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Preface

This third edition brings to the study of bookkeeping and accounting the same
solved-problems approach that has proved so successful in the disciplines of engineer-
ing, mathematics, and accounting. In contrast to previous supplementary materials,
which have been little more than summary textbooks, this book is organized around
the practical application of basic bookkeeping and accounting concepts. By providing

1. Concise definitions and explanations, in easily understood terms,

2. Fully worked-out solutions to a large range of problems (against which stu-
dents can check their own solutions),

3. Review questions,

Sample examinations typical of those used by high schools and 2- and 4-year
colleges,

5. Comprehensive Review Problems in each category,

this book develops the student’s ability to understand and solve bookkeeping and ac-
counting problems.

JoEL J. LERNER
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PART |I: The Bookkeeping Cycle
Chapter 1

Assets, Liabilities, and Capital

1.1 NATURE OF BOOKKEEPING AND ACCOUNTING

An understanding of the principles of bookkeeping and accounting is essential for anyone who
is interested in a successful career in business. The purpose of bookkeeping and accounting is to
provide information concerning the financial affairs of a business. This information is needed by
owners, managers, creditors, and governmental agencies.

An individual who earns a living by recording the financial activities of a business is known
as a bookkeeper, while the process of classifying and summarizing business transactions and in-
terpreting their effects is accomplished by the accountant. The bookkeeper is concerned with
techniques involving the recording of transactions, and the accountant’s objective is the use of
data for interpretation. Bookkeeping and accounting techniques will both be discussed.

1.2 BASIC ELEMENTS OF FINANCIAL POSITION:
THE ACCOUNTING EQUATION

The financial condition or position of a business enterprise is represented by the relationship
of assets to liabilities and capital.

Assets: properties that are owned and have money value—for instance, cash, inventory,

buildings, equipment

Liabilities: amounts owed to outsiders, such as notes payable, accounts payable, bonds payable

Capital: the interest of the owners in an enterprise; also known as owners’ equity

These three basic elements are connected by a fundamental relationship called the accounting

equation. This equation expresses the equality of the assets on one side with the claims of the
creditors and owners on the other side:

Assets = Liabilities + Capital

According to the accounting equation, a firm is assumed to possess its assets subject to the
rights of the creditors and owners.

EXAMPLE 1

Assume that a business owned assets of $100,000, owed creditors $80,000, and owed the owner
$20,000. The accounting equation would be:

Assets = Liabilities + Capital
$100,000 = $80,000 + $20,000
Suppose that $6,000 was used to reduce liabilities and the balance remained in assets. The equation
would then be:
Assets = Liabilities + Capital
$94,000 = $74,000 + $20,000

We shall call any business event that alters the amount of assets, liabilities, or capital a transaction. In Ex-
ample 1, the net changes in asset groups were discussed; in Example 2, we show how the accountant makes
a meaningful record of a series of transactions, reconciling them step by step with the accounting equation.

1



THE BOOKKEEPING CYCLE [PART 1

EXAMPLE 2

During the month of January, Ted Drew, Lawyer,

(1) Invested $4,000 to open his practice.

(2) Bought supplies (stationery, forms, pencils, and so on) for cash, $300.

(3) Bought office furniture from Robinson Furniture Company on account, $2,000.
(4) Received 32,500 in fees earned during the month.

(5) Paid office rent for January, $500.

(6) Paid salary for part-time help, $200.

(7) Paid $1,200 to Robinson Furniture Company on account.

(8) After taking an inventory at the end of the month, Drew found that he had used $200 worth of
supplies.

(9) Withdrew $400 for personal use.

These transactions might be analyzed and recorded as follows:

Transaction (1) Mr. Drew invested $4,000 to open his practice. Two accounts are affected:

January 1 the asset Cash is increased, and the capital of the firm is increased by the same
amount.
Assets = Liabilities + Capital
Cash T. Drew, Capital
(1) +$4,000 = + +$4,000

@)

Transaction (2) Bought supplies for cash, $300. In this case, Mr. Drew is substituting one asset
January 4 for another; he is receiving (+) the asset Supplies and paying out (-) the asset
Cash. Note that the capital of $4,000 remains unchanged, and there is still equality.

Assets = Liabilities + Capital
Cash + Supplies T. Drew, Capital
$4,000 $4,000
—300 +3$300
$3,700 + $300 = + $4,000

3)

Transaction (3) Bought office furniture from Robinson Furniture Company on account,

January 5 $2,000. Mr. Drew is receiving the asset Furniture but is not paying for it with the
asset Cash. Instead, he will owe the money to the Robinson Furniture Company.
Therefore, he is liable for this amount in the future, thus creating the liability Ac-
counts Payable.

Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$3,700 $300 $4,000
+3$2,000 +$2,000

$3,700 + $300 + $2,000 = $2,000 + $4,000
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Transaction (4) Received $2,500 in fees earned during the month. Because Mr. Drew received

January 15 $2,500, the asset Cash increased, and also his capital increased. It is important to
note that he labels the $2,500 fees income (revenue) to show its origin.
Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$3,700 $300 $2,000 $2,000 $4,000
@) +2,500 +2,500 Fees Income
$6,200 + $300 + $2,000 = $2,000 + $6,500
Transaction (5) Paid office rent for January, $500. When the word “paid” is stated, you know it
January 30 means a deduction from Cash, since Mr. Drew is paying out his asset Cash. Pay-
ment of expense is a reduction of capital. It is termed rent expense.
Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$6,200 $300 $2,000 $2,000 $6,500
¢y -500 —500 Rent Expense
$5700 + $300 + $2,000 = $2,000 + $6,000
Transaction (6) Paid salary for part-time help, $200. Again, the word “paid” means a deduction
January 30 of cash and a reduction in capital. This time it refers to salaries expense.
Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$5,700 $300 $2,000 $2,000 $6,000
6y —-200 —200 Salaries Expense
$5,500 + $300 + $2,000 = $2,000 + $5,800
Transaction (7) Paid $1,200 to Robinson Furniture Company on account. Here Mr. Drew is
January 31 reducing the asset Cash because he is paying $1,200, and he is also reducing the lia-
bility Accounts Payable. He will now owe $1,200 less.
Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$5,500 $300 $2,000 $2,000 $5,800
(7)— 1,200 —1,200
$4300 + $300 + $2,000 = $ 800 + $5.800

Transaction (8) After taking an inventory at the end of the month, Mr. Drew found that he
January 31 had used $200 worth of supplies. The original amount of supplies purchased has
been reduced to the amount that was found to be left at the end of the month. There-
fore, the difference was the amount used (3300 — $100 = $200). This reduces the
asset Supplies by $200 and reduces capital by the same amount. It is termed supplies

expense.
Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$4,300 $300 $2,000 $800 $5.800
(8) —200 =200  Supplies Expense

$4,300 + $100 + 32000 = $800 + $5,600
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Transaction (9) Withdrew $400 for personal use. The withdrawal of cash is a reduction not only
January 31 in Mr. Drew’s cash position but also in his capital. This is not an expense but a per-
sonal withdrawal, a reduction of the amount invested.

Assets = Liabilities + Capital
Cash + Supplies + Furniture Accounts Payable T. Drew, Capital
$4,300 $100 $2,000 $800 $5,600
(9) _—400 —400 Drawing
$3900 + $100 + $2,000 = $800 + $5,200
T. Drew, Attorney
Month of January 19X5
Assets = Liabilities + Capital
Cash + Supplies +  Furniture Accounts Payable T. Drew, Capital
(1) $4,000 $4,000
2 -300 + $300
$3,700 + $300 = $4,000
(3) $2,000 $2,000
$3,700 + $300 + $2000 = $2,000 +  $4,000
@) +2,500 + 2,500 Fees Income
$6,200 + $300 + $2,000 = $2,000 +  $6,500
(5 -—500 =500 Rent Expense
$5,700 + $300 + $2,000 = $2.000 +  $6,000
o -200 —200 Salaries Expense
$5,500 + $300 + $2,000 = $2,000 + 35,800
(7) —1,200 —1,200
$4300 + $300 + $2,000 = $800 +  $5,800
8) —200 —200 Supplies Expense
$4,300 + $100 + $2,000 = $800 +  $5,600
O —400 —400 Drawing

$3.900 + $100 + $2,000 = $800 +  $5,200
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Summary

1. The accounting equation is = +

2. TItems owned by a business that have money value are known as
3. ___ isthe interest of the owners in a business.

4. Money owed to an outsider is a

5. The difference between assets and liabilities is

6. An investment in the business increases and

7. To purchase “on account” is to create a
8. When the word “paid” occurs, it means a deduction of
9. Income increases net assets and also

10. A withdrawal of cash reduces cash and

Answers: 1. assets, liabilities, capital; 2. assets; 3. Capital; 4. liability; 5. capital; 6. assets and capital;
7. liability; 8. cash; 9. capital; 10. capital

Solved Problems

1.1 Given any two known elements, the third can easily be computed. Determine the missing
amount in each of the accounting equations below.

Assets = Liabilities + Capital
(@) $ 7,200 = $2,800 + ?
b) 7,200 = ? + $4,400
(©) ? = 2,800 + 4,400
(d) 20,000 = 5,600 + ?
(e) 18,000 = ? + 6,000
N ? = 4,280 + 8,420
SOLUTIO

Assets = Liabilities + Capital
@ $ 7,200 = $2,800 + $4,400
) 7,200 = 2,800 + 4,400
(c) 7,200 = 2,800 + 4,400
(d) 20,000 = 5,600 + 14,400
(e) 18,000 = 12,000 + 6,000
(fH 12,700 = 4,280 + 8,420
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Classify each of the following as elements of the accounting equation using the following
abbreviations: A = Assets; L. = Liabilities; C = Capital.

(a) Cash

(b) Accounts Payable

(c) Owners’ Investment

(d) Accounts Receivable

(e) Supplies

(f) Notes Payable

(g) Land

(h) Equipment

SOLUTION

(@ A (o C () A (& A
by L d A H L (h) A

Determine the effect of the following transactions on capital.

(a) Bought machinery on account.

(b) Paid the above bill.

(¢) Withdrew money for personal use.

(d) Received fees for services rendered.

(¢) Bought supplies for cash.

(f) Inventory of supplies decreased by the end of the month.

SOLUTION

(a) No effect—only the asset (machinery) and liability are affected (accounts payable).
(b) No effect—same reason.

(¢) Decrease in capital—capital is withdrawn.

(d) Increase in capital—fees are income that increases capital.

(¢) No effect—the asset cash is decreased while the asset supplies is increased.

(f) Decrease in capital—supplies that are used represent an expense (reduction in capital).

Determine the net effect of the transactions listed below, using I = increase; D = decrease;
NE = no effect.

{(a) Invested cash in a business.

(b) Purchased equipment for cash.

(¢c) Purchased supplies on account.

(d) Paid creditors.

(¢e) Borrowed $5,000 from bank.

(f) Received fees.

(g) Withdrew money for personal use.

Assets = Liabilities + Capital

@ — - I

b — N -
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SOLUTION
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(@) I
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© I
@) D
(e) L
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Liabilities
NE
NE

I

D

I
NE
NE

+ Capital

T. Drew invests in his new firm $8,600 cash, $4,000 worth of supplies, equipment, and ma-
chinery valued at $12,000, and a $5,000 note payable based on the equipment and machin-
ery. What is the capital of the firm?

SOLUTION

Assets

$ 8,600

4,000

12,000
$24,600 =

Liabilities

$5,000

+ Capital

+ $19,600

Record the following entry: Bought an automobile for $14,000, paying $3,000 cash and giv-
ing a note for the balance.

Amount owed

Assets
Cash Equipment
Balance $15,000
Entry (7)
Balance (?)
SOLUTION
Assets
Cash Equipment
Balance $15,000
Entry —3,000 + $14,000
Balance $12,000 +  $14,000
*Total value of auto $14,000
Less cash deposit 3,000

$11,000

Liabilities

Notes Payable

Liabilities

Notes Payable

$11,000*
$11,000

+

Capital

$15,000

Capital

$15,000

$15,000
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Record the following entry: The inventory of supplies at the end of the year is valued at

$2,200.
Assets = Liabilities + Capital
Supplies
Balance
(Beginning of month) $6,400 = + $6,400
Entry (7) o o
Balance (?)
(End of month)
SOLUTION
Assets = Liabilities + Capital
Supplies
Balance
(Beginning of month) $6,400 + $6,400
Entry —4,200 —4,200 Supplies Expense
Balance $2,200 $2,200

(End of month)

Supplies is an asset. Supplies expense ($4,200) represents the amount that has been used. This
amount is applied as a reduction in capital.

The summary data of the Ellery’s laundry are presented below. Describe each transaction.

Assets = Liabilities + Capital

Cash + Supplies + Machinery = Accounts Payable
(1) $8,000 + $4,000 + $ 5,000 + $17,000
(2) -3,000 + 3,000
3) —-2,000 + 9,000 +7.,000
(4) +9,000 + 9,000 Laundry Income
(5) -—1,200 — 1,200 Salaries Expense
6) —2,000 — 2,000 Supplies Expense
(7) —7,000 ~7,000
(8) —1,000 — 1,000 Withdrawal

$2,800 $5,000 $14000 = — + $21,800
SOLUTION
(1) Invested cash, supplies, and machinery into the firm.
(2) Bought additional supplies for cash.
(3) Bought a $9,000 machine, paying $2,000 down and owing the balance.
(4) Income for the period.
(5) Paid salaries expense.
(6) Supplies inventory was determined.
(7) Paid in full amount owed (see transaction 3).
(8) Owner withdrew cash for personal use.
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1.9

ASSETS, LIABILITIES, AND CAPITAL

Summary financial data of the Rag Time Band Co. for October are presented below in
transaction form.

(1) Began operations by depositing $22,000 in a business bank account.

(2) Purchased musical equipment for $10,000, paying $4,000 in cash with the balance on
account.

(3) Purchased supplies for cash, $500.
(4) Cash income received for musical engagement, $3,000.
(5) Paid salaries for the month, $1,200.
(6) Paid general expenses, $600.

(7) Paid $1,000 on account (see transaction 2).

(8) The inventory of supplies on hand at the end of the month was $200.

Record the transactions and running balances below.

49
(2)
Balance
(3)
Balance
4)
Balance
%)
Balance
(6)
Balance
(7N
Balance
(8)
Balance

Assets

Cash + Supplies + Equipment

Liabilities

Accounts Payable

+

Capital
Rag Time Band Co.
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SOLUTION
Assets = Liabilities  + Capital
Cash + Supplies + Equipment Accounts Payable Rag Time Band Co.

M $22,000 $22,000
2) —4,000 +$10,000 +$6,000
Balance $18,000 $10,000 = $6,000 + $22,000
3 -500 + $500 =
Balance $17,500 + $500 + $10,000 = $6,000 + $22,000
4 +3,000 +3,000 Fees Income
Balance $20,500 + $500 + $10,000 = $6,000 + $25,000
5) —1,200 —1,200 Salaries Expense
Balance $19,300 + $500 + $10,000 = $6,000 + $23,800
©) —600 —600 General Expense
Balance $ 18,700 + $500 + $10,000 = $6,000 + $23,200
7 —1,000 —1,000 _
Balance $ 17,700 + $500 + $10,000 = $5,000 + $23,200
® —300 —300 Supplies Expense
Balance $ 17,700 + $200 + $10,000 = $5,000 + $22,900

Robert Lawn has just passed the law exam and started practicing. Below are his first
month’s transactions.

Jan. 1 Began business by investing $5,000 cash and land with a value of $4,500.

4 Purchased $750 worth of supplies on account.

9 Paid rent for the month, $300.

15 Received $1,100 for legal fees.

17 Paid salaries for month, $1,900.

21 Purchased printing equipment for $1,000 cash.

24 Paid 3500 on account.

27 Withdrew $500 for personal expenses.

29 Made improvements to land, paying $1,500 cash.

31 Supplies on hand, $400.

Record the transactions and running balances in the form below.

Assets Liabilities Capital,
Cash + Supplies + Equipment + Land = Accounts Payable + R. Lawn
Jan. |
4
Balance =
Jan. 9
Balance =
Jan. 15
Balance =
Jan. 17
Balance =




CHAPTER 1]

Jan. 21
Balance
Jan. 24
Balance
Jan. 27
Balance
Jan. 29
Balance
Jan. 31
Balance

SOLUTION

Jan. 1

Balance
Jan. 9
Balance
Jan. 15
Balance
Jan. 17
Balance
Jan, 21
Balance
Jan. 24
Balance
Jan. 27
Balance
Jan. 29
Balance
Jan, 31
Balance

ASSETS, LIABILITIES, AND CAPITAL

Assets

11

Liabilities Capital,
Cash + Supplies + Equipment + Land = Accounts Payable + R. Lawn

Assets

Cash + Supplies + Equipment + Land

Liabilities
Accounts
= Payable + Capital, R. Lawn

$5,000 $4,500 $9,500
+$750 48750
$5,000 $750 $4,500  $750 $9,500
—300 _ —300 Rent Expense
$4,700  $750 $4,500  $750  $9,200
+1,100 B +1,100 Fees Earned
$5,800 $750 $4,500  $750  $10,300
—-1,900 _ — 1,900 Salaries Expense
$3900  $750 $4.500  $750  $8,400
—1,000 +1,000 3
$2900  $750 $1,000  $4,500  $750  $8,400
—500 _ =500
$2,400  $750 $1,000  $4,500 $250  $8,400
—500 _ —500 Drawing
$1,900 $750 $1,000  $4,500  $250 $7,900
—1,500 +1,500
$ 400  $750 $1,000  $6000  $250  $7,900
—350 _ —350 Supplies Expense
$ 400  $400 $1,000  $6000  $250  $7,550
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Financial information of B. Glatt, Carpenter, for December is presented below.

(1
(2)
(3)
(4)
(5)
(6)
(7
(8)
9
(10)

Began business by investing $14,000 cash and $6,000 equipment in the business.

Bought additional equipment for $2,000 on account.
Purchased supplies, $600, for cash.

Paid $500 to creditor on account.

Received $2,400 in fees earned during the month.
Paid salary of part-time assistant, $300.

Paid general expenses, $400.

Paid balance due on equipment.

Withdrew $700 for personal use.

Cost of supplies used during month, $450.

Enter each transaction in the form below.

(D
(2)

Assets Liabilities

Cash  + Supplies + Equipment Accounts Payable

Balance =

(3)

Balance =

(4)

Balance =

(5)

Balance =

(6)

Balance =

(N

Balance =

(8)

Balance =

9

Balance =

(10

Balance =

+

Capital

B. Glatt, Capital
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SOLUTION
Assets = Liabilities
Cash  + Supplies + Equipment Accounts Payable

(n $14,000 $6,000
2) +2,000 = +$2,000
Balance $14,000 + +  $8,000 = $2,000
(3) —-600 + $600
Balance $13,400 + $600 + $8,000 = $2,000
4) —500 —500
Balance $12,900 + $600 + $8,000 = $1,500
(3) 42,400
Balance $15,300 + $600 +  $8,000 = $1,500
6) —-300
Balance $15,000 + $600 + $8,000 = $1,500
(€h) —400
Balance $14,600 + $600 + $8,000 = $1,500
8) —-1,500 —1,500

1.12

Balance $13,100 + $600 + $8,000 =

9

Balance $12,400 + $600 +  $8,000 =
(10)
Balance $12,400 + $150 +  $8.000 =

—700

—450

+

+

13

Capital
B. Glatt, Capital
$20,000

$20,000

$20,000

$20,000
+2,400 Fees Income
$22,400

—300 Salaries Expense
$22,100

—400 General Expense
$21,700

—700 Drawing

—450 Supplies Expense

M. Boyd operates a taxi company known as the Boyd Taxi Co. The balances of his accounts
as of July 1 of the current year are as follows: cash, $6,400; supplies, $800; automobile,
$4,500; accounts payable, $2,000; capital, $9,700. The transactions of the firm during the
month of July appear below.

1)
(2)
(3)
4
(5)

(6)
(M)
(8)
&)

Paid the balance owed to the creditor.
Income (cash) for the month, $8,200.
Paid wages for the month, $1,900.
Paid for advertising, $200.

Purchased an additional used taxi for $5,000, terms half in cash and the balance on

account.

Paid $425 for maintenance of automobiles.

Sold $100 of our supplies at cost as an accommodation.
Withdrew $800 for personal use.

Inventory of supplies at the end of the month was $350.

Enter each transaction on the accompanying form.



14

Cash
Balance $ 6,400
ey

+

THE BOOKKEEPING CYCLE

Assets
Supplies
$800

Balance

)
Balance
3)
Balance
4
Balance

)

Balance

6)
Balance
N
Balance

8

Balance
9

Balance

+ Automobiles
$4,500

Liabilities
Accounts Payable
$2,000

[PART I

Capital
Capital
$ 9,700
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SOLUTION
Assets
Cash + Supplies + Automobiles
Balance $ 6,400+ $800 +  $4,500
(D —2,000
Balance $ 4,400+ $800 +  $4,500
2 +8,200
Balance $12,600 + $800 +  $4,500
3) —1,900
Balance $10,700 + $800 +  $4,500
) —200
Balance $10,500 + $800 +  $4,500
6} —2,500 +5,000
Balance $ 8,000 + $3800 +  $9,500
6) —425
Balance $ 7,575 + $800 +  $9,500
N +100 —100
Balance $ 7,675 + $700 + $9,500
®) —800
Balance $ 6,875 + $700 +  $9,500
9 —350
Balance $ 6,875 + $350 +  $9,500

ASSETS, LIABILITIES, AND CAPITAL

15

= Liabilities <+ Capital
Accounts Payable Capital
= $2,000 + $ 9,700
~2,000
= $ — +$ 9,700
+8,200 Fee Income
= $ — + $17,900
—1,900 Wages Expense

= $ — + $16,000

—200 Advertising Expense
= $ — + $15,800

+$2,500

= $2,500 + $15,800

—425 Maintenance Expense
= $2,500 + $15,375
= $2,500 + $15,375

—800 Drawing
= $2,500 + $14,575

—350 Supplies Expense
= $2,500 + $14,225




Chapter 2
Debits and Credits: The Double-Entry System

2.1 INTRODUCTION

Preparing a new equation A = L + C after each transaction would be cumbersome and
costly, especially when there are a great many transactions in an accounting period. Also, infor-
mation for a specific item such as cash would be lost as successive transactions were recorded.
This information could be obtained by going back and summarizing the transactions, but that
would be very time-consuming. Thus we begin with the account.

2.2 THE ACCOUNT

An account may be defined as a record of the increases, decreases, and balances in an indi-
vidual item of asset, liability, capital, income (revenue), or expense.

The simplest form of the account is known as the “T” account because it resembles the letter
“T.” The account has three parts: (1) the name of the account and the account number, (2) the
debit side (left side), and (3) the credit side (right side). The increases are entered on one side, the
decreases on the other. The balance (the excess of the total of one side over the total of the other)
is inserted near the last figure on the side with the larger amount.

1

1 Account
Account Title Number
Date [tem Ref. Debit Date Item Ref. Credit

2 3
EXAMPLE 1
Cash
700 600
400 200
600 806
900 1,700

Note that the left side of the account adds up to $1,700, while the right side totals $800. The $1,700 and
3800 totals, respectively, are written in smaller type and are known as footings. The difference between the
total amounts is $900 and is called the ending balance. Since the larger total $1,700 appears on the left side
of the account, the ending balance of $900 is placed there. Had the right side total been greater than the
left, the ending balance would have appeared on the right side.

16
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2.3 DEBITS AND CREDITS

When an amount is entered on the left side of an account, it is a debit, and the account is said
to be debited. When an amount is entered on the right side, it is a credit, and the account is said
to be credited. The abbreviations for debit and credit are Dr. and Cr., respectively.

Whether an increase in a given item is credited or debited depends on the category of the
item. By convention, asset and expense increases are recorded as debits, whereas liability, capital,
and income increases are recorded as credits. Asset and expense decreases are recorded as credits,
whereas liability, capital, and income decreases are recorded as debits. The following tables sum-
marize the rule.

Assets and Expenses Liabilities, Capital, and Income
Dr. Cr. Dr. Cr.
+ - - +
(Increases) (Decreases) (Decreases) (Increases)

EXAMPLE 2

Let us reexamine the transactions that occurred in T. Drew’s practice during the first month of opera-
tion. These are the same as in Chapter 1, except that accounts are now used to record the transactions.

Transaction (1) Mr. Drew opened his law practice, investing $4,000 in cash. The two accounts
January 1 affected are Cash and Capital. Remember that an increase in an asset (cash) is debited,
whereas an increase in capital is credited.

Cash Capital
Dr. Cr. Dr. Cr.
+ - - +
(n 4,000 4,000 H

Transaction (2) Bought supplies for cash, $300. Here we are substituting one asset (cash) for an-
January 4 other asset (supplies). We debit Supplies because we are receiving more supplies. We
credit Cash because we are paying out cash.

Cash Supplies
Dr. Cr. Dr. Cr.
+ — + -
4,000 300 2) (2) 300

Transaction (3) Bought furniture from Robinson Furniture Company on account, $2,000. We

January 5 are receiving an asset and, therefore, debit Furniture to show the increase. We are
not paying cash but creating a new liability, thereby increasing the liability account
(Accounts Payable).

Furniture Accounts Payable
Dr. Cr. Dr. Cr.
+ - - +

3 2,000 2,000 (3)
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Transaction (4)
January 15

Transaction (5)
January 30

Transaction (6)
January 30

Transaction (7)
January 31

THE BOOKKEEPING CYCLE [PART I

Received $2,500 in fees earned during the month. In this case, we are increasing
the asset account Cash, since we have received $2,500. Therefore, we debit it. We
are increasing the capital, yet we do not credit Capital. It is better temporarily to sepa-
rate the income from the owners’ equity (capital) and create a new account, Fees In-
come (also known as Revenue).

Cash Fees Income
Dr. Cr. Dr. Cr.
+ - - +
4,000 300 2,500 4
4) 2,500

Paid office rent for January, $500. We must decrease the asset account Cash be-
cause we are paying out money. Therefore, we credit it. It is preferable to keep ex-
penses separated from the owners’ equity. Therefore, we open a new account for the
expense involved, Rent Expense. The $500 is entered on the left side, since expense
decreases capital.

Cash Rent Expense
Dr. Cr. Dr. Cr.
+ - + -
4,000 300 ) 500
2,500 500 )

Paid salary for part-time help, $200. Again, we must reduce our asset account
Cash because we are paying out money. Therefore, we credit the account. Drew’s
capital was reduced by an expense; thus we open another account, Salaries Expense.
A debit to this account shows the decrease in capital.

Cash Sala-ies Expense
Dr. Cr. Dr. Cr.
+ - + -
4,000 300 (6) 200
2,500 500
200 ©)

Paid $1,200 to Robinson Furniture Company on account. This transaction re-
duced our asset account Cash since we are paying out money. We therefore credit
Cash. We also reduce our liability account Accounts Payable by $1,200; we now owe
that much less. Thus, we debit Accounts Payable.

Cash Accounts Payable
Dr. Cr. Dr. Cr.
+ - - +
4,000 300 (N 1,200 2,000
2,500 500
200
1,200 )
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Transaction (8) After taking inventory at the end of the month, Mr. Drew found that he had

January 31 used $200 worth of supplies. We must reduce the asset account Supplies by credit-
ing it for $200. Supplies Expense is debited for the decrease in capital. This is com-
puted as follows: Beginning inventory of $300, less supplies on hand at the end of
the month $100, indicates that $200 must have been used during the month.

Supplies Supplies Expense
Dr. Cr. Dr. Cr.
+ - + -
300 200 (8) ® 200

Transaction (9) Withdrew $400 for personal use. The withdrawal of cash means that there is a re-

January 31 duction in the asset account Cash. Therefore, it is credited. The amount invested by
the owner is also $400 less. We must open the account Drawing, which is debited to
show the decrease in capital.

Cash Drawing
Dr. Cr. Dr. Cr.
+ - + -
4,000 300 9 400
2,500 500
200
1,200
400 C)]

An account has a debit balance when the sum of its debits exceeds the sum of its credits; it has
a credit balance when the sum of the credits is the greater. In double-entry accounting, which is
in almost universal use, there are equal debit and credit entries for every transaction. Where only
two accounts are affected, the debit and credit amounts are equal. If more than two accounts are
affected, the total of the debit entries must equal the total of the credit entries.

2.4 THE LEDGER

The complete set of accounts for a business entry is called a ledger. It is the “reference book™
of the accounting system and is used to classify and summarize transactions and to prepare data
for financial statements. It is also a valuable source of information for managerial purposes, giv-
ing, for example, the amount of sales for the period or the cash balance at the end of the period.

2.5 THE CHART OF ACCOUNTS

It is desirable to establish a systematic method of identifying and locating each account in the
ledger. The chart of accounts, sometimes called the code of accounts, is a listing of the accounts
by title and numerical designation. In some companies, the chart of accounts may run to hundreds

of items.

In designing a numbering structure for the accounts, it is important to provide adequate flexi-
bility to permit expansion without having to revise the basic system. Generally, blocks of numbers
are assigned to various groups of accounts, such as assets, liabilities, and so on. There are various
systems of coding, depending on the needs and desires of the company.
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EXAMPLE 3

A simple chart structure is to have the first digit represent the major group in which the account is lo-
cated. Thus, accounts that have numbers beginning with 1 are assets; 2, liabilities; 3, capital; 4, income;
and 5, expenses. The second or third digit designates the position of the account in the group.

In the two-digit system, assets are assigned the block of numbers 11-19, and liabilities 21-29. In larger
firms, a three-digit (or higher) system may be used, with assets assigned 101-199 and liabilities 201-299.
Following are the numerical designations for the account groups under both methods.

Account Group Two-Digit Three-Digit
1. Assets 11-19 101-199
2. Liabilities 21-29 201-299
3. Capital 31-39 301-399
4. Income 41-49 401499
5. Expenses 51-59 501-599

Thus, Cash may be account 11 under the first system and 101 under the second system. The cash ac-
count may be further broken down as: 101, Cash—First National Bank; 102, Cash—Second National Bank;
and so on.

2.6 THE TRIAL BALANCE

As every transaction results in an equal amount of debits and credits in the ledger, the total of
all debit entries in the ledger should equal the total of all credit entries. At the end of the account-
ing period, we check this equality by preparing a two-column schedule called a trial balance,
which compares the total of all debit balances with the total of all credit balances. The procedure
is as follows:

1. List account titles in numerical order.
2. Record balances of each account, entering debit balances in the left column and credit
balances in the right column.

Note: Asset and expense accounts are debited for increases and normally would have
debit balances. Liabilities, capital, and income accounts are credited for increases and
normally would have credit balances.

3. Add the columns and record the totals.
4. Compare the totals. They must be the same.

If the totals agree, the trial balance is in balance, indicating that debits and credits are equal
for the hundreds or thousands of transactions entered in the ledger. While the trial balance pro-
vides arithmetic proof of the accuracy of the records, it does not provide theoretical proof. For
example, if the purchase of equipment was incorrectly charged to Expense, the trial balance
columns may agree, but theoretically the accounts would be wrong, as Expense would be over-
stated and Equipment understated. In addition to providing proof of arithmetic accuracy in ac-
counts, the trial balance facilitates the preparation of the periodic financial statements. Generally,
the trial balance comprises the first two columns of a worksheet, from which financial statements
are prepared. The worksheet procedure is discussed in Chapter 8.
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The summary of the transactions for Mr. Drew (see Example 2), and their effect on the accounts, is
shown below. The trial balance is then taken.

Assets Liabilities Capital
Cash 11 Accounts Payable 21 Capital 31
(b 4,000 300 2) ) 1,200 2,000 (3) ‘ 4,000 (1
4 2,500 500 %) 800
3,900 6,500 200 (6) .
1,200 7 Drawing 32
400 (9 © 400 |
2,600
Fees Income 41
Supplies 12 | 2.500 @)
(2) 300 200 (8)
100 Rent Expense 51
Furniture 13 ) 500 ‘
S 2,000 Salaries Expense 52
©) 200 |
Supplies Expense 53
® 200 |
T. Drew
Trial Balance
January 31, 19X5
Dr. Cr.
Cash $3,900
Supplies 100
Furniture 2,000
Accounts Payable $ 800
T. Drew, Capital 4,000
Drawing 400
Fees Income 2,500
Rent Expense 500
Salaries Expense 200
Supplies Expense 200
$7,300 $7,300
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Summary

1. To classify and summarize a single item of an account group, we use a form called an

2. The accounts make up a record called a

3. The left side of the account is knownasthe | while the right side is the

4. Increases in all asset accounts are

5. Increases in all liability accounts are

6. Increases in all capital accounts are

7. Increases in all income accounts are

8. Increases in all expense accounts are

9. Expenses are debited because they decrease

10. The schedule showing the balance of each account at the end of the period is known as the

Answers: 1. account; 2. ledger; 3. debit side, credit side; 4. debited; 5. credited; 6. credited;
7. credited; 8. debited; 9. capital; 10. trial balance

Solved Problems

2.1 In each of the following types of T accounts, enter an increase (by writing +) and a de-
crease (by writing —).

Assets Liabilities Capital
Dr. Cr. Dr. Cr. Dr. Cr.

Income Expense

Dr. Cr. Dr. Cr.
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SOLUTION
Assets Liabilities Capital
Dr. Dr. Cr. Dr. Cr.
+ - + - +
Income Expense
Cr. Dr. Cr
+ + -

2.2  Below is a list of accounts. Rearrange the accounts as they would appear in the ledger and
assign a numerical designation for each one from these numbers: 17, 22, 32, 59, 12, 51, 41,

11, 21, 31.

SOLUTION

Accounts

Accounts Payable
Accounts Receivable
Capital

Cash

Drawing

Equipment

Fees Income
Miscellaneous Expense
Notes Payable

Rent Expense

Accounts

Cash

Accounts Receivable
Equipment

Accounts Payable
Notes Payable

Capital

Drawing

Fees Income

Rent Expense
Miscellaneous Expense

Designated
Number

11
12
17
21
22
31
32
4]
51
59
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Indicate in the columns below the increases and decreases in each account by placing a
check mark in the appropriate column.

(a)
(b)
(©
(d)
(e)
(f)
(8)

SOLUTION

Debit Credit

Capital is increased

Cash is decreased

Accounts Payable is increased

Rent Expense is increased

Equipment is increased

Fees Income is increased

Capital is decreased (through drawing)

(a) Cr. (b) Cr. (¢) Cr. (d) Dr. (e) Dr. (f) Cr. (g) Dr.

For each transaction in the table below, indicate the account to be debited and the account
to be credited by placing the letter representing the account in the appropriate column.

Name of Account

Transaction

(@) Accounts Payable 1. Invested cash in the firm

(b) Capital 2. Paid rent for month

(c) Cash 3. Received cash fees for services

(d) Drawing 4. Paid salaries

(e) Equipment 5. Bought equipment on account

(f) Fees Income 6. Paid balance on equipment

(g) Notes Payable 7. Bought supplies on account

(h) Rent Expense 8. Borrowed money from bank, giving a note in exchange

(i) Salaries Expense 9. Supplies inventory showed one-third used during the month
(j) Supplies 10. Withdrew cash for personal use

(k)

Supplies Expense
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2.5

SOLUTION

Record each separate transaction in the accompanying accounts.

DEBITS AND CREDITS: THE DOUBLE-ENTRY SYSTEM

Dr. Cr.

L | © )
2. (h) ()
| © N
4. 1 0 (©
5. (e (a)
6. | @ | ©
7T 1 W (@
8 | © (&)
9. | K )
10. d) (©

(a) Bought supplies on account for $600.
(5) Bought equipment for $2,700, paying one-third down and owing the balance.
(¢) Gave a note in settlement of transaction (b).
(d) Received $500 in plumbing fees.

25

(a) Supplies Cash Accounts Payable
| Bal. 2,000 | |

()] Equipment Cash Accounts Payable
| Bal. 1,000 | ]

(©) Accounts Payable Notes Payable
| 1800 Bal. |

) Cash Fees Income

SOLUTION

(a) Supplies Cash Accounts Payable

600 | Bal. 2,000 | 600
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b) Equipment Cash Accounts Payable
2,700 Bal. 1,000 ’ 900 1,800
(c) Accounts Payable Notes Payable
1,800 | 1,800 Bal. —| 1,800
d) Cash Fees Income
500 l 500

The ten accounts that follow summarize the first week’s transactions of the Charles Taxi

Company.
Cash Equipment Drawing
(@) 14,000 10,000 (b) (b) 10,000 (h) 100 r
(e) 1,000 200 (d) (c) 6,000
300 (/) Fees Income
S00(g) Accounts Payable
100 (k) y | 1000 @
2,000 @) @ 2,000 6,000 (o)
300 () Salaries Expense
Capital
Supplies A 2 300 |
i 14,000 (a)
L 200 Rent Expense
® 500 |
Gasoline Expense
Gy 300 |

Complete the form below. (The analysis of the first transaction is given as a sample.)

Transaction Accqunt Ef fect. of Acco_unt Effect ‘of
Debited Debit Credited Credit
(@ | Invested $14,000 in firm Cash I"Z’S‘;ﬁe“ Capital “‘c‘;’;‘g‘;d
®
(©
(d)

(e)
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Transaction Accgunt Effect. of Accqunt Effecl'of
Debited Debit Credited Credit

o
(&)
(h)
0]
0))
SOLUTION

Accout | Bifouof | pcomun, | Effec o
(@ | Invested $14,000 in firm Cash I“‘;'s"'s";ed Capital I“Cca’gf:fl‘;d
) ?fgf?ﬁ $10,000 of equipment Equipment Inzrse;ged Cash Deac;::tscd
() Bought $6,000 of additional Equipment Increased Accounts In_crga_sed

equipment on account asset Payable liability

(d) | Paid $200 for supplies Supplies ]nzr;ﬁed Cash De;;:,:[s ed
() | Received $1,000 in fees Cash Inereased - Fees ) Increased
(f) | Paid $300 for salaries Sii)a;rinzse I:;r;::ls;d Cash De:;:’:f ed
() | Paid $500 for rent Exponse | oaenee | Cash | Dfprened
h) :!;thdrew $100 for personal Drawing Dz;;?:l:led Cash Dez;::[sed
3] Paid $2,000 on account 'A;;‘;f:gés lei::l‘;?ﬁf;d Cash De:;::[s ed
(j) | Paid $300 for gasoline gi;:i:: I:;;?;d Cash De:;z:: ed
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Accounts Payable $ 9.000
Accounts Receivable 14,000
Capital, P. Henry 32,000
Cash 20,000
Drawing, P. Henry 4,000
Equipment 18,000
Fees Income 26,000
SOLUTION

Cash

Accounts Receivable

Supplies

Equipment

Accounts Payable
Notes Payable

P. Henry, Capital
P. Henry, Drawing
Fees Income
Salaries Expense
Rent Expense
Supplies Expense
General Expense

Cash

Accounts Receivable
Accounts Payable
Capital

Drawing

Fees Income

Rent Expense
Salaries Expense
General Expense

M. Ramirez
Trial Balance

January 31, 19X5

General Expense

Notes Payable

Rent Expense

Salaries Expense

Supplies

Supplies Expense

Dr.
$20,000
14,000
6,000
18,000

4,000

8,000
5,000
2,000
1,000
$78,000

Dr.
$29,000

3,000

$ 9,000
11,000
32,000

26,000

$78,000

Cr.

$ 4,000

12,500
500

4,000
$21,000

1,000

11,000

5,000
8,000
6,000
2,000

[PART I

Rearrange the following alphabetical list of the accounts and produce a trial balance.

The M. Ramirez Company’s trial balance appears below. Certain accounts have been
recorded improperly from the ledger to the trial balance, causing it not to balance. Present
a corrected trial balance based on normal balances of each account.
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SOLUTION

M. Ramirez
Trial Balance
January 31, 19X5

Dr.

Cash $29,000
Accounts Receivable 4,000
Accounts Payable
Capital
Drawing 500
Fees Income
Rent Expense 1,000
Salaries Expense 10,000
General Expense 4,000

$48,500

$ 3,000
12,500

33,000

$48,500

29

The trial balance of P. Johnson does not balance as presented. In reviewing the ledger, you

discover the following:

(I) The debits and credits in the cash account total $24,100 and $21,400, respectively.

(2) The $400 received in settlement of an account was not posted to the Accounts Receiv-

able account.

(3) The balance of the Salaries Expense account should be $200 less.

(4) No balance should exist in the Notes Payable account.
(5) Each account should have a normal balance.

Prepare a corrected trial balance.

P. Johnson
Trial Balance
December 31, 19X5

Dr.
Cash $ 3,000
Accounts Receivable 11,800
Supplies
Equipment 18,500
Accounts Payable
Notes Payable
Johnson, Capital
Johnson, Drawing
Fees Income
Salaries Expense 8,200
Rent Expense 3,000

Supplies Expense
General Expense

$44,500

$ 800

1,500
300
15,400
500
29,000

200
800
$48,500
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Cash

Accounts Receivable
Supplies
Equipment
Accounts Payable
Notes Payable
Johnson, Capital
Johnson, Drawing
Fees Income
Salaries Expense
Rent Expense
Supplies Expense
General Expense

P. Johnson
Trial Balance
December 31, 19X5

Dr.
$ 2,700
11,400
800
18,500

500

8,000
3,000
200

800
$45,900

[PART I

Cr.

$ 1,500

15,400

29,000

$45,900

2.10 Using the information of Problem 1.11, record the entries in the accounts below for
B. Glatt, labeling each item by number as in Problem 1.11. Then prepare a trial balance.

Cash Equipment Fees Income
Accounts Payable Supplies Expense
Capital Salaries Expense
Supplies Drawing General Expense

|
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B. Glatt
Trial Balance
December 31, 19X5
Cash
Supplies
Equipment
Accounts Payable
Capital
Drawing
Fees Income
Rent Expense
Salaries Expense
SOLUTION
Cash Equipment Fees Income
() 14000 | 600 (3) () 6,000 | 2400 )
5) 2,400 500 4 2) 2,000
12,400 16,400 300 (6) 8,000
400 (7
1,500 8) Accounts Payable Supplies Expense
700 )]
4000 ¢ 500 2,000 (2) (10) 450 [
' ®) 1,500
Capital Salaries Expense
20,000 (1) ©) 300
Supplies Drawing General Expense
3) 600 450 (10) C)] 700 Q) 400
150
B. Glatt
Trial Balance
December 31, 19X5
Cash $12,400
Supplies 150
Equipment 8,000
Capital $20,000
Drawing 700
Fees Income 2,400
Supplies Expense 450
Salaries Expense 300
General Expense 400
$22,400 $22,400
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[PART I

2.11 For each transaction below, record the entry in the T accounts furnished.

(1) The Nu-Look Dry Cleaning Company opened a business bank account by depositing
$12,000 on Nov. 1.
(2) Purchased supplies for cash, $220.
(3) Purchased dry cleaning equipment for $3,500, paying $1,500 in cash with the balance
on account.
(4) Paid rent for the month, $425.
(5) Cash sales for the month totaled $1,850.
(6) Paid salaries of $375.
(7) Paid $500 on account.
(8) The cost of supplies used was determined to be $60.
Cash Equipment Cleaning Income
Accounts Payable Rent Expense
Capital Salaries Expense
Supplies Supplies Expense
SOLUTION
Cash Equipment Cleaning Income
() 12000 | 220 @ (3 3500 | 1850 (5)
(5) 1,850 1,500 (3
13,850 425 4)
10,830 375 (6) Accounts Payable Rent Expense
500 (1) €))] 500 2,000 (3 4) 425
3,020 1,500
Supplies Capital Salaries Expense
@ 220 60 ® | 12000 1 © 375 |
160

Supplies Expense

®)

60 |
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2.12 Prepare a trial balance as of November 30 for the Nu-Look Dry Cleaning Company, using the ac-
count balances in Problem 2.11.

Nu-Look Dry Cleaning Company
Trial Balance
November 30, 19X5

Cash

Supplies

Equipment

Accounts Payable

Nu-Look Dry Cleaning Company, Capital
Cleaning Income

Rent Expense

Salaries Expense

Supplies Expense

SOLUTION
Nu-Look Dry Cleaning Company
Trial Balance
November 30, 19X5

Cash $10,830
Supplies 160
Equipment 3,500
Accounts Payable $ 1,500
Nu-Look Dry Cleaning Company, Capital 12,000
Cleaning Income 1,850
Rent Expense 425
Salaries Expense 375
Supplies Expense 60

$15,350 $15,350




Chapter 3
Journalizing and Posting Transactions

3.1 INTRODUCTION

In the preceding chapters, we discussed the nature of business transactions and the manner in
which they are analyzed and classified. The primary emphasis was the “why” rather than the
“how” of accounting operations; we aimed at an understanding of the reason for making the entry
in a particular way. We showed the effects of transactions by making entries in T accounts. How-
ever, these entries do not provide the necessary data for a particular transaction, nor do they pro-
vide a chronological record of transactions. The missing information is furnished by the use of an
accounting form known as the journal.

3.2 THE JOURNAL

The journal, or day book, is the book of original entry for accounting data. Afterward, the
data is transferred or posted to the ledger, the book of subsequent or secondary entry. The various
transactions are evidenced by sales tickets, purchase invoices, check stubs, and so on. On the basis
of this evidence, the transactions are entered in chronological order in the journal. The process is
called journalizing.

A number of different journals may be used in a business. For our purposes, they may be
grouped into (1) general journals and (2) specialized journals. The latter type, which are used in
businesses with a large number of repetitive transactions, are described in Chapter 6. To illustrate
journalizing, we here use the general journal, whose standard form is shown below.

General Journal Page J-1*
Date Description P.R. Debit Credit
(h (2) A 4 ()
19X5
Oct. 7 Cash 11 $10,000
Barbara Ledina, Capital 31 $10,000
(6) Invested cash in the business

*Denotes general journal, page 1.

3.3 JOURNALIZING
We describe the entries in the general journal according to the numbering in the table above.

(1) Date. The year, month, and day of the first entry are written in the date column. The
year and month do not have to be repeated for the additional entries until a new month
occurs or a new page is needed.

(2) Description. The account title to be debited is entered on the first line, next to the
date column. The name of the account to be credited is entered on the line below and
indented.

34
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(3) P.R. (Posting Reference). Nothing is entered in this column until the particular entry
is posted, that is, until the amounts are transferred to the related ledger accounts. The
posting process will be described in Section 3.4.

(4) Debit. The debit amount for each account is entered in this column. Generally, there is
only one item, but there could be two or more separate items.

(5) Credit. The credit amount for each account is entered in this column. Here again, there
is generally only one account, but there could be two or more accounts involved with dif-
ferent amounts.

(6) Explanation. A brief description of the transaction is usually made on the line below
the credit. Generally, a blank line is left between the explanation and the next entry.

EXAMPLE 1

To help in understanding the operation of the general journal, let us journalize the transactions previ-
ously described for Mr. Drew’s law practice on page 2. They are printed again below.
During the month of January, Ted Drew, Lawyer,

Jan. 1 Invested $4,000 to open his practice.
4 Bought supplies (stationery, forms, pencils, and so on) for cash, $300.
5 Bought office furniture from Robinson Furniture Company on account, $2,000.
15 Received $2,500 in fees earned during the month.
30 Paid office rent for January, $500.
30 Paid salary for part-time help, $200.
31 Paid $1,200 to Robinson Furniture Company on account.
31 After taking an inventory at the end of the month, Drew found that he had used $200 worth of
supplies.
31 Withdrew $400 for personal use.
Date Description P.R. Debit Credit
19X5
Jan. 1 Cash 4,000
T. Drew, Capital 4,000
Investment in law practice
4 Supplies 300
Cash 300
Bought supplies for cash
5 Furniture 2,000
Accounts Payable 2,000
Bought furniture from Robinson Furniture Co.
15 Cash 2,500
Fees Income 2,500
Received payment for services
30 Rent Expense 500
Cash 500

Paid rent for month




36 THE BOOKKEEPING CYCLE [PART I
(continued)
Date Description P.R. Debit Credit
30 Salaries Expense 200
Cash 200
Paid salaries of part-time help
31 Accounts Payable 1,200
Cash 1,200
Payment on account to Robinson Furniture Co.
31 Supplies Expense 200
Supplies 200
Supplies used during month
31 T. Drew, Drawing 400
Cash 400
Personal withdrawal

3.4 POSTING

The process of transferring information from the journal to the ledger for the purpose of sum-
marizing is called posting and is ordinarily carried out in the following steps:

(1)

€5

3

Record the amount and date. The date and the amounts of the debits and credits are

entered in the appropriate accounts.

General Journal Page J-1
Date Description P.R. Dr. Cr.
Jan. 1 Cash 4,000
T. Drew, Capital J 4,000
Cash 11 T. Drew, Capital 31
Jan. 1 4,0100 ' Jan. 1 4,000

Record the posting reference in the account.
in the account (broken arrows below).

The number of the journal page is entered

Record the posting in the journal. For cross-referencing, the code number of the ac-
count is now entered in the P.R. column of the journal (solid arrows). These numbers are

called post reference or folio numbers.

General Journal Page J-l-------;
Date Description P.R. Dr. Cr.
Jan. 1 Cash 1 4,000
T. Drew, Capital 3Ll 4,000
Cash 11 T. Drew, Capital 3|l

J-1 4,000 J-1 4,000
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EXAMPLE 2
The results of the posting from the journal appear below.
Assets = Liabilities + Capital
Cash 11 Accounts Payable 21 T. Drew, Capital 31
Jan. 1 4,000 Jan. 4 300 Jan. 31 1,200 Jan. 5 2,000 Jan. I 4,000
15 2,500 30 500 800
3,900 6,500 30 200 T. Drew, Drawing 32
31 1,200
3 400 Jan. 31 400
2.600 Fees Income 41
Supplies 12 Jan. 15 2,500
Jan.4 300 Jan. 31 200 Rent Expense 51
100
Jan. 30 500
Furniture 13
Jan. 5 2,000 Salaries Expense 52
Jan. 30 200
Supplies Expense 53
Jan. 31 200
T. Drew
Trial Balance
January 31, 19X5
Debit Credit
Cash $3,900
Supplies on Hand 100
Furniture 2,000
Accounts Payable $ 800
T. Drew, Capital 4,000
T. Drew, Drawing 400
Fees Income 2,500
Rent Expense 500
Salaries Expense 200
Supplies Expense 200
$7,300 $7,300
Summary

1. The initial book for recording all transactions is known as the

2. Another name and description of the journal is
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The process of transferring information from the journal to the ledger is known as

The list of code numbers that identifies the entries in the journal is called the

Asset account numbers begin with the number _____ | whereas liabilities begin
with

All capital account numbers begin with the number

All income account numbers beginwith _____ | whereas expense account numbers
begin with

The process of recording transactions in the journal is termed
The complete process of accounting is called the

Journals may be grouped into two different classifications. Theyare __ and

Answers: 1. journal; 2. book of original entry; 3. posting; 4. chart of accounts; 5. 1, 2; 6. 3; 7. 4, 5;

31

8. journalizing; 9. accounting cycle; 10. general, specialized

Solved Problems

On the line below each entry, write a brief explanation of the transaction that might appear
in the general journal.

Debit Credit

(a) Equipment 10,000
Cash 2,000
Accounts Payable, William Smith 8,000

(b) Accounts Payable, William Smith 8,000
Notes Payable 8,000

(¢) Notes Payable 8,000
Cash 8,000
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SOLUTION
Debit Credit
(a) Equipment 10,000
Cash 2,000
Accounts Payable, William Smith 8,000
Purchase of equipment, 20% for cash, balance
on account
(b) Accounts Payable, William Smith 8,000
Notes Payable 8,000
Notes Payable in settlement of accounts payable
(c) Notes Payable 8,000
Cash 8,000

Settlement of the notes payable

3.2 Dr. R. Berg, Dentist, began his practice, investing in the business the following assets:

Cash $12,000
Supplies 1,400
Equipment 22,600
Furniture 10,000
Record the opening entry in the journal.
Debit Credit
SOLUTION
Debit Credit
Cash 12,000
Supplies 1,400
Equipment 22,600
Furniture 10,000
R. Berg, Capital 46,000

3.3 If, in Problem 3.2, Dr. Berg owed a balance of $3,500 on the equipment, what would the

opening entry then be?

Debit

Credit
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SOLUTION
Debit Credit
Cash 12,000
Supplies 1,400
Equipment 22,600
Furniture 10,000
Accounts Payable 3,500
R. Berg, Capital 42,500

3.4 Record the following entries in the general journal for the Stephenson Cleaning Company:

(a) Invested $10,000 cash in the business.
(b) Paid $2,000 for office furniture.
(¢) Bought equipment costing $6,000, on account.
(d) Received $2,200 in cleaning income.
(¢) Paid one-fourth of the amount owed on the equipment.
Debit Credit
(@)
(b)
(©)
(d)
(e)
SOLUTION
Debit Credit

(@) Cash 10,000

Stephenson, Capital 10,000
(b)  Office Furniture 2,000

Cash 2,000
(¢) Equipment 6,000

Accounts Payable 6,000
(d) Cash 2,200

Cleaning Income 2,200
(¢)  Accounts Payable 1,500

Cash 1,500
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3.5 Record the following entries in the general journal for the Gavis Medical Group.
(@) Invested $18,000 in cash, $4,800 in supplies, and $12,200 in equipment (of which
there is owed $7,000) to begin the Medical Group.
(b) Received $2,400 from cash patients for the week.
(¢) Invested additional cash of $5,000 in the firm.
(d) Paid one-half of the amount owed.

Debit Credit
(a)
(b)
(©
(d)
SOLUTION
Debit Credit
(@) Cash 18,000
Supplies 4,800
Equipment 12,200
Accounts Payable 7,000
Gavis, Capital 28,000
(b) Cash 2,400
Fees Income 2,400
(c) Cash 5,000
Gavis, Capital 5,000
(d) Accounts Payable 3,500
Cash 3,500
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If, in Problem 3.5, the Gavis Medical Group billed patients for the month for $2,400, and a
month later received $1,000, present the necessary journal entries to record each transaction.

Debit Credit
(@)
(b)
SOLUTION
Debit Credit
(@)  Accounts Receivable 2,400
Fees Income 2,400
To record services rendered on account
(b) Cash 1,000
Accounts Receivable 1,000
Received cash on account

Note: Fees Income had already been recorded in the previous month, when the service had been
rendered. On the accrual basis, income as well as expense is recorded in the period of service or use,
not in the period of payment.

On January 1, 19X5, Mr. Ling started adry cleaning service. Record the following entries for
the month of January in general journal form. Disregard post reference numbers at this time.

Jan. 1
12
13
16
19
21
22
23
25
26
28
30
30

Invested $5,000 cash and equipment valued at $4,100 to start business.
Paid first month’s rent, $400.

Purchased supplies on account, $700.

Received $1,700 for cleaning fees.

Purchased supplies paying $550 cash.

Paid creditors $500 from Jan. 13 transaction.

Paid electric bill, $275.

Withdrew $500 for personal use.

Received $1,100 for cleaning fees.

Purchased equipment, paying $900 cash.

Sent bills to customers totaling $500 for cleaning fees.
Received $300 from Jan. 28 transaction.

Paid creditor the balanced owed.
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Date

Description

P.R.

Debit

Credit

Jan. 1

12

13

16

19

21

22

23

25

26

28

30

30
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SOLUTION
General Journal

Date Description P.R. Debit Credit

Jan. | Cash 5,000

Equipment 4,100
Capital 9,100

12 Rent Expense 400
Cash 400

13 Supplies 700
Accounts Payable 700

16 Cash 1,700
Cleaning Fees 1,700

19 Supplies 550
Cash 550

21 Accounts Payabie 500
Cash 500

22 Utilities Expense 275
Cash 275

23 Drawing 500
Cash 500

25 Cash 1,100
Cleaning Fees 1,100

26 Equipment 900
Cash 900

28 Accounts Receivable 500
Cleaning Fees 500

30 Cash 300
Accounts Receivable 300

30 Accounts Payable 200
Cash 200
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3.8 Post the following journal entries for the Charles Taxi Company to the T accounts below.
Disregard post reference numbers at this time.

P.R. Debit Credit
(@) Cash 9,000
Charles, Capital 9,000
(b)) Equipment 8,000
Accounts Payable 4,000
Cash 4,000
(¢) Accounts Payable 3,000
Cash 3,000
(d) Cash 1,500
Fares Income 1,500
(e) Salaries Expense 600
Cash 600
Cash Equipment Accounts Payable
Charles, Capital Fares Income Salaries Expense
SOLUTION
Cash Equipment Accounts Payable
(@) 9,000 4,000 b (b 8,000 ( (©) 3,000 4,000 (b)
(d) 1,500 3,000 (©)
600 ()
Charles, Capital Fares Income Salaries Expense

9,000 (a) 1,500 d) (e 600
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3.9  Use the balances of the T accounts in Problem 3.8 to prepare a trial balance.

Charles Taxi Company
Trial Balance

Cash

Equipment
Accounts Payable
Charies, Capital
Fares Income
Salaries Expense

SOLUTION
Charles Taxi Company
Trial Balance

Cash $2,900
Equipment 8,000
Accounts Payable $ 1,000
Charles, Capital 9,000
Fares Income 1,500
Salaries Expense 600

$11,500 $11,500

3.10 From the T accounts below, prepare a trial balance.

Cash Capital Drawing
10,000 1,000 15,500 1,000
5,000 2,000
6,000
500
Rent Expense Accounts Payable Notes Payable
500 500 500 1,000
600 500
1,000
Equipment Land Accounts Receivable
2,500 5,000 500 500
5,000
200
Supplies Fees Income Wages Expense
300 7,000 1,450
150 9,000
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Ace Hardware Store

Trial Balance

December 31, 19X5

Cash

Accounts Receivable

Supplies

Land

Equipment

Accounts Payable

Notes Payable

Capital

Drawing

Fees Income

Rent Expense

Wages Expense

SOLUTION
Ace Hardware Store
Trial Balance
December 31, 19X5
Cash $20,500
Accounts Receivable 5,200
Supplies 450
Land 5,000
Equipment 2,500
Accounts Payable 1,000
Notes Payable $17,500
Capital 1,600
Drawing 1,500
Fees Income 16,000
Rent Expense 500
Wages Expense 1,450
$36,600 $36,600
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The trial balance for Dampman Playhouse on October 31, 19X5, was as follows:

Dampman Playhouse
Trial Balance
October 31, 19X5

Cash $ 2,400
Accounts Receivable 1,500
Supplies 350
Equipment 11,200
Building 10,000
Accounts Payable
Notes Payable
Dampman Playhouse, Capital

$25,450

Selected transactions for November were as follows:

(a) Nov.
(&)
(©)
(d)

(e

2 Paid $1,000 due on the notes payable.
8 Paid $3,000 on account.

15 Receipts for the 2-week period totaled $8,400.

22 Bought an additional projector at a cost of $15,500 with a cash down pay-
ment of $5,000, the balance to be paid within | year.

30 Paid salaries of $1,600.

Using this data, (1) transfer the October 31 balances to the ledger accounts, (2) prepare
journal entries for the month of November, (3) post to the ledger accounts, and (4) prepare
a trial balance.

Cash 11 Equipment 17 Notes Payable 22
Dampman, Capital 31
Building 18
Accounts Receivable 12
Admissions Income 4]
Accounts Payable 21
Supplies 14
Salaries Expense 51
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Journal Page J-6
Date Description P.R. Debit Credit
Dampman Playhouse
Trial Balance
November 30, 19X5
Cash
Accounts Receivable
Supplies
Equipment
Building

Accounts Payable

Notes Payable

Dampman, Capital

Admissions Income

Salaries Expense
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SOLUTION
Journal Page J-6
Date Description P.R. Debit Credit
19X5
(a) Nov. 2 Notes Payable 22 1,000
Cash 11 1,000
Payment of installment note
b 8 Accounts Payable 21 3,000
Cash 11 3,000
Payment on outstanding accounts
(¢) 15 Cash 11 8,400
Admissions Income 41 8,400
Receipts for the 2-week period to date
(d) 22 Equipment 17 15,500
Cash 11 5,000
Accounts Payable 21 10,500
Purchase of a projector with cash
payment, balance due in 1 year
(e) 30 Salaries Expense 51 1,600
Cash 11 1,600
Salaries paid to employees
Cash 11 Equipment 17 Notes Payable 22
Bal. 2,400 J-6 1,000 (a) Bal. 11,200 (a) J-6 1,000 Bal. 12,000
(©)J-6 8,400 J-6 3,000 (b)) (d)J-6 15,500
1-6 5,000 (d) Dampman, Capital 31
1-6 1.600 (¢) Buildings 18
& Bal. 4,000
Accounts Receivable 12 Bal. 10,000
Bal. 1,500 Accounts Pavable ’ Admissions Income 41
Y J-6 8,400 (c)
. (b) J-6 3,000 | Bal. 9,450
Supplles a [1—6 10,500 (@) Salaries Expense 51
Bal. 350 2 pe

(e) J-6 1,600
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Dampman Playhouse

Trial Balance

November 30, 19X5

Cash $ 200
Accounts Receivable 1,500
Supplies 350
Equipment 26,700
Building 10,000
Accounts Payable $16,950
Notes Payable 11,000
Dampman, Capital 4,000
Admissions Income 8,400
Salaries Expense 1,600

$40,350 $40,350




Chapter 4

Financial Statements

4.1 INTRODUCTION

The two principal questions that the owner of a business asks periodically are:

(1) What is my net income (profit)?
(2) What is my capital?

The simple balance of assets against liabilities and capital provided by the accounting equation is
insufficient to give complete answers. For (1) we must know the type and amount of income and
the type and amount of each expense for the period in question. For (2) it is necessary to obtain
the type and amount of each asset, liability, and capital account at the end of the period. The in-
formation to answer (1) is provided by the income statement and to answer (2) by the balance
sheet. Also, you will note that each heading of a financial statement answers the questions “who,”
“what,” and “when.”

4.2 INCOME STATEMENT

The income statement may be defined as a summary of the revenue (income), expenses, and
net income of a business entity for a specific period of time. This may also be called a profit and
loss statement, an operating statement, or a statement of operations. Let us review the meanings of
the elements entering into the income statement.

Revenue. The increase in capital resulting from the delivery of goods or rendering of ser-
vices by the business. In amount, the revenue is equal to the cash and receivables gained in
compensation for the goods delivered or services rendered.

Expenses. The decrease in capital caused by the business’s revenue-producing operations. In
amount, the expense is equal to the value of goods and services used up or consumed in ob-
taining revenue.

Net income. The increase in capital resulting from profitable operation of a business; it is the
excess of revenue over expenses for the accounting period.

It is important to note that a cash receipt qualifies as revenue only if it serves to increase capital.
Similarly, a cash payment is an expense only if it decreases capital. Thus, for instance, borrowing
cash from a bank does not contribute to revenue.

EXAMPLE 1

Mr. T. Drew’s total January income and the totals for his various expenses can be obtained by ana-
lyzing the transactions. The income from fees amounted to $2,500, and the expenses incurred to produce
this income were: rent, $500; salaries, $200; and supplies, $200. The formal income statement can now be

prepared.
52
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T. Drew
Income Statement
Month of January 19X5

Fees Income $2,500
Operating Expenses

Rent Expense $500

Salaries Expense 200

Supplies Expense 200
Total Operating Expenses 900
Net Income $1,600

In many companies, there are hundreds and perhaps thousands of income and expense trans-
actions in a month. To lump all these transactions under one account would be very cumbersome
and would, in addition, make it impossible to show relationships among the various items. For
example, we might wish to know the relationship of selling expenses to sales and whether the ratio
is higher or lower than in previous periods. To solve this problem, we set up a temporary set of
income and expense accounts. The net difference of these accounts, the net profit or net loss, is
then transferred as one figure to the capital account.

4.3 ACCRUAL BASIS AND CASH BASIS OF ACCOUNTING

Because an income statement pertains to a definite period of time, it becomes necessary to
determine just when an item of revenue or expense is to be accounted for. Under the accrual basis
of accounting, revenue is recognized only when it is earned and expense is recognized only when
it is incurred. This differs significantly from the cash basis of accounting, which recognizes reve-
nue and expense generally with the receipt and payment of cash. Essential to the accrual basts is
the matching of expenses with the revenue that they helped produce. Under the accrual system,
the accounts are adjusted at the end of the accounting period to properly reflect the revenue
earned and the cost and expenses applicable to the period.

Most business firms use the accrual basis, whereas individuals and professional people gener-
ally use the cash basis. Ordinarily, the cash basis is not suitable when there are significant
amounts of inventories, receivables, and payables.

4.4 BALANCE SHEET

The information needed for the balance sheet items are the net balances at the end of the pe-
riod, rather than the total for the period as in the income statement. Thus, management wants to
know the balance of cash in the bank, the balance of inventory, equipment, and so on, on hand at
the end of the period.

The balance sheet may thus be defined as a statement showing the assets, liabilities, and capi-
tal of a business entity at a specific date. This statement is also called a statement of financial
position or a statement of financial condition.

In preparing a balance sheet, it is not necessary to make any further analysis of the data.
The needed data—that is, the balances of the asset, liability, and capital accounts—are already
available.
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EXAMPLE 2 Report Form

ASSETS
Cash
Supplies
Furniture
Total Assets

THE BOOKKEEPING CYCLE

T. Drew
Balance Sheet
January 31, 19X5

LIABILITIES AND CAPITAL

Liabilities
Accounts Payable
Capital

Balance, January 1, 19X5
Net Income for Januvary

Less: Withdrawals
Increase in Capital
Total Capital

Total Liabilities and Capital

$4,000
$1,600
400

1,200

[PART I

$ 800

5,200
$6,000

The close relationship of the income statement and the balance sheet is apparent. The net in-
come of $1,600 for January, shown as the final figure on the income statement of Example 1, is
also shown as a separate figure on the balance sheet of Example 2. The income statement is thus
the connecting link between two balance sheets. As discussed earlier, the income and expense
items are actually a further analysis of the capital account.

The balance sheet of Example 2 is arranged in report form, with the liabilities and capital sec-
tions shown below the asset section. It may also be arranged in account form, with the liabilities
and capital sections to the right of, rather than below, the asset section, as shown in Example 3.

EXAMPLE 3 Account Form

ASSETS

Cash $3,900
Supplies 100
Furniture 2,000

Total Assets $6,000

T. Drew
Balance Sheet
January 31, 19X5

LIABILITIES AND CAPITAL
Liabilities
Accounts Payable
Capital
Balance, January 1, 19X5
Net Income for Janvary $1,600
Less: Withdrawals 400
Increase in Capital
Total Capital
Total Liabilities and Capital

$ 800

$4.000

1,200
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4.5 CAPITAL STATEMENT

Instead of showing the details of the capital account in the balance sheet, we may show the
changes in a separate form called the capital statement.

EXAMPLE 4

Capital, January 1, 19X5
Net Income for January
Less: Withdrawals
Increase in Capital

Total Capital

FINANCIAL STATEMENTS

T. Drew
Capital Statement
January 31, 19X5

4.6 FINANCIAL STATEMENT SUMMARY

The three financial statements from Examples 2, 3, and 4 are interrelated as shown in

Example 5.
EXAMPLE 5

Note 1. The net income of the income statement, $1,600, is transferred to the capital statement.

Fees Income
Expenses
Rent Expense
Salaries Expense
Supplies Expense
Total Expenses
Net Income

Capital, January 1, 19X5
Add: Net Income

Less: Drawing

Increase in Capital
Capital, January 31, 19X5

ASSETS
Cash
Supplies
Furniture
Total Assets

$1

Income Statement

$ 500
200
200

Capital Statement

$ 1,600

Note 1

.600

400

$4,000

1,200
$5,200

400

Balance Sheet

$3,900
100
2,000

LIABILITIES AND CAPITAL

Accounts Payable
Capital, Januvary 31, 19X5

Total Liabilities and Capital

$ 800

5,200 -————

Note 2

55

$ 2,500

$ 1,600

$4,000

1,200
$ 5,200

$ 6,000

Note 2. The capital is summarized in the capital statement and the final balance included in the balance sheet.



56 THE BOOKKEEPING CYCLE [PART I

4.7 CLASSIFIED FINANCIAL STATEMENTS

Financial statements become more useful when the individual items are classified into signifi-
cant groups for comparison and financial analysis. The classifications relating to the balance
sheet will be discussed in this section. The classifications relating to the income statement will be
discussed in Chapter 9.

The Balance Sheet

The balance sheet becomes a more useful statement for comparison and financial analysis
if the asset and liability groups are classified. For example, an important index of the finan-
cial state of a business, which can be derived from the classified balance sheet, is the ratio of cur-
rent assets to current liabilities. This current ratio ought, generally, to be at least 2:1; that is, cur-
rent assets should be twice current liabilities. For our purposes, we will designate the following
classifications:

Assets

Current assets
Property, plant, and equipment
Other assets

Liabilities
Current habilities
Long-term liabilities

Current assets. Assets reasonably expected to be converted into cash or used in the current
operation of the business. (The current period is generally taken as | year.) Examples are
cash, notes receivable, accounts receivable, inventory, and prepaid expenses (prepaid insur-
ance, prepaid rent, and so on). List these current assets in order of liquidity.

Property, plant, and equipment. 1Long-lived assets used in the production of goods or ser-
vices. These assets, sometimes called fixed assets or plant assets, are used in the operation of
the business rather than being held for sale, as are inventory items.

Other assets. Various assets other than current assets, fixed assets, or assets to which spe-
cific captions are given. For instance, the caption “Investments” would be used if significant
sums were invested. Often, companies show a caption for intangible assets such as patents or
goodwill. In other cases, there may be a separate caption for deferred charges. If, however, the
amounts are not large in relation to total assets, the various items may be grouped under one
caption, “Other Assets.”

Current liabilities. Debts that must be satisfied from current assets within the next operat-
ing period, usually 1 year. Examples are accounts payable, notes payable, the current portion
of long-term debt, and various accrued items such as salaries payable and taxes payable.

Long-term liabilities. Liabilities that are payable beyond the next year. The most common
examples are bonds payable and mortgages payable. Example 6 shows a classified balance
sheet of typical form.
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EXAMPLE 6
F. Saltzmann
Balance Sheet
January 31, 19X5
ASSETS
Current Assets
Cash
Accounts Receivable
Supplies

Total Current Assets
Fixed Assets
Land
Building
Equipment
Total Fixed Assets
Total Assets

LIABILITIES AND CAPITAL

Current Liabilities
Accounts Payable
Notes Payable

Total Current Liabilities

Long-Term Liabilities
Mortgage Payable

Total Liabilities

Capital
F. Saltzmann, Capital, Janvary 1
Net Income for the Year $3,000*
Less: Withdrawals 2,000

Increase in Capital
F. Saltzmann, Capital, December 31
Total Liabilities and Capital

*Assumed.

$5,400
1,600
500

$4,000
8,000
2,000

$2,000
1,750

$ 7.500

14,000
$21,500

$ 3,750

12,000
$15,750

5,750

$21,500
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Summary

1.  Another term for an accounting report is an

2. The statement that shows net income for the period is known as the

statement.
3. The statement that shows net loss for the period is knownasthe __ statement.
4. Two groups of items that make up the income statementare _______ and

5. The difference between income and expense is known as
6. Withdrawal of money by the owner is not an expense but a reduction of
7. To show the change in capital of a business,the _______  statement is used.

8. The balance sheet contains , , and

9. Assets must equal

10. Expense and income must be matched in the same

Answers: 1. accounting statement; 2. income; 3. income; 4. income, expense; 5. net income; 6. capital;
7. capital; 8. assets, liabilities, capital; 9. liabilities and capital; 10. year or period

Solved Problems

4.1  Place a check mark in the appropriate box below to indicate the name of the account group
in which each account belongs.

Income Statement Balance Sheet

Income Expense Assets Liability Capital

Accounts Payable

Accounts Receivable

Building

Capital

Cash

Drawing
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(continued)

Income Statement Balance Sheet

Income Expense Assets Liability Capital

Equipment

Fees Income

General Expense

Interest Expense

Interest Income

Land

Notes Payable

Other Income

Rent Expense

Rent Income

Salaries Expense

Supplies

Supplies Expense

Tax Expense

SOLUTION

Income Statement Balance Sheet

Income Expense Assets Liability Capital

Accounts Payable v

Accounts Receivable »

Building »

Capital >

Cash v

Drawing ”

Equipment »

Fees Income »

General Expense ¥

Interest Expense I

Interest Income »
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Income Statement Balance Sheet
Income Expense Assets Liability | Capital
Land »
Notes Payable v
Other Income I
Rent Expense %
Rent Income I
Salaries Expense v
Supplies I
Supplies Expense I
Tax Expense »

4.2 Below is an income statement with some of the information missing. Fill in the information
needed to complete the income statement.

Sales Income (b)
Operating Expenses:
Wages Expense $16,910
Rent Expense (a)
Utilities Expense 3,150
Total Operating Expenses 32,150
Net Income $41,300

SOLUTION
(@) 12,090; (b) $73,450

4.3 Based on the following information, determine the capital as of December 31, 19X5. Net
Income for period, $18,000; Drawing, $6,000; Capital (January 1, 19X5), $20,000.

SOLUTION
Capital, January 1, 19X5 $20,000
Net Income $18,000
Less: Drawing 6,000
Increase in Capital T 12,000
Capital, December 31, 19X5 $32,000
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4.4 The following information was taken from an income statement:

Fees Income $14,000
Rent Expense 2,000
Salaries Expense 5,000
Miscellaneous Expense 1,000

If the owner withdrew $2,000 from the firm, what is the increase or decrease in capital?

SOLUTION

There are two steps to solving this problem:

1. Prepare an income statement.
2. Determine increases or decreases in capital by subtracting the drawing (withdrawal) from the

net income.
Fees Income $14,000
Expenses
Rent Expense $2,000
Salaries Expense 5,000
Miscellaneous Expense 1,000
Total Expenses 8,000
Net Income ST ~ $ 6,000
1
Net Income 6,000
Less: Drawing 2,000
Increase in Capital $4,000

4.5 Based on the information in Problem 4.4, if the withdrawal were $9,000 instead of $2,000,
what would the increase (decrease) become?
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SOLUTION

[f the withdrawal is larger than the net income, a decrease in capital will result.

Net Income $6,000
Drawing 9,000
Decrease in Capital $3,000

4.6  If the capital account has a balance of $32,000 on January 1, what will be the balance by De-
cember 31: (a) based on Problem 4.4? (b) based on Problem 4.5?

(a)
(2]
SOLUTION

(a) Capital, January 1 $32,000
Net Income $6,000
Less: Drawing 2,000
Increase in Capital 4,000
Capital, December 31 $36,000

(b) Capital, January 1 $32,000
Net Income 6,000
Less: Drawing 9,000
Decrease in Capital (3,000)
Capital, December 31 $29,000

4.7 Eccleston Company had a capital balance as of January 1, 19X5, of $43,000. During its
first year of operation, it had produced a net loss of $13,000 and drawings of $6,000. What
is the capital balance of the company as of December 31, 19X5?
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SOLUTION
Capital, January 1, 19X5 $43,000
Net loss ($13,000)
Drawing (6,000)
Decrease in Capital (19,000)
Capital, December 31, 19X5 $24,000

Note: Net loss and drawing are added together and then subtracted from capital, because both reduce
the capital of the firm.

4.8 Based on the following information, determine the capital on December 31.

Cash $6,000
Supplies 400
Equipment 8,000
Accounts Payable 4,500
Notes Payable 2,500
SOLUTION
ASSETS
Cash $ 6,000
Supplies 400
Equipment 8,000
$14,400

LIABILITIES AND CAPITAL

Accounts Payable $4,500

Notes Payable 2,500

Total Liabilities 7,000
Capital 7,400*
Total Liabilities and Capital $14,400

*$14,400 Assets
—7,000 Liabilities

$ 7,400 Capital

4.9  Prepare a balance sheet as of December 31, 19X5, from the following data:

Accounts Payable $ 3,000
Cash 4,000
Equipment 16,000
Notes Payable 12,000
Supplies 200
Net Income 11,400
Drawing 10,200

Capital, January 1, 19X5 4,000
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ASSETS

Cash

Supplies

Equipment

Total Assets

LIABILITIES AND CAPITAL

Accounts Payable

Notes Payable

Total Liabilities

Capital, December 31, 19X5*

Total Liabilities and Capital

* CAPITAL STATEMENT

SOLUTION

ASSETS

Cash

Supplies

Equipment

Total Assets

LIABILITIES AND CAPITAL

Accounts Payable

$ 3,000

Notes Payable

12,000

Total Liabilities

Capital, December 31, 19X5*

Total Liabilities and Capital

* CAPITAL STATEMENT

Capital, January 1, 19X5

$ 4,000

Net Income

$11,400

Less: Drawing

10,200

Increase in Capital

1,200

Capital, December 31, 19X5

$ 5,200
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4.10 Classify the following accounts by placing a check mark in the appropriate column.

Current Fixed Current Long-Term
Asset Asset Liability Liability
(@) Accounts Receivable
b) Accounts Payable
(c) Notes Payable
) Mortgage Payable
(e) Cash
f) Supplies
(€3] Salaries Payable
(h) Bonds Payable
63} Equipment
J) Land
SOLUTION
Current Fixed Current Long-Term
Asset Asset Liability Liability
(a) Accounts Receivable 74
(b) Accounts Payable »
(c) Notes Payable 7
d) Mortgage Payable »
(e) Cash v
() Supplies »
(2) Salaries Payable [
(h) Bonds Payable »
@) Equipment v
)] Land ¥
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4.11 From the information that follows, prepare a classified balance sheet as of December 31.

Cash $ 6,000
Accounts Receivable 3,000
Supplies 1,000
Equipment 14,000

Accounts Payable
Notes Payable
Mortgage Payable
Capital, December 31

$ 2,500
1,500
12,000
8,000

ASSETS

Current Assets

Total Current Assets

Fixed Assets

Total Assets

LIABILITIES AND CAPITAL

Current Liabilities

Total Current Liabilities

Long-Term Liabilities

Total Liabilities

Capital

Total Liabilities and Capital

SOLUTION

ASSETS

Current Assets

Cash

$6,000

Accounts Receivable

3,000

Supplies

1,000

Total Current Assets

Fixed Assets

Equipment

Total Assets

LIABILITIES AND CAPITAL

Current Liabilities

Accounts Payable

$2,500

Notes Payable

1,500

Total Current Liabilities

Long-Term Liabilities

Mortgage Payable

Total Liabilities

Capital

Total Liabilities and Capital
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4.12 Below are account balances as of December 31, 19X5, of R. Dames, owner of a movie

theater.
Accounts Payable $11,400 Film Rental Expense $ 6,000
Admissions Income 34,200 Miscellaneous Expense 4,000
Capital, January 1, 19X5 16,000 Notes Payable 1,000
Cash 7,500 Rent Expense 10,000
Drawing 5,400 Salaries Expense 7,000
Equipment 18,500 Supplies 4,200

Prepare (@) an income statement, (b) a capital statement, (c) a balance sheet.

(@) R. Dames
Income Statement
Year Ended December 31, 19X5

b) R. Dames
Capital Statement
Year Ended December 31, 19X5

(c) R. Dames
Balance Sheet
December 31, 19X5
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(b

(c)
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R. Dames

Income Statement

Year Ended December 31, 19X5

Admissions Income

$34,200

Expenses

Film Rental Expense

$ 6,000

Rent Expense

10,000

Salaries Expense

7,000

Miscellaneous Expense

4,000

Total Expenses

Net Income

The capital statement is needed to show the capital balance at the end of the year. Mr.
Dames’ capital balance above is at the beginning. Net income increases capital, and drawing

reduces capital.

R. Dames

Capital Statement

Year Ended December 31, 19X5

Capital, January 1, 19X5

$16,000

Add: Net Income

$7,200

Less: Drawing

5,400

Increase in Capital

1,800

Capital, December 31, 19X5

$17,800

R. Dames

Balance Sheet

December 31, 19X5

ASSETS

Cash

$ 7,500

Supplies

4,200

Equipment

18,500

Total Assets

$30,200

LIABILITIES AND CAPITAL

Accounts Payable

$11,400

Notes Payable

1,000

Total Liabilities

Capital

Total Liabilities and Capital
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4.13 Wilbur Wright owns and operates an airplane repair shop. Listed below are the year-end
balances for the shop. Prepare an income statement, capital statement, and balance sheet in

good report form.

Cash

Supplies

Accounts Receivable
Prepaid Insurance
Equipment

Accounts Payable
Wages Payable

W. Wright, Capital (January)
W. Wright, Drawing
Repair Shop Income
Wages Expense

Rent Expense

Utilities Expense
Supplies Expense
Miscellaneous Expense

$12,200
5,150
3,100
1,150
15,920
3,200
2,600
26,575
9,500
98,800
41,500
28,200
10,100
3,980
375

Wilbur Wright Repair Shop

Income Statement

Year Ended December 31, 19X5

Wilbur Wright Repair Shop

Capital Statement

Year Ended December 31, 19X5
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Wilbur Wright Repair Shop
Balance Sheet
December 31, 19X5
ASSETS
LIABILITIES
CAPITAL
SOLUTION
Wilbur Wright Repair Shop
Income Statement
Year Ended December 31, 19X5
Repair Shop Income $98,800
Operating Expenses:
Wages Expense $41,500
Rent Expense 28,200
Utilities Expense 10,100
Supplies Expense 3,980
Miscellaneous Expense 375
Total Operating Expenses 84,155
Net Income $14,645
Wilbur Wright Repair Shop
Capital Statement
Year Ended December 31, 19X5
Capital, January I, 19X5 $26,575
Net Income for Year $14,645
Less Drawing 9,500
Increase in Capital 5,145
Capital, December 31, 19X5 $31,720
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Wilbur Wright Repair Shop
Balance Sheet
December 31, 19X5

ASSETS
Current Assets
Cash $12,200
Accounts Receivable 3,100
Supplies 5.150
Prepaid Insurance 1,150
Total Current Assets $21,600
Plant Assets
Equipment 15,920
Total Assets $37,520
LIABILITIES
Current Liabilities
Accounts Payable $ 3,200
Wages Payable 2,600
Total Liabilities $ 5,800
CAPITAL
Wilbur Wright, Capital 31,720
Total Liabilities and Capital $37,520

4.14 Given the information in Problem 4.13, if revenues were only $84,000, drawing was
$10,200, and Wright’s beginning capital balance was $42,075, what affect would this have
on the financial statements? Prepare new financial statements with these changes.

Wilbur Wright Repair Shop
Income Statement
Year Ended December 31, 19X5
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Wilbur Wright Repair Shop

Capital Statement

Year Ended December 31, 19X5

Wilbur Wright Repair Shop

Balance Sheet

December 31, 19X5

ASSETS

LIABILITIES

CAPITAL
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Wilbur Wright Repair Shop

Income Statement

Year Ended December 31, 19X5

Repair Shop Income $84,000
Operating Expenses

Wages Expense $41,500

Rent Expense 28,200

Utilities Expense 10,100

Supplies Expense 3,980

Miscellaneous Expense 375
Total Operating Expenses 84,155
Net Loss $ (155)

Wilbur Wright Repair Shop
Capital Statement
Year Ended December 31, 19X5
Capital, January 1, 19X5 $42.,075
Net Loss $ (155)
Drawing (10,200)
Decrease in Capital (10,355)
Capital, December 31, 19X5 $31,720
Wilbur Wright Repair Shop
Balance Sheet
December 31, 19X5

ASSETS
Current Assets

Cash $12,200

Accounts Receivable 3,100

Supplies 5,150

Prepaid Insurance 1,150
Total Current Assets $21,600
Plant Assets

Equipment 15,920
Total Assets 337,520
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(continued)
Wilbur Wright Repair Shop
Balance Sheet
December 31, 19X5

LIABILITIES
Current Liabilities

Accounts Payable $ 3,200

Wages Payable 2,600
Total Liabilities $ 5,800
CAPITAL
Wilbur Wright, Capital 31,720
Total Liabilities and Capital $37,520

4.15 The balances of the accounts of Dr. C. Moss, Psychologist, are as follows:

Accounts Payable $ 2,800
Accounts Receivable 3,600
Building 12,000
Capital, January 1, 19X5 19,000
Cash 12,200
Drawing 6,000
Equipment 15,000
Fees Income 38,000
Furniture 3,000
Mortgage Payable 16,000
Miscellaneous Expense 2,000
Notes Payable 2,000
Salaries Expense 8,000
Supplies 6,000
Supplies Expense 4,000

Using the forms provided below, prepare (a) an income statement, (b) a capital statement,
and (¢) a classified balance sheet.

(a) Dr. C. Moss
Income Statement
Year Ended December 31, 19X5

Fees Income
Expenses

Total Expenses
Net Income
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Dr. C. Moss

Capital Statement

Year Ended December 31, 19X5

Capital, January 1, 19X5

Net Income

Less: Drawing

Increase in Capital

Capital, December 31, 19X5

Dr. C. Moss

Balance Sheet

December 31, 19X5

ASSETS

Current Assets

Total Current Assets

Fixed Assets

Total Fixed Assets

Total Assets

LIABILITIES AND CAPITAL

Current Liabilities

Total Current Liabilities

Long-Term Liabilities

Total Liabilities

Capital

Total Liabilities and Capital
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SOLUTION

(a) Dr. C. Moss
Income Statement
Year Ended December 31, 19X5

Fees Income $38,000
Expenses
Salaries Expense $8,000
Supplies Expense 4,000
Miscellaneous Expense 2,000
Total Expenses 14,000
Net Income $24,000

(b) Dr. C. Moss
Capital Statement
Year Ended December 31, 19X5

Capital, Januvary 1, 19X5 $19,000
Net Income $24,000
Less: Drawing 6,000
Increase in Capital 18,000
Capital. December 31, 19X5 $37,000

() Dr. C. Moss
Balance Sheet
December 31, 19X5

ASSETS

Current Assets
Cash $12,200
Accounts Receivable 3,600
Supplies 6,000

Total Current Assets $21,800

Fixed Assets
Building $12,000

Equipment 15,000

Furniture 3,000

Total Fixed Assets 30,000

Total Assets $51,800

LIABILITIES AND CAPITAL

Current Liabilities

Accounts Payable $ 2,800

Notes Payable 2,000

Total Current Liabilities 4,800

Long-Term Liabilities

Mortgage Payable 10,000

Total Liabilities $14,800

Capital 37,000

Total Liabilities and Capital $51.800




Chapter 5
Adjusting and Closing Procedures

5.1 INTRODUCTION: THE ACCRUAL BASIS OF ACCOUNTING

Accounting records are kept on an accrual basis, except in the case of very small businesses.
To accrue means to collect or accumulate. This means that revenue is recognized when it is
earned, regardless of when cash is actually collected, and expense is matched to the revenue, re-
gardless of when cash is paid out. Most revenue is earned when goods or services are delivered. At
this time, title to the goods or services is transferred, and there is created a legal obligation to pay
for such goods or services. Some revenue, such as rental income, is recognized on a time basis and
is earned when the specified period of time has passed. The accrual concept demands that ex-
penses be kept in step with revenue, so that each month sees only that month’s expenses applied
against the revenue for that month. The necessary matching is brought about through a type of
journal entry. In this chapter, we shall discuss these adjusting entries and also the closing entries
through which the adjusted balances are ultimately transferred to balance sheet accounts at the
end of the fiscal year.

5.2 ADJUSTING ENTRIES COVERING RECORDED DATA

To adjust expense or income items that have already been recorded, only a reclassification is
required; that is, amounts have only to be transferred from one account (for example, Prepaid In-
surance) to another (Insurance Expense). The following examples will show how adjusting entries
are made for the principal types of recorded expenses.

EXAMPLE 1 Prepaid Insurance

Assume that a business paid a $1,200 premium on April 1 for | year’s insurance in advance. This rep-
resents an increase in one asset (prepaid expense) and a decrease in another asset (cash). Thus, the entry
would be:

Prepaid Insurance 1,200
Cash 1,200

At the end of April, one-twelfth of the $1,200, or $100, had expired (been used up). Therefore, an ad-
justment has to be made, decreasing or crediting Prepaid Insurance and increasing or debiting Insurance
Expense. The entry would be:

Insurance Expense 100
Prepaid Insurance 100

Thus, $100 would be shown as Insurance Expense in the income statement for April, and the balance of
$1,100 would be shown as Prepaid Insurance in the balance sheet.
EXAMPLE 2 Prepaid Rent

Assume that on March | a business paid $1,500 to cover rent for the balance of the year. The full
amount would have been recorded as a debit to prepaid expense in March. Since there is a 10-month period

77
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involved, the rent expense each month is $150. The balance of Prepaid Rent would be $1,350 at the begin-
ning of April. The adjusting entry for April would be:

Rent Expense 150
Prepaid Rent 150

At the end of April, the balance in the prepaid rent account would be $1,200.

EXAMPLE 3 Supplies on Hand

A type of prepayment that is somewhat different from those previously described is the payment for
office or factory supplies. Assume that $400 worth of supplies were purchased on April 1. At the end of
April, when expense and revenue are to be matched and statements prepared, a count of the amount on
hand will be made. Assume that the inventory count shows that $250 of supplies are still on hand. Then the
amount consumed during April was $150 (3400 — $250). The two entries would be as follows:

Apr. 1 Supplies 400
Cash 400

30 Supplies Expense 150
Supplies 150

Supplies Expense of $150 will be included in the April income statement; Supplies on Hand of $250
will be included as an asset on the balance sheet of April 30.

In each of the above examples, the net effect of the adjusting entry is to credit the same ac-
count as was originally debited. The following examples illustrate what are called valuation or
offset accounts.

EXAMPLE 4 Accumulated Depreciation

In the previous three adjusting entries, the balances of the assets mentioned (Prepaid Insurance, Pre-
paid Rent, and Supplies) were all reduced. These assets usually lose their value in a relatively short period
of time. However, assets that have a longer life expectancy (such as a building, equipment, etc.) are treated
differently because the accounting profession wants to keep a balance sheet record of the equipment’s origi-
nal (historical) cost. Thus the adjusting entry needed to reflect the true value of the long-term asset each
year must allocate (spread) the cost of its original price. This spreading concept is known as depreciation.
In order to accomplish the objectives of keeping the original cost of the equipment and also maintaining a
running total of the depreciation allocated, we must create a new account entitled Accumulated Deprecia-
tion. This account is known as a contra asset (which has the opposite balance of its asset), and it summa-
rizes and accumulates the amount of depreciation over the equipment’s total useful life. Assume that
machinery costing $15,000 was purchased on February 1 of the current year and was expected to last
10 years. With the straight-line method of accounting (i.e., equal charges cach period), the depreciation
would be $1,500 a year, or $125 a month. The adjusting entry would be:

Depreciation Expense 125
Accumulated Depreciation 125

At the end of April, Accumulated Depreciation would have a balance of $375, representing 3 months’
accumulated depreciation. The account would be shown in the balance sheet as follows:

Machinery $15,000
Less: Accumulated Depreciation 375 $14,625
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EXAMPLE 5 Allowance for Uncollectible Accounts

A business with many accounts receivable will reasonably expect to have some losses from uncol-
lectible accounts. It will not be known which specific accounts will not be collected, but past experience
furnishes an estimate of the total uncollectible amount.

Assume that a company estimates that | percent of sales on account will be uncollectible. Then, if such
sales are $10,000 for April, it is estimated that $100 will be uncollectible. The actual loss may not definitely
be determined for a year or more, but the loss attributed to April sales would call for an adjusting entry:

Uncollectible Accounts Expense 100
Allowance for Uncollectible Accounts 100

If the balance in Accounts Receivable at April 30 was $9,500 and the previous month’s balance in Al-
lowance for Uncollectible Accounts was $300, the balance sheet at April 30 would show the following:

Accounts Receivable $9.500
Less: Allowance for
Uncollectible Accounts 400 $9,100

5.3 ADJUSTING ENTRIES COVERING UNRECORDED DATA

In the previous section we discussed various kinds of adjustments to accounts to which entries
had already been made. Now we consider those instances in which an expense has been incurred.
For example, if salaries are paid on a weekly basis, the last week of the month may apply to
2 months. If April ends on a Tuesday, then the first 2 days of the week will apply to April and be
an April expense, while the last 3 days will be a May expense. To arrive at the proper total for
salaries for the month of April, we must include, along with the April payrolls that were paid in
April, the 2 days’ salary that was not paid until May. Thus, we make an entry to accrue the
2 days’ salary. As mentioned earlier, to accrue means to collect or accumulate.

The following example shows an adjusting entry for the most common type of unrecorded ex-
penses (accrued expenses).

EXAMPLE 6 Accrued Salaries

Assume that April 30 falls on Tuesday for the last weekly payroll period. Then, 2 days of that week
will apply to April and 3 days to May. The payroll is $500 per day, for the week, or $2,500. For this ex-
ample, $1,000 would apply to April (Monday and Tuesday) and $1,500 to May (Wednesday, Thursday, and
Friday). The entries would be as follows:

Apr. 30 Salaries Expense 1,000
Salaries Payable 1,000

When the payment of the payroll is made—say, on May 3-—the entry would be as follows:

May 3 Salaries Expense 1,500
Salaries Payable 1,000
Cash 2,500

As can be seen, $1,000 was charged to expense in April and $1,500 in May. The debit to Salaries Pay-
able of $1,000 in May merely canceled the credit entry made in April, when the liability was set up for the
April salaries expense.
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5.4 CLOSING ENTRIES

After the income statement and balance sheet have been prepared, a summary account—
variously known as Expense and Income Summary, Profit and L.oss Summary, and so on—is set
up. Then, by means of closing entries, each expense account is credited so as to produce a zero
balance, and the total amount for the closed-out accounts is debited to Expense and Income Sum-
mary. Similarly, the individual revenue accounts are closed out by debiting, and the total amount
is credited to the summary account. Thus, the new fiscal year starts with zero balances in the
income and expense accounts, whereas the Expense and Income Summary balance gives the net
income or the net loss for the old year.

EXAMPLE 7
To illustrate the closing procedure, we refer to the accounts of T. Drew (see Chapter 1).
T. Drew

Trial Balance
January 31, 19X5

Cash $3,900
Supplies 100
Furniture 2,000
Accounts Payable $ 800
T. Drew, Capital 4,000
T. Drew, Drawing 400
Fees Income 2,500
Rent Expense 500
Salaries Expense 200
Supplies Expense _ 200
$7,300 $7,300

The closing entries are as follows.
(1) Close out income accounts. Debit the individual income accounts and credit the total to Expense

and Income Summary. Here, there is only one income account.

Jan. 31 Fees Income 2,500
Expense and Income Summary 2,500

(2) Close out expense accounts. Credit the individual expense accounts and debit the total to Expense
and Income Summary.

Jan. 31 Expense and Income Summary 900
Rent Expense 500
Salaries Expense 200
Supplies Expense 200

(3) Close out the Expense and Income Summary account. If there is a profit, the credit made for
total income in (1) above will exceed the debit made for total expense in (2) above. Therefore, to
close out the balance to zero, a debit entry will be made to Expense and Income Summary. A credit



CHAPTER 5] ADJUSTING AND CLOSING PROCEDURES 81

will be made to the capital account to transfer the net income for the period. If expenses exceed
income, then a loss has been sustained, and a credit is made to Expense and Income Summary and
a debit to the capital account. Based on the information given, the entry is:

Jan. 31 Expense and Income Summary 1,600
T. Drew, Capital 1.600

(4) Close out the Drawing account. The drawing account would be credited for the total amount of
the drawings for the period and the capital account would be debited for that amount. The differ-
ence between net income and drawing for the period represents the net change in the capital account
for the period. The net income of $1,600, less drawings of $400, results in a net increase of $1,200
in the capital account. The closing entry for the drawing account is:

Jan. 31 T. Drew, Capital 400
T. Drew, Drawing 400

In summary, the procedure is as follows:

Rent Expense Fees Income

Bal. 500 500 Closing — T Closing 2.500 | Bal. 2,500
Salaries Expense

Bal. 200 200 Closing 4 (2) n

Supplies Expense

Bal. 200 200 Closing —
Expense and Income Summary
900 2,500
Closing 1,600
| 3)
T. Drew, Drawing T. Drew, Capital
~ Bal. 400 400 Closing @ 400 Bal. 4,000

1,600

After the closing entries (1) through (4) are made,

(1) Close Fees Income account to Expense and Income Summary
(2) Close all expense accounts to Expense and Income Summary
(3) Close Expense and Income Summary to the Capital account
(4) Close the Drawing account to the Capital account

the various accounts will appear as shown on the following page. The income and expense accounts and the
drawing account are ruled off or closed out, thus showing no balance. The net profit for the period and the
drawing account balance were transferred to T. Drew, Capital, a balance sheet account.
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Cash Furniture T. Drew, Capital
Bal. 3,900 ’ Bal. 2,000 ] 4 400 Bal. 4,000
1,600 (3)
Supplies Accounts Payable T. Drew, Drawing
Bal. 100 ' ] Bal. 800  Bal. 39(_)1 400 (4
Fees Income Salaries Expense Expense and Income Summary
() 2,500 | Bal. 2,500  Bal. 200 | 200 (2) @ 900 | 2500 ()
T - (3) 1,600
2,500 2,500
Rent Expense Supplies Expense
Bal. 500 | 500 (2  Bal. 200 | 200 (2

Note: The above transactions are based on the sole proprietorship form of business. If this business
were a corporation the Capital account would be replaced by the Retained Earnings account.

5.5 RULING ACCOUNTS

After the posting of the closing entries, all revenue and expense accounts and the summary
accounts are closed. When ruling an account where only one debit and one credit exist, a double
rule is drawn below the entry across the debit and credit money columns. The date and reference
columns also have a double rule, in order to separate the transactions from the period just ended
and the entry to be made in the subsequent period.

EXAMPLE 8
Salaries Expense
Date Item P.R. Debit Date Item P.R. Credit
Jan. 30 J-1 200 Jan. 31 J-2 200

If more than one entry appears on either side of the account, a single ruled line is drawn below the last entry
across the debit and credit money columns. The totals are entered just below the single line, and a double
ruling line is drawn below the totals. The date and reference column also will have a double ruling line.

EXAMPLE 9
Expense and Income Summary
Date Item PR. Debit Date Item P.R. Credit
Jan. 31 J-2 900 Jan. 31 J-1 2,500
31 J-2 1,600
2,500 2,500
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The assets, liabilities, and capital accounts will have balances. These open accounts are ruled so that their
balances are carried forward to the new fiscal year.

EXAMPLE 10
Cash

Date Item P.R. Debit Date Item PR. Credit
Jan. 4 4,000 Jan, 4 300
15 2,500 30 500
30 200
Balance of 31 1,200
the account. —> 3,900 31 400
Pencil footing 6,500 2,600
Bal. 3,900
6,500 6,500

Feb. 1 Bal. 3,900

The balance of the account
is entered on the first day

of the following month.

Note: When there are several entries on each side, both the debit column and the credit column are pencil-
footed. The pencil footing of one side is subtracted from the other side. The difference is written in the
“Item” column on the side of the account that has the larger total.

5.6 POST-CLOSING TRIAL BALANCE

After the closing entries have been made and the accounts ruled, only balance sheet ac-
counts—assets, liabilities, and capital—remain open. It is desirable to produce another trial bal-
ance to ensure that the accounts are in balance. This is known as a post-closing trial balance.

EXAMPLE 11

T. Drew
Post-Closing Trial Balance
January 31, 19X5

Cash $3,900
Supplies 100
Furniture 2,000
Accounts Payable $ 800
T. Drew, Capital 5,200

$6,000 $6,000



84 THE BOOKKEEPING CYCLE [PART I

5.7 BOOKKEEPING AND ACCOUNTING CYCLE

Figure 5-1 illustrates the steps involved in recording transactions of a business.

POST-CLOSING
TRIAL BALANCE

START

6. Post-closing trial balance of
the ledger is taken.

/

LEDGER

5. Ledger is closed and accounts are
balanced and ruled.

INCOME BALANCE
STATEMENT SHEET

\

1. Transactions, from information on source
documents, are recorded in a journal.

N

JOURNAL

\

2. Journal entries are
posted to a ledger.

LEDGER

/

\ WORKSHEET

3. Worksheet, including a trial

4. Financial statements are
prepared from the

worksheet. \

balance, is prepared from
the ledger.

rd

Fig. 5-1

Summary

1. The basis of accounting that recognizes revenue when it is earned, regardless of when cash
is received, and matches the expenses to the revenue, regardless of when cash is paid out, is

known as the

2. An adjusting entry that records the expired amount of prepaid insurance would create the

account.
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3. Supplies on hand is classifiedasan ____~ and appearsinthe _____ |
whereas supplies expenseisan ____ and appears in the
4. Accrued salaries is treated in the balance sheetasa |, whereas Salaries Ex-

pense appears in the income statement as an

5. Both Allowance for Uncollectible Accounts and Accumulated Depreciation appear in the
balance sheetas _______ _ from their related assets.

6. The related accounts discussed in Question S are and

7.  An expense paid in advance is known as a

8. The revenue and expense accounts are closed out to the summary account known as

9. Eventually, all income, expense, and drawing accounts, including summaries, are closed
intothe _____ account.

10. The post-closing trial balance involves only , , and
accounts.

Answers: 1. accrual basis; 2. insurance expense; 3. asset, balance sheet, expense, income statement;
4. liability account, expense account; 5. deductions; 6. Accounts Receivable, Equipment:
7. Prepaid Expense; 8. Expense and Income Summary; 9. Capital; 10. asset, liability, capital

Solved Problems

5.1 A business pays weekly salaries of $10,000 on Friday for the 5-day week. Show the adjust-
ing entry when the fiscal period ends on (a) Tuesday; (b) Thursday.

(@)
(&)
SOLUTION
(a) Salaries Expense 4,000
Salaries Payable 4,000
(b) Salaries Expense 8,000
Salaries Payable 8,000
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An insurance policy covering a 2-year period was purchased on November 1 for $600. The
amount was debited to Prepaid Insurance. Show the adjusting entry for the 2-month period
ending December 31.

SOLUTION
Insurance Expense 50*
Prepaid Insurance 50
* $600 2
X — = $50
2 years 12 years = §

Office supplies purchases of $900 were debited to Office Supplies. A count of the supplies
at the end of the period showed $500 on hand. Make the adjusting entry at the end of the
period.

SOLUTION

Office Supplies Expense 400
Office Supplies 400

Machinery costing $12,000, purchased November 30, is being depreciated at the rate of
10 percent per year. Show the adjusting entry for December 31.

SOLUTION

Depreciation Expense —Machinery 100*
Accumulated Depreciation—Machinery 100

1
*$12,000 X 10% per year X 1 year = $100

A large tractor costing $60,000 was purchased on September 30, is being depreciated by
the straight-line method over S years, and has no salvage value. Show the year-end adjust-
ing entry. (The tractor was put into use on October 1.)
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SOLUTION
Depreciation 3,000*
Accumulated Depreciation 3,000
* - 60,000 — 0
Cost .sa!vage vz.llue X months in use = $60000 — 0 _ $1,000 X 3 mo. = $3,000
Depreciation period 60 mo.

5.6 Salaries paid to employees are $500 per day. The weekly payroll ends on Friday, but Tues-
day is the last day of the accounting period. Show the necessary adjusting entry (5-day
week).

SOLUTION

Salaries Expense 1,000*
Salaries Payable 1,000

*$500 X 2 = $1,000

5.7 On June 1, Dry Lake camps purchased a 3-year fire insurance policy costing $9,000. This
was debited to a Prepaid Insurance account. The camp’s year ends on November 30.
(a) Show the necessary adjusting entry. (b) Show the entry if the above insurance policy
was debited to an Insurance Expense account.

(@)

(b)

SOLUTION

(a) Insurance Expense 1,500*
Prepaid Insurance 1,500

*$9,000

36 mo.

= $250 X 6 mo. = $1,500

(b) Prepaid Insurance 7.500*
Insurance Expense 7,500

*
M = $250 X 30 mo. = $7,500
36 mo.

Note that here we are concerned with how much is left of the policy amount.
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5.8 Supplies costing $2,000 were debited to Supplies. The year-end inventory showed $1,150 of
supplies on hand. (a) Show the necessary year-end adjusting entry. () Show the above ad-
justing entry if the supplies were debited to a Supplies Expense account when purchased.

(@)

(b)

SOLUTION

(a) Supplies Expense 850*
Supplies 850

*2,000 — $1,150 = $850

(b) Supplies 1,150
Supplies Expense 1,150

59 (a) The balance in the Prepaid Insurance account, before adjustments, is $1,800, and the
amount expired during the year is $1,200. The amount needed for the adjusting entry
required is

(b) A business pays weekly salaries (5-day week) of $4,000 on Friday. The amount of the
adjusting entry necessary at the end of the fiscal period ending on Wednesday is

(¢) On December 31, the end of the fiscal year, the supplies account had a balance before
adjustment of $650. The fiscal supply inventory account on December 31 is $170. The
amount of the adjusting entry is

(d) The supplies account on December 31 has an inventory of $500. The supplies used
during the year is $200. The amount of the adjusting entry to record this information
is

SOLUTION

(a) $1.200

(b) $2,400 ($4,000 + 5 days = $800 per day; $800 X 3 days = $2,400)
(¢) $480 ($650 — $170)

(d) $200

5.10 Listed are the T accounts of Douglas Money, financial advisor. The year-end adjustments
necessary to bring the accounts up to date are as follows:
(a) Inventory of supplies at end of year was $395.
(b) Depreciation for the year was $900.
(¢) Wages owed but not paid were $725.
(d) Utilities owed but not paid were $215.
(e) Insurance expense for the year was $1,150.
(f) Cash sales not yet posted were $2,175.
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Cash Accounts Receivable Supplies D. Money, Drawing
7,555 1,750 915 1,250
Accounts Payable D. Money, Capital Wages Expense
975 17,000 20,665
Prepaid Insurance Fees Income Utilities Expense
1,575 16,450 715

First, prepare the adjusting journal entries. Then, make the necessary adjustments to the
T accounts.

Adjusting Entries

(a)

)

(©

(d)

(e)

N

Cash Accounts Receivable Supplies Accounts Payable

7,555 1,750 915 975
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D. Money, Capital Wages Expense Prepaid Insurance Fees Income
17,000 20,665 1,575 16,450
Accumulated
Utilities Expense Supplies Expense Depreciation Expense Depreciation
715
Wages Payable Insurance Expense D. Money, Drawing
SOLUTION
Adjusting Entries

(a) Supplies Expense 520
Supplies 520

(b) Depreciation Expense 900
Accumulated Depreciation 900

(c¢) Wages Expense 725
Wages Payable 725

(d) Utilities Expense 215
Accounts Payable 215

(¢) Insurance Expense 1,150
Prepaid Insurance 1,150

(f) Cash 2,175
Sales Income 2,175
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Cash Accounts Receivable Supplies Accounts Payable
7,555 1,750 915 520 (a) 975
(N2175 215(d)

D. Money, Capital

Wages Expense

Prepaid Insurance

Fees Income

17,000 20,665 1,575 1,150 (e) 26,450
(o 725 2,175 (f)
Accumulated
Utilities Expense Supplies Expense Depreciation Expense Depreciation
715 (a) 520 (b) 900 900 (b)
(d) 215

Wages Payable

Insurance Expense

D. Money, Drawing

725 (o)

(e) 1,150

1,250 1

5.11 From the preceding problem about Douglas Money, prepare the closing entries from the T
accounts after you made the necessary adjustments.

Closing Entries

(M

2

3

)
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SOLUTION
Closing Entries
(1) Fees Income 28,625
Expense and Income Summary 28,625
(2) Expense and Income Summary 24,890
Wages Expense 21,390
[nsurance Expense 1,150
Depreciation Expense 900
Supplies Expense 520
Utilities Expense 930
(3) Expense and Income Summary 3,735
D. Money, Capital 3,735
(4) D. Money, Capital 1.250
D. Money, Drawing 1,250

5.12 Prior to the adjustment on December 31, the Salaries Expense account had a debit of
$200,000. Salaries owed, but not yet paid, totaled $5,000. Present the entries required to
record the following:

(a) Accrued salary as of December 31
(b) The closing of the salary expense account

(a)
®)
SOLUTION
(a) Salaries Expense 5,000
Salaries Payable 5,000
(b) Expense and Income Summary 205,000
Salaries Expense 205,000

5.13 Selected accounts from the ledger are presented in T-account form below. Journalize the
adjusting entries that have been posted to the accounts.

Cash Salaries Payable
36.860 | | 4,000
Prepaid Insurance Capital

600 | 200 | 32,000
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Supplies Expense and Income Summary
540 | 240
Equipment Fees Income
6,000 12,000
Accumulated Depreciation Salaries Expense
1,800 4,000

Insurance Expense

200

Depreciation Expense

1,800

Supplies Expense

240
SOLUTION

Insurance Expense 200

Prepaid Insurance 200
Supplies Expense 240

Supplies 240
Depreciation Expense 1,800

Accumulated Depreciation 1,800
Salaries Expense 4,000

Salaries Payable 4,000
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5.14 From the information in Problem 5.13, present the necessary closing entries.
(@)
(b)
(©)
SOLUTION
(a) Fees Income 12,000
Expense and Income Summary 12,000
(b) Expense and Income Summary 6,240
Salaries Expense 4,000
Insurance Expense 200
Depreciation Expense 1,800
Supplies Expense 240
(¢) Expense and Income Summary 5,760
Capital 5,760
5.15 From the information in Problem 5.14, prepare a post-closing trial balance.
Account Dr. Cr.
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SOLUTION
Post Closing Trial Balance
Account Dr. Cr.

Cash 36,860

Prepaid Insurance 400

Supplies 300

Equipment 6,000

Accumulated Depreciation 1,800

Salaries Payable 4,000

Capital 37,760
43,560 43,560

5.16 The trial balance before closing shows service income of $10,000 and interest income of
$2,000. The expenses are: salaries, $6,000; rent, $2,000; depreciation, $1,500; and interest,
$500. Give the closing entries to be made to Expense and Income Summary for (a) income
and (b) expenses.

(a)
(b)
SOLUTION
(@) Service Income 10,000
Interest Income 2,000
Expense and Income Summary 12,000
(b) Expense and Income Summary 10,000
Salaries Expense 6,000
Rent Expense 2,000
Depreciation Expense 1,500
Interest Expense 500

5.17 Using the solution to Problem 5.16, prepare the closing entry for net income, and post the
transactions to the Expense and Income Summary and to the capital account, which had a
prior balance of $20,000. Finally, close out the applicable account.
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Expense and Income Summary Capital
» 10,000 12,000 (a) Bal. 20,000
(©) ?
SOLUTION

Expense and Income Summary 2,000
Capital 2,000

Expense and Income Summary Capital
(b) 10,000 12,000 (a) Bal. 20,000
9 2,000 2,000 (¢)

12,000 12,000

After all revenue and expense accounts were closed at the end of the fiscal year, the Ex-
pense and Income Summary had a debit total of $100,000 and a credit total of $150,000.
The capital account for Laura Anthony had a credit balance of $50,000; and Laura Anthony,
Drawing, had a debit balance of $35,000. Journalize the closing entries.

SOLUTION

Expense and Income Summary 50,000

Laura Anthony, Capital 50,000
Laura Anthony, Capital 35,000

Laura Anthony, Drawing 35,000

Based on the balances below, prepare entries to close out (a) income accounts, (&) expense
accounts, (¢) Expense and Income Summary, (d) drawing account,

P. Silvergold, Capital

P. Silvergold, Drawing $6,000
Service Income

Interest Income

Wages and Salaries Expense 8,000
Rent Expense 4,000
Depreciation Expense 3,000
Interest Expense 2,000

$22,000

12,000
1,500
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(@)
(b)
(c)
(d)
SOLUTION
(a) Service Income 12,000
Interest Income 1,500
Expense and Income Summary 13,500
() Expense and Income Summary 17,000
Wages and Salaries Expense 8,000
Rent Expense 4,000
Depreciation Expense 3,000
Interest Expense 2,000
(c) P. Silvergold, Capital 3,500%*
Expense and Income Summary 3,500
(d) P. Silvergold, Capital 6,000
P. Silvergold, Drawing 6,000

*$3,500 represents a net loss and is debited to the capital account.

Comprehensive Review Problem: Bookkeeping Cycle

1. Journalize the following transactions and post them to their respective accounts: (a) Sylvia
Ellery opened a dry cleaning store on March 1, 19X5, investing $12,000 cash, $6,000 in
equipment, and $4,000 worth of supplies; (b) bought $2,600 worth of equipment on account
from J. Laym, Inc., Invoice 101; (c) received $2,800 from cash sales for the month; (d) paid
rent, $200; (e) paid salaries, $600; (f) paid $1,600 on account to J. Laym, Inc.; (g) withdrew
$500 for personal use; (k) used $1,000 worth of supplies during the month.
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Page J-4
P.R.| Debit Credit

(@
(b)
(c)
(d)
(e)
(f)
(8
(h)

Cash 11 S. Ellery, Capital 31

|
Drawing 32

Cleaning Income 41

Supplies 12
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Equipment 13 Rent Expense 51
Salaries Expense 52

Accounts Payable 21 ]
Supplies Expense 53

|

SOLUTION
Page J-4
P.R. Debit Credit
(a) Cash 11 12,000
Supplies 12 4,000
Equipment 13 6,000
Sylvia Ellery, Capital 31 22,000
Investment in business
() Equipment 13 2,600
Accounts Payable 21 2,600
J. Laym, Inc., Invoice 101
(¢) Cash 11 2,800
Cleaning Income 41 2,800
Sales for month
(d) Rent Expense 51 200
Cash 11 200
Rent for month
(e) Salaries Expense 52 600
Cash 11 600
Salaries for month
(f) Accounts Payable 21 1,600
Cash 11 1,600
Paid J. Laym, Inc., on account
(g) Sylvia Ellery, Drawing 32 500
Cash 11 500
Personal withdrawal
(h) Supplies Expense S3 1,000
Supplies 12 1,000
Supplies used during month
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Cash 11 S. Ellery, Capital 31
(a) J-4 12,000 J-4 200 (d) J-4 22,000 (a)
(c) -4 2,800 J-4 600 (e)
J-4 1,600 (f) .
-4 500 (g) S. Ellery, Drawing 32
(g) J-4 500
Supplies 12
@ J-4 4,000 { 14 1,000 (k) Cleaning Income 41
J-4 2,800 (¢)
Equipment 13
@ -4 6,000 Rent Expense 51
(b) J-4 2,600 (d) J-4 200
Accounts Payable 21 Salaries Expense 52
(f) I-4 1,600 J-4 2,600 (b) (e) J-4 600
Supplies Expense 53
(h) J-4 1,000

2. Prepare a trial balance from the information for Ellery Dry Cleaners.

S. Ellery Dry Cleaning Company
Trial Balance

Cash

Supplies
Equipment
Accounts Payable
S. Ellery, Capital
S. Ellery, Drawing
Cleaning Income
Rent Expense
Salaries Expense
Supplies Expense
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SOLUTION
S. Ellery Dry Cleaning Company
Trial Balance

Cash $11,900
Supplies 3,000
Equipment 8,600
Accounts Payable $ 1,000
S. Ellery, Capital 22,000
S. Ellery, Drawing 500
Cleaning Income 2,800
Rent Expense 200
Salaries Expense 600
Supplies Expense 1,000

$25,800 $25,800

3. Prepare all financial statements needed to reflect the information in the Ellery Dry Cleaners
accounts.

S. Ellery Dry Cleaning

Income Statement

For the Year Ended December 31, 19X5

Income:

Operating Expenses

Total Operating Expenses

Net Income

S. Ellery Dry Cleaning

Capital Statement

For the Year Ended December 31, 19X5

Capital, January 1, 19X5

Net Income

Less: Drawing

Increase in Capital

Capital, December 31, 19X5
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S. Ellery Dry Cleaning Company
Balance Sheet
December 31, 19X5
ASSETS
Total Assets
LIABILITIES AND CAPITAL
Liabilities
Capital, December 31, 19X5
Total Liabilities and Capital
SOLUTION
S. Ellery Dry Cleaning
Income Statement
For the Year Ended December 31, 19X5
Income:
Cleaning Income $2,800
Operating Expenses
Rent Expense $ 200
Salaries Expense 600
Supplies Expense 1,000
Total Operating Expenses 1,800
Net Income $1,000
S. Ellery Dry Cleaning
Capital Statement
For the Year Ended December 31, 19X5
Capital, January 1, 19X5 $22,000
Net Income $1,000
Less: Drawing 500
Increase in Capital 500
Capital, December 31, 19X5 $22,500
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S. Ellery Dry Cleaning Company

Balance Sheet

December 31, 19X5

ASSETS
Cash $11,900
Supplies 3,000
Equipment 8,600
Total Assets $23,500
LIABILITIES AND CAPITAL
Liabilities
Accounts Payable $ 1,000
Capital, December 31, 19X5 22,500
Total Liabilities and Capital $23,500
4. Prepare closing entries and post them.
Journal Page J-5
Date Description P.R. Debit Credit
Closing Entries
Dec. 31
Cash 11 S. Ellery, Capital 31
(a) J-4 12,000 J-4 200 (d) J-4 22,000 (a)
(c) J-4 2,800 J-4 600 (o)
J-4 1,600 (f) .
1.4 500 (g) S. Ellery, Drawing 32
(g J-4 500
Supplies 12 Cleaning Income 41
(a) J-4 4,000 J-4 1,000 (k) J-4 2,800 (c)
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Equipment 13 Rent Expense Si
(@) J-4 6.000 d) J-4 200
(b J-4 2,600
Salaries Expense 52
Accounts Payable 21 © 14 600
() 14 1,600 J-4 2,600 (b
Supplies Expense 53
Cleaning Income 41 hy J-4 1.000
| 34 2800 (0
Expense and
Income Summary 33
SOLUTION
Journal Page J-5
Date Description P.R. Debit Credit
Closing Entries
Dec. 31
Cleaning Income 2,800
Expense and Income Summary 2,800
Expense and Income Summary 1,800
Rent Expense 200
Salaries Expense 600
Supplies Expense 1,000
Expense and Income Summary 1,000
S. Ellery, Capital 1,000
S. Ellery, Capital 500
S. Ellery, Drawing 500
Cash 11 S. Ellery, Capital 31
(a) J-4 12,000 J-4 200 (d) J-5 1,800 I-4 22,000 (a)
(c) J-4 2.800 J-4 600 (o) J-5 500 J-5
11,900 J-4 1,600 () 23,500
J-4 500 (&)
S. Ellery, Drawing 32
Supplies 12 (g) J-4 500 15
(a) J-4 4,000 J-4 1,000 (n)
3,000
Cleaning Income 41
I-5 2,800 J-4 2,800 (¢)




CHAPTER 5] ADJUSTING AND CLOSING PROCEDURES 105
Equipment 13 Rent Expense 51
(a) J-4 6,000 (dy J-4 200 J-5 200
b) J-4 2,600
8,600
Accounts Payable 21 Salaries Expense 52
(f) J4 1,600 J-4 2,600 (b) (e) J-4 600 J-5 600
1,000
Expense and
Income Summary 33 Supplies Expense 53
J-5 1,800 J-5 2,800 (hy I-4 1,000 J-5 1,000
J-5 1,000
2,800 2,800
5. Prepare a Post Closing Trial Balance.
S. Ellery Dry Cleaning Company
Post-Closing Trial Balance
December 31, 19X5
Cash
Supplies
Equipment
Accounts Payable
S. Ellery, Capital
SOLUTION
S. Ellery Dry Cleaning Company
Post-Closing Trial Balance
December 31, 19X5
Cash $11,900
Supplies 3,000
Equipment 8,600
Accounts Payable $ 1,000
S. Ellery, Capital 22,500
$23,500 $23,500




Examination |

Part I: Multiple Choice

1.

The statement that presents assets, liabilities, and capital of a business entity as of a specific
date is termed the (a) balance sheet, (b) income statement, (c) capital statement, (d) funds
statement,

A business paid creditors on account. The effect of this transaction on the accounting equa-
tion was to {(a) increase one asset, decrease another asset; (b) increase an asset, increase a
liability; (c) decrease an asset, decrease a liability; (d) decrease an asset, decrease capital.

Which of the following applications of the rules of debit and credit is false?

Recorded in  |Normal Balance
Account as of Account
(a) Increase in drawing Credit Credit
(b) Increase in salaries expense account Debit Debit
(c) Increase in supplies account Debit Debit
(d) Decrease in accounts payable account Debit Credit
(e) Decrease in accounts receivable account Credit Debit

Which of the following errors, each considered individually, would cause the trial balance
totals to be unequal? (a) A payment of $600 to a creditor was posted as a debit of $600 to
Accounts Payable and a credit of $60 to Cash. (b) Cash received from customers on account
was posted as a debit of $200 to Cash and a debit of $200 to Accounts Receivable. (¢) A
payment of $285 for equipment was posted as a debit of $285 to Equipment and a credit of
$258 to Cash. (d) All of the above. (¢) None of the above.

Entries journalized at the end of an accounting period to remove the balances from the tem-
porary accounts so that they will be ready for use in accumulating data for the following ac-
counting period are termed: (a) adjusting entries, (b) closing entries, (¢) correcting entries,
(d) all of the above, (¢) none of the above.

If the effect of the debit portion of an adjusting entry is to increase the balance of an ex-
pense account, which of the following describes the effect of the credit portion of the entry?
(a) decreases the balance of an asset account, (b) increases the balance of an asset account,
(c) decreases the balance of a liability account, (d) increases the balance of a revenue ac-
count, (¢) decreases the balance of the capital account.

Which of the following accounts should be closed to Expense and Income Summary at the
end of the year? (a) depreciation expense, () sales income, (c) supplies expense, (d) rent in-
come, (e) all of the above.
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8.

10.

11.

12.

13.

14.

The adjusting entry to record depreciation of equipment is: (a) debit depreciation expense,
credit depreciation payable; (b) debit depreciation payable, credit depreciation expense,
(c) debit depreciation expense, credit accumulated depreciation; (d) debit equipment, credit
depreciation expense.

The difference between the balance of a plant asset account and the related contra-asset
account is termed: (a) expired cost, (b) accrual, (c) book value, (d) depreciation, (e) none of
the above.

At the end of the preceding fiscal year, the usual adjusting entry for accrued salaries owed
to employees was inadvertently omitted. This error was not corrected, but the accrued
salaries were included in the first salary payment in the current fiscal year. Which of the
following statements is true? (a) Salary expense was understated, and net income was over-
stated for the preceding year. (b) Salary expense was overstated, and net income was under-
stated for the current year. (c) Salaries payable was understated at the end of the preceding
fiscal year. (d) All of the above. (¢) None of the above.

If total assets decreased by $5,000 during a period of time and capital increased by $15,000
during the same period, the amount and direction (increase or decrease) of the period’s
change in total liabilities is: (@) $10,000 increase, (b) $10,000 decrease, (¢) $20,000 increase,
(d) $20,000 decrease.

The total assets and total liabilities of a particular business enterprise at the beginning and
at the end of the year appear below. During the year, the owner had withdrawn $18,000 for
personal use and had made an additional investment in the enterprise of $5,000.

Assets Liabilities
Beginning of year $166,000 $72,000
End of year 177,000 99,000

The amount of net income or net loss for the year was (a) net income of $11,000; (b) net
income of $13,000; (c) net loss of $27,000; (d) net loss of $3,000.

The balance in the prepaid insurance account before adjustment at the end of the year is
$1,840, and the amount of insurance expired during the year is $720. The adjusting entry
required is: (a) debit insurance expense, $720; credit prepaid insurance, $720; (b) debit pre-
paid insurance, $720; credit insurance expense, $720; (c) debit insurance expense, $1,120;
credit prepaid insurance, $1,120; (d) debit prepaid insurance, $1,120; credit insurance ex-
pense, $1,120.

A business enterprise pays weekly salaries of $5,000 on Friday for a 5-day week ending on
that day. The adjusting entry necessary at the end of the fiscal period ending on Tuesday is:
(a) debit salaries payable, $2,000; credit salaries expense, $2,000; (b) debit salaries expense,
$2,000; credit salaries payable, $2,000; (c) debit salaries expense, $2,000; credit drawings,
$2,000; (d) debit drawings, $2,000; credit salaries payable, $2,000.
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15. Cash of $650 received from a customer on account was recorded as a $560 debit to Accounts
Receivable and a credit to Cash. The necessary correcting entry is: (a) debit Cash, $90;
credit Accounts Receivable, $90; (b) debit Accounts Receivable, $90; credit Cash, $90; (¢)
debit Cash, $650; credit Accounts Receivable, $650; (d) debit Cash, $1,210; credit Accounts

THE BOOKKEEPING CYCLE

Receivable, $1,210.

Part II: Problems

1. Below are the account balances of the State-Rite Cleaning Company as of December 31,

[PART 1

19X5. Prepare (a) an income statement, (b) a capital statement, (c¢) a balance sheet.

Accounts Payable $11,600 Miscellaneous Expense
Cleaning Income 39,500 Notes Payable

Capital (beginning) 14,300 Rent Expense

Cash 9,300 Salaries Expense
Drawing 4,800 Supplies Expense
Equipment 19,200 Supplies

Equipment Repairs Expense 2,400

2. For each numbered transaction below, indicate the account to be debited and the account to be
credited by placing the letter representing the account in the appropriate column: Accounts
Payable (a); Capital (b); Cash {(¢); Drawing (d); Equipment (¢); Fees Income (f); Notes Pay-

$ 3,000
2,800
12,600
9,200
2,400
5,300

able (g); Rent Expense (h); Salaries Expense (i); Supplies (j); Supplies Expense (k).

(n
2
3
C)
(5)
(6)
(N
(8)
9

(10)

3. The balances of the accounts of the Judith Playhouse, as of November 30, were as follows:

Debit

Credit

Invested cash in the firm.

(c)

(b)

Received cash for services rendered.

Paid salaries for the week.

Bought equipment on account.

Bought supplies on account.

Gave a note in settlement of the equipment on account.

Borrowed money from the bank.

Withdrew cash for personal use.

A count showed that approximately three-quarters
of the supplies inventory had been used during the year.

Paid rent for the month.
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Judith Playhouse
Trial Balance
November 30

Cash
Accounts Receivable

Supplies

Equipment
Building
Accounts Payable

Notes Payable
Judith Playhouse, Capital

$10,000
2,100
600
12,000
9,000

$33,700

Selected transactions for the month of December were:

(@) Dec. 1
b) 10
(c) 14
(d) 20
(e) 24
)] 28

$ 6,500
12,000
15,200

$33,700

109

Bought new theatrical equipment for $3,000, paying half in cash and giving

our note for the balance.
Paid $1,000 due on the notes payable.

Receipts for the 2-week period (admissions income) totaled $9,600.

Paid utilities, $150.

Paid $1,000 for 5-year insurance policy on the theatre.

Paid monthly salaries, $1,250.

Prepare all necessary entries to record the above transactions.

4. Using the following data, prepare journal entries for the month of December.

(@)

(®)

(©

Weekly salaries of $8,000 are payable on Friday for a 5-day week. What is the adjusting
entry if the fiscal period ends on Wednesday?

An insurance policy covering a 4-year period was purchased on February 1 for $1,200.
What is the adjusting entry on December 31?7

Office supplies of $700 were debited to Office Supplies during the month. The account

has $300 worth still on hand. Prepare the adjusting entry.

5. After all income and expense accounts of the Gold Silver Company were closed at the end of
the year, the expense and income summary had a debit balance of $125,000 and a credit bal-
ance of $190,000. The capital account had a credit balance of $72,000, whereas the drawing
account had a debit balance of $12,000. Journalize the closing entries.

6. Selected accounts from a ledger are presented in T-account form. (a) Journalize the adjusting
entries that have been posted to the account. (b) Journalize the closing entries that have been

posted to the account.

Prepaid Insurance

Salaries Expense

240 125
175

2,700

2,925

675

6,300
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Accumulated Depreciation Insurance Expense

2,250 125 125
400

Depreciation Expense

400 400

Salaries Payable

675
Miscellaneous Expense

25 290

Expense and Income Summary

1115 100
45
50
70

7. Journalize the following transactions:

(@)
(b)

()
(d)
(e)
)
(8
(h)

Ronald Henderson began his dentistry practice by investing $24,000 cash, $12,000 in
equipment, and $6,000 in supplies.

Bought $5,000 worth of equipment, paying $1,000 and owing the balance to Halpern
Company.

Received $4,200 from fees for the month.

Paid rent of $600.

Paid salaries of $1,200.

Paid half of the amount owed to Halpern Company.
Withdrew $700 for personal use.

Supplies on hand, $5,000.

8. Post from the journal in Problem 7 and present a trial balance.

9. Based on the information presented in Problem 8§, journalize all necessary entries to close
the accounts. Then post and rule them.

Part I

Answers to Examination 1

1. (a); 2. (¢); 3. (a); 4. (d); 5. (b); 6. (a); 7. (e); 8. (¢); 9. (c); 10. (d); 11. (d); 12. (d); 13. (a);
14. (b): 15. (d)
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Part II
1.

(@)

()

(©)

EXAMINATION I

State-Rite Cleaning Company
Income Statement
For the Period Ending December 31, 19X5

Cleaning Income

Expenses
Equipment Repairs Expense $ 2,400
Rent Expense 12,600
Salaries Expense 9,200
Supplies Expense 2,400
Miscellaneous Expense 3,000

Total Expenses
Net Income

State-Rite Cleaning Company
Capital Statement
For the Period Ending December 31, 19X5

Capital, January 1, 19X5

Net Income $ 9,900
Less: Drawing 4,800
Increase in Capital

Capital, December 31, 19X5

State-Rite Cleaning Company
Balance Sheet
December 31, 19X5

ASSETS

Cash $ 9,300
Supplies 5,300
Equipment 19,200

Total Assets

LIABILITIES AND CAPITAL

Accounts Payable $11,600
Notes Payable 2,800
Total Liabilities

Capital, December 31, 19X5

Total Liabilities and Capital

$39,500

$33,800

$14,400
19,400
$33,800
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2. Debit Credit
n © ()]
) (c) (f)
3) ) (c)
4 (e) (@)
(&) )] (a)
(6) (@) (g)
N (c) (g) or (a)
(8) (d) (c)
) (k) 9]
(10) (h ()
3. (a) Equipment 3,000
Cash 1,500
Notes Payable 1,500
(b) Notes Payable 1,000
Cash 1,000
(©) Cash 9,600
Admissions Income 9,600
(d) Utilities Expense 150
Cash 150
(e) Prepaid Insurance 1,000
Cash 1,000
(f) Salaries Expense 1,250
Cash 1,250
4. (@) Salaries Expense 4,800
Salaries Payable 4,800

[3 X (8,000 + 5) = 4.800]

(b) Insurance Expense 275
Prepaid Insurance 275
(1,200 + 4 = 300;
2 x 300 = 275)
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(c)

5.

6 (a)
(b)

7 (a)
(b)
(o)
(d)
(e)
(f

EXAMINATION I

Supplies Expense
Supplies

Expense and Income Summary
Capital

Capital
Drawing

Insurance Expense
Prepaid Insurance

Depreciation Expense
Accumulated Depreciation

Salaries Expense
Salaries Payable

Income Summary
Salaries Expense
Depreciation Expense
Insurance Expense
Miscellaneous Expense

Cash
Supplies
Equipment
Henderson, Capital

Equipment
Cash

Accounts Payable—Halpern

Cash
Fees Income

Rent Expense
Cash

Salaries Expense
Cash

Accounts Payable
Cash

400

65,000

12,000

125

400

675

7,115

24,000
6,000
12,000

5,000

4,200

600

1,200

2,000

400

65,000

12,000

125

400

675

6,300
400
125
290

42,000

1,000
4,000

4,200

600

1.200

2,000

113
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(8 Drawing 700
Cash 700
(h) Supplies Expense 1,000
Supplies 1,000
Cash Accounts Payable Fees Income
(@) 24,000 1,000  (b) (f)y 2,000 4,000 (b) 4,200 (¢
(c) 4,200 600 (d)
1,200 (e) .
2000 (f) Capital Rent Expense
700 (g) 42,000 (a) (d) 600
Supplies Drawing Salaries Expense
(a) 6,000 1,000 (A (8 700 (e) 1,200
Equipment Supplies Expense
(@ 12,000 (h) 1,000
(b) 5,000
Trial Balance
Cash $22,700
Supplies 5,000
Equipment 17,000
Accounts Payable $ 2,000
Capital 42,000
Drawing 700
Fees Income 4,200
Rent Expense 600
Salaries Expense 1,200
Supplies Expense 1,000
$48,200 $48,200
@) Fees Income 4,200
Expense and Income Summary 4,200
() Expense and Income Summary 2,800
Rent Expense 600
Salaries Expense 1,200
Supplies Expense 1,000
(k) Expense and Income Summary 1,400
Capital 1,400
) Capital 700
Drawing 700
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Capital Fees Income
) 700 42,000 (a) @) 4,200 4,200 (i)
1,400 (k)
Drawing Rent Expense
(g 700 700 (3] )] 600 600 §))
Expense and Income Summary Salaries Expense
() 2,800 4,200 () (e) 1,200 1,200 (N
(k) 1,400
4,200 4,200 .
Supplies Expense
(] 1,000 1,000 )]
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PART Il: Special Journals, Ledgers,
and The Worksheet

Chapter 6

Repetitive Transactions—The Sales and the
Purchases Journals

6.1 INTRODUCTION

In the previous chapters, each transaction was recorded by first placing an entry in the general
journal and then posting the entry to the related accounts in the general ledger. This system, how-
ever, is both time-consuming and wasteful. It is much simpler and more efficient to group to-
gether those transactions that are repetitive, such as sales, purchases, cash receipts, and cash
payments, and place each of them in a special journal.

Many types of transactions may require the use of special journals, for example, receipt or
payment of cash and purchase or sale of goods or services.

The number and design of the special journals will vary, depending on the needs of a particu-
lar business. The special journals used in a typical firm are as follows:

Name of Special Journal Abbreviation Type of Transaction
Cash receipts journal CR All cash received
Cash disbursements journal CD All cash paid out
Purchases journal P All purchases on account
Sales journal S All sales on account

In addition to these four special journals, a general journal (J) is used for recording transac-
tions that do not fit into any of the four types above. The general journal is also used for the
recording of adjusting and closing entries at the end of the accounting period.

6.2 SALES JOURNAL

Only sales on account are recorded in the sales journal; cash sales are recorded in the cash
receipts journal (page 145).

EXAMPLE 1

Sales on account are made during the month as follows: on February 1 to A. Anderson for $200, on
February 2 to B. Butler for $350, on February 12 to C. Chase for $125, and on February 24 to D. Davis and
Co. for $400. The procedure to record these sales is as follows:

1. Record the sales on account in the sales journal.

2. At the end of the month only, add the amount column and post the total amount, $1,075, to the
general ledger by debiting Accounts Receivable (account number 12) and by crediting Sales Income
(account number 41) for $1,075 each.

3. Place a posting reference in the sales journal by recording the account number 12 for Accounts Re-
ceivable, and the account number 41 for Sales Income, under the total.

4. 1In the general ledger, place the source of the entry S-1 in each account.

116



CHAPTER 6] REPETITIVE TRANSACTIONS 117

Sales Journal S-1 General Ledger
Date Account Debited P.R. Amount Accounts Receivable 12
Feb. 1 A. Anderson $ 200 Feb. 28 S-1 $1.075
2 | B. Butler o ‘
12 C. Chase 125
24 D. Davis and Co. _ 400 '
$1,075-------

(12)(4D) ‘ Sales Income 4]

W Feb. 28 S-1 $1,0‘75

______________________________________________

Advantages of Special Journals

1.

Reduces detailed recording. As demonstrated in the transactions above, each sales
transaction is recorded on a single line, with all details included on that line: date, cus-
tomer’s name, and amount.

Reduces posting. There is only one posting made to Accounts Receivable and one post-
ing to Sales Income, regardless of the number of transactions.

Permits better division of labor. 1f there are several journals, more than one bookkeeper
can work on the books at the same time.

6.3 SPECIAL LEDGERS (Subsidiary Ledgers)

Further simplification of the general ledger is brought about by the use of subsidiary ledgers.
In particular, for those businesses that sell goods on credit and that find it necessary to maintain
a separate account for each customer and each creditor, the use of a special accounts receivable
ledger eliminates the need to make multiple entries in the general ledger.

The advantages of special or subsidiary ledgers are similar to the advantages of special jour-
nals. These are:

2.

3.

Reduces ledger detail. Most of the information will be in the subsidiary ledger, and the
general ledger will be reserved chiefly for summary or total figures. Therefore, it will be
easier to prepare the financial statements.

Permits better division of labor. Here again, each special or subsidiary ledger may be
handled by a different person. Therefore, one person may work on the general ledger ac-
counts while another person may work simultaneously on the subsidiary ledger.

Permits a different sequence of accounts. In the general ledger, it is desirable to have
the accounts in the same sequence as in the balance sheet and income statement. As a fur-
ther aid, it is desirable to use numbers to locate and reference the accounts, as explained in
Section 2.5. However, in connection with accounts receivable, which involves names of
customers or companies, it is preferable to have the accounts in alphabetical sequence.

Permits better internal control. Better control is maintained if a person other than the
person responsible for the general ledger is responsible for the subsidiary ledger. For ex-
ample, the accounts receivable or customers’ ledger trial balance should agree with the
balance of the accounts receivable account in the general ledger. The general ledger
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account acts as a controlling account, and the subsidiary ledger must agree with the con-
trol. No unauthorized entry could be made in the subsidiary ledger, as it would immedi-
ately put that record out of balance with the control account.

The idea of control accounts, introduced above, is an important one in accounting. Any group
of similar accounts may be removed from the general ledger and a controlling account substituted
for it. Not only is another level of error protection thereby provided, but the time needed to pre-
pare the general ledger trial balance and the financial statements becomes further reduced.

In order to be capable of supplying information concerning the business’s accounts receivable,
a firm needs a separate account for each customer. These customer accounts are grouped together
in a subsidiary ledger known as the accounts receivable ledger. Each time the accounts receivable
(control account) is increased or decreased, a customer’s account in the accounts receivable ledger
must also be increased or decreased by the same amount.

The customers’ accounts are usually kept in alphabetical order and include, besides outstand-
ing balances, information such as address, phone number, credit terms, and other pertinent items.

EXAMPLE 2

The procedure for special ledgers is as follows:

1. After the sale is entered, the amount of the sale is immediately posted as a debit to the customer’s
account in the subsidiary accounts receivable ledger.

2. In the sales journal, a record of the posting is made in the posting reference column by placing a
check mark (3#) before the customer’s name.

Accounts
Sales Journal S-1 Receivable Ledger
Date Account Debited P.R. Amount A. Anderson
Feb. 1 A. Anderson $ 200- Feb. 1S-1  $200 ‘
3 B. Butler 350-
12 C. Chase 125—
24 D. Davis and Co. 400~
$1,075-
(12)@1 — B. Butler
Feb. 3 S-1 $350 1
C. Chase
General Ledger Feb. 12 -1  $125
Accounts Receivable 12
Feb. 28 S-1 $1,075 D. Davis and Co.
Feb. 24 S-1 $400
Sales Income 41~
Feb. 28 S-1 $1,075
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Proving That the Accounts Receivable Subsidiary Ledger Is Equal to the Control

After all individual transactions are posted to the subsidiary ledger and the totals in the sales
journal are posted to the general ledger, the bookkeeper is ready to check the accuracy of the work.

EXAMPLE 3

The checking procedure is as follows:

1. Atthe end of the month, the bookkeeper prepares a list of all open accounts in the accounts receivable
ledger.
2. The total due from customers is compared with the balance in the accounts receivable account in

the general ledger. If the schedule and the control account agree, the bookkeeper has proved the accu-
racy of the recording.

Schedule of Accounts Receivable Accounts Receivable 12
February 28, 19X5 Feb. 28 S-1 $1,075

A. Anderson $ 200
B. Butler 350
C. Chase 125
D. Davis and Co. __400

51075

6.4 SALES RETURNS AND DISCOUNTS

If, during the year, many transactions occur in which customers return goods bought on ac-
count, a special journal known as the sales returns journal would be used. However, where sales
returns are infrequent, the general journal is sufficient.

The entry to record return of sales on account in the general journal would be:

J-1
P.R. Debit Credit
Sales Returns 42 800
Accounts Receivable, 12 800
Lawton Company v

The accounts receivable account, which is credited, is posted both in the accounts receivable
controlling account and in the accounts receivable ledger, under Lawton Company.

Accounts Receivable Ledger General Ledger
Lawton Company Accounts Receivable 12 Sales Returns 42
Bal. 1,900 J-1 800 Bal. 1,900 J-1 800 J-1 800

If the sales returns involve the payment of cash, it would appear in the cash disbursements jour-
nal. Sales Returns appears in the income statement as a reduction of Sales Income.
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To induce a buyer to make payment before the amount is due, the seller may allow the buyer
to deduct a certain percentage of the bill. If payment is due within a stated number of days after
the date of invoice, the number of days will usually be preceded by the letter “n,” signifying net.
For example, bills due in 30 days would be indicated by n/30.

A 2 percent discount offered if payment is made within 10 days would be indicated by 2/10.
If the buyer has a choice of either paying the amount less 2 percent within the 10-day period or
paying the entire bill within 30 days, the terms would be written as 2/10, n/30.

EXAMPLE 4

A sales invoice totaling $1,000 and dated January 2 has discount terms of 2/10, n/30. If the purchaser
pays on or before January 12 (10 days after the date of purchase), he or she may deduct $20 ($1,000 X 2%)
from the bill and pay only $980. If the purchaser chooses not to pay within the discount period, he or she
is obligated to pay the entire amount of $1,000 by February 1.

From the point of view of the seller, the discount is a sales discount; the purchaser would consider it a
purchase discount. If a business experiences a great number of sales and purchase discounts, then special
columns would be added to the cash receipts and cash disbursements journals.

Sales Discount appears as a reduction of Sales in the income statement and is thus known as a contra-
revenue account. Purchases Discount appears as a reduction of Purchases in the Cost of Goods Sold section
of the income statement.

6.5 TYPES OF LEDGER ACCOUNT FORMS

The T account has been used for most illustrations of accounts thus far. The disadvantage of
the T account is that it requires totaling the debit and the credit columns in order to find the bal-
ance. As it is necessary to have the balance of a customer’s or creditor’s account available at any
given moment, an alternative form of the ledger, the three-column account, may be used. The ad-
vantage of this form is that an extra column, “Balance,” is provided, so that the amount the cus-
tomer owes, or the creditor is owed, is always shown. As each transaction is recorded, the balance
is updated. Below is an illustration of an accounts receivable ledger account using this form.

M. Gersten

Date PR. Debit Credit | Balance

Jan. 2 S-1 650 650
4 S-1 409 1,059
8 J-1 500 559

6.6 PURCHASES AS A COST

Before any firm can sell merchandise (see Sales Journal), it must purchase goods to be resold.
Purchasing goods for resale is synonymous with incurring an expense. Cost accounts are similar
to expense accounts, because both decrease the owners’ capital and both are temporary. In order
to record the cost of all goods bought during an accounting period, a new account, Purchases,
must be established. It is important to note that expenses are necessary in order to operate a busi-
ness, but costs are incurred in order to acquire goods for resale. A full description of purchases
appears in Chapter 9.
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6.7 TRADE DISCOUNTS

Manufacturers and wholesalers publish catalogs in order to describe their products and list their
retail prices. Usually, they offer deductions from these list prices to dealers who buy in large quan-
tities. These deductions are known as trade discounts. By offering these discounts, a business can
adjust a price at which it is willing to bill its goods without changing the list price in the catalog.

EXAMPLE 5

The Carrie Corporation wants to continue advertising its stereo radio at a list price of $150. However,
the radio is offered to dealers at a trade discount of 30 percent, which amounts to $45. Therefore, the dealer
pays only $105 for the set.

Assume that the Carrie Corporation wants to continue advertising its radio at a list price of $150, but
because of higher costs, an increase to dealers has to be made. The corporation will issue a new price list on
which the trade discount will be reduced from 30 percent to 25 percent, and so they will not have to issue
a completely new catalog just to change the price of a few items.

EXAMPLE 6

A trade discount can also be increased so as to offer older goods to dealers at a lower cost. If a new type
of stereo radio were to come out at $200, the Carrie Corporation might increase its trade discount to
40 percent on older models in order to encourage dealers to purchase them.

Note that trade discounts are not recorded in the accounting records, as they are used only to determine
the net purchase price. For accounting purposes, the amount recorded would be the price that must be paid
to the seller (retail price minus the trade discount). For example, if the older models were to retail for $150,
less a new trade discount of 40 percent, the entry to record the purchase on account would be:

Dr. Cr.
Purchases 90
Accounts Payable 90
($150 — $60 discount)

6.8 PURCHASE CONTROL

Some procedures for proper merchandising control affect the purchase of items for resale.

1. When items are needed for resale, a purchase requisition is made and sent to the purchas-
ing department.

2. The purchasing department prepares a purchase order, after checking all conditions of the
purchase. This order consists of the price, quantity, and description of the goods to be or-
dered. It may also show information regarding payment terms and costs of transportation
(freight).

3. When the goods are received, a purchase invoice is enclosed, showing the amount of the
goods shipped and their related costs. This document provides the basis for recording the
purchase.

4. Before paying the invoice, the accounts payable department should verify the contents of
the shipment of goods received and the correctness of the purchase order to ensure that
what was ordered was received.
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6.9 PURCHASE INVOICES

SPECIAL JOURNALS AND LEDGERS

[PART II

In most businesses, purchases are made regularly and are evidenced by purchase invoices to
creditors. A purchase invoice is the source document that supplies the information for recording
goods on account. Such information would include:

AR

Seller’s name and address

Date of purchase and invoice number

Method of shipment

Terms of the purchase transaction
Type and quantity of goods shipped

Cost of goods billed

Where there are many transactions for purchases of merchandise for resale, for supplies or
equipment, the labor-saving features of a special purchases journal shouid be utilized.

6.10 PURCHASES JOURNAL

The basic principles that apply to the sales journal also apply to the purchases journal. How-
ever, a single-column purchases journal is too limited to be practicable, as businesses do not usu-
ally restrict their credit purchases only to merchandise bought for resale. Various kinds of goods
(office and store supplies, equipment, and so on) are bought on a charge basis. Therefore, the pur-
chases journal can be expanded with special columns to record those accounts that are frequently
affected by credit purchase transactions.

The following illustrative problem demonstrates the use of the purchases journal.

EXAMPLE 7
Jan. 4 Purchased merchandise on account from Agin Corp., $1,000.
6 Purchased supplies on account from Baker Corp., $500.
8 Purchased equipment from Connely Company on account, $9,000.
15 Purchased land from J. Donald on account, $11,000.
21 Purchased additional supplies from Baker Corp. on account, $200.
28 Purchased additional merchandise from Agin Corp. on account, $2000.
Purchases Journal P-1 (1)
Acct. Pay. | Purchases | Supplies Sundry
Date Account Credited P.R. Cr. Dr. Dr. Accounts Dr. | P.R. | Amt.
Jan. 4|(2) Agin Corp. % 1,000 1,000
6 Baker Corp. v 500 500
8 Connely Company | 9,000 Equipment 18 | 9,000
15 Davis Company I 11,000 Land 17 111,000
21 Baker Corp. 7 200 200 )
28 Agin Corp. i 2,000 2,000 .
23,700 3,000 700 20,000
20 D (14) ()

3)
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Notes:

(1) P-1 denotes the page number (1) of the purchases journal.

(2) The individual amounts will be posted as credits to their respective accounts in the accounts payable subsidiary
ledger. The check marks in the purchases journal indicate such postings.

(3) Accounts Payable, Purchases, and Supplies are posted to the respective accounts in the general ledger as totals
only.

(4) The sundry amount of $20,000 is not posted as a total; instead, the individual amounts are posted, as many
different accounts may be affected each month.

General Ledger

Supplies 14 Accounts Payable 21
Jan. 31 P-1 700 Jan. 31 P-1 23,700
Land 17

Jan. 15 P-1 11,000

Equipment 18 Purchases 51

Jan. 8 P-1 9,000 Jan. 31 P-1 3,000

6.11 SUBSIDIARY ACCOUNTS PAYABLE LEDGER

Early in this chapter, a new subsidiary ledger, called Accounts Receivable, was created for all
a company’s customers (sales on account). A firm that purchases on account (accounts payable)
would do the same thing, because the credit balance in Accounts Payable represents the total
amount owed by the company for purchases on account.

Because the account shows only the total liability to all sellers, the need for a subsidiary record
for each creditor in a separate ledger is apparent.

Posting to the Subsidiary Ledger

During the month, each individual credit entry is posted from the purchases journal to the
creditor’s account in the subsidiary ledger. A check mark is placed in the posting reference col-
umn in the purchases journal to show that the amount has been posted. The check mark is used
because the individual creditors’ accounts are not numbered.

1. When a purchase on account is made, the invoice becomes the basis for the credit to the
creditor’s ledger account.

2. When a payment is made, the account is debited.

3. Any credit balance in a subsidiary account represents an unpaid balance owed to that par-
ticular firm.

No postings are made to the general ledger until the end of the month, when all the amounts
are accumulated into one total. It is at this time that the total amount of all purchases for the
month, as well as other debits, including supplies, equipment, land, and so on, are posted to the
respective accounts and then credited to the accounts payable controlling account in the general
ledger.

The total of all the credit amounts posted to the accounts payable ledger must equal the total
credit to the controlling account in the general ledger. When the postings from the purchases jour-
nal are completed for the month, the ledgers should balance.
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In order to prove that the subsidiary ledger is in agreement with the controlling account of the
general ledger, a schedule of accounts payable is prepared. This schedule is the total of all the
balances of each of the credit accounts. Their total must equal that of the controlling accounts
payable.

EXAMPLE 8

Using the information in Example 7, the accounts payable ledger after postings would appear as follows:

Accounts Payable Subsidiary Ledger

Agin Corp. Baker Corp.
Jan. 4 P-1 1,000 Jan. 6 P-1 500
28 P-1 2,000 21 P-1 200
Connely Company R. Davis Company
Jan. 8 P-1 9,000 Jan. 15 P-1 11,000

To prove that the accounts payable ledger is in balance, the total owed to the four companies must agree
with the balance in the accounts payable control account.

Schedule of Accounts Payable

Agin Corp. $ 3,000

Baker Corp. 700

Connely Company 9,000 Accounts Payable 21

R. Davis Company 11,000 p-1 23.700 <]
Total $23,700

6.12 RETURN OF MERCHANDISE

At times, a business ordering goods might find that purchases were received damaged or not
meeting certain specifications. Regardless of the reason, these goods would be returned to the
seller and are known as returns. An allowance would be granted by which the seller gives the pur-
chaser either a refund or a credit adjustment (known as a credit memorandum). Instead of credit-
ing the account Purchases for the return, correct accounting procedures would set up a new
account, Purchases Returns and Allowances. This contra account provides a separate record of
the cost reduction and allows management to exercise better control of its merchandise purchases.
Since Purchases Returns and Allowances is a contra account, its normal balance will be a credit
(the opposite of the debit balance of Purchases). The balance of the Purchases Returns and Al-
lowances account appears on the income statement as a reduction of Purchases. The difference is
called Net Purchases.

EXAMPLE 9

Purchases $10,000
Less: Returns and Allowances 3,000
Net Purchases $7.000
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EXAMPLE 10

If there were a Purchase Discount of $1,000 in Example 9, the net purchases would appear as:

Purchases $10,000
Less: Returns $3,000

Discounts 1,000 4,000
Net Purchases $ 6,000

6.13 PURCHASE DISCOUNTS

To induce a buyer to make payment before the amount is due, the seller may allow the buyer
to deduct a certain percentage from the total. If payment is due within a stated number of days
after the date of invoice, the number of days will usually be preceded by the letter “n,” signifying
net. For example, bills due in 30 days would be indicated by n/30. A 2 percent discount offered if
payment is made within 10 days would be indicated by 2/10. If the buyer has a choice of either
paying the amount less 2 percent within the 10-day period or paying the entire bill within 30 days,
the terms would be written as 2/10, n/30.

If the buyer chooses to pay within the discount period, a new contra (against) account, Pur-
chase Discount, would be created and would appear as a reduction of Purchases in the cost of
goods sold section of the income statement.

EXAMPLE 11

A purchase invoice of $900 on March 4 has discount terms of 2/10 n/30. If payment is made on March
12, the two entries needed to record the above information are as follows:

Mar. 4 Purchases 900
Accounts Payable 900
Mar. 12 Accounts Payable 900
Purchase Discounts 18%*
Cash 882

*(900 X 2%)

Although in most cases the cash discount period is computed from the invoice or purchase date, the
date may also be computed from either the date of receipt of the goods (ROG) or starting with the end of
the month (EOM).

ROG is used primarily when there is a significant gap between the date of the purchase and the deliv-
ery date. This eliminates the necessity for the buyer to pay for goods before receiving them in order to get
a discount.

EOM is used primarily as a convenience, with traditional end-of-month billing practices followed by
most companies.
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If a firm has many purchase returns, a purchase returns journal should be used. However, for illustra-
tive purposes, entries for the return of purchases (bought on account) are made here in the general journal:

J-1
P.R. Debit Credit
Accounts Payable, H. Chen 21/~ 420
Purchase Returns 52 420

The debit portion of the accounts payable is posted to the accounts payable account in the general led-
ger and also to the accounts payable subsidiary ledger. Because the controlling account and the customer’s
account are both debited, a diagonal line is needed in the posting reference column to show both postings.
For items involving a return for cash, the cash receipts journal is used (see Chapter 7).

Accounts Payable

Ledger General Ledger
H. Chen Accounts Payable 21 Purchase Returns 52
J-1 420 Bal. 800 J-1 420 ‘ Bal. 800 J-1 420
Summary

1. When transactions that are repetitive in nature are grouped together, they are placed in a
journal.

2. The abbreviation for the sales journal is

3. Allsales_____ are recorded in the sales journal.
4, The sales journal helps reduce and
5. The _________ ledger is used to maintain a separate account for each customer.

6. The account in the general ledger that, after posting, shows the total amount of dollars owed
and agrees with the totals in the subsidiary ledger istermedthe ______ account.

7. The extra column in a three-column T account showsthe _______ of the account.

8. The list of accounts of individual customers, whose total equals the one figure in the ac-
counts receivable controlling account, is known as the

9. The account used to show the amount of goods returned is
10. Infrequent returned sales would be recordedinthe __ journal.

11. Deductions from list or retail price offered by manufacturers or wholesalers are known as
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12.

13.

14.

15.

16.

17.

18.

19.

20.

A trade discount of 40 percent on an old-model TV retailing at $500 would result in a cost
to the purchaser of

The evidence of a purchase is accomplished by a

The purchase journal can be expanded with _____ columns to record those ac-
counts frequently affected by credit purchase transactions.

The abbreviation and notation for the fifth page of the purchases journal would be

The Sundry amount in the purchases journal is not postedasa . Rather the
accounts are posted.

Postings to the general ledger are made | whereas subsidiary accounts are
posted

In order to prove the subsidiary ledger in agreement with the controlling account of the gen-
eral ledger,a s prepared.

If there are many returns, a special journaltermeda __ journal is used.

It is common to divide the ledger for a large firm into three separate ledgers, known as the
s , and ledgers.

Answers: 1. special; 2. S; 3. on account; 4. detailed recording, posting; 5. accounts receivable;

6.1

6. controlling; 7. balance; 8. schedule of accounts receivable; 9. sales returns; 10. general;
11. trade discounts; 12. $300; 13. purchase invoice; 14. special; 15. P-5; 16. total, individual;
17. at the end of the month, immediately; 18. schedule of accounts payable; 19. purchase re-
turns; 20. general, accounts receivable, accounts payable.

Solved Problems

For each of the following transactions, indicate with a check mark the journal in which it
should be recorded.

(@) Sale of merchandise to B. Orzech on account, $400

(b) Sale of merchandise to M. Snyder for cash, $150

(c) Cash refunded to M. Snyder for goods returned

(d) B. Orzech returned part of the goods sold for credit, $100



128 SPECIAL JOURNALS AND LEDGERS

Sales General Cash
Journal Journal Journal
(@
()
(0
(d)
SOLUTION
Sales General Cash
Journal Journal Journal
(a) v
(b) "
() 4
(d) v

[PART II

6.2  Which of the transactions in Problem 6.1 should be posted to the subsidiary ledger?

SOLUTION

Transactions (a) and (d), because sales were on account. Transactions (b) and (¢) involved cash, thus

creating no accounts receivable.

Accounts Receivable

(@) 400 100

Sales Income

400

Sales Returns

(d) 100

6.3 Record the following transactions in the sales journal:

Jan. 1 Sold merchandise on account to Lombardi Company, $550.
4 Sold merchandise on account to Gerard Company, $650.

B. Orzech

(a)

400

18 Sold merchandise on account to Harke Company, $300.
29 Sold additional merchandise to Harke Company, $100.

100

d)
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Sales Journal S-1
Date Account Debited P.R.| Amount
SOLUTION
Sales Journal S-1
Date Account Debited P.R.| Amount
Jan. 1 Lombardi Company g 550
4 Gerard Company » 650
18 Harke Company » 300
29 Harke Company I 100
1,600

6.4 Post the customers’ accounts to the accounts receivable subsidiary ledger and prepare a
schedule of accounts receivable.

Lombardi Company Schedule of Accounts
Receivable

Lombardi Company

Gerard Company Gerard Company

Harke Company

Harke Company

SOLUTION
Lombardi Company Schedule of Accounts
lan 1 S-1 550 Receivable
Lombardi Company 550
Gerard Company Gerard Company 650
Jan. 4 5-1 650 Harke Company 400
Harke Company 1,600

Jan. 18 S-1 300
20 S-1 100
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6.5

6.6

6.7

SPECIAL JOURNALS AND LEDGERS [PART II
For Problem 6.3, make the entries needed to record the sales for the month.
Accounts Receivable 12 Sales Income 41
SOLUTION
Accounts Receivable 12 Sales Income 41
Jan. 31 S-1 1,600 ] ‘ Jan. 31 S-1 1,600

Based on the following sales journal, post each transaction to its respective accounts receiv-

able account.

Sales Journal S-4
Date Account Debited P.R.| Amount
Jan. 5 J. Gallagher » 350
7 R. Glatt » 600
9 L. Harmin [y 450
15 J. Gallagher 7 250
20 R. Glatt % 500
26 R. Glatt » 100
R. Glatt L. Harmin
J. Gallagher
SOLUTION
R. Glatt L. Harmin
Jan. 7S8-4 600 Jan, 9 S-4 450
20S8-4 500
26 S-4 100

J. Gallagher

Jan. 5 S-4 350
15 S-4 250

Based on the information in Problem 6.6, post the necessary accounts in the general ledger.

Accounts Receivable 12 Sales Income

41
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SOLUTION

Accounts Receivable 12

REPETITIVE TRANSACTIONS

Sales Income
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41

Jan. 31 S-4 2,250

Note: $2,250 is the total of all transactions involving the sale of goods on account.

Jan. 31 S-4 2,250

Vitman Company was established in December of the current year. Its sales of merchan-
dise on account and related returns and allowances during the remainder of the month are
described below.

Dec. 15
19
20
22
24
25
26
27

Sold merchandise on account to Acme Co., $850.

Sold merchandise on account to Balt Corp., $800.

Sold merchandise on account to Conway, Inc., $1,200.

Issued Credit Memorandum for $40 to Balt Corp. for merchandise returned.

Sold merchandise on account to Davy Company, $1,650.

Sold additional merchandise on account to Balt Corp., $900.
Issued Credit Memorandum for $25 to Acme Co. for merchandise returned.
Sold additional merchandise on account to Conway, Inc., $1,600.

Record the transactions for December in the sales journal and general journal below.

Sales Journal S-6
Date Account Debited P.R.| Amount
General Journal J-8
Date Description P.R. Dr. Cr.
SOLUTION
Sales Journal S-6
Date Account Debited P.R. Amount
Dec. 15 Acme Co. 850
19 Balt Corp. 800
20 Conway, Inc. 1,200
24 Davy Company 1,650
25 Balt Corp. 900
27 Conway, Inc. 1,600

7,000
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General Journal J-8
Date Description P.R. Dr. Cr.
Dec. 22 Sales Returns 40
Accounts Receivable—Balt Corp. 40
26 Sales Returns 25
Accounts Receivable-Acme Co. 25

6.9 Based on the information in Problem 6.8, post to the customers’ accounts.

Acme Co. Conway, Inc.

Balt Corp. Davy Company
SOLUTION

Acme Co. Conway, Inc.

Dec. 15S5-6 850

Dec. 26 J-8 25 Dec. 20 S-6 1,200
27 §-6 1,600

Balt Corp.

Davy Company

Dec. 19 S-6 800
25S8-6 900

Dec. 22 J-8 40 Dec. 24 §-6 1,650

6.10 Prepare a schedule of accounts receivable based on the information in Problem 6.9.

SOLUTION

Schedule of Accounts

Receivable

Acme Co.

Balt Corp.

Conway, Inc.

Davy Company

Schedule of Accounts

Receivable
Acme Co. $ 825
Balt Corp. 1,660
Conway, Inc. 2,800
Davy Company 1,650

$6,935
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6.11 Post the general journal and the sales journal to the three accounts below using the data
supplied in Problem 6.8. What is the sum of the balances of the accounts in the subsidiary
ledger (Problem 6.10)? What is the balance of the controlling account?

Accounts Receivable 12 Sales Income 4]
Sales Returns 42
SOLUTION
Accounts Receivable 12 Sales Income 4]
Dec. 31 S-6 7,000 Dec. 22 J-8 40 Dec. 31 S-6 7,000
26 J-8 25
Sales Returns 42
Dec. 22 J-8 40
26 J-8 25

The balance in the subsidiary ledger, $6,935, is the same as the balance in the accounts receivable
account (control), $6,935.

6.12 Stillman Company was established in March of the current year. Their sales and related
accounts for the month of March are listed below:

Mar. 2
7

9
12
17
21
25

27

Sold 25 lobsters to Conrad Hotel @ $7.50 each on account—total sale $187.50.
Sold 40 pounds of shrimp to Green Hotel @ $11.00 per pound on account—total
sale $440.00.

Sold 60 pounds of lox to Winston Hotel @ $9.00 per pound on account—total sale
$540.00.

Sold 110 pounds of bluefish to Conrad Hotel @ $4.50 per pound on account—
total sale $495.00.

Issued credit memorandum for $25.00 to Conrad Hotel for merchandise returned.
Sold 90 lobsters to Green Hotel @ $7.00 each on account—total sale $630.00.
Issued credit memorandum to Green Hotel for 12 lobsters returned @$7.00 each
($84.00).

Sold 175 lobsters to Hill Top Hotel @ $7.50 each on account—total sale,
$1,312.50.
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Record the above transactions in the sales journal and general journal below.
Sales Journal S-10
Date Account Debited P.R.| Amount
General Journal J-4
Date Description P.R. Dr. Cr.
SOLUTION
Sales Journal S-10
Date Account Debited P.R. Amount
Mar. 2 Conrad Hotel 187.50
7 Green Hotel 440.00
9 Winston Hotel 540.00
12 Conrad Hotel 495.00
21 Green Hotel 630.00
27 Hill Top Hotel 1,312.50
3,605.00
General Journal J-4
Date Description P.R. Dr. Cr.
Mar. 17 Sales Returns 25
Accounts Rec./Conrad Hotel 25
25 Sales Returns 84
Accounts Rec./Green Hotel 84

From the information above, post to customers’ accounts.
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6.13 Post the subsidiary accounts, the general journal, and sales journal to the accounts below
using the data from Problem 6.12.

Accounts Receivable 12 Sales Income 41

Sales Returns 42

Subsidiary Ledger

Conrad Hotel Green Hotel
Winston Hotel Hill Top Hotel
SOLUTION
Accounts Receivable 12 Sales Income 41
Mar. 31 S-10 3,605 Mar. 17 J-4 25 Mar. 31 §-10 3,605
Mar. 25 J-4 84
Sales Returns 42
Mar. 17 J-4 25
25 J-4 84
Conrad Hotel Green Hotel
Mar. 2 S-10 187.50 | Mar. 17 J-4 25.00 Mar. 7 S-10 440 Mar. 25 J-4 84
12 S-10 495.00 21 S-10 630
Winston Hotel Hill Top Hotel
Mar. 9 S-10 540 Mar. 27 S-10 1,312.50
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6.14

6.15

6.16

SPECIAL JOURNALS AND LEDGERS [PART II

Prepare a schedule of accounts receivable from the information provided on the previous page.

Schedule of Accounts Receivable

Conrad Hotel

Green Hotel

Winston Hotel

Hill Top Hotel

March Accounts Receivable

SOLUTION
Schedule of Accounts Receivable
Conrad Hotel $ 657.50
Green Hotel 986.00
Winston Hotel 540.00
Hill Top Hotel 1,312.50
March Accounts Receivable $3,496.00

An appliance with a retail price of $350 is offered at a trade discount of 40 percent. What
is the price a dealer would pay for the item?

SOLUTION
$350 $350
40% discount - 140
$140 discount $210 cost to dealer

What would the entry be to record the above purchase on account? Explain.

Dr. Cr.
SOLUTION
Dr. Cr.
Purchases 210
Accounts Payable 210

Trade discounts are not recorded in the accounting records, as they are used only to determine
the net purchase price. The amount recorded is the price paid to the seller.
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6.17 Record the following transactions in the purchases journal:

Apr. 2 Purchased merchandise on account from Kane Company, $450.
5 Purchased supplies on account from Lane Supply House, $180.
20 Purchased merchandise on account from Hanson Company, $400.
24 Purchased additional supplies on account from Lane Supply House, $50.
29 Purchased equipment on account from Olin Equipment, $1,600.

Purchases Journal P-1
Acct. Pay. | Purch. | Supp. Sundry
Date | Account Credited | P.R. Cr. Dr. Dr. Acct. Dr. | P.R. |Amount
SOLUTION
Purchases Journal P-1
Acct. Pay. | Purch. | Supp. Sundry
Date Account Credited P.R. Cr. Dr. Dr. Acct. Dr. P.R. | Amount
Apr. 2| Kane Company 450 450
5| Lane Supply House 180 180
20| Hanson Company 400 400
24| Lane Supply House 50 50
29| Olin Equipment 1,600 Equipment 1,600
2,680 850 | 230 1,600

6.18 Post the information from Problem 6.17 into the accounts payable subsidiary ledger and pre-
pare a schedule of accounts payable.

Kane Company Lane Supply House

|

Hanson Company Olin Equipment
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Schedule of Accounts Payable

Kane Company

Lane Supply House

Hanson Company

Olin Equipment

SOLUTION
Kane Company Lane Supply House
| Apr.2 P1 450 Apr. S P-1 180
24 P-1 50
Hanson Company Olin Equipment
‘ Apr.20 P-1 400 | Apr. 29 P-1 1,600

Schedule of Accounts Payable

Kane Company $ 450
Lane Supply House 230
Hanson Company 400
Olin Equipment 1,600

52,680

6.19 Post the purchases journal totals from Problem 6.17 to the accounts in the general ledger.

General Ledger

Supplies 14 Accounts Payable 21

Equipment 17 Purchases 51

SOLUTION

General Ledger

Supplies 14 Accounts Payable 21
Apr. 30 P-1 230 Apr. 30 P-1 2,680
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Equipment 17

Purchases 51
Apr. 29 P-1 1600 |

Apr. 30 P-1 850

6.20 Record the following selected transactions in the purchase returns journal:

Mar. 4 Returned $300 in merchandise to Alton Co. for credit.

8 Received credit memorandum of $150 from Baltic Corp. for defective merchandise.
12 Received credit memorandum of $180 from Calton Co. for goods returned.

Purchase Returns

PR-1
Date Account Dr. P.R.| Amount
SOLUTION
Purchase Returns PR-1
Date Account Dr. P.R.| Amount

Mar. 4 Alton Company 300
8 Baltic Corporation 150
12 Calton Company 180
630

6.21 Based on the information in Problem 6.20, post to the subsidiary ledger accounts and then
to the general ledger.

Subsidiary Ledger General Ledger
Alton Co.

Baltic Corp. Accounts Payable 21 Purchase Returns 52

Bal. 4,700 [

Calton Co.
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SOLUTION
Subsidiary Ledger General Ledger
Alton Co.
Mar. 4 PR-1 300 | Bal. 1,200
Baltic Corp. Accounts Payable 21 Purchase Returns 52
Mar. 8 PR-1 150 | Bal. 1,500 Mar.31 PR-1 630 4,700 Mar.31 PR-1 630
Calton Co.
Mar. 12 PR-1 180 | Bal. 2,000

6.22 Prepare a schedule of accounts payable and compare it to the control account.

Schedule of Accounts Payable Accounts Payable 21
Alton Co. Bal. 4,700
Baltic Corp.

Calton Co.
SOLUTION

Schedule of Accounts Payable Accounts Payable 21
Alton Co. $ 900 Mar. 31 PR-1 630 | Bal. 4,700
Baltic Corp. 1,350 | TTTTTTTTTTTTTTTTTTTTTTTTOTTTTTTTTTTTTTTTTT
Calton Co. 1,820 Bal. 4,070

$4,070

L

6.23 Purchases on account and related returns completed by the Dembofsky Book Store appear

below.

June 4
5

9

10

18

24

26

29

30

Purchased merchandise on account from South Eastern Co., $4,200.

Purchased merchandise on account from Prentice-Foyer, $3,000.

Received a credit memorandum from Prentice-Foyer for $200 for overshipment.
Purchased office supplies from Kristt Supply, $800.
Received a credit memorandum from South Eastern for goods returned, $300.
Purchased office equipment from Robinson Furniture on account, $2,900.

Purchased additional office supplies on account from Kristt Supply, $400.

Received a credit memorandum from Kristt Supply for defective goods, $100.
Purchased store supplies on account from H. Marc, $260.

Record the transactions for June in the purchases and purchase returns journals.
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Purchases Journal P-1
Off.
Acct. Pay.| Purch. | Supp. Sundry
Date | Account Credited { P.R. Cr. Dr. Dr. Acct. Dr. | P.R. |Amount
Purchase Returns PR-1
Date Account Debited P.R.| Amount
SOLUTION
Purchases Journal P-1
Off,
Acct. Pay. | Purch. | Supp. Sundry
Date Account Credited P.R. Cr. Dr. Dr. Acct. Dr. P.R. Amt.
June 4] South Eastern Co. 4,200 4,200
5| Prentice-Foyer 3,000 3,000
10| Kristt Supply 800 800
24| Robinson Furniture 2,900 Off. Equip. 18 2,900
26| Kristt Supply 400 400
30| H. Marc 260 Store Supp. 13 260
11,560 7,200 1200 3,160
(2n (51 (12) ()
Purchase Returns PR-1
Date Account Debited PR. Amount
June 9 Prentice-Foyer 200
18 South Eastern 300
29 Kristt Supply 100
600
(21/52)

6.24 Post each of the accounts from Problem 6.23 into the accounts payable subsidiary ledger
and prepare a schedule of accounts payable.
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Kristt Supply Prentice-Foyer
Robinson Furniture H. Marc
South Eastern Co.
Schedule of Accounts Payable
Kristt Supply
H. Marc
Prentice-Foyer
Robinson Furniture
South Eastern Co.
SOLUTION
Kristt Supply Prentice-Foyer
June 29 PR-1 100 June 10 P-1 800 June 9 PR-1 200 ‘ June 5 P-1 3,000
26 P-1 400
Robinson Furniture H. Marc
June 24 P-1 2,900 ‘ June 30 P-1 260

South Eastern Co.
June 18 PR-1 300 June 4 P-1 4,200

Schedule of Accounts Payable

Kristt Supply $ 1,100
H. Marc 260
Prentice-Foyer 2,800
Robinson Furniture 2,900
South Eastern Co. 3,900

$10,960
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6.25 Post the purchases journal and purchase returns journals from Problem 6.23 to the ac-
counts in the general ledger.

6.26

Office Supplies 12 Store Supplies 13
Office Equipment 18 Accounts Payable 21
Purchases 51 Purchase Returns 52
SOLUTION
Office Supplies 12 Store Supplies 13
June 30 P-1 1,200 | June 30 -1 260
Office Equipment 18 Accounts Payable 21

June 30 P-1 2,900 r

Purchases 51

June 30 PR-1 600 June 30 P-1 11,560

Purchase Returns

52

June 30 P-1 7,200 ]

June 30 PR-1 600

Note: Balance of Accounts Payable controlling account and total of Schedule of Accounts Payable
are the same.

The Johnston Company transactions involving purchases and sales for the month of Janu-
ary are presented below. All purchases and sales are made on account.

Jan. 3
5

10

10

14

17

21

28

30

Sold merchandise to Acme Supply Company, $440.
Purchased merchandise from Balfour Corp., $7,200.

Sold merchandise to Mennon Company, $345.

Sold merchandise to Blant Company, $2,400.

Purchased $750 worth of equipment from Wyde Equipment.
Purchased office supplies from Gold Supply, $850.
Purchased merchandise from Caldon Company, $6,240.
Returned damage merchandise purchased from Balfour Corp., receiving credit

of $300.

Issued credit of $60 to Acme Supply Company for defective goods returned to us.

Record the transactions in the sales, purchases, and general journals.
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Sales Journal S-1
Date Account Debited PR.| Amount
Purchases jJournal P-1
Acct. Pay.| Pur. | Supp. Sundry
Date | Account Credited | P.R. Cr. Dr. Dr. Acct. Dr. | P.R. | Amount
General Journal J-1
Date Description P.R. Debit Credit
SOLUTION
Sales Journal S-1
Date Account Debited P.R. Amount
Jan. 3 Acme Supply Company » 440
10 Mennon Company % 345
10 Blant Company % 2,400
3,185
Purchases Journal P-i
Account Acct. Pay. | Pur. Supp. Sundry
Date Cr. PR. Cr. Dr. Dr. Acct. Dr. PR. | Amount
Jan. 5| Balfour Corp. » 7.200 7,200
14| Wyde Equipment 750 Equipment 750
17| Gold Supply 850 850
21| Caldon Company 7 6,240 6,240
15,040 13,440 | 850 750
General Journal J-1
Date Description P.R. Debit Credit
Jan. 28 Accounts Payable, Balfour Corp. 300
Purchase Returns 300
30 Sales Returns 60
Accounts Receivable, 60
Acme Supply Company




Chapter 7
The Cash Journal

7.1 INTRODUCTION

We have observed that the use of the sales journal and the purchases journal enable us to carry
out the journalizing and posting processes more efficiently. These special journals save space by
permitting the recording of an entry on one line and the posting of rotal columns rather than indi-
vidual figures. This is also true of the cash receipts journal and the cash disbursements journal.

7.2 CASH RECEIPTS JOURNAL

All receipts (cash and checks) received by a business are recorded daily in either a cash re-
ceipts or a combination cash journal. For control purposes, the cash handling and recording pro-
cesses are separated. In addition, whenever feasible, receipts are deposited intact (without cash
disbursements being made from them) daily. The most common sources of cash receipts are cash
sales and collections on account.

The steps for recording and posting the cash receipts journal are described below and illus-

trated in Example 1.

1. Record the cash receipts in the cash receipts journal, debiting Cash for the amount re-
ceived (Cash column) and crediting the appropriate column. Indicate in the Account
Credited space:

(a) The customer’s name (subsidiary account) for collections on account.
() An explanation (cash sale) for cash sales.
(c) The title of the item involved in the Sundry account.

2. After recording collections on account, post by date to the appropriate subsidiary ledger
(customer’s) account.

(@) In the customer’s account, record the amount credited and indicate the source of the
entry (Cr.) in the Posting Reference column.

(b) Puta (3”) in the Posting Reference column of the journal to indicate that a posting
has been completed.

3. Atthe end of the month, total all the columns of the journal and check to be sure that all the
columns balance before posting. If they do balance, put a double line under the column
totals.

4. Post the column totals (except the Sundry Credit column) to the appropriate general led-
ger account.

(@) In the appropriate general ledger account, record the amount debited or credited and
indicate the source of the entry (Cr.) in the Posting Reference column.

(b) Place the account number of the account posted to under the column totals, to indi-
cate that a posting has been completed.

(c) Eachitem in the Sundry account is posted individually to the general ledger. The total
of the Sundry account is not posted.

145
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EXAMPLE 1
Centennial Company had the following receipts in March:

Mar. 2 Received $250 for a return of defective merchandise.
4 Cash sale of flags for $350.
9 Collected $50 on account from A. Anderson.
14  Collected $350 on account from B. Butler.
-22  Cash sale of Bumper stickers, $200.
29  Collected $100 on account from C. Chase.

Cash Receipts Journal CR-1
Sales Accounts Sales
Cash |Discount| Receivable Income Sundry
Date Account Credited P.R. Debit Debit Credit Credit Credit
Mar. 2 Purchase Returns 52 250 250
4 Cash Sales I 350 350
9 A. Anderson " 50 50
14 B. Butler » 350 350
22 Cash Sales v 200 200
29 C. Chase " 100 100
1,300 500 550 250
(1n (14) (41 )

General Ledger

Cash 11 Sales Income 41

Bal. 10,000 , Mar. 31 CR-1 550
Mar. 31 CR-1 1,300

Accounts Receivable 14 Purchase Returns 52

Bal. 1,075 Mar. 31 CR-1 500 ‘ Mar. 2 CR-1 250

Accounts Receivable Ledger

A. Anderson C. Chase
Bal. 200 Mar.9 CR-1 50 Bal. 125 Mar. 29 CR-1 100
B. Butler
Bal. 350 Mar. 14 CR-1 350
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7.3 CASH DISBURSEMENTS JOURNAL

The cash disbursements journal is used to record all transactions that reduce cash. These
transactions may arise from payments to creditors, from cash purchases (of supplies, equipment,
or merchandise), from the payment of expenses (salary, rent, insurance, and so on), as well as
from personal withdrawals.

The procedure for recording and posting the cash disbursements journal parallels that of the
cash receipts journal:

147

1. A check is written each time a payment is made; the check numbers provide a convenient
reference, and they help in controlling cash and in reconciling the bank account.

2. The cash credit column is posted in total to the general ledger at the end of the month.

3. Debits to Accounts Payable represent cash paid to creditors. These individual amounts
will be posted to the creditors’ accounts in the accounts payable subsidiary ledger. At the
end of the month, the total of the accounts payable column is posted to the general ledger.

4. The Sundry column is used to record debits for any account that cannot be entered in the
other special columns. These would include purchases of equipment, inventory, payment
of expenses, and cash withdrawals. Each item is posted separately to the general ledger.
The total of the Sundry column is not posted.

EXAMPLE 2
Cash Disbursements Journal CD-1
Check Cash Acct. Pay. Sundry
Date Description P.R. No. Cr. Dr. Dr.
Mar. 2 Agin Corp. % 1 600 600
8 Rent Expense 53 2 220 220
15 Salaries Expense 54 3 1,900 1,900
18 Baker Corp. v 4 700 700
21 Purchases 51 5 1,600 1,600
24 Salaries Expense 54 6 1,900 1,900
6,920 1,300 5,620
(1) 21 ()
General Ledger
Cash 11 Rent Expense 53
Bal. 10,000 | Mar. 28 CD-1 6,920 Mar. 8 CD-1 220
Accounts Payable 21 Salaries Expense 54
Mar. 28 CD-1 1,300 | Bal. 23,700 Mar. 15 CD-1 1,900
24 CD-1 1,900
Purchases 51

Mar. 21 CD-1 1,600 f
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Accounts Payable Subsidiary Ledger

Agin Corp. Baker Corp.
Mar. 2 CD-1 600 Bal. 3,000* Mar. 18 CD-1 700 Bal. 700*
Connely Company R. Davis Company
Bal. 9,000* Bal. 11,000*

*From Section 6.11, Example 8.

7.4 COMBINATION CASH JOURNAL

Some companies, primarily for convenience, prefer to record all cash transactions (receipts
and disbursements) in one journal. This combination cash journal uses basically the same account
columns as the cash receipts and cash disbursements journals, but with a different arrangement of
accounts.

This journal makes it easier to keep track on a day-to-day basis of changes in the Cash ac-
count, since the debit and credit to Cash are adjacent to one another.

EXAMPLE 3

The combination cash journal below is constructed from the same entries involved in the cash receipts
journal (Example 1) and the cash disbursements journal (Example 2).

Combination Cash Journal

Acct. Acct. Sales
Cash | Cash | Ck. Sundry [Sundry| Pay. Rec. | Income
Dr. | Cr. [ No.| Date Account PR.| Dr Cr. Dr. Cr. Cr.
250 Mar. 2 | Purchase Returns 52 250
600 | 2| Agin Corp. ' 600
350 4 | Cash Sales ' 350
220 2 8 | Rent Expense 53 220
50 9| A. Anderson I 50
350 14 | B. Butler ' 350
1,900 3 15 | Salaries Expense 54 | 1,900
700| 4 18 | Baker Corp. » 700
1,600 5 21 | Purchases 51 | 1,600
200 22 | Cash Sales I 200
1,900 6 24 | Salaries Expense 54 | 1,900
100 29| C. Chase » 100
1,300 16,920 5,620 | 250 1,300 500 550
an i+ qan () 1 0”) @n (14) @n
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10.

Summary

Receipts of a firm include and
For cash control purposes, cash handlingand ____ must be separated.
The ______ journal is used to record all transactions that reduce cost.
The cash column in the cash receipts journalis | whereas the same column
in the cash payments journalis __ whenever cash is received or disbursed.
In order to record a cash disbursement, a __ must be written and assigned
a number.

to Accounts Payable represent cash paid to creditors.
Accounts Payable is to the cash disbursements journalas _______ is to the cash re-
ceipts journal.
Sales Discounts and Purchase Discounts appearinthe _____ statement as reduc-

tions of Sales and of Purchases, respectively.

Terms of 2/10, n/30 on a $800 purchase of March 6 paid within the discount period would

provide adiscountof ___ and a net cost of
The __ journal contains all records of cash transactions (receipts and
disbursements).

Answers: 1. cash, checks; 2. recording; 3. cash disbursements; 4. debited, credited; 5. check;

7.1

6. Debits; 7. Accounts Receivable; 8. income; 9. $16, $784; 10. combination cash

Solved Problems

A sales invoice totaling $3,000 and dated January 14 has discount terms of 2/10, n/30. If it
is paid by January 23, what would be the entry (in general journal form) to record this
transaction?
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SOLUTION
Cash 2,940
Sales Discount 60
Accounts Receivable 3,000

7.2 The cash receipts journal below utilizes a special column for sales discounts. Record the
following cash transactions in the journal:
May 2 Received a check for $588 from A. Banks in settlement of his $600 April invoice.
12 Received $686 in settlement of the April invoice of $700 from J. Johnson.
26 Received a check for $495 in settlement of B. Simpson’s April account of $500.
Cash Receipts Journal CR-1
Account Cash | Sales Disc. | Acct. Rec. Sundry
Date Cr. P.R.| Dr. Dr. Cr. Cr.
SOLUTION
Cash Receipts Journal CR-1
Account Cash Sales Disc. Acct. Rec. Sundry
Date Cr. P.R. Dr. Dr. Cr. Cr.
Mar 2 A. Banks 588 12 600
12 J. Johnson 686 14 700
26 B. Simpson 495 5 500
1,769 31 1,800
7.3  The cash disbursements journal below utilizes the special column Purchases Discount. Re-

cord the cash transactions into the cash disbursements journal.

June 2

Paid J. Thompson $490 in settlement of our April invoice for $500, Check 24.

10 Sent a check to B. Rang, $297, in settlement of the May invoice of $300,
Check 25.
21 Paid A. Johnson $588 in settlement of the $600 invoice of last month, Check 26.

Cash Disbursements Journal CD-1
Purchases
Check Account Cash Disc. Acct. Pay. Sundry
Date Dr. P.R.| Cr. Cr. Dr. Dr.
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SOLUTION
Cash Disbursements Journal CD-1
Purchases
Check Account Cash Disc. Acct. Pay. Sundry
Date No. Dr. PR.| Cr. Cr. Dr. Dr.
June 2| 24 J. Thompson 490 10 500
10 25 B. Rang 297 3 300
21 26 A. Johnson 588 12 600
1,375 25 1,400
7.4 Record the following transactions in the cash receipts journal:
Mar. 2 Received $600 from J. Kappala in full settlement of her account.
10 Received $615 from B. Elder in full settlement of his account.
14 Cash sales for a 2-week period, $4,400.
28 Sold $200 of office supplies (not a merchandise item) to Smith Company as a
courtesy.
30 Owner made additional investment, $1,500.
30 Cash sales for the last 2 weeks, $2,600.
Cash Receipts Journal CR-1
Cash | Acct. Rec. |SalesIncome| Sundry
Date Account Credited |P.R.| Dr. Cr. Cr. Cr.
SOLUTION
Cash Receipts Journal CR-1
Cash Acct. Rec. |Sales Income| Sundry
Date Account Credited |P.R. Dr. Cr. Cr. Cr.
Mar 2 J. Kappala » 600 600
10 B. Elder v 615 615
14 Cash Sales ¥ | 4,400 4,400
28 Office Supplies 15 200 200
30 Capital 31 1,500 1,500
30 Cash Sales v | 2,600 2,600
9,915 1,215 7,000 1,700
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Post the information from Problem 7.4 into the accounts receivable subsidiary ledger.

Accounts Receivable Ledger

J. Kappala B. Elder
Bal. 600 | Bal. 615
SOLUTION
Accounts Receivable Ledger
J. Kappala B. Elder
Bal. 600 Mar. 2 CR-1 600 Bal. 615 Mar. 10 CR-1 615

Post the cash receipts journal totals from Problem 7.4 to the accounts in the general ledger.

General Ledger

Cash 11 Capital 31
Bal. 10,000 ] Bal. 6,500
Accounts Receivable 12 Sales Income 41
Bal. 3,000 r
Office Supplies 15
Bal. 3,500 |

SOLUTION
General Ledger
Cash 11 Capital 31
Bal. 10,000 Bal. 6,500
Mar. 31 CR-1 9915 Mar. 30 CR-1 1,500
Accounts Receivable 12 Sales Income 4]
Bal. 3,000] Mar. 31 CR-1 1,215 ] Mar. 31 CR-1 7,000
Office Supplies 15

Bal. 3,500] Mar. 28 CR-1 200



CHAPTER 7] THE CASH JOURNAL 153

7.7  Record the following transactions in the cash disbursements journal:

Mar. 1| Paid rent for the month, $320 (Check #16).
7 Paid J. Becker $615 for his February invoice (Check #17).
10 Bought store supplies for cash, $110 (Check #18).
15 Paid salaries for the 2-week period, $685 (Check #19).
23 Paid B. Cone for February invoice, $600 (Check #20).
30 Paid salaries for the second half of the month, $714 (Check #21).

Cash Disbursements Journal CD-1
Check Account Cash Acct. Pay. Sundry
Date No. Dr. P.R. Cr. Dr. Dr.
SOLUTION
Cash Disbursements Journal CD-1
Check Account Cash Acct. Pay. Sundry
Date No. Dr. P.R. Cr. Dr. Dr.
Mar. 1 16 Rent Expense 320 320
7 17 J. Becker 4 615 615
10 18 Store Supplies 110 110
15 19 Salaries Expense 685 685
23 20 B. Cone » 600 600
30 21 Salaries Expense 714 714
3,044 1,215 1,829

I

7.8  Post the information from Problem 7.7 into the accounts payable subsidiary ledger.
Accounts Payable Ledger

J. Becker B. Cone
Bal. 615 Bal. 600

SOLUTION
Accounts Payable Ledger

J. Becker B. Cone
Mar. 7 CD-1 91_5_7 Bal. 615 Mar. 23 CD-1 600 Bal. 600
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7.9

7.10

SPECIAL JOURNALS AND LEDGERS [PART II

Post the cash disbursements journal from Problem 7.7 to the accounts in the general ledger.

General Ledger

Cash 11 Rent Expense 51
Bal. 4,200
Store Supplies 15 Salaries Expense 52
Accounts Payable 21
Bal. 1,840
SOLUTION
General Ledger
Cash 11 Rent Expense 51
Bal. 4,200 | Mar. 31 CD-1 3,044 Mar. 1 CD-1 320
Store Supplies 15 Salaries Expense 52
Mar. 10 CD-1 110 Mar. 15 CD-1 685
30 CD-1 714
Accounts Payable 21
Mar. 31 CD-1 1215 | Bal. 1,840

All transactions affecting the cash account of Park Company for the month of January
19X5 are presented below:

Jan. 1

5

8
10
14
15
19
19
20
24
27
30

Record

Received cash from Alden Company for the balance due on their account, $1,600,
less 2 percent discount.

Received payment from Walk Company on account, $1,550.

Paid rent for the month, $650, Check #165.

Purchased supplies for cash, $614, Check #166.

Cash sales for the first half of the month, $5,280.

Paid biweekly salaries, $1,600, Check #167.

Received $406 in settlement of a $400 note receivable plus interest.
Received payment from J. Cork of $500, less 1 percent discount.

Paid B. Simmons $686 in settlement of our $700 invoice, Check #168.
Paid $450 on account to L. Hann, Check #169.

Paid H. Hiram $800, less 2 percent, on account, Check #170.

Paid biweekly salaries, $1,680, Check #171.

the above transactions in both the cash receipts and the cash disbursements

journals.
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Cash Receipts Journal CR-1
Sales Acct.
Account Cash | Sales Disc. | Income Rec. Sundry
Date Cr. P.R. Dr. Dr. Cr. Cr. Cr.
Cash Disbursements Journal CD-1
Check Account Cash | Pur. Disc. | Acct. Pay. Sundry
Date No. Dr. PR.| Cr. Cr. Dr. Dr.
SOLUTION
Cash Receipts Journal CR-1
Sales Acct.
Account Cash Sales Disc. Income Rec. Sundry
Date Cr. P.R. Dr. Dr. Cr. Cr. Cr.
Jan. 1 Alden Co. 1,568 32 1,600
5 Walk Co. 1,550 1,550
14 Cash Sales 5,280 5,280
19 Notes Rec. 400
19 Interest Inc. 406 6
19 J. Cork 495 5 500
9,299 37 5,280 3,650 406
Cash Disbursements Journal CD-1
Check Account Cash Pur. Disc. Acct. Pay. Sundry
Date No. Dr. PR.| Cr. Cr. Dr. Dr.
Jan. 8 165 Rent Expense 650 650
10 | 166 Supplies 614 614
15 167 Salaries Exp. 1,600 1,600
20 168 B. Simmons 686 14 700
24 169 L. Hann 450 450
27 170 H. Hiram 784 16 800
30 171 Salaries Exp. 1,680 1,680
6,464 30 1,950 4,544
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Comprehensive Review Problem: Repetitive Transactions

William Drew began business on March 1, 19X5. The transactions completed by the Drew
Company for the month of March are listed below. Record these transactions, using the
various journals provided.

Mar. 1 Deposited $14,000 in a bank account for the operation of Drew Company
2 Paid rent for the month, $600, Check #1
4 Purchased equipment on account from Andon Equipment, $10,000
7 Purchased merchandise on account from Baily Company, $1,200
7 Cash sales for the week, $1,650
10 Issued Check #2 for $150, for store supplies
11 Sold merchandise on account to Manny Company, $600
12 Sold merchandise on account to Nant Company, $350
14 Paid biweekly salaries of $740, Check #3
t4 Cash sales for the week, $1,800
16 Purchased merchandise on account from Cotin Company, $1,100
17 Issued Check #4 to Baily Company for March 7 purchase, less 2%
18 Bought $250 worth of store supplies from Salio Supply House on account
19 Returned defective merchandise of $200 to Cotin Company and received credit
19  Sold merchandise on account to Olin Company, $645
21 Issued Check #5 to Andon Equipment for $500, in part payment of equipment
purchase
22 Received check from Nant Company in settlement of their March 12 purchase,
less 2% discount
22  Purchased merchandise from Canny Corporation for cash, $750, Check #6
23 Cash sales for the week, $1,845
24 Purchased merchandise on account from Daily Corporation, $850
25 Sold merchandise on account to Pallit Corporation, $740
26 Purchased additional supplies, $325, from Salio Supply House on account
27 Received check from Manny Company in settlement of their account, less 1%
discount
30 Cash sales for the week, $1,920
30 Received $300 on account from Olin Company
31 Paid biweekly salaries, $810, Check #7
General Journal J-1
Date Description P.R. Debit Credit
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Cash Receipts Journal CR-1
Sales | Acct. Sales
Cash| Disc. Rec. Income Sundry
Date Account Credited P.R.| Dr. Dr. Cr. Cr. Cr.
Cash Disbursements Journal CD-1
Pur. Acct.
Check Cash | Disc. Pay. Sundry
Date No. Account Debited P.R. Cr. Cr. Dr. Dr.
Purchases Journal P-1
Acct. Store Office
Pay. | Pur. | Supp. | Supp. Sundry Acct. Dr.
Date | Account Credited | P.R. Cr. Dr. Dr. Dr. Acct. |P.R.| Amount
Sales Journal S-1

Date

Account Debited

Accounts Receivable Dr.

P.R. Sales Cr.
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SOLUTION
General Journal J-1
Date Description PR. Dr. Cr.
Mar. 19 [ Accounts Payable, Cotin Co. 2 200
Purchase Returns 52 200
Defective goods
Cash Receipts Journal CR-1
Sales Acct. Sales
Cash | Disc. Rec. Income Sundry
Date Account Credited P.R. | Dr. Dr. Cr. Cr. Cr.
Mar. 1| Drew Company, Capital 31 114,000 14,000
7| Cash Sales » | 1,650 1,650
14| Cash Sales v 1,800 1,800
22| Nant Company » 343 7 350
23| Cash Sales v 1,845 1,845
27 | Manny Company » 594 6 600
30| Cash Sales v | 1,920 1,920
30| Olin Company 'd 300 300
2,452 13 1,250 7,215 14,000
iy @2 12y @n ()
Cash Disbursements Journal CD-1
Pur. Acct.
Check Cash Disc. Pay. Sundry
Date No. Account Dr. PR. Cr. Cr. Dr. Dr.
Mar. 2 1 Rent Expense 54 600 600
10 2 Store Supplies 14 150 150
14 3 Salaries Expense 55 740 740
17 4 Baily Company v 1,176 24 1,200
21 5 Andon Equipment v 500 500
22 6 Purchases 51 750 750
31 7 Salaries Expense 55 810 810
4726 | 24 1,700 | 3,050
am  6» @ e
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Purchases Journal P-i
Acct. Store Office
Account Pay. Pur. Supp. Supp. Sundry Acct. Dr.
Date Cr. P.R. Cr. Dr. Dr. Dr. Acct. |P.R.[ Amount
Mar. 4| Andon Equipment | +# | 10,000 Equip. | 19 10,000
71 Baily Company I 1,200 | 1,200
16 | - Cotin Company » 1,100 | 1,100
181 Salio Supply House | 250 250
24| Daily Corporation | » 850 850
26| Salio Supply House | 325 325
13,725 | 3,150 | 575 10,000
@) Gy (14 ()
Sales Journal S-1
Date Account Debited P.R.| Amount
Mar. 11 Manny Company v 600
12 | Nant Company » 350
19 | Olin Company ¥ 645
25 Pallit Corporation » 740
2,335
(12)(41)
2. Based on the work in part 1, post all transactions to the appropriate accounts in the general
ledger, the accounts receivable ledger, and the accounts payable ledger.
General Ledger
Cash 11 Sales Income 41
Sales Discounts 42
Accounts Receivable 12
Purchases 51
Store Supplies 14
Purchase Returns 52
Equipment 19
Purchase Discount 53
Accounts Payable 21

|
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Drew Company, Capital 31 Rent Expense 54
Salaries Expense 55
Accounts Receivable Ledger Accounts Payable Ledger
Manny Company Andon Equipment
|
Nant Company Baily Company
|
Olin Company Cotin Company
| |
Pallit Corporation Daily Corporation

Salio Supply House

SOLUTION
General Ledger
Cash 11 Sales Income 41
Mar. 31 CR-1 22,452 | Mar. 31 CD-1 4,726 Mar. 31 S-1 2,335
17,726 31 CR-1 7,215
9550
Accounts Receivable 12

Mar. 31150:;5 2,335 Mar. 31 CR-1 1,250 Sales Discounts 42

Mar. 31 CR-1 13

Store Supplies 14
Mar. 10 CD-1 150 Purchases 51
3P 575 Mar. 22 CD-1 750
725 31 P-1 3,150

3,900
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. Purchase Returns 52
Equipment 19
Mar. 4 P-1 10,000 Mar. 19 -1 200
Accounts Payable 2 Purchase Discount 53
Mar. 190-1 200 | Mar. 31 P-1 13725 Mar. 31 CD-1 24
31 CD-1 1,700 11,825
Rent Expense 54
Drew Company, Capital 31 Mar. 2 CD-1 600
Mar. 1 CR-1 14,000
Salaries Expense 55
Mar. 14 CD-1 740
31 CD-1 810
1,550
Accounts Receivable Ledger Accounts Payable Ledger
Manny Company Andon Equipment

Mar. 11 S-1 600 Mar. 27 CR-1 600 Mar. 21 CD-1 500 Mar. 4 g’-l 10,000
P = '500

Nant Company Baily Company
Mar. 12 S-1 350 Mar. 22 CR-1 350 Mar. 17 CD-1 1,200 Mar. 7 P-1 1,200

Olin Company Cotin Company
Mar. 19 S-1 645 Mar. 30 CR-1 300 Mar. 19 J-1 200 Mar. 16 P-1 1,100
345 900
Pallit Corporation Daily Corporation
Mar.25 S 740 | Mar.24 P-1 850

Salio Supply House
Mar. 18 P-1 250

26 P-1 325
575
3. Based on the information in parts 1 and 2, prepare a schedule of accounts receivable, a

schedule of accounts payable, and a trial balance.

Drew Company
Schedule of Accounts Receivable
March 31, 19X5

Olin Company
Pallit Corporation
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Drew Company
Schedule of Accounts Payable
March 31, 19X5§
Andon Equipment
Cotin Company
Daily Corporation
Salio Supply House
Drew Company
Trial Balance
March 31, 19X5
Cash
Accounts Receivable
Store Supplies
Equipment
Accounts Payable
Drew Company, Capital
Sales
Sales Discount
Purchases
Purchase Returns
Purchase Discount
Rent Expense
Salaries Expense
Drew Company
Schedule of Accounts Receivable
March 31, 19X5
Olin Company $ 345
Pallit Corporation 740
$ 1,085
Drew Company
Schedule of Accounts Payable
March 31, 19X5
Andon Equipment $ 9,500
Cotin Company 900
Daily Corporation 850
Salio Supply House 575

$11,825
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Drew Company

Trial Balance

March 31, 19X5

Cash $17,726
Accounts Receivable 1,085
Store Supplies 725
Equipment 10,000
Accounts Payable $11,825
Drew Company, Capital 14,000
Sales 9,550
Sales Discount 13
Purchases 3,900
Purchase Returns 200
Purchase Discount 24
Rent Expense 600
Salaries Expense 1,550

$35,599 $35,599




Chapter 8
Summarizing and Reporting via the Worksheet

8.1 INTRODUCTION

The recording of transactions and the adjusting and closing procedures have been discussed
in previous chapters. It is reasonable to expect that among the hundreds of computations and cleri-
cal tasks involved, some errors will occur, such as posting a debit as a credit. Today many fi-
nancial records are maintained on the computer or on mechanical bookkeeping systems. The use
of machine time to correct errors can be very costly and may provoke questions from financial
managers.

One of the best ways yet developed of avoiding errors in the permanent accounting records,
and also of simplifying the work at the end of the period, is to make use of an informal record
called a worksheet.

8.2 WORKSHEET PROCEDURES FOR A SERVICE BUSINESS

We are already familiar with the types of accounts found in a service business—that is, a
business in which revenue comes from services rendered—so we shall first discuss the worksheet
for such a business.

The worksheet is usually prepared in pencil on a large sheet of accounting stationery called
analysis paper. On the worksheet, the ledger accounts are adjusted, balanced, and arranged in
proper form for preparing the financial statements. All procedures can be reviewed quickly, and
the adjusting and closing entries can be made in the formal records with less chance of error.
Moreover, with the data for the income statement and balance sheet already proved out on the
worksheet, these statements can be prepared more quickly.

For a typical service business, we may suppose the worksheet to have eight money columns;
namely, a debit and a credit column for four groups of figures:

Trial balance
Adjustments
Income statement

Sl

Balance sheet

A ten-column worksheet also is used, consisting of (1) trial balance, (2) adjustments,
(3) adjusted trial balance, (4) income statement, and (5) balance sheet. The adjusted trial balance
columns simplify the extension to the financial statement columns, but, for the illustrations in
this chapter, the eight-column worksheet will be used.

The steps in completing the worksheet are then:

1. Enter the trial balance figures from the ledger.

2. Enter the adjustments.

3. Extend the adjusted trial balance and the adjustment figures to either the income state-
ment or balance sheet columns.

Total the income statement columns and the balance sheet columns.

5. Enter the net income or net loss.

164
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From the following trial balance and adjustment information, prepare an eight-column worksheet.

Cash

Accounts Receivable

Prepaid Rent
Supplies
Equipment

Accounts Payable

T. Dembofsky, Capital

Fees Income

Salaries Expense
General Expense

T. Dembofsky
Trial Balance
December 31, 19X5

Dr.
$ 7,000
3,500
3,000
800
6,200

4,600
1,400
$26,500

Adjustment Information

Cr.

$ 4,500
12,000
10,000

$26,500

(@) Rent Expired for Year $1,200 (b) Supplies on Hand $200 (c) Salaries Accrued $400
Worksheet
December 31, 19X5
Trial Income Balance
Account Balance Adjustments Statement Sheet
Title Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 7,000 7,000
Accounts Receivable| 3,500 3,500
Prepaid Rent 3,000 (@) 1,200 1,800
Supplies 800 (b) 600 200
Equipment 6,200 6,200
Accounts Payable 4,500 4,500
T. Dembofsky, Cap. 12,000 12,000
Fees Income 10,000 10,000
Salaries Expense 4,600 (¢) 400 5,000
General Expense 1,400 1,400
26,500 | 26,500

Rent Expense (a) 1,200 1,200
Supplies Expense (b) 600 600
Salaries Payable (c) 400 400

2,200 2,200 8,200 10,000 18,700 | 16,900
Net Income 1,800 1,800

10,000 | 10,000 18,700 18,700
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Use the following procedures:

1.

3.

Enter the trial balance figures. The balance of each general ledger account is entered in the ap-
propriate trial balance column of the worksheet. The balances summarize all the transactions for
December before any adjusting entries have been applied.

Enter the adjustments. After the trial balance figures have been entered and the totals are in
agreement, the adjusting entries should be entered in the second pair of columns. The related debits
and credits are keyed by letters so that they may be rechecked quickly for any errors. The letters
should be in proper sequence, beginning with the accounts at the top of the page.

(a) Rent. Rent may be paid in advance, at which time the debit would be to Prepaid Rent (an
asset). As it expires, the Prepaid Rent account will be reduced, as it must reflect only what has
been prepaid. The entry to record the expired rent is:

Rent Expense 1,200
Prepaid Rent 1,200

The account name, Rent Expense, should be written in at the bottom of the worksheet.

(b) Supplies. This firm may have purchased $800 worth of supplies to last for a few years. Only
the cost of the supplies used during each year is considered as an operating expense for that
period; the unused portion is deferred to future periods. For this reason, the purchase of sup-
plies is debited to an asset account and adjusted at the end of the year. Because supplies of
$200 were still on hand at the close of the period, it is understood that $600 had been used and
should be charged to the expense.

Supplies Expense 600
Supplies 600

The account Supplies Expense should be written in at the bottom of the worksheet.

(¢) Salaries. The salaries amount in the trial balance column should include only the payments
that have been recorded and paid during the month. The portion that was earned in December
but paid in the following year, because the weekly pay period ended in January, should not be
included. Therefore an adjusting entry is needed to reflect the $400 earned but not yet paid.

Salaries Expense 400
Salaries Payable 400

The account title Salaries Payable should also be written in on the worksheet.

Extend the trial balance figures and the adjustment figures to either the income statement or
balance sheet columns. The process of extending the balances horizontally should begin with the
account at the top of the sheet. The revenue and expense accounts should be extended to the income
statement columns; the assets, liabilities, and capital to the balance sheet columns. Each figure is ex-
tended to only one of the columns. After the adjusted trial balance column totals have been proved
out, then the income statement columns and the balance sheet columns should also prove out.
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4. Total the income statement columns and the balance sheet columns. The difference between the
debit and credit totals in both sets of columns should be the same amount, which represents net
income or net loss for the period.

5. Enter the net income or net loss. In this example, the credit column total in the income state-
ment is $10,000, the debit column total is $8,200. The credit column, or income side, is the larger,
representing a net income of $1,800 for the month. Since net income increases capital, the net in-
come figure should go on the credit side of the balance sheet. The balance sheet credit column total
of $16,900 plus net income of $1,800 totals $18,700, which equals the debit column total. Since both
the income statement columns and balance sheet columns are in agreement, it is a simple matter to
prepare the formal income statement and balance sheet.

If there had been a loss, the debit or expense column in the income statement would have been
the larger, and the loss amount would have been entered in the credit column in order to balance
the two columns. As a loss would decrease the capital, it would be entered in the balance sheet
debit column.

Summary

1. Because the worksheet is an informal statement, it is prepared in

2. The balances that appear in the first two columns of the worksheet originate from the

3. All changes in accounts appearinthe _____ columns of the worksheet.

4. If the total of the debit column of the income statement in the worksheet is larger than the
total of the credit column of the income statement, the balance is said to be a
for the period.

Answers: 1. pencil; 2. ledger; 3. adjustment; 4. net loss

Solved Problems

8.1 Joe Hurt owns and operates Rent-a-Wreck Company, a used car rental business. On the fol-
lowing page is a trial balance before the month-end adjustments.
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Trial Balance
Dr. Cr.
Cash $ 1,940
Accounts Receivable 1,575
Supplies 1,740
Prepaid Rent 2,900
Equipment 16,500
Accounts Payable $ 1,000
Joe Hurt, Capital 21,650
Joe Hurt, Drawing 2,500
Rental Income 7,125
Salaries Expense 1,800
Utilities Expense 540
Miscellaneous Expense 280
$29,775 $29,775
Listed below are the month-end adjustments:
(@) Inventory of supplies at end of month, $975
(b) Rent for the month, $900
(c) Depreciation expense for month, $500
(d) Salaries payable, $200
Prepare an adjusted trial balance and make the necessary adjusting entries.
Trial Balance Adjusted
Trial Balance Adjustments Trial Balance
Account Title Dr. Cr. Dr. Cr. Dr. Cr.
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(@

»

(©)

(d)

SOLUTION

Trial Balance

Adjusted

Trial Balance Adjustments Trial Balance
Account Title Dr. Cr. Dr. Cr. Dr. Cr.

Cash 1,940 1,940

Accounts Receivable 1,575 1,575

Supplies 1,740 (a) 765 975

Prepaid Rent 2,900 (b) 900 2,000
Equipment 16,500 16,500

Accounts Payable 1,000 1,000
J. Hurt, Capital 21,650 21,650
J. Hurt, Drawing 2,500 2,500

Rental Income 7,125 7,125
Salaries Expense 1,800 (d) 200 2,000

Utilities Expense 540 540
Miscellaneous Expense 280 280

29,775 29,775

Supplies Expense (@) 765 765

Rent Expense (b 900 900
Depreciation Expense (c) 500 500
Accumulated Depreciation () 500 500
Salaries Payable (d) 200 200
Total Adjustments 2,365 2,365

Total Adjusted Trial Balance 30,475 30,475
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Adjusting Entries:
(a) Supplies Expense 765
Supplies 765
(b) Rent Expense 900
Prepaid Rent 900
(¢) Depreciation Expense 500
Accumulated Depreciation 500
(d) Salaries Expense 200
Salaries Payable 200

8.2 From the partial view of the worksheet below, determine the net income or loss.

Income Statement

Balance Sheet

Dr. Cr. Dr. Cr.
19,500 36,200 54,200 37,500
SOLUTION
36,200 (total credits of income statement)
— 19,500 (total debits of income statement)
16,700 (net income)
Income Statement Balance Sheet
Dr. Cr. Dr. Cr.
19,500 36,200 54,200 37,500
Net Income 16,700 16,700
36,200 36,200 54,200 54,200

8.3 The following selected accounts are taken from the ledger of C. Gold. Place check marks in
the appropriate columns to which the accounts will be extended in the worksheet.
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Income Statement Balance Sheet
Title Dr. Cr. Dr. Cr.

(1) Cash

(2) Accounts Receivable
(3) Accounts Payable

(4) C. Gold, Drawing

(5) C. Gold, Capital

(6) Fees Income

(7) Depreciation Expense
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