a  bond,  and  three  of  the 

six  months  have  elapsed  at  the  close  of  the  year,  then  one-half  of 
the  interest  has  accrued.  This  amount — one-half — is  definitely  ascer- 

tained and  is  not  a  matter  of  estimate.  On  the  other  hand,  if  of 
the  receivables  existing  at  the  close  of  the  year  it  is  estimated  that 

2  per  cent  will  be  uncollectible,  this  is  a  matter  of  approximation 

and  judgment,  based  on  the  experience  of  the  concern  in  the  col- 
lection of  accounts. 
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In  practice  it  is  found  that  sometimes  an  accrual  is  set  up  as  a 
reserve  and  that,  sometimes,  a  reserve  is  set  up  as  an  accrual.  In 
determining  whether  or  not  the  amount  involved  is  a  reserve  or  an 
accrual,  the  rule  to  be  adopted  is  this: 

If  the  amount  is  capable  of  definite  ascertainment,  represent- 
ing an  actual  accumulation,  then  it  may  be  regarded  as  an  accrual ; 

if  not  definitely  ascertainable,  the  amount  may  be  regarded  as  a 
reserve. 

This  is  another  application  of  the  general  principle  that  the  name 
given  a  particular  account  is  not  always  an  indication  of  its  true 
character,  and  that  the  precise  nature  of  the  transactions  classified 
must  be  determined. 

Suspended  credit  reserves  usually  represent  an  offset  to  asset 
values,  which  offset  may  exist  at  the  time  of  the  creation  of,  or  the 
transfer  of  the  installments  to,  the  reserve;  or  may  be  to  equalize 
items  which  would  be  fluctuating. 

For  the  most  part,  suspended  credit  reserves  are  based  upon  esti- 
mates or  approximations. 

As  a  general  rule,  the  distinction  betw^een  a  reserve  and  an  accrual 
is  that  the  former  is  a  matter  of  estimate;  whereas  the  latter  is  an 
amount  definitely  ascertainable. 

PROBLEM  105 

The  New  Company,  with  an  authorized  capital  stock  of  2000  shares  of  com- 
mon stock,  $100  par  value,  gives  M  and  O  a  partnership,  1600  shares  in  full 

payment  for  their  assets,  excepting  cash.  No  liabilities  are  to  be  assumed  by 
the   New  Company. 

Balance  Sheet — M  and  O 

Cash        $  14,000 
Accounts   receivable       20,000 

Land    and   buildings       100,000 

Inventory       30,000 

Prepaid   insurance       1.000 

$165,000 

Notes  payable       $  10,000 

Accounts  payable       2,000 

M,   Capital       60,000 

M,  Drawing      10,000 

O,   Capital       83,000 

$165,000 

Make  journal  entries  without  explanation: 

(a)  To  record  the  above  conditions  on  the  hooks  of  the  New  Company,  as- 
suming that  a  new  set  of  hooks  is  used. 

(h)  To  close  the  hooks  of  the  partnership,  assuming  that  the  liabilities  are 

paid  and  that  the  remaining  cash  is  distributed  to  the  partners. 
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PEOBLEM  106 

Journalize  the  following  transactions: 
1.  In  Problem  105  above  the  remaining  400  shares  were  subscribed  for  at  par, 

to  be  paid  in  four  equal  installments.     The  first  installment  is  paid  for  in  cash. 

2.  A  company  issues  $100,000  5%  10-year  bonds  at  95,  interest  payable 
semi-annually. 

3.  Six  months  later  the  interest  is  paid  on  above  bonds. 

4.  We  have  a  typewriter  which  cost  $120.  It  has  been  depreciated  for  3 

years  and  6  months  at  the  rate  of  20%  per  year.  To-day  we  buy  a  new  type- 
writer for  $150,  giving  in  payment  the  old  one  and  a  check  for  $100. 

5.  A  company  purchases  for  cash  600  shares  of  its  own  stock  at  90. 
6.  The  above  600  shares  are  sold   for  cash  at  95. 

7.  Suppose  the  profits  of  a  certain  corporation  amount  to  $10,000,  the  author- 
ized capital  stock,  $100,000  and  the  stock  issued  and  outstanding,  $50,000. 

What  is  the  entry  if  a  10%  dividend  is  declared? 



CHAPTER  XIX 

DIVIDENDS 

In  a  broad  sense,  the  term  "dividend"  is  used  to  indicate  a  dis- 
tribution. Thus  in  bankruptcy,  payments  of  installments  by  the  trus- 

tee to  creditors  of  the  bankrupt  are  called  "dividends."  In  connec- 
tion with  corporations,  the  term  "dividends"  is  used  both  with  re- 

spect to  distributions  of  profit,  and  with  respect  to  distributions  other 

than  profit.  A  distribution  of  paid-in  surplus  may  be  called  a  divi- 
dend. Of  these  several  uses  of  the  term,  the  one  in  most  common 

use — the  sense  in  which  the  term  will  be  used  in  this  chapter  is  that 
a  dividend  is  a  distribution  of  profits  either  of  the  current  year,  or 
accumulated  from  past  years,  or  both. 

Declaration  of  Dividends. — Ordinarily  the  power  to  declare  divi- 
dends is  vested  in  the  board  of  directors.  A  record  should  be  made 

of  the  declaration  in  the  minute  book  of  the  organization.  There  are, 
in  the  larger  corporations,  three  dates  connected  with  dividends : 

(1)  The  date  of  declaration. 

(2)  The  date  on  which  the  stock  records  are  closed  to  deter- 
mine the  stockholders  of  record  to  whom  dividends  are  to 

be  paid. 
(3)  The  date  the  dividends  are  payable. 

Thus  a  dividend  may  be  declared  on  May  1,  as  to  stockholders  of 
record  at  the  close  of  business.  May  15,  and  payable  on  May  31. 

From  an  accounting  viewpoint,  the  date  of  declaration  is  the  date 
on  which  there  is  a  conversion  of  the  surplus  item  into  a  liability. 
In  only  one  case  that  the  writer  has  found  were  the  board  of  directors 
supported  in  the  revocation  of  a  dividend  declared  out  of  profits. 
In  this  case  the  directors  met  early  in  the  morning,  and  declared 

the  dividend;  the  stockholders'  meeting  was  held  later  in  the  day 
at  which  they  selected  a  new  board  of  directors ;  and  on  the  same  day 
the  new  board  revoked  the  dividend.  The  opinion  of  the  court  was 
centered  largely  around  the  fact  that  the  time  which  had  elapsed 
between  the  declaration  and  the  subsequent  revocation  was  so  short 
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that  stockholders  would  not  rely  in  their  business  dealings  upon  the 
prospect  of  the  dividend.  Ordinarily,  however,  a  dividend  upon 
declaration  becomes  a  debt  in  favor  of  the  stockholders. 

This  principle  that  the  dividend  becomes  a  debt  of  the  corporation 
upon  declaration  applies  to  preferred  stock  as  well  as  common.  Thus 

in  case  there  is  preferred  stock,  which  is  cumulative,  and  a  dividend 
is  not  declared  in  a  given  year,  the  status  of  surplus  remains  the  same 
for  the  reason  that  the  liability  is  only  created  upon  declaration. 

The  naming  of  a  date  on  which  the  stockholders  of  record  are 

ascertained  arises  from  practical  circumstances  connected  with  the 

transfer  of  corporate  stocks.  Not  every  transfer  is  recorded  on  the 

books,  stock  certificates  being  transferred  often  by  delivery.  Trans- 
fers are  likewise  so  numerous  from  day  to  day  that  an  adjustment 

must  be  made  to  determine  at  a  given  time  the  stockholders  of  record. 
This  is  accomplished  through  naming  a  date  on  which  the  corporate 
stock  books  are  closed  for  dividend  purposes,  and  upon  which  the 

stockholders  of  record  are  determined.  A  corporation  is  not  respon- 
sible for  paying  a  dividend  to  a  person  not  a  stockholder  if  that 

person  is  a  stockholder  of  record  on  the  date  prescribed.  This  is  for 
the  reason  that  the  duty  devolves  upon  the  true  stockholder  to  have 
the  transfer  recorded  on  the  books. 

Should  a  stock  certificate  be  lost,  there  is  the  possibility  that  two 

persons  may  claim  a  dividend — i.e.,  the  stockholder  who  lost  the  cer- 
tificate, and  the  person  who  holds  the  lost  certificate,  perhaps  by 

transfer  either  directly  or  indirectly,  from  the  finder.  Ordinarily  a 
corporation  requires  that  a  bond  of  indemnity  be  furnished  by  the 
person  losing  the  certificate  before  a  new  certificate  is  issued  to  him. 

The  date  on  which  the  dividend  is  payable  is  set  with  reference 
to  the  convenience  of  the  corporation  in  arranging  for  payment. 

Limitations  on  Power  to  Declare  Dividends. — Although  boards 
of  directors  have  power  to  declare  dividends,  there  are  definite  limi- 

tations, both  of  a  legal  and  an  economic  nature  upon  such  power. 
Among  these  are: 

Statutory  requirements  that  dividends  can  be  declared  only 
out  of  surplus. 

Restrictions  as  respects  classes  of  stock. 
Intervention  of  courts. 

Availability  of  distributable  assets. 

Statutory  Requirements  That  Dividends  Can  Be  Declared  Only 

Out  of  Surplus.  The  rule  prevailing  in  most  of  the  states  is  that  divi- 
dends can  be  declared  only  out  of  surplus  except  as  to  companies 
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engaged  in  the  abstraction  of  natural  deposits  heretofore  considered. 
There  are  a  number  of  decisions  on  what  constitutes  profits  available 

for  dividend  distribution.  In  essence  these  decisions  follow  the  ordi- 

nary accounting  principles  for  profit  determination.  Probably  the 

simplest  statement  of  this  rule  is  that  the  excess  of  assets  over  liabili- 
ties plus  capital  stock  constitutes  an  amount  out  of  which  dividends 

may  be  declared. 

Anticipated  profits  cannot  be  used  as  a  basis  for  a  dividend  dec- 
laration. Thus  in  one  case  the  directors  were  held  liable  for  declar- 

ing a  dividend  on  the  basis  of  orders  received  and  of  possible  profits 
on  the  orders. 

The  point  at  which  income  accrues  from  sales  transactions  gives 
rise  to  some  very  interesting  situations.  Ordinarily,  title  is  the  test, 
the  profit  being  deemed  to  have  accrued  as  at  the  time  that  title 
passes.  Nevertheless,  there  may  be,  in  some  instances,  no  immediate 
passing  of  title,  but  the  passing,  to  use  the  language  of  a  court,  of 
the  property  in  the  goods  or  values.  In  the  latter  cases,  examples 
of  which  follow,  income  may  accrue  or  arise  from  the  transaction 
despite  the  fact  that  the  seller  retains  title. 

It  may  happen  that  the  goods  sold  are  to  be  shipped,  the  terms 
being  f.  o.  b.  point  of  shipment,  and  delivery  being  subject  to  the 

honoring  of  a  sight-draft  attached  to  a  bill  of  lading.  When  the  con- 
signee pays  the  sight-draft  and  the  bill  of  lading  is  turned  over  to 

him,  the  legal  title  to  the  goods  passes.  If  the  honoring  of  the  sight- 
draft  had  not  been  a  condition  to  the  delivery  of  the  bill  of  lading 
and  the  consequent  passing  of  title,  the  title  would  have  passed  at 

the  time  the  goods  were  delivered  to  the  railroad  company  for  ship- 
ment. For  all  purposes,  save  the  securing  of  the  price,  many  of  the 

decisions  follow  the  same  lines  as  though  title  had  passed  at  the 
point  of  shipment.  Thus  it  has  been  held  that  injury  to  the  goods  in 
transit  would  be  the  loss  of  the  consignee,  even  though  he  had  not 
secured  the  full  legal  title  at  the  time  of  the  injury  by  honoring  the 

sight-draft,  but  did  so  later.  Under  these  circumstances,  it  is  cus- 
tomary to  include  the  goods  in  the  sales  and  to  deem  that  the  income 

has  arisen  as  at  the  time  of  shipment. 
Income  from  Installment  Sales. — Installment  sales  afford  another 

example  of  income  accruing  in  a  sales  transaction  prior  to  the  pass- 
ing of  legal  title.  Legal  title  is  often  retained  until  full  payment 

has  been  made  for  the  values  sold  on  installments.  The  period  of 
payment  may  extend  over  a  year  or  more,  so  that  it  would  hardly 
be  accurate  to  deem  the  income  as  having  arisen  only  at  the  time  that 
title  passed. 
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In  general  there  may  be  said  to  be  three  methods  of  determining 
when  income  arises  on  an  installment  contract.  The  first  method  is 
to  take  the  sales  in  as  at  the  time  of  consummation  of  the  transaction 

and  to  set  up  a  reserve  for  possible  non-collections.  The  second  is  to 
prorate  the  amount  of  income  as  each  payment  is  made,  on  the  basis 
of  the  proportion  which  the  gross  profit  arising  from  the  sale  bears 
to  the  total  price.  Thus,  if  an  article  were  sold  for  $500,  payable 

$50  per  month,  at  a  profit  of  $200,  two-fifths  of  each  payment  would 
be  considered  the  amount  of  income  arising  at  the  time  of  payment. 
A  third  method,  rarely  used,  is  to  assume  that  no  profit  arises  until 
the  entire  cost  has  been  covered  by  the  payments,  and  that  then  the 
profit  arises  as  each  payment  is  made  to  the  extent  of  the  payment. 

The  second  of  these  methods,  that  of  prorating  the  profit  as  to 
each  payment,  particularly  in  real  estate  transactions,  is  the  one  in 
most  general  use.  It  might  be  mentioned  that  these  observations  are 
made  as  respects  purely  installment  transactions,  and  not  as  respects 
every  transaction  in  which  there  is  a  cash  payment  combined  with 
credit. 

The  third  method  is  applied  frequently  in  the  case  of  the  con- 
struction of  a  building.  Title  to  the  materials  put  in  the  building 

is  deemed  to  have  passed  as  at  the  time  they  are  put  in.  Income  may 
be  determined  upon  the  basis  of  percentage  of  completion.  In  the 
more  approved  methods  of  accounting,  this  percentage  of  completion 
means  percentage  of  value  completion,  that  is,  the  amount  of  profit 
is  determined  on  the  basis  of  the  value  that  has  been  put  in  the 

building  in  materials,  labor,  and  overhead.  In  some  cases  the  per- 
centage of  profit  on  the  entire  building  is  ascertained,  which  per- 

centage of  profit  is  deemed  to  have  accrued  on  the  value  put  in  the 

building.  In  these  instances,  adjustments  of  the  percentage  are  nec- 
essary from  time  to  time.  Construction  firms  having  accounts  which 

do  not  clearly  allocate  costs,  sometimes  use  more  arbitrarj^  methods 
of  determining  the  percentage  of  completion  and  the  extent  of  profit 
earned  during  construction. 

Building  on  Leased  Land. — Another  instance  in  which  difficulty 
is  found  in  determining  the  time  when  income  accrues,  is  the  build- 

ing on  rented  land  by  a  tenant  of  buildings  which  become  the  prop- 
erty of  the  landlord  at  the  termination  of  the  lease.  Under  the  law, 

the  title  to  these  buildings  passes  to  the  landlord  as  at  the  time  they 

are  attached  to  the  soil,  so  that  they  may  be  regarded  as  the  land- 

lord's property  from  that  time.  As  to  the  tenant,  he  may,  according 
to  good  accounting  usage,  deduct  a  portion  of  the  cost  of  the  build- 

ings from  profit  each  year;  that  is,  if  the  lease  ran  for  ten  years,  he 
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would  consider  one-tenth  was  deductible  in  each  year.  Although  the 

landlord  gets  the  legal  title,  he  does  not  get  the  use  during  the 

term  of  the  lease,  this  being  in  the  tenant.  There  are  three  possibili- 
ties, that  of  considering  that  the  profit  accrued  at  the  time  of  the 

construction  of  the  building,  because  title  then  passed;  that  of  con- 

sidering that  it  is  an  addition  to  rent  (as  to  the  tenant)  and  accord- 
ingly an  addition  to  income  of  the  landlord  arising  as  the  rent  is 

paid,  with  consequent  prorating  of  the  income  over  the  lease  term; 
and  that  of  considering  that  the  profit  arises  at  the  termination  of 

the  lease,  when  the  use  of  the  property  is  turned  over  to  the  land- 
lord. There  are  arguments  for,  as  well  as  objections  to,  each  of  these 

methods.  The  last  of  these  is  the  one  approved  in  the  Income  Tax 
Regulations. 

Sometimes  a  lease  is  sold  and  the  question  which  arises  is  when 

may  the  income  be  deemed  to  arise  from  the  sale.  For  example,  an 
individual  or  corporation  may  have  a  lease  on  property  upon  which 
it  is  paying  rent,  and  may  receive  from  another  person  or  corporation 
desiring  the  use  of  the  property  a  substantial  amount  if  the  lease  is 
assigned  over. 

Assuming  that  no  liability  remains  in  the  person  or  corporation 
from  the  lease,  it  may  be  deemed  that  the  income  arises  as  at  the 
time  of  the  assignment.  If  a  liability  remains  over,  then  the  income 
may  be  determined  by  offsetting  the  amount  received  by  a  reserve 
covering  an  estimate  of  the  amount  of  possible  liability. 

Income  from  Royalties. — Royalties  paid  in  advance  raise  like 
questions.  Under  the  accrual  method  of  accounting,  if  the  amount 

paid  must  be  subsequently  earned  then  it  should  be  regarded  as  in- 
come of  the  time  when  earned.  But,  if  the  contract  does  not  necessi- 

tate the  earning  of  the  amount,  it  approximates  a  cash  payment  to  its 
extent  for  certain  rights,  and  income  may  be  regarded  as  having  been 
both  earned  and  received  as  at  the  time  that  the  cash  or  other  value 
is  turned  over. 

Should  the  contract  provide  for  cash  payment,  combined  with 
certain  deferred  pajnments,  in  cases  of  royalties,  leases  and  similar 
agreements,  the  question  of  whether  the  cash  payment  is  or  is  not  to 
be  prorated  is  determined  by  like  principles  to  those  above  discussed. 

A  deferment  of  the  income  beyond  the  time  of  the  initial  cash  pay- 
ment is  contingent,  in  these  cases,  upon  whether  or  not  there  is  any 

liability,  or  subsequent  obligation,  which  would  attach  as  to  the  cash 
payment.  If  there  is  liability,  a  reserve  may  be  set  up  to  that  extent 

against  the  payment.  If  there  is  obligation,  there  may  be  a  pro- 
rating of  the  entire  payment  or  a  prorating  co-extensive  with  the 
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obligation  to  earn  the  income  in  the  future.  It  is  evident  that  in 
these  cases  the  entire  contract  must  be  considered. 

Profits  in  Merchandise  Inventories. — With  respect  to  dealings  in 
merchandise,  a  good  rule  is  that  if  title  has  passed,  or  if  title  is 

retained  onlj^  to  secure  payment,  and  all  other  terms  of  the  sale  are 

completed,  then  the  sale  is  consummated.  Like  principles  as  to  de- 
termining consummation  of  the  sale  may  apply  as  to  the  inclusion  of 

purchased  merchandise  in  inventories.  Many  practices  prevail  as 
to  when  merchandise  in  transit  is  to  be  included  in  inventories. 

These  practices  are  not  always  consistent  with  theory  or  principle ;  in 
fact  they  are  frequently  adopted  purely  on  bases  of  expediency  of 

operation.  If  any  practice  were  permitted  for  tax  purposes,  regard- 
less of  its  nature,  then  inconsistency  would  result  as  to  inclusion 

of  sales  income  by  the  seller  and  inclusion  in  inventories  by  the 
buyer.  It  is  for  this  reason  that  the  Income  Tax  Regulations  provide 
that  passage  of  title,  or  passage  of  substantially  the  property  rights, 
where  title  is  retained  only  for  purposes  of  payment,  is  the  test  to 
determine  when  values  are  to  be  included  in  inventories. 

Dividends  out  of  Capital. — In  deciding  w^hether  or  not  boards  of 
directors  have  declared  dividends  out  of  profits  or  out  of  capital, 
the  courts  have  not  touched  upon  all  the  points  above  given.  The 
general  tendency  is  to  regard  any  determination  of  profit  based  upon 
accepted  methods,  to  be  legal. 

It  would  furthermore  seem  that  di^ddends  declared  on  the  basis 

of  re-appraisals  are  illegal.  Most  of  the  court  cases  have  centered 
around  complaints  either  of  stockholders  or  of  creditors  as  to  the 

distribution  in  such  cases.  The  stockholder's  complaint  is  based  upon 
the  danger  to  the  principal  of  his  investment  by  such  distribution. 

The  creditor's  is  based  upon  the  fact  that  the  corporation  is  less 
able,  or  unable,  to  pay  his  claim  as  a  result  of  the  distribution.  If 

the  dividend  declared  out  of  re-appraising  assets  in  no  manner  affects 

either  the  stockholders  or  the  creditors,  a  case  w^ould  hardly  arise 
in  the  courts.  This  is  an  explanation  of  why  corporations  have  suc- 

ceeded in  declaring  dividends  out  of  a  surplus  arising  from  a  re- 
appraisal of  asset  values  without  being  subjected  to  any  action  on 

the  part  of  the  courts.  Nevertheless  from  the  decisions  it  would 
appear  that  such  a  declaration  may  be  attacked. 

The  courts  have  upheld  the  distribution  of  surplus  created  by  a 
reduction  of  capital  stock,  when  such  reduction  has  been  made  in 

conformity  with  the  statute.  They  have  also  held,  as  to  state 

statutes  taxing  dividends,  that  declarations  of  dividends  from  paid-in 
surplus  were  not  dividends  contemplated  under  such  statutes  as  being 
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taxable,  the  statutes  applying  only  to  dividends  from  profits.  Thus 
it  is  seen  that  surplus  that  is  paid  in  differs  from  capital  stock  in 
the  respect  that  it  may  be  distributed,  without  violating  the  statutes, 
whereas  assets  representative  of  capital  stock  may  be  distributed  only 
in  the  event  they  are  converted  into  surplus  by  a  reduction  of  capital 
stock  in  the  manner  prescribed  by  the  statutes. 

Restrictions  as  Respects  Classes  of  Stock. — Directors  must  con- 
form to  the  contracts  of  differentiating  classes  of  stock  in  the  declara- 

tion of  dividends.  Thus  if  the  preferred  stock  contracts  provide  that 

a  certain  percentage  must  be  distributed  to  the  preferred  stockholder 
before  any  is  distributed  to  the  common  stockholders,  this  amount 
must  be  first  distributed. 

Intervention  of  Courts. — Seldom  will  courts  intervene  to  compel 

the  directors  to  declare  a  dividend.  Only  in  extraordinary  cases 

where  it  appears  that  no  reasonable  policy  exists  for  the  accumula- 
tion of  profits  (in  which  cases  the  burden  of  proof  is  generally  upon 

the  stockholder  seeking  the  declaration)  will  courts  interfere  on  be- 
half of  the  stockholder.  Courts  are  more  inclined  to  grant  stock- 

holders relief  if  the  dividends  sought  to  be  declared  are  on  non- 
cumulative  preferred  stock,  and  profits  are  available,  for  the  reason 

that  such  dividends  are  entirely  lost  to  the  stockholders  if  not  dis- 
tributed. Thus  it  is  seen  that  the  occasions  on  w^hich  courts  will 

interfere  with  the  discretion  of  the  directors  are  few. 

Availability  of  Distributable  Assets. — In  addition  to  the  legal 
restrictions  upon  the  power  of  a  board  of  directors  to  declare  divi- 

dends, there  are  economic  restrictions.  Profits  are  not  necessarily 
in  the  form  of  cash,  cash  being  the  asset  most  frequently  used  for 
dividend  distribution.  Courts  have  upheld  the  borrowing  of  cash 

by  a  board  of  directors  with  which  to  pay  dividends,  assuming  that 

profits  actually  exist.  At  the  same  time,  the  corporation  in  borrow- 
ing the  cash  would  be  confronted  by  the  necessity  of  later  acquiring 

cash  sufficient  to  meet  the  obligation.  This  may  create  a  very  em- 
barrassing situation  from  the  standpoint  of  financing  the  organiza- 

tion, particularly  should  business  conditions  interfere  with  the  turn- 
over of  assets  after  the  borrowing. 

Property  Distributable  as  Dividends. — Legally  any  property  of 
the  corporation,  except  that  which  is  subject  to  a  lien  (or  mortgage) 
may  be  distributed  in  payment  of  dividends  declared.  Convenience, 
however,  usually  confines  the  distribution  to  such  asset  values  as 
may  be  readily  distributed.  Dividends  ordinarily  consist  of  either 

cash,  stock  of  the  corporation  declaring  the  dividend,  investment  se- 
curities, or  of  obligations  of  the  corporation  declaring  the  dividend. 
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Cash  Dividends. — As  the  term  implies,  cash  dividends  are  divi- 
dends which  arc  payable  in  cash.  Dividends  paid  in  cash  out  of 

the  current  earnings,  or  in  accordance  with  a  rate  of  dividend  nor- 
mally paid  by  the  corporation  each  year,  are  ordinary  cash  dividends. 

Dividends  paid  in  cash  out  of  accumulated  earnings  of  prior  years 
and  not  merely  to  sustain  a  given  rate  of  dividend,  to  pay  which 
the  current  earnings  are  insufficient,  are  extraordinary  dividends. 

Corporations  usually  maintain  a  given  dividend  rate  so  far  as  pos- 
sible, because  such  a  policy  re-acts  more  favorably  upon  the  market- 

ability of  shares  than  one  in  which  the  dividend  rate  is  uncertain. 
The  usual  journal  entry  upon  the  declaration  of  cash  dividend  is 

as  follows: 

Surplus  or  Undivided  Profits. 
Dividends  Payable    .  . .  . 

For  dividends  declared  by  the  Board  of 
Directors  of  — ^c  on     stock. 

See  Minute  Book,  page    . 

The  account  Dividends  Payable  indicates  the  liability  of  the  cor- 
poration for  the  payment  of  the  dividends.  Upon  payment  of  the 

dividends,  the  entry  is  usually: 

Dividends  Payable 
Cash    

For  dividends  paid 

Frequently  the  amount  declared  as  dividends  is  withdrawn  from 
the  regular  bank  account  and  set  up  in  a  special  bank  account.  The 
larger  corporations  usually  pay  by  a  special  dividend  check,  the 
endorsement  of  which  constitutes  a  receipt  by  the  stockholder  for 
the  amount  of  dividend. 

Stock  Dividends. — The  term  ** stock  dividend"  is  used  to  indicate 
a  dividend  that  is  paid  in  stock  of  the  corporation  which  declares 
the  dividend.  The  effect  of  the  stock  dividend  is  to  convert  a  given 
amount  of  surplus  into  capital  stock. 

Under  the  statutes  of  most  of  the  states,  as  has  been  stated,  stock 

can  be  issued  only  for  money,  property,  or  services.  A  stock  dividend 
is  presumptively  stock  issued  for  value,  in  the  sense  that  profits 
represented  by  values  arc  the  consideration  for  the  stock. 
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Most  of  the  state  laws  require  that  if  additional  stock  is  issued, 

with  voting  power,  each  stockholder  must  be  given  opportunity  to 
subscribe  in  an  amount  equivalent  to  that  necessary  to  give  him 

the  same  degree  of  control.  Thus,  if  he  owned  one-fourth  of  the 
voting  stock  of  the  organization,  he  would  be  given  opportunity  to 
subscribe  to  one-fourth  of  the  later  issues  of  stock.  It  does  not 

necessarily  follow  that  the  corporation  cannot  state  the  price  which 
he  must  pay  for  this  stock,  so  long  as  that  price  is  uniform  as  to 

all  stockholders.  It  often  happens,  however,  that  the  price  is  some- 
what less  than  the  market  value  of  the  stock.  Should  this  be  the 

case,  there  is  often  issued  what  are  called  stock  rights — that  is,  papers 
evidencing  the  right  of  the  stockholder  to  subscribe  to  so  much  of 
the  stock  at  the  price  named  by  the  directors.  These  stock  rights 

may  be  sold  for  a  value  representative  of  the  difference  betw^een 
the  price  at  which  the  paper  is  redeemable  in  stock  and  the  market 
price  of  the  stock.  In  the  case  of  a  stock  dividend  as  with  other 
dividends,  it  must  be  pro  rata — that  is,  according  to  the  stockholdings 
of  each  stockliolder.  Accordingly,  the  amount  distributed  will  always 

be  pro  rata  to  the  degree  of  control  of  the  respective  stockholders. 
Opinions  vary  respecting  the  income  element  in  a  stock  dividend. 

These  variances  are  not  necessarily  inconsistent,  in  that  the  rulings 
of  courts  in  a  given  line  of  cases  on  income  are  not  always  indicative 
of  what  the  rulings  might  be  in  another  line  of  cases. 

So  far  as  estates  are  concerned,  the  question  often  arises  as  to 
whether  a  stock  dividend  is  to  be  regarded  as  income  of  the  estate, 

or  is  to  be  regarded  as  "corpus."  Prior  to  the  decision  of  the  U.  S. 
Supreme  Court  in  1918  declaring  stock  dividends  income  most  states 
followed  the  Pennsylvania  rule.  This  may  be  briefly  summarized  as 
that  the  stock  dividend  is  income  in  so  far  as  it  represents  profits 
accumulated  since  the  creation  of  the  estate.  Thus  the  book  value 

of  the  stock  would  be  determined  according  to  the  balance  sheet  near- 
est to  the  date  of  the  creation  of  the  estate.  If  at  the  time  of  the 

stock  dividend,  the  book  value  had  increased  over  the  book  value  at 
the  creation  of  the  estate,  then  to  the  extent  of  the  dividend,  the 
added  book  value  would  be  income.  For  example,  the  book  value  of 
a  share  of  stock  as  at  the  time  of  the  creation  of  the  estate  is  $200. 
Later  a  stock  dividend  is  declared  at  a  time  when  the  book  value  is 

$500;  all  stockholders  receive  four  shares  of  stock  for  each  share 

held,  par  $100.  Of  this  dividend  $100  w^ould  constitute  principal 
since  that  amount  would  be  necessary  to  maintain  the  original  book 

value,  $200.    The  remaining  $300  would  be  income. 
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Journal  entries  in  connection  with  a  stock  dividend  would  be 

along  the  following  lines: 

Surplus  or  Undivided  Profits. . 
Stock  Dividends  Payable. 

For  Stock  dividend  declared  by  Board  of 
Directors  of  — 7t  on  common  stock. 
See  Minute  Book,  page   . 

Stock  Dividends  Payable   
Capital  Stock       

For  payment  of  stock  dividend. 

Investment  Dividends. — Instead  of  distributing  a  cash  dividend 
or  a  stock  dividend,  the  corporation  may  declare  a  dividend  payable 

in  investments  held  by  the  corporation.  These  investments  may  con- 
sist of  either  stock  or  bonds  of  other  corporations,  or  of  any  securi- 
ties held. 

Should  the  corporation  declare  a  dividend  paid  in  stock  of  another 
corporation,  this  is  not  to  be  regarded  as  a  stock  dividend.  It  is 

nothing  more  nor  less  than  the  declaration  of  a  dividend  out  of  prop- 
erty owned  by  the  corporation.  For  example,  a  stock  dividend  has 

no  effect  upon  the  invested  capital  of  a  corporation  because  capital 
stock  is  increased  in  an  amount  equivalent  to  the  reduction  of  surplus. 
On  the  other  hand  the  declaration  of  a  dividend  out  of  stock  held 

in  other  organizations  reduces  invested  capital,  for  the  reason  that 

an  asset  value — that  is,  stock — is  reduced  or  wiped  out  as  a  result 
of  the  dividend.  In  other  words,  whereas  a  stock  dividend  results 

in  a  credit  to  capital  stock,  a  dividend  of  a  stock  in  another  corpora- 
tion results  in  a  credit  to  an  asset  value. 

Scrip  Dividends. — Scrip  may  be  defined  as  a  temporary  form  of 
contract,  issued  pending  the  completion  of  a  more  formal  contract. 
If  the  scrip  is  bond  scrip  it  would  evidence  the  right  of  the  holder 
to  obtain  bonds  on  their  formal  issue ;  if  stock  scrip  it  would  evidence 

the  right  to  receive  stock  upon  its  formal  issue.  Scrip  is  used  in 
connection  with  dividends  because  the  property,  or  the  stock  to  be 

issued  in  payment,  is  not  available  for  distribution  as  at  the  time 
the  dividend  is  payable. 

For  example,  a  corporation  may  have  profits  sufficient  to  declare 

a  dividend.  It  may  decide  that  this  dividend  should  be  a  cash  divi- 
dend. Cash  not  being  available,  scrip  may  be  issued,  redeemable 

in  cash  at  a  given  date.    Although  this  is  not  a  wise  form  of  finance 
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under  all  circumstances,  yet  it  happens  occasionally.  Such  dividend 

might  be  deemed  a  scrip  cash  dividend. 
More  often  scrip  is  issued  in  connection  with  stock  dividends  than 

with  cash  dividends.  Time  may  be  required  to  have  the  necessary 
certificates  engraved  or  prepared,  and  it  may  be  decided  that  in  the 

meanwhile  scrip  will  be  issued,  to  be  converted  later  into  the  stock. 
The  journal  entries  are  little  different  in  these  cases  than  in  the 

other  cases  given.  They  may  be  in  the  following  form — assuming 
a  stock  sL'An  dividend: 

Surplus  and  Undivided  Profits   
Stock  Scrip  Dividends  Payable      

For  payment  of  scrip  dividend,  convertible 
into  stock  on   ,  of  — %.    See 
Minute  Book,  page    . 

Stock  Scrip  Dividends  Payable   
Stock  Scrip   -.      : 

For   payment   of   dividend.     See   Minute 

Book,  page   . 

Stock  Scrip      
Capital  Stock      

For  conversion  of  stock  scrip  into  capital 
stock. 

It  may  be  added  that  stock  scrip  is  convenient  in  the  event  that 
fractional  parts  of  a  share  are  involved.  For  example,  the  scrip 
can  be  issued,  and  parts  of  it  collected  to  form  a  round  number  of 
shares. 

Losses  Subsequent  to  Dividend  Declaration  and  Prior  to  Pay- 
ment.— In  another  chapter,  it  was  pointed  out  that  a  dividend  upon 

declaration  becomes  a  debt  of  the  corporation  to  the  stockholder. 
This  status  of  the  stockholder  respecting  a  dividend  has  been  clearly 

brought  out  by  the  courts  in  cases  where  a  dividend  was  declared 
out  of  profits,  and  losses  were  subsequently  sustained  which  made 
the  corporation  insolvent. 

Most  of  the  cases  are  naturally  fire  insurance  companies.  For 
example,  a  fire  insurance  company  declares  a  dividend  payable  at 
a  future  date.  A  large  fire  occurs  which  causes  the  company  to 
become  insolvent.  The  ruling  of  the  courts  has  been  that  if  funds 

had  not  been  set  aside  for  the  payment  of  the  dividend,  the  stock- 
holders were  in  the  same  position  as  other  creditors,  and  shared  pro 
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rata  with  the  other  creditors  as  to  the  amount  of  the  debt  created 

by  the  dividend.  On  the  other  hand,  according  to  the  ruling  of 
the  courts,  if  a  fund  has  been  set  aside,  the  stockholders  are  entitled 

to  the  full  amount  of  the  dividend,  and  not  merely  to  a  pro  rata 
share.  This  is  upon  the  principle  that  the  assets  have  been  separated 
from  the  corporate  assets  and  upon  separation  became  property  of 
the  stockholders.  Thus  it  is  seen  that  rulings  of  the  courts  as  to 
the  status  of  the  stockholders  after  declaration  of  a  dividend  are 

clearly  to  the  effect  that  the  dividend  becomes  a  debt  upon  declaration. 

Simimary. — The  power  to  declare  dividends  is  vested  in  the 
board  of  directors,  and  declaration  should  be  recorded  in  the  minute 
book. 

Upon  the  power  to  declare  dividends,  there  are  statutory  require- 
ments that  they  must  be  declared  only  out  of  surplus,  there  are 

restrictions  as  respects  classes  of  stocks,  in  rare  instances  courts  may 
intervene,  and  there  must  be  available  assets  in  a  form  that  may  be 
distributed. 

Dividends  may  be  payable  in  cash,  stock,  investments,  or  other 
property  of  the  corporation. 

Pending  the  distribution  of  the  actual  value,  scrip  may  be  issued. 

Upon  the  declaration,  the  dividend  becomes  a  debt  of  the  corpora- 
tion to  the  stockholder;  in  case  of  subsequent  losses  and  insolvency, 

the  stockholder  would  be  a  creditor  as  to  unpaid  dividends,  and 
sometimes  would  be  entitled  to  the  dividend  in  full. 

PROBLEM  107 

A,  B  and  C  have  total  assets  of  $60,000  and  liabilities  of  $30,000.  The 

capital  is  divided  %,  %,  and  i^.  The  three  partners  form  the  Jay  Corporation 
with  capital  stock  equal  to  their  net  worth  and  divide  the  stock.  Eecord  the 

change  from  partnership  to  corporation,  using  the  old  books. 

PROBLEM  108 

The  above  corporation  buys  back  10  shares  sold  to  A  at  98.  The  corporation 

later  sells  the  same  stock  to  B  at  101.  (Make  journal  entries  required,  also 
for  the   following.) 

PROBLEM  109 

The  Jay  Corporation  sells  100  shares  87c  preferred  stock  at  110.  Three 

months  later  dividends  on  this  stock  are  declared.  Later,  the  dividend  checks 
are  mailed  to  stockholders. 
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PEOBLEM  110 

The  M  Corporation  issues  $50,000  worth  of  bonds  at  96.  Bonds  are  for 

20  years,  and  bear  5%  interest,  payable  semi-annually.  Pays  interest  at  end 
of   first  interest  period. 

PROBLEM  111 

The  following  items  appear  in  the  statement  of  a  corporation: 

Eeal  estate     $10,000  Building       $70,000 

Accounts  payable       40,000  Reserves  for  depreciation   .  . .  15,000 
Accounts   receivable       30,000  Cash         7,000 

Notes  payable       10,000  Merchandise    inventory       69,000 

Unissued  capital  stock    24,000  Par  per  share  of  stock  is  $100 

Surplus       20,000 

Answer  the  following  questions  and  explain  how  you  get  the  answer. 

a.  "What  is   the    aggregate   par   of   capital   stock   outstanding?     Authorized? 
b.  What  is  the  net  worth? 
c.  What  is  the  book  value  of  each  share  of  stock? 

d.  Is  there  any  treasury  stock?     How  much,   if   any? 

e.  Give  the  entry  that  would  be  made  if  the  board  of  directors  declared  a 

dividend  of  3%. 

f.  Give  the  entry  to  record  the  payment  of  the  dividend. 

PROBLEM  112 

Journalize  the  following  transactions: 

1.  We  have  an  adding  machine  which  cost  $120.  It  has  been  depreciated 
for  five  years  and  six  months  at  the  rate  of  10%  per  year.  Today  we  buy  a 

new  adding  machine  for  $500,  giving  in  payment  the  old  machine  and  a  check 
for  $450. 

2.  Suppose  that  the  profits  of  a  corporation  amount  to  $8000,  the  authorized 

stock  $50,000,  and  the  stock  issued  and  outstanding  $40,000,  what  is  the  entry 

if  a  10%  dividend  is  declared? 

3.  Merchandise  is  purchased  of  J.  Smith  and  shipped  direct  to  the  branch, 

$500. 
4.  The  branch  manager  reports  that  cash  sales  for  the  week  total  $870  and 

that  credit  sales  total  $1200. 

5.  The  branch  manager  collects  $800  from  customers. 

6.  Branch  manager  reports  expenses  amounting  to  $450  and  a  check  is  sent 
to  cover  the  amount. 

7.  G.  O.  Badger,  a  customer,  owes  us  $150.  Since  it  is  doubtful  that  it 

will  be  paid,  we  transfer  it  to  the  suspense  ledger. 

8.  The  XYZ  Corporation  purchases  50  shares  of  its  own  stock  at  90,  par 
value  being    100. 

9.  The  dividend  declared  in  No.  2  is  paid  in  cash. 
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PEOBLEM  113 

Give  entries  in  journal  form  for  each  of  the  following   (omit  explanations; 

assume  controlling  accounts;   show  calculations  where  necessary): 

1.  U.  E.  Simple,  a  customer,  owes  us  $100.  As  we  are  doubtful  of  being 

able  to  collect  the  account,  it  is  transferred  to  the  suspense  ledger. 

2.  We  sell  J.  Jones  a  coupon  book  containing  ice  tickets  for  $3,  and  receive 
his  check  in  payment. 

3.  We  have  an  adding  machine  which  cost  $150.  It  has  been  depreciated 

for  five  years  and  four  months  at  the  rate  of  10%  per  year.  Today  we  buy 

a  new  adding  machine  for  $475,  giving  in  payment  the  old  machine  and  a 
check    for    $420. 

4.  A  6%  dividend  is  declared.  The  company  has  an  authorized  capital 

stock  of  $100,000  but  only  $50,000  is  issued  and  outstanding. 

5.  The  company  buys  10  shares  of  its  stock  at  90. 

6.  The  dividend  declared  in  No.  4  is  paid  in  cash. 

7.  The  company  issues  $10,000  6%  10-year  bonds  at  98,  interest  payable 
semi-annually. 

8.  Six  months  later  the  interest  is  paid  on  the  above  bonds. 

9.  Merchandise  is  purchased  of  J.  Smith  and  shipped  direct  to  the  branch, 
$480. 

10.  The   branch  manager  reports  that   cash   sales  for   the  week  total   $872 
and  that  credit  sales  total  $1450. 

11.  Checks  drawn  on  the  branch  bank  by  home  office,  $1200. 
12.  Allowances  made  by  branch   manager   to   a   customer   amounted   to   $31. 

13.  Cash  collected  from  customers  by  the  branch  store  manager,  $1890. 
14.  Merchandise  shipped  from  our  own  stock  to  the  branch,  $560. 

15.  Branch    manager    reports   expenses    amounting   to    $457    and    a   check    is 
sent  him  to  cover  the  amount. 
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PROBLEM  114 

Correct   the  following  by  journal   entry: 

1.  Addition  to  Buildings   of  $1200  charged  to  Profit  and  Loss  account. 
2.  Refund  by  United  States  Government  on  1925  Corporation  Income  Tax 

credited  to  ' '  Taxes  Accrued. ' ' 
3.  Payment  of  property  taxes  charged  to  Selling  Expense. 
4.  Cash  advance  of  $500  to  salesman  to  apply  against  commissions  earned 

charged  to  Accounts  payable. 
5.  A  check  for  $15,000  covering  factory  payroll  for  the  week  ending  March 

3  was  charged  through  the  Voucher  Register  to  "Factory  Expense — Productive 
Labor  Account."  Was  this  entry  correct?  If  so,  why?  If  not,  correct  and 
give  your  reasons. 

6.  The  Management  wishes  you  to  provide  monthly  for  the  following  dis- 
bursements to  be  made  during  the  year  1928: 

a.  Payment   for  lawyers'  fees,  $7500. 
b.  Payment   for   auditing   fees,    $4500. 

c.  Subscription  to  Chamber  of  Commerce,  $1200. 
d.  Subscription  to  Y.  M.  C.   A.,  $800. 

e.  Estimated  rebates  to  customers  for  quantity  purchases,  $20,000. 
f.  Estimated   advertising. 

PEOBLEM  115 

Journalize  the   following: 

1.  Depreciation  for  January,  1928,  $7900. 

2.  Machinery  sold  in  March,  1927,  for  $1600,  purchased  in  June,  1921,  at 
a  cost  of  $5000,  and  having  an  estimated  life  of  ten  years.  Figure  depreciation 

from  the  time  purchased  and  prepare  all  journal  entries  which  will  correctly 
record  this  transaction. 

3.  In  1926  a  bad  account  considered  uncollectible  was  charged  off.  In  1928 
this  account  was  paid  in  full  by  the  debtor.  Explain  how  this  transaction  should 
be  recorded  in  the  books,  and  why. 

4.  At  the  end  of  1926  the  book  figures  and  the  actual  warehouse  stock  of 
inventory  were  not  in  agreement,  and  an  adjustment  was  made,  bringing  the 
book  figures  into  agreement  with  the  physical  inventory.  In  June,  1927,  it 
was  discovered  that  the  original  book  balance  at  the  end  of  1926  was  correct. 
Prepare  journal  entry  correcting  this  adjustment,  and  give  your  reasons  for  so 
doing. 

233 
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PROBLEM  116 

Prepare  adjusting  journal  entries  for  A.  B.  Martin  on  December  31  (omit 

explanations;  number  the  entries  in  the  middle  of  the  page): 

1.  Insurance  expired  during  the   month,   $17.30. 

2.  Office  salaries  not  paid,  $36,  sales  clerks'  salaries  not  paid,  $116. 
3.  Advertising  material  on  hand,  $31.50. 

4.  Bad  debts  are  estimated  at  V^  of  1%  of  net  pales,  $9840. 

5.  In  December,  Mr.  Martin  gave  the  Daily  Herald  a  check  for  $70  to  pay 

for  advertising  copy  to  be  run  for  seven  weeks,  three  in  December  and  four 
in  January. 

6.  Estimated  decline  in  value  of  the  delivery  equipment  because  of  use  in 
December,  $45. 

PROBLEM  117 

(a)  From  the  following  account  balances  set  up  a  trial  balance: 

Cash,  $1000;  Inventory,  $2000;  Notes  payable,  $600;  Purchases,  $8000; 
Interest  income,  $60;  Sales  discount,  $30;  Purchases  allowances,  $40;  Sales, 

$10,000;  Freight  in,  $100;  Purchases  discount,  $200;  Sales  returns,  $70;  R.  E, 

Barnes,   capital,    $1800;    General   expense,    $500;    Notes   receivable,    $1000. 
The  new  inventory  is  $1000. 

(b)  Prepare  a  Profit  and  Loss  Statement  in  report  form  down  to  the  Gross 
Profit  figure. 

(c)  Prepare  journal  entries  to  close  the  ledger. 

PROBLEM  118 

Make  journal  entries  for  the  following: 

1.  Jan.  2.     H.  A.   Scott  buys  a  bill  of  goods   for  $2000  on   account  from 

the  X   O  Company;   terms  2/10,  n/30,   f.  o.  b.   X   O  Company's  station. 
2.  Jan.  8.     Scott  pays   $56   for   freight. 

3.  Jan.  6.     Scott  draws  a  sight  draft  on  Sam  Jones,  a  customer,  for  $500 
and  sends  it  to  the  X  O  Company  on  account. 

4.  Jan.     11.     Scott  wishes  to  pay  his  bill  with  the  X  0  Company  and  ap- 
plies to  the  First  National  Bank  for  a  loan. 

The  bank  agrees  to  discount  his   60-day  note  at  6%   to  yield  the  required 
amount  of  cash. 

(a)  Make  entry  for  the  discounting  of  the  note;   show  calculation. 
(h)  Make  entry  to  show  payment  of  the  bill. 

PROBLEM  119 

1.  Make  journal  entries  on  books  of  Sam  Jones  and  on  books  of  X  O  Com- 

pany for  draft   drawn   Jan.   6,   in   the   preceding   problem. 

2.  On  January  31  make  any  adjusting  entries  on  H.  A.  Scott's  books  made 
necessary  by  transactions   of  the  preceding  problem. 
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PROBLEM  120 

Set  up  the  controlling  and  subsidiary  ledger  accounts,  post  to  these  accounta 
for  January,  and  prepare  a  schedule  proving  your  posting. 

On  Jan.  1  the  balance  of  the  accounts  receivable  controlling  account  was 

$3000.  The  subsidiary  ledger  contained  customers'  accounts  as  follows:  A, 
$240;  B,  $470;  C,  $670;  D,  $1290;  E,  $200;  and  F,  $130.  At  the  end  of 
January  the   various   books   showed   the   following: 

Sales  Bool-:    Sales  to  B,  $260;  D,  $80;  E,  $300;  F,  $150. 
Journal:  An  allowance  of  $20  to  E  for  returned  merchandise  and  one  of 

$12.80  to  F  for  freight  paid  by  him  on  goods  shipped  f.  0.  b.  his  station. 
Cash  receipts:    A,  $120;  B,  $300;  C,  $100;  F,  $200. 
Cash  payments:    Freight  paid  for  B,  $10. 

Notes  receivable:   B,  $200;  C,  $240. 

PROBLEM  121 

The  following  are  totals  for  the  different  columns  in  the  books  of  original 
entry: 

Journal:  Accounts  payable.  Dr.,  $50;  Sundry  items,  Dr.,  $500;  Sundry 

items,  Cr.,  $450;   Accounts  receivable,  Cr.,  $100. 

Cash  Receipts  Boole:  Cash,  $10,000;  Sales  discount,  $150;  Accounts  Eeceivable, 
$8000;    Sundry  items,  $2150. 

Cash  Payments  Boole:  Cash,  $8000;  Purchases  discount,  $200;  Accounts 

payable,   $5000;   Sundry  items,  $3200. 
Purchases  Bool::   $7500. 

Sales  Boole:    $12,000. 

Notes  Eeceivable  Boole:    $2000    (all  notes  are  from  customers  on  account.) 

Notes  Payable  Boole:  $3000  (one  note  for  $2000  was  for  cash  borrowed  at 

the  bank;  the  balance,  $1000,  was  a  note  given  to  a  creditor). 
Sales  Eetumed  Boole:    $50. 

Purchases  Eetumed  Boole:    $100. 

(a)  Set  up  a  T  account  for  the  Accounts  Receivable  controlling  account  and 

post  from  above  the  transactions  affecting  it.  Indicate  in  the  account 
the  source  of  each  debit  and  credit. 

(b)  Follow  the  instructions  in  (a)  and  set  up  the  Accounts  Payable  controlling 
account. 

(c)  Balance  each  of  the  above  accounts  and  show  the  balance  brought  down. 

PROBLEM  122 

This  business  uses  the  following  seven  books  of  original  entry  and  con- 
trolling accounts  with  customers  and  creditors.  From  the  information  given 

below  show  T  accounts  as  they  will  appear  in  the  general  ledger  for: 

1.  Accounts  receivable  controlling. 

2.  Accounts  payable  controlling. 
3.  Cash  account. 

Journal:  Sundry  items.  Dr.,  $7494;  Cr.,  $7456;  Accounts  receivable,  Cr., 

$87.90;  Accounts  payable.  Dr.,  $141.05;  Sales  returned,  $28.40;  Purchases  re- 
turned,  $119.55. 
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Sundry  items,  Dr.,  analysis  shows  Cash,  $2750;  merchandise  inventory,  $1500; 

Freight  in,  $7.50;  Sales  allowance,  $59.50;  Notes  receivable,  $600;  Accounta 
receivable,  $20;   Other  assets,  $2557. 

Sundry  items,  Cr.,  shows  Capital,  $7407;  Sales,  $20;  Purchase  allowance, 

$21.50;   Accounts  payable,  $7.50. 

Sales  Book:    Total,  $4630.35.  * 
Purchase  Booh:    Total,  $3300.50. 

Cash  Eeceipts:  Cash,  $7500;  Sundry,  $3600;  Accounts  receivable,  $1400; 

Sales  discount,  $26;  Notes  receivable,  $150;  Cash  sales,  $2376.  Sundry  Column 

shows  Capital,  $2750;  Notes  payable,  $850. 

Cash  Payments  Book:  Cash,  $3400;  Sundry,  $1195;  Accounts  payable,  $2200; 

Purchase  discount,  $65 ;  Freight  in,  $70.  Sundry  Column  shows  Notes  payable, 
$350;    Salaries,   $250;   Other  expenses,   $595. 

Notes  Eeceivable :    Total  notes  received,  $1600. 

Notes  Payable:  Total  issued,  $1300  (notes  for  $850  for  cash  borrowed  at 
bank). 

PROBLEM  123 

Copy  the  following  profit  and  loss  statement.     Supply  terms  and  amounts  to 
replace  the  question  marks. 

Sales           $46,000 

Cost  of  sales: 

(     ?     )          $  6,000 
Purchases  for  January          38,000 

44,000 

Purchases  returns          $300 
Purchases   allowances            200  500 

(      ?     ) 
(      ?     )        400 

(     ?     ) 
Inventory,  Jan.  31,  1929           11,000 

(      ?     )            (     ?     ) 

(     ?     )            (     ?     ) 
General  expense              1,370 

(     ?     )            1,420 

(     ?     )              2,790 

(     ?     )           (     ?     ) 
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Other  (     ?     ) 

Purchase  discount       143 

Interest  (     ?     )        37 

Total  other  (     ?     )      180 

(     ?     ) 

Other  (     ?    ) 

Sales  discount     460 

Interest   (     ?     )        240 

Total  other  (     ?     )       700 

(      ?     )            (      ?     ) 

PROBLEM  124 

Prepare  entries  in  journal  form  to  record  the  following  transactions  on  the 
books  of  Sharp  and  Webster.  Number  the  entries  in  the  middle  of  the  page; 

omit  explanations. 

1.  Dec.  1.  E.  C.  Sharp  and  T.  J.  Webster  begin  business  as  partners 

sharing  losses  and  gains  equally.  E.  C.  Sharp  invests  cash,  $2000  and  a  truck 
worth  $1000.  T.  J.  Webster  invests  the  following  assets:  building,  $5000; 

lot,  $1500;  fixtures,  $500;  and  an  account  due  from  C.  B.  White,  $75.10.  The 
business  assumes  the  following  liabilities  for  T.  J.  Webster:  6%  mortgage  on 

the  building,  $4000;  interest  accrued  on  the  building,  $20;  and  a  note  due 

the  bank,  $800.  Mr.  Webster  also  invests  sufficient  cash  to  make  his  net  in- 
vestment equal  to  that  of  Mr.  Sharp. 

2.  Dec,  3.  They  purchase  from  John  Doe  merchandise,  $810,  terms  2/10, 

n/30,  f.  0.  b.  Doe's  station. 
3.  Dec.  4.  They  have  their  90-day  note  for  $500  (dated  today)  discounted 

at  the  bank  at  6%.     They  receive  credit  for  the  proceeds. 
4.  Dec.  5.  They  pay  the  freight  on  merchandise  from  John  Doe  on  Dec. 

3,  $12.60.     (See  No.  2  above.) 
5.  Dec.  8.  They  send  John  Doe  a  check  for  $500  to  apply  on  account. 

The  proper  amount  of  discount  is  allowed. 

6.  Dec.  12.  They  sell  E.  M.  Martin  a  bill  of  merchandise,  $780,  terms 

2/10,  n/30,  f.  0.  b.  shipping  point.  They  send  the  goods  prepaid;  the  freight 
amounts  to   $21.75. 

7.  Dec.  13.  They  draw  a  60-day  draft  for  $250  on  T.  J.  Mills  in  favor 
of  C.  L.  Clark.  Mr.  Mills  accepts  the  draft  on  Dec.  13  and  it  is  sent  to  Mr. 

Clark   to   apply  on   account. 

8.  Dec.  14.  They  give  Thos.  Addams  their  three-months'  6%  note,  dated 
today,  for  $360  to  apply  on  account. 

9.  Dec.  15.  Mr.  Downs,  a  customer,  returns  to  them  damaged  goods,  $18.10. 

He  also  asks  for  and  is  allowed  an  adjustment  of  $12.50  because  a  part  of  the 

other  goods  sold  him  was  not  up  to  standard. 

10.  Dec.  18.  They  accept  a  draft  for  $300  due  30  days  after  sight,  drawn 

by  E.  A.  Clark  in  favor  of  the  Hood  Eubber  Co.     The  draft  is  dated  Dec.  17. 
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11.  Dec.  19.  They  receive  from  Thos.  Wilson,  to  apply  on  account,  a 

3-month3'  note  for  $600,  less  discount  at  the  rate  of  6;%.  The  note  is  dated 
Nov.  23. 

12.  Dec.  20.  They  receive  from  M.  W.  Brown  a  3-months'  6%  note  for 
$450  and  a  check  for  $108.25  in  payment  of  a  3-months'  note  for  $550  and 
6%  interest  on  the  old  note,  ^ 

PROBLEM  125 

Prepare  Journal  entries  to  close  the  ledger,  using  as  a  basis  the  following 
Profit  and  Loss  Statement: 

Profit  and  Loss  Statement  of  A.  B.  Stark  for  the  year  ended 
December  31,  1928 

Gross  sales         $40,000 

Less 

Keturned   sales          $  1,000 

Sales  allowances      500         1,500 

Net  sales          38,500 

Deduct  cost  of  goods  sold 

Inventory,  Jan.  1,  1928       8,000 
Purchases           $20,000 

Less  returned  purchases              1,000 

Net  purchases          19,000 

Cost  of  goods  available  for  sale          27,000 

Deduct  inventory  Dec.  31,  1928             6,000 

Cost  of  goods  sold           21,000 

Gross  profit  on  sales          17,500 

Selling  expenses 

Salesmen 's  salaries              6,000 
Delivery  expenses            3,000 

Total  Selling  expense             9,000 

General  expense 

Rent              2,000 
Taxes       500 

Total  General  expense           2,500 

Total  Selling  and  General  expense          11,500 

Net  trading  profit             6,000 
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Other  income 

Purchase   discount       200 

Interest   income       100           300 

6,300 Deductions  from  income 

Sales  discount      50 

Interest  expense      150           200 

Net  income  for  the  year        $  6,100 

PROBLEM  126 

Trial  Balance  of  Jones  &  Brown  as  of  March  31,  1929 

Cash     .  ,       $  2,000 

Accounts  receivable             1,800 

Inventory  Dec.  31,  1928             4,000 

Prepaid  insurance       120 

Accounts  payable     $  2,000 
Taxes  accrued     20 

Notes   payable       1,000 
Eeserve  for  bad  debts      100 

Jones,  capital       5,000 

Brown,  capital       5,000 
Jones,  personal      295 

Sales    (net)       18,200 
Purchases  (includes  freight)            20,000 

Selling  expenses              1,000 

Administrative  expenses             2,000 
Interest  income    15 

Interest  expense     20 
Bad  debts    100 

$31,335     $31,335 

The  following  adjusting  entries  should  be  considered: 

1.  Interest  accrued  on  notes  payable,   $5. 
2.  Insurance  expired,  $10. 
3.  Taxes  accrued,  $10. 

4.  Salesmen's  salaries  accrued,  $200. 
5.  Office  salaries  accrued,  $100. 

6.  It  is  estimated  that  i^  of  1%  of  net  sales  for  the  month  of  March  will 
be  sufficient  to  provide  a  reserve  for  bad  debts.  The  sales  for  January  and 
February  were  $13,200.     (Books  were  closed  Dec.  31.) 

7.  Inventory  of  March  31  to  be  calculated.  Per  cent  of  mark-up  is  40% 
on  cost. 
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From  the  information  above 

(a)  Prepare  in  journal  form  the  adjusting  entries  that  would  "be  necessary. 
(b)  Prepare  a  balance  sheet  as  of  March  31,  1929. 

(c)  Prepare  a  profit  and  loss  statement  for  the  three  months  ended  March  31, 
1929. 

PROBLEM  127 

(a)  On  8'^  X  11  in.  paper,  using  a  separate  sheet  for  each  book,  draw  up  the 
following  books  of  original  entry,  providing  for  special  columns  as  needed. 

1.  Cash  Received  Book. 

2.  Cash  Payments  Book. 
3.  Sales  Book. 

4.  Purchases  Book. 

5.  Notes  Eeccivable  Book. 

6.  Notes  Payable  Book. 
7.  General  Journal. 

(b)  Enter  the  following  transactions  in  the  above  books.    Controlling  accounts 

are  to  be  kept  with  Accounts  Receivable  and  Accounts  Payable. 

Jan. 

1.  J.  B.  Clark  opens  his  books  with  the  following  investment:  cash,  $3,000; 

store  fixtures,  $1,000;  delivery  equipment,  $500;  merchandise  inventory, 
$1500. 

2.  He  purchases  merchandise  from  T.  B.  Black  on  account,  terms  2/10, 

n/60,  $500. 
3.  He  pays  freight  on  above  merchandise,  $15. 

4.  He  sells  merchandise  to  James  Baker,   $300,  terms  2/10,  n/30. 
5.  Cash  sales  to  date,  $565. 

6.  Mr.  Clark  borrows  $1000  from  the  First  National  Bank  on  his  30-day 
6%  note,  interest  to  be  paid  at  maturity. 

8.     He  pays  T.  B.  Black  for  invoice  of  Jan.  2, 

8.  Sells  merchandise  to  A.  B.   Smith  on  account,   $600. 
9.  Cash  sales,  $450. 

10.  Purchases  following  invoices  of  merchandise: 

$850  from  J.  F.  Turner,  terms  3/10,  n/60. 

$500  from  L.  E.  Benson,  terms  2/10,  n/30. 

$750  from  T.  B.  Black,  terms  2/10,  1/20,  n/60. 
11.  Sells  following  merchandise  on  account : 

$250  to  J.  Y.  Taylor,  terms  2/10,  n/30. 

$600  to  L.  E.  Butcher,  terms  2/10,  n/30. 
$150  to  J.  O.  Sailor,  terms  2/10,  n/30. 

12.  Receives  a  check  from  A.  B.  Smith  in  full  of  account. 

13.  Receives  a  30-day  6%  note  for  $200  from  James  Baker  to  be  applied 
on   account.     The   note  is  dated   Jan.    13. 

15.  Gives  J.  F.  Turner  a  60-day  non-interest -bearing  note  for  $500  to  apply 
on  account.     Mr.  Turner  accepts  the  note  at  face  value. 

16.  Mr.  Clark  makes  allowances  to  J.  Y.  Taylor  for  $10  and  J.  O.  Taylor 
for  $15  on  account  of  merchandise  not  up  to  standard. 
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17.  Eeceives  10-day  non-interest-bearing  note  dated  Jan.  17  from  L.  E. 
Butcher  for  $300  to  be  applied  on  account. 

18.  Some  of  the  merchandise  received  from  L.  E.  Benson  and  J.  F.  Turner 

is  not  up  to  specifications  and  allowances  are  made  by  them  to  Mr. 
Clark.     Mr.  Benson  makes  an  allowance   of  $40   and  Mr.   Turner   $16. 

19.  Mr.  Clark  receives  a  30-day  6%  note  on  account  from  L.  E.  Butcher. 
The  note  is  dated  Jan.  3,  is  signed  by  L.  E.  Olds  and  is  taken  at  7% 
discount.     The  face  of  the  note  is  $200. 

20.  Sells  L.  A.  Simpson  merchandise,  terms  2/10,  n/30,  $400. 

20.     Mr.  Clark  pays  $15   freight  on  above  merchandise,  which  was  shipped 

f.  0.  b.  Clark's  station. 
20.     Eeceives  a  check  from  J.  Y,  Taylor  for  $200.     Mr.  Clark  accepts  this 

as  a  partial  payment  within  the  discount  period. 

22.  Mr.  Clark  sells  to  X.  O.  Hayes  $100  worth  of  his  store  fixtures.  These 

are  sold  at  cost,  and  Mr.  Hayes  gives  his  60-day  6%  note  in  settlement. 
The  interest  is  included  in  the  face  of  the  note. 

23.  Mr.  Clark  draws  a  80-day  time-draft  on  L.  A.  Simpson  in  favor  of 
T.  B.  Black,  for  $300.  Mr.  Simpson  accepts  the  draft  and  sends  it 
to  Mr.  Black. 

23.  Cash  sales,  $325. 

24.  Following  purchases  are  made: 

$800  from  A.  E.  Babcock,  terms  2/10,  n/30. 

$750  from  L.  E.  Benson,  terms  2/10,  n/30. 

$500  from  J.  F.  Turner,  terms  3/10,  n/60. 
24.     Pays  $20  freight  on  merchandise  from  A.  E.  Babcock. 

24.  Pays  rent  of  $100  for  the  month. 

25.  An  allowance  of  $20  is  granted  Mr.  Clark  by  J.  F.  Turner  for  merchan- 
dise damaged  in  shipment. 

26.  Sends  a  check  for  $490  to  A.  E.  Babcock,  to  apply  on  account. 
27.  Eeceives  from  L.  E.  Butcher  $300  on  note  due  today. 

27.     Mr.  Clark  accepts  a  30-day  draft  for  $200  drawn  by  A.  E.  Babcock  in 
favor  of  J.  L.  Thrasher  &  Co. 

29.     Sends  L.  E.  Benson  a  check  for  $460  to  apply  on  invoice  purchased  on 
Jan.  10. 

29.  Gives  T.  B.  Black  a  SO-day  6%  note  to  settle  account  in  full. 
30.  Cash  sales,  $375. 

30,  Eeceives  a  check  for  $125  from  J.  O.  Sailor  to  apply  on  account. 
31.  Clerk  salaries  of  $200  are  paid  today. 

31.  Sends  L.  E.  Benson  a  check  less  discount  to  pay  for  invoice  purchased  on 
Jan.   24. 

(c)  After  entering  the  transactions,  prepare  the  books  for  posting. 

(d)  Post  from  the  above  books.     Open  up  a  General  Ledger,  an  Accounts 
Receivable  Ledger  and  an  Accounts  Payable  Ledger. 

(e)  Take  a  trial  balance  and  prove  each  controlling  account. 
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PROBLEM  128 

C.  E.  Martin  began  business  February  1.  At  the  end  of  February  the  totals 

of  the  columns  in  the  different  books  showed  the  following  results: 

Journal:  Sales  allowances,  $12.60;  Accounts  payable,  Dr.,  $51.20;  Sundry, 

Dr.,  $6613;  Sundry,  Cr.,  $6618;  Accounts  receivable,  Cr.,  $17.60;  Purchases  al- 
lowances, $41.20.  An  analysis  of  the  Sundry  Dr.  colunm  shows  the  following: 

Cash,  $4000;  Inventory  of  merchandise,  $1200;  Fixtures,  $600;  Delivery  equip- 
ment, $800;  Eeturned  sales,  $5;  and  Freight  in,  $8.  An  analysis  of  the  Sundry 

Cr.  column  is  as  follows:  Notes  payable,  $1600  (opening  entry);  C.  E.  Martin 

capital,  $5000;  Purchases,  $10;  and  Accounts  payable,  $8  (freight  paid  by  L.  J. 

Mills  and  charged  to  C.  E.  Martin).  The  Accounts  payable  column  contained 

charges  to  M.  P.  Bell,  $10;  C.  L.  Thomas,  $18.20;  and  A.  T.  Jones,  $23.  The 

Accounts  receivable  column  contained  credit  to  Lee  Watson,  $5;  S.  M.  Benton, 
$10;  and  V.  L.  Clark,  $2.60. 

Sales  BooTc:  Total  sales  on  account,  $1274.60.  The  sales  were  made  to  Lee 

Watson,  $485;  R.  U.  Eoss,  $215;  S.  M.  Benton,  $270;  A.  J.  Smith,  $118;  and 
V.  L.  Clark,  $1SG.60. 

Purchases  Boole:  Total  purchases  on  account,  $1576.29.  The  purchases  were 

made  from  A.  T.  Jones,  $570;  M.  P.  Bell,  $374.10;  L.  J.  Mills,  $450;  C.  L. 
Thomas,   $182.19. 

Cash  Eeceipts  BooTc :  Cash,  $5629.10 ;  Sales  discount,  $8 ;  Accounts  receivable, 
$587.10;  Sundry,  $4050;  Cash  sales,  $1000.  The  Sundry  column  contained  items 

as  follows:  C.  E.  Martin,  investment,  $4000;  and  Notes  receivable,  $50.  Cash 

was  received  on  account  from  Lee  Watson,  $400;  V.  L.  Clark,  $84;  and  A.  J. 
Smith,  $103.10. 

Cash  Payments  BooTc:  Accounts  payable,  $830;  Sundry,  $1025;  Administra- 
tive expense,  $180;  Purchases  discount,  $15;  and  Cash,  $2020.  The  Sundry  items 

consisted  of  Fixtures,  $680 ;  Freight  in,  $65 ;  Selling  expense,  $260 ;  and  a  charge 
of  $20  to  Lee  Watson  for  freight.  Amounts  paid  to  creditors  were  L.  J.  Mills, 

$205;   A.  T.  Jones,  $300;   and  M.  P.  Bell,  $.325. 

Notes  Payable  Boole:  Total,  $1953;  one  for  $1600  was  part  of  the  opening 
entry,  one  for  $253  was  given  L.  J.  Mills  on  account,  and  another  for  $100  was 
given  A.  T.  Jones  on  account. 

Notes  Eeceivaile  BooTc:  Total  notes  received  on  account,  $230.  The  notes 

were  received  from  E.  H.  Eoss,  $50;  S.  M.  Benton,  $80;  and  V.  L.  Clark,  $100. 

Bequired:  Set  up  ledger  accounts,  post  the  books,  take  a  trial  balance  and 

prepare  lists  of  balances  from  Customers'  and  Creditors'  Ledgers  to  prove  the 

controlling  accounts.  (The  accounts  for  the  Customers'  Ledger  and  the 

Creditors'  Ledger  should  be  kept  on  separate  pages.) 
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Account,  capital,  distinctive,  134;  char- 
acteristics of  the,  22;  closing  out  nomi- 

nal, 26;  increases  and  decreases,  22; 

manufacturing  and  trading,  41;  mer- 
chandise, 32;  methods  of  adjusting,  48; 

nominal,  25;  purpose  of  nominal,  25; 

reaUzation  and  Uquidation,  119;  sep- 
arating nominal  and  real  elements,  47; 

trading,  36;  trading  and  expense,  32 
Accounts  payable,  10 
Accounts  receivable,  9 

Accounting,  double  entry,  recording 
transactions,  18 

Accruals,  55;  entries  in  subsequent 
periods  as  to,  57 

Adjustments,  entries,  profit  and  loss,  65; 
of  changes  in  investments  and  capital 
transactions,  81;  profit  and  loss,  65 

Assets,  availability  of  distributable,  225; 

capital  valuation  of,  121;  definition 
of,  3 

B 

Balance  sheet,  comparative  type,  75; 
definition  of,  4;  report  form,  69 

Bonds  and  mortgage,  10 

Bookkeeping,  single  entry,  79 
Books  of  original  entry,  19 

Buildings,  10;  on  leased  land,  222 

Business,  purchase  and  sale  of  a,  117 

Capital,  account.   10;  accounting,   152; 
definition,  3;  working,  101 

Cash,   balance  reconciliation,  88;  book, 

92;  definition,  86;  system,  90 
Clearing  house,  the,  88 

Closing  of  the  books,  47;  illustrated,  62; 
profit  and  loss  to  capital  account,  27 

Corporation  accounts,  creation  of,  145; 

distinctions  between  a  corporation  and 

a  partnership,  145;  distribution  of 
profits,  151;  execution  of  power,  149; 
exercise  of  powers,  149;  kinds  of,  146; 
summary  of,  154 

Cost  and  selling  price  of  goods  sold,  33; 
Costs,  installation  of  assets  other  than 

those  purchased  for  sale,  41;  courts,  in- 
tervention of,  225 

D 

Debentures.     {See  Financing) 
Debit  and  credit,  18 
Deficit.     (See  page  203) 
Discount,  95 

Dividends,  cash,  226;  declaration  of  divi- 

dends, 219;  investment,  228;  losses  sub- 
sequent to  declaration  and  prior  to 

payment,  229;  limitations  of  power  to 
declare,  220;  out  of  capital,  224;  prop- 

erty distributable  as,  225;  stock,  226; 
scrip,  228 

E 

Elements,  adjusting  trading,  49;  nominal 

elements  in  real  accounts,  54-55 

Entries,  adjustment  on  Vendee's  books, 
47;  closing  entries,  58-66;  single  entries, 

practical  application  of  principles  un- 
derlying, 83 

Equilibrium  principle,  3 

Expenditures,  definitions,  191;  distinc- 
tion between  capital  and  revenue,  193; 

revenue,  192 

F 

Financing  a  corporation,  176;  creditors 
and  proprietors,  179;  debentures,  178; 
a  partnership,  177;  return,  177;  risk, 
177;  summary,  179 

Furniture  and  fixtures,  10 

243 
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G 

Goodwill,  183;  definition  of  and  treat- 
ment on  books,  122;  valuation  of,  126, 

127,  128,  129 

I 

Income  of  a  business  on  a  cash  basis,  94; 

from  installment  sales,  221;  from  roy- 
alties. 223 

Increment  te  ms,  189 
Interest,  95 

Inventory,  valuation,  105 

Land  and  buildings,  10 

Liabilities,  definition,  3;  liability  limited, 

147;  of  partners,  137 

Liquidation,  of  profits  and  losses,  117 

M 

Manufacturing  and  trading,  106;  effect 
of  exclusion  of  items.  111;  profit  and 

loss  section,  109;  schedules,  112;  sum- 
mary, 112 

Meetings,  voting  in  stockholder's,  151 
Merchandise,  10 

Money,  balance  of  deposits,  87;  defini- 
tion, 86;  negotiable  paper,  86 

Mortgage,  10 
X 

Notes,  payable,  10;  receivable,  9 

O 

Opening  a  set  of  books,  20 

Organizing  a  corporation,  commence- 
ment of  business,  158;  financial  rec- 

ords, 162;  listed  stocks,  161;  operations 

during,  187;  payment  of  stock,  158; 
plan  of  corporate,  148;  procedure,  157; 

records,  158;  stock  records,  159;  sum- 
mary, 165 

P 

Partners,  installment  distribution,  140; 

interest  of,  136;  salaries  of,  137;  sum- 
mary of,  141 

Partnership  accounts,  133;  capital  ac- 
counts, distinctive,  134;  capital,  gains 

and  losses,  137;  dissolution  of  a,  138; 
kinds  of  partnership,  138 

Posting,  21 

Profit  and  loss,  21;  departmental, 

40;  divided,  6;  gross,  39;  profits  in 
merchandise  inventories,  224 

Profits,  distribution  of,  134 
.  R 

Reorganizations,     182;     reserves,     198; 
kinds  of,  200,  202,  207,  208,  209,  210, 

211,  212,  213,  214,  215,  216,  217 

Shares,  transfers  of,  148 

Statements,  analysis  of,  86;  arrangement 

of  headings,  1 1 ;  arrangement  of  items, 

11;  ascertaining  progress  from  condi- 
tion, 79;  basic,  1;  definition  of,  1;  defi- 

nition of  profit  and  loss,  6;  form  of,  12; 
form  of  financial  position,  6;  form  of 

profit  and  loss,  8;  kinds  of  financial,  4; 
of  assets,  UabiUties  and  capital,  7;  of 

cash  receipts  and  disbursements,  92; 

of  financial  condition,  3;  of  profit  and 

loss,  14;  of  progress,  groupings  in,  104; 

of  revenue  and  expenditures,  93;  prep- 
aration of,  11;  progress  (profit  and 

loss),  4;  single  entry,  81;  summary,  83; 

sjTnbols,  11;  time  of,  2;  trading  and 
profit  and  loss,  67 

Stock,  capital,  168;  discoimt  on  stock, 
186;  issue  of,  for  less  than  par,  171; 

kinds  of,  152;  premiums  on,  186;  reduc- 
tion of,  181;  restrictions  as  respects 

classes  of,  225;  shares  of,  147;  subscrip- 
tions to,  169;  summary,  173.  (See 

also  158,  159,  161) 

Surplus,  180;  classifications  of,  198;  items 

in  conjunction  with  deficit,  203;  sur- 
plus and  surplus  reserves,  197 

Trading  section,  105;  items  other  than 

purchase  and  sale,  40 

Trial  balance,  post-closing,  59;  pre-clos- 

ing,  46;  working,  double  and  single- 
entry  systems,  73 

Values,  corporate,  increment  to,  186 

W 
Withdrawals,  58 
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