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Learning Objectives
After studying this chapter, you should be able to:

Describe the nature of a business and the role of accounting and ethics in business.
Mature of Business and Accounting

Types of Businesses

Role of Accounting in Business

Role of Ethics in Accounting and Business

Opportunities for Accountants

Example Exercizes

Summarize the development of accounting principles and relate them to practice.
Generally Accepted Accounting Principles
Business Entity Concept
Cost Concept EE 1-1

State the accounting equation and define each element of the equation.
The Accounting Equation EE 1-2

Describe and illustrate how business transactions can be recorded in terms
of the resulting change in the elements of the accounting equation.

Business Transactions and the Accounting Equation EE1-3

Describe the financial statements of a proprietorship and explain how they interrelate.
Financial Statements

Income Statement EE1-4
staternent of Owner's Equity EE 1-5
Balance Sheet EE 1-5
Statement of Cash Flows EE1-T

Interrelationships Among Financial Statements

Describe and illustrate the use of the ratio of labilities to owner's equity
in evaluating a company's financial condition.
Financial Analysis and Interpratation: Ratio of Liabilities to Owner's Equity EE 1-8

AtaGlance 1 Page 22

. oescribe thenarre - N@tUre of Business and Accounting

of business and the
rale of accounting and

L Bk whim T e el Ak . " ’ 1.
G DR A business' is an organization in which basic resources (inputs), such as materials

and labor, are assembled and processed to provide goods or services (ouiputs) 1o
customers. Businesses come in all sizes, from a local coffee house to Starbucks, which
sells over 310 billion of coffee and related products each year.

The objective of most businesses is to earn a profit. Protit is the difference between
the amounis received from customers for goods or services and the amounts paid for
the inputs used o provide the goods or services, This text focuses on businesses oper-
ating to e¢arn a profit. However, many of the same concepts and principles also apply
o not-for-profit organizations such as hospitals, churches, and government agencies.

Types of Businesses

Three types of businesses opeérating lor profit include service, merchandising, and
manufacturing businesses, Some examples of each type of business are given below,

Service businesses provide services rather than products to customers.
Delta Air Lines (transportation services)
The Walt Disney Company {enteriainment services)

¥ & eomplete glossary of terms appears al the end of the et

punpki 002 Coppepr Lemmrge A B g Bemrred oy md by pogpen . psewvmnl or dapdignind, o0 sbicks min pei [he o plepiemoes sghen, o e pary sosind wee e sappersegd e e B pmise gl bapdeens slimel e hs
e rel fur oy epperad coma s e maerad by slfen de rarall inereag suproeEs Ceagaps L weg seaeren the npls v mnoe eddimorel copam ® iy i § ebasganm 1 pi s 13 8L eperm i




6 Chapter 1 Introduction to Accounting and Business

EXHIBIT 4 Accounting Career Paths and Salaries

A:T:;:unlihi Caraasr Description foka .Hm:::::zhg Cartificat
Private Accournting Accountants employed by | Bookkeeper 538,500
companies, governmaent,
and not-for-profit entites.
Payroll clerk 537,000 Certified Payroll
Prafessions] (CPP)
izeneral accountant 544,625
Budget anahyst 547,250
Cost accountant S5 625 Certified Managerment
Accountamt (CRA)
Internal audivor $51,875 Certified Internal
Auwditor [CIA)
Information technology £60,750 Certified Infarmation
auditor Systerns Auditor (CI5A)
Fublic Accaunting Accountants emphoyed Local firms 547,313 Certified Public
individually or within a Accountant (CPA)
public accounting firm in
tax or audit services.
Mational firms 557,250 Certified Public
Accountant (CPA)

Sowrce: Robert Half 2012 LS. Salary Guide (Finanoe and Accountingl, Robert Half intemational, knc. (httpsSasesrhicomdsalanyguides)
*Mean salaries af & reported range. Private accounting salaries are reported for large companies. Salaries may vary by region.

starting salaries. Accountants who provide audit services, called auditors, verify the
accuracy of financial records, accounts, and systems. As shown in Exhibit 4, several
private accounting careers have certification options.

Accountants and their staflf who provide services on a fee basis are said to be
employved in public accounting. In public accounting, an accountant may praciice as
an individual or as a member of a public accounting firm. Public accountants who
have met a state's education, experience, and examination reguirements may become
Certified Public Accountants (CPAs). CPAs wypically perform general accounting,
audit, or tax services, As can be seen in Exhibit 4, CPAs have slightly better starting
salaries than private accountants. Career statistics indicate, however, that these salary
differences tend to disappear over time.

Because all functions within a business use accounting information, experience
in private or public accounting provides a solid foundation for a career. Many posi-
tions in industry and in government agencies are held by individuals with accounting
backgrounds.

@ somuizee  G@Nerally Accepted Accounting Principles

development of
accounting principles and
relate them to practice.

If a company's management could record and reéport financial data as it saw fit,
comparisons among companies would be difficult, if not impossible, Thus, financial
accountants follow generally accepted accounting principles (GAAP) in preparing
reports. These reports allow investors and other users to compare one company to
another.

Accounting principles and concepts develop from research, accepted account-
ing practices, and pronouncements of regulators. Within the United States, the
Financial Accounting Standards Board (FASB) has the primarv responsibility for
developing accounting principles. The FASB publishes Statements of Financial
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10 Chapter 1 Introduction to Accounting and Business

Note:

All business transactions
can be stated in terms of
changes in the elements of
the accounting equation.

Transaction A

All business transactions can be stated in terms of changes in the elements of the
accounting equation. How business transactions affect the accounting equation can be
illustrated by using some typical transactions, As a basis for illustration, a business
organized by Chris Clark is used.

Assume that on November 1, 2013, Chris Clark begins a business that will be
known as NetSolutions. The first phase of Chris's business plan is to operate
NetSolutions as a service business assisting individuals and small businesses in
developing Web pages and installing computer software. Chris expects this initial
phase of the business to last one to two years. During this period, Chris plans
on gathering information on the software and hardware needs of customers, Dur-
ing the second phase of the business plan, Chris plans to expand NetSolutions
inte a personalized retailer of soltware and hardware for individuals and small
businesses.

Each transaction during NetSolutions' first month of operations is described in
the following paragraphs, The effect of each transaction on the accounting eguation
is then shown,

Nop, 1, 20013 Chris Clark deposited $25.000 in a bank account in the name of
NetSolutions,

This transaction increases the asset cash (on the left side of the equation) by $25,000,
To balance the equation, the owner's equity (on the right side of the equation) in-
creases by the same amount. The equity of the owner is identified using the owner's
name and “Capital,” such as “Chris Clark, Capital.”

The effect of this transaction on NetSolutions” accounting equation is shown below,

Assets | = | Owner's Equity

a. 45 000

AE (00

Cash J' 1 Chris Clark, Capital

Since Chris Clark is the sole owner, NetSolutions is a proprietorship. Also, the
accounting equation shown above is only for the business, NetSolutions. Under the

Business

THE ACCOUNTING EQUATION the largest business, such as Ford Motor Company, compa-

nies use the accounting equation. Some examples taken
The accounting equation serves as the basic foundation from recent financial reports of well-known companies are
for the accounting systems of all companies. From the shown below.,

smallest business, such as the local convenlence store, to

& Canpgage Leamming 2iis

Company Assets” = Liabilities + Owner's Equity
The Coca-Cola Company 572921 — 541918 531,003
Dell, Inc. 53R,5099 . 530,831 £7.766
eBay, Inc. 522004 . 55702 4 515302
Google §57.851 = 511810 4 Sa6,241
McDonald's 31,975 — 517341 4 514634
Microsoft Corporation S86,113 = 533938 4 6175
Southrest Alrlines Co, SI5463 — 59226 56,237
Walmart SIB0663 — 5100416 4 571,247
*Armaln s ane dnonm momiBiors of dolars.
Coarrrg 2012 Uregage Leaning. A1 Soghés Hosrvef Moy ped be coped, somesl, or suplecsiel. i sheke oninpart Der ie clporose nghes. soner thid paty commnd may b sppeey wd bam ibe el ok, aeior £ Ctapierssk, Bdvonad rerees bos
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14 Chapter 1 Introduction to Accounting and Business

Assels = Liabilities + Owner's Equity
Accounts  Chris Clark, Chris Clark, Fees  Wages BRent Supplies Utilivies Misc

Cash  + Supp. + Land Payable + Capital - Drawing + Earned - Exp. — Exp. — Ewxp. - Exp. - Exp.
a, 425000 +25,000
b 20,000 i 20,000
Bal, 5,000 20,000 25,000
C. 1,350 k1,350 B
Bal. 5000 +1350 20,000 1,350 25,000
d 17,500 47,500
Bal. 12500 1350 20,000 1,350 25,0000 7500
e, 3,650 2,125 -B0O —450 -275
Bal. &850 1350 20,000 1,350 25,000 7500 -2135 80O 450 —275
f. —950 —950 p £xp s
Bal. 7900 1350 20,000 4[] 25 000 7500 -21335% ~800 450 275
q- - B0 -800 o i
Bal, F.500 550 20,000 400 25,000 7,500 -2,12 -B00 800 —450 —275
h. 2,000 2,000 o o
Bal. 5,900 550 20,000 400 25,000 2,000 7500 -<2,125 800 BOO 450 275

The four types of transactions affecting owner's equity are illustrated in Exhibit 5.

Owner's Equity

Types of
Transactions ::P '== P
| — =
Affecting Owner's T Twﬂ:ﬂf Owner's Dwner's
- ransactions penses
Equity Investments Withdrawals i -

"

~

Met Income [Met Loss)

Example Exercise 1-3 Transactions ) )

Salva Delivery Service is owned and operated by Joel Salvo, The following selected transactions were completed by Salvo
Delivery Service during Februany

Received cash from owner as additional investment, 535000,
Paid creditors on account, 51,800,

Billed customers for delivery services on account, 511,250.
Recelved cash from customers on account, 56,740,

Pald cash to owner for personal use, 51,000

bl

Indicate the effect of @ach transaction on the accounting equation elements (Assets, Liabilities, Owner's Equity, Drawing,
Revenue, and Expense). Also indicate the specific item within the accounting equation elemant that is affected. To illustrate,
the answer to (1) is shown below,

(1) Asset (Cash) increases by 535 000; Owner's Equity (Joel Salvo, Capital) increases by 535 000.

Follow My Example 1-3 )

{2} Aszet (Cash) decreases by 51,800; Liability (Accounts Payable) decreases by 51,800,

{3} Asset [Accounts Receivable) increases by 511,.250; Revenue [Delivery Service Fees) increases by 511,250,
(4) Asset (Cash) increases by 56,740; Asset (Accounts Receivable) decreases by 56,740,

15) Asset (Cash) decreases by 51.000; Drawing Uoel 5alvo, Drawing) Increases by 51,000,

Practice Exercises: PE 1-3A, PE 1-3B

G Cangige Lasming 3014
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Bank loan officers use

a business’s financial
staterments in deciding
whether to grant a loan 1o
the business, Once the loan
is granted, the bomower
may be required to mantain
a certain level of assets

in excess of |abilithes,

The business s financial
statements are wsed to
manitor this level.

Introduction to Accounting and Businass

as of November 30, 2013, is taken from the statement of owner's equity. The form
of balance sheet shown in Exhibit 6 is called the account form, This is because it
resembles the basic format of the accounting equation, with assets on the left side
and the liabilities and owner's equity sections on the right side’

The assets section of the balance sheet presents assets in the order that they
will be converted into cash or used in operations. Cash is presented first, followed
by receivables, supplies, prepaid insurance, and other assets. The assets of a more
permanent nature are shown next, such as land, buildings, and equipment.

In the liabilities section of the balance sheet in Exhibit 6, accounts payable is the
only liability. When there are two or more liabilities, each should be listed and the
total amount of liabilities presented as follows:

Example Exercise 1-6 Balance Sheet

Liabilities

Accounts payable

Wages payable

Total liabilities

512,900
2,570

315470

>®

Uzing the following data for Chickadee Travel Service as well as the statement of owner's equity shown in Example
Exercise 1-5, prepare a balance sheet as of April 30, 2074,

Accounts payable

£12,200

fccounts receivable

Cash
Land
aupplies

Follow My Example 1-6 )

31,350
53,050
B0,000

3,350

Chickadee Travel Service

Balance Sheet
April 30, 2014
Assets Liahilities
Y s e e 553050 Accounts payable:. ... r e & 12,200
Accounts receivable ... ... 31,350
B R e s L e Owner's Equity
BT B e R e P e S 80000 Adam Cellind, capital .....cociiiiiiianiiaiins 155,550
FORR kS i S e e 5167750 Total liabilities and owner's equity .......... 5167750

Poprrighl 012 Crppepr Lrmmrg A B Kagies Memrvral Moy sl by poapenil. s

Statement of Cash Flows

The statement of cash flows consists of the following three sections, as shown in

Exhibit 6:

1. operating activities
2. investing activities
A. financing activities

Each of these sections is briefly described below,

Practice Exercises: PE 1-6A, PE 1-68

Cash Flows from Operating Activities This section reports a summary of cash re-
ceipts and cash pavments from operations. The net cash flow from operating aclivities
normally differs from the amount of net income for the period. In Exhibit 6, NetSolutions

3 An alternatree form of balance dheet, called the repart foem, i lllustrated in Chapter 6. It presents the Babslives and owner’s aoguery

sections below the assets section
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22 Chapter 1 Introduction to Accounting and Business

equity is 1.18 in the recent year and 1.15 in the prior year, Since McDonalds ratio of
liabilities o stockholders' equity increased slightly, its creditors are slightly more at
risk at the end of the recent yvear. Also, McDonald's creditors are more at risk than
are Google's creditors. The creditors of both companies are, however, well protected
against the risk of nonpayment,

Exnmple Exercise 1-8 Ratio of Liabilities to Owner’s Equity )

The fellowing data were taken from Hawthorne Company's balance sheet;

Dec. 31, Dec. 31,

2014 2013
Total liabilities $1.20,000 $105,000
Total owner's equity 80,000 75,000

a. Compute the ratic of Habilities to owner's equity.,
Has the creditors' dsk Increased of decreased from December 31, 2013, to December 31, 20047

Follow My Example 1-8 )

a. Dec. 31, Dec. 31,
2014 2013
Total liabilities 5120000 2 105,000
Total owner's equity 80,000 75,000
Ratio of liabilities to owner's equity 1.50 1.40

{$120,000/580,000)  ($105,000/575,000)

b. Increased

Practice Exercises: PE 1-BA, PE 1-8B

Key Points A business provides goods or services (oulpuis) o customers with the objective of eaming a
profit, Three types of businesses include service, merchandising, and manufaciuring businesses
Accounting is an information svstem that provides reports o users about the economic activities and

condition of a business

Ethics. are moral principles that guide the conduct of individuals, Good ethical conduct depends on
individual character and Frm culoare

Accountants ane 'w.'fl!l.',.'i].',"ﬂ."-\.j N PG ACooumumg or |"'-||"|I'- ACCOUnng

Learning Outcomes EHI‘-'IHI-‘P‘E Practice
Exercises Exercises

* Distinguish among service, merchandising, and manutaciuring businesses

¢ Drescribe the role of saccounting in business, and explain why sccounting
is called the “language of business.”

¢ [efine ethics, and list towo Factors affecting ethical conduct

* Differentiate between private and public accounting,

1113 Ceppepr Liwewrm 40 Kigies Womy oyl ¥ e y_ prwywd or gy arsd, 1o s licke oon peii e o ce w vden, sune g ey cogme wee by mpperegd boemy e pHiss: smize ol feypdee
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L
Aszats = Liabilities + Owmner's Equity
Cecil Cecil Answering
Accs, Accts Jasmeson,  Jameson, Faes Paralegal Rent ‘Wages  Utilities Service Supp.  Misc
Cash e Supp. + Lamd = Pay. + Capltal — Drawing + Easned — Exp. — Exp.— Exp. — Exp. — Exp. — Exp. — Exp.
Bal. 1,000 3,200 B350 100040 1.530 13520
4. 314528 358
Bal. 4928 3,200 asn 10,00 1,530 13,530 3,918
b. -1,055 =1055
Bal. 3873 3,200 850 10,000 475 13,520 3.928
€ +3.700 3,800
Bal. 7571 1,200 B50 10,000 475 17,2340 a8
d, =1,200 ~1,.200
Bal. &371 1,200 as0 10,000 475 17,220 39238 = 1,200
e + 2025 + 2035
Bal. &373 5225 850 110,000 475 17220 5,953 =1,200
L +245 +245
Bal 63731 5,225 1,095 10,00 710 17,220 5,953 = 1,200
g. 3000 =% 0000
Bal 43731 3225 1,085 10,0008 720 17,220 5553 'I,_H:lﬂ-
. +1.635 1535
Bal. 9373 2,225 1,095 10,000 2,355 17220 5,953 1,635 1,20
I; =1.500 -B 5 325 250 =75
Bal. 7873 2215 1,065 10,0 2,358 17,220 5,053 -1,635 =1.200 =850 =325 =250 =75
2 —115 = = =5 o o
Bal. 7873 2,225 qs0 10,000 2,355 17,220 50953 1535 1,200 -850 325 —a50 115 i
k. 1L =1,
Eal. &£8731 1,225 Qan 10,000 2,355 17,220 1,000 5951 1,635 1. 2000 Eﬂ- E é E E
o !
Cecil Jameson, Attorney-at-Law
Income Statement
For the Month Ended July 31, 2013
I e U SRS PP PO e ST I e 55,953
Expe=nses
P PR BB I A o e e e R e e 51,635
T R I R 4 e s e e S ks o B 1.200
Wagrtg:prnw e e Tl A e L T e LT B50
ik |1 ) 5 e e e St st L G e Bl e e Bt e e 325
ARSWET NG SeTvICe EXPRNSE & | oas o rasavanisini e inns s sinin 250
T o [T e g e R iy ¥y Wk w iy 115
[T 1T TR T e e A S S S 75
T P e o e T e PN e e 4,450
LT ) o e s i e e e e o 51,503
Cecil Jameson, Attorney-at-Law
Statement of Owner's Equity
For the Month Ended July 31, 2013
Cacil Jameton, Capital July 1, 20013 | i rara s s v ra e 13,520
Addldlonal Investment by owner. . ..ol ii i e 53,700
Met income for the month ..o cieisraimriiisi et rin 1,503
$5,203 5
Levon i el e el R L O e e 1,000 g
Increase n owner's BgQuify .. ..o cre s s ey 4,203 =
Cecll Jamesan, capital, July 31, 20713 ... ociiiaviiaciaiaiadaianananana 517723 ;
g
o
(Comtaued)
g 5013 g g L . O Mg, Rl Ml bl i, s, ol i o i i gt o Lk gty o gy B il it Bk - o, Bl i b bk

devamad s @n ugErvaied el il b il fudenial by slle) de serad | logo ng dupanems Ceaf e Leaaniig maaries (e fiple w3 miens ahldioidl oo 8 any s O ol ]ee 5 0ghie medic kil nivpeie il
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Example
Exevcises

EE1-5 » ' PE1-5B Statement of owner's equity OB, 5
Using the income statement for Sentinel Travel Service shown in Practice Exercise 1-1B,
prepare a statement of owner's equity for the current vear ended August 31, 2014. Barb
Schroeder, the owner, invested an additional $36,000 in the business during the vear and
withdrew cash of $18,000 for personal use. Barb Schroeder, capital as of September 1,
2013, was $380,000.

EE1-6 7 2 PE 1-6A Balance sheet OBJ. 5
Using the following data for Sunset Travel Service as well as the statement of owner's
equity shown in Practice Exercise 1-3A, prepare a balance sheet as of April 30, 2014,

Accounts payable 5 61,000
Accounts receivable 124,000
Cash 274,000
Lamd 450,000
Supplies 13,000

EE1-6 ~ |- PE1-6B Balance sheet OB 5
Using the following data for Sentinel Travel Service as well as the statement of owner's
equity shown in Practice Exercise 1-5B, prepare a balance sheet as of August 31, 2014,

Accounts payable L 44,600
Accounts receivable 75,500
Cash 45,400
Land 310,000
Supplies 4,700

EET1-7 - PE1-7TA Statement of cash flows 0BJ.5
A summary of cash flows for Sunset Travel Service for the vear ended April 30, 2014, is
shown below,

Cash receipts:
Cash received from customers 51,500,000
Cash received from additional investment of ownear 75,000
Cash payments:
Cash paid for operating expenses 1,215,000
Cash paid far land 240,000
Cash paid to owner for personal use BE, 000
The cash balance as of May 1, 2013, was §220,004.
Prepare a statement of cash flows for Sunset Travel Service for the year ended April
30, 2014.

EE1-7 /© PE1-7B Statement of cash flows 0BJ.5
A summary of cash flows for Sentinel Travel Service for the vear ended August 31, 2014,
is shown below,

Cash receipts:
Cash received from customers 734,000
Cash received from additional imvestment of owner 36,000

Cash payments:
Cash paid for operating expenses 745,600
Cash paid for land C0.000
Cash paid to owner for personal use 18,000

The cash balance as of September 1, 2013, was $89 000,
Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
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v d. §7,200

Introduction to Accounting and Business

EX 1-12 Transactions oBj. 4

The following selected transactions were completed by Reuben’s Delivery Service during
October:

1. Received cash from owner as additional investment, $20,000,
2. Purchased supplies for cash, $900,

. Paid rent for October, $3,000.

4. Paid advertising expense, $2,500.

5. Received cash for providing delivery services, 523, 104,

6. Billed customers for delivery services on account, $41,750.
7. Paid creditors on account, $4,500.

8, Received cash from customers on account, $36,200,

9. Determined that the cost of supplies on hand was §175 and $§725 of supplies had been
used during the month.

10, Paid cash to owner for personal vse, 51,004,

Indicate the effect of each transaction on the accounting equation by listing the num-
bers identifving the transactions, (1) through (10), in a column, and inserting at the right
of each number the appropriate letter from the following list:

Increase in an assel, decrease in another asset,
Increase in an asset, increase in a liability.
Increase in an asset, increase in owner's equity,
Diecrease inoan assel, decrease inoa habality.

FEDTE

Decrease in an asset, decrease in owner's equity.

EX 1-13 Mature of transactions 0BJ. 4
Angela Howard operates her own catering service. Summary financial data for July are
presented in equation form as follows, Each line designated by a number indicates the
effect of a transaction on the equation. Each increase and decrease in owner's equity,
excepl transaction (5), affects net income.

Assets = Liabilities + Owner's Equity
Accounts  AngelaHoward, AngelaHoward, Fees

Cash 4 Supplies + Land = Payable + Capital —  Drawing 4+ Earmed — Expenses
Bal. 30,000 2,000 &0,000 12,000 100,000
1. +33,000 33,000
2 ~20,000 + 20,000
3 —24 000 —24,000
4, H1,000 + 1,000
L 3,000 -3,000
G 6,000 —6,00)
r 3 1,800 1,800
Bal. 10,000 1,200 100000 7,000 100,000 3,000 33,000 25,800
a. Describe each transaction,
b. What is the amount of the net decrease in cash during the month?
¢. What is the amount of the net increase in owner's equity during the month?
d. What is the amount of the net income for the month?
e, How much of the net income for the month was retained in the business?
EX 1-14 MNet income and owner's withdrawals OBJ.5

The income statement of a proprietorship for the month of February indicates a net in-
come of §17,500, During the same period, the owner withdrew $25,500 in cash from the
business for personal use.

e Would B b correct to say that the business incurred a net loss of 58,000 during
the month? Discuss.

Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
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38 Chapter 1 Introduction to Accounting and Business

EX 1-26 Ratio of liabilities to stockholders’ equity 0Bl. 6

The Home Depot, Inc, is the world's largest home improvement retailer and one of the
largest retailers in the United States based on net sales volume. The Home Depot oper-
ates over 2,200 Home Depot® stores that sell a wide assortment of building materials and
home improvement and lawn and garden products.

The Home Depot recently reported the following balance sheet data (in millions);

Year 2 Year 1
Total assets 540,125 540,877
Tatal stockholders' equity 18,889 19,393

a. Determinge the total habilities at the end of Years 2 and 1.

b. Determine the ratio of habilities o stockholders” equity for Year 2 and Year 1. Round
o two decimal places,

. What conclusions regarding the margin of protection (o the creditors can vou draw
from (h)?

EX 1-27 Ratio of liabilities to stockholders’ equity OBJ. &
Lowe's Companies Inc, a major competitor of The Home Depot in the home improvement
business, operates over 1,700 stores. Lowe's recently reported the following balance sheet
data (in millions):

Year 2 Year 1
Total assets EER 433,005
Tatal labilities 15,587 13,936

a. Determine the total stockholders” equity as of at the end of Years 2 and 1.

b. Determine the ratio of liabilities to stockholders® equity for Year 2 and Year 1. Round
to two decimal places.

. What conclusions regarding the risk to the creditors can you draw from (b

d. Using the balance sheet data for The Home Depot in Exercise 1-26, how does the ratio
of liabilities to stockholders’ equity of Lowe's compare o that of The Home Depot?

Problems Series A

¥ Cash bal, at end of
June: 529,250

Empyrgh 2012 Leegapr Leamng. A Sghis Hesrved May ol by copagel, soree i, o soplsonic]., m shekr oninped Uer o sieoresc nphis. sorer e pariy cosend mayp S soppess s Bom i ook, pmlior e Ubepiends b, Bdvimad rerees o

PR 1-1A Transactions 0BJ. 4

On June 1 of the current year, Bret Eisen established a business o manage rental prop-
erty. He completed the following transactions during June:

a. Opened a business bank account with a deposit of 530,000 from personal funds,

b. Purchased office supplies on account, §1,200.

¢. Received cash from fees earmed for managing rental property, $7.200.

d. Paid rent on office and equipment for the month, $3,000,

e, Paid creditors on account, $730.
Billed customers for fees earned for managing rental property, $35,000,

g. Paid automobile expenses (including rental charges) for month, $600, and miscella-
NEOUS EXPEnses, L3000,

h. Paid office salaries, §1,800,

i. Determined that the cost of supplies on hand was §700; therefore, the cost of supplies
used was §300.

. Withdrew cash for personal use, $1,500.
Instructions

1. Indicate the effect of each transaction and the balances after each transaction, using
the following tabular headings:
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g2 Chapter 1 Introduction to Accounting and Business

Waolverine Realty
Staterment of Cash Flows

For the Month Endad Apell 30, 2018
Cash flows from operating activities;

Cash received From customers. ..o oo eiiiaeniiassmniasesaas 5 (k)

Deduct cash payments for expenses and payments to creditors. . ... (387.500)

Met cash flows from operating activities. .. cvoiimeniismmiismmeinins 5 )]
Cash flows from investing activities:

Cash payments for acquisitionofland ... ..o iiiiiiiiiiiiiiiina, (m)
Cash flows from financing activities:

Cash received as owners investment _........cooniiuaniiaananaans 5 {n}

Deduct cash withdrawal by oOWner, .......covvemernnerirneernnns (o)

MNet cash flows from financing activities . .. .. ... ... iioio [p)

Met increase (decrease] in cash and April 30, 2014, cash balance ...... > g

Instructions
By analyring the interrelationships amonyg the four financial statements, determine the
proper amounts for (a) through (qh

Problems Series B

PR 1-1B Transactions oB). &
v Cash bal. at end of Amy Austin established an insurance agency on March 1 of the current vear and completed
March: 548,650 the following transactions during March:

a. Opened a business bank account with a deposit of §30,000 from personal funds.
v, Purchased supplies on account, $4,040,

Paid creditors on account, $2,300,

Received cash from fees earned on insurance commissions, 513 800,

Paid rent on office and equipment for the month, §5,000,

Paid automobile expenses for month, $1,150, and miscellaneous expenses, S300.
. Paid office salaries, §2 500.

. Determined that the cost of supplies on hand was $2,700; therefore, the cost of sup-
plies used was §1,300.

=® =0 an

Billed insurance companies for sales commissions carned, $12,500.
. Withdrew cash for personal use, $3,900,
Instructions

1. Indicate the effect of each transaction and the balances after cach transaction, using
the following tabular headings:

Assets = Liabilities + Owner's Equity
Ay By
Accounts Accounts Austin, Austim, Fees Rent Salaries Supplies Auto Misc.
Cash + Receivable + Supplies Payable + Capital - Drawing + Earned Expense - Expense - Expense - Expense - Expense

2. e Bricfly explain why the owner's investment and revenues increased owner's
equity, while withdrawals and expenses decreased owner's equirty,
. Determine the net income for March.

e

4. How much did March's transactions increase or decrease Amy Austin's capital?
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Continuing Problem

¥ 2. Met income:

£1,340

Introduction to Accounting and Business

Pevton Smith enjoys listening to all tvpes of music and owns countless CDs. Over the
vedars, Peyton has gained a local reputation for knowledge of music from classical to rap
and the ability o put together sets of recordings that appeal to all ages.

During the last several months, Peyton served as a guest disc jockey on a local radio
station, In addition, Peviton has entertained at several friends” parties as the host deejav.

On June 1, 2014, Peyviton established a proprietorship known as PS Music, Using an
extensive collection of music MP3 files, Peyton will serve as a disc jockey on a fee basis
for weddings, college parties, and other events. During June, Peyvton entered into the
following transactions;

June 1. Deposited $4,000 in a checking account in the name of P5 Music.

2, Received 83,500 from a local radio station for serving as the guest disc jockey for
June.

2. Agreed o share office space with a local real estate agency, Pinnacle Realiy. PS
Music will pay one-fourth of the rent. In addition, PS Music agreed to pay a por-
tion of the salary of the receptionist and o pay one-fourth of the utilities. Paid
£800 for the rent of the office.

4. Purchased supplies from City Office Supply Co, for $350, Agreed to pay $100
within 10 days and the remainder by July 5, 2014

6. Paid 5500 (0 a local radio station o advertise the services of PS Music twice daily
tor two weeks.

8. Paid $675 to a local electronics store for renting digital recording equipment.

12. Paid $350 (music expense) o Cool Music for the use of its current music demaos
o make various music sets,

13. Paid City Office Supply Co. $100 on account.

16, Received $300 from a dentist for providing two music sets for the dentist to play
for her patients.
22, Served as disc jockey for a wedding party, The father of the bride agreed to pay
§1,000 in July.
25, Received 8500 for serving as the disc jockey for a cancer charity ball hosted by
the local hospital,
29, Paid $240 (music expense) to Galaxy Music for the use of its library of music
demos.
A0, HReceived 5200 for serving as PS disc jockey for a lecal club’s monthly dance.,
30. Paid Pinnacle Realty $400 for P5 Music's share of the receptionist's salary for
June,
30, Paid Pinnacle Realty $300 for 'S Musics share of the utilities for June.
30, Determined that the cost of supplies on hand is $170. Therefore, the cost of sup-
plies used during the month was $180.
0. Paid for miscellaneous expenses, $415.
30, Paid $1,000 rovalties (music expense) o National Music Clearing for use of vari-
ous artists’ music during the month.,
30, Withdrew $500 of cash from PS Music for personal use.

Instructions
1. Indicate the effect of cach transaction and the balances after cach transaction, using
the following tabular headings:

Assats Liabilities + Owner's Equity
Peyvton Peyton Office  Egquipment
Accts. Accounts  Smith, Smith, Faes Music Rent Rent Advertising  Wages  Utillitkes  Supplies  Misc
Cash + Rec. + Supplies = Payable + Capital - Drawing + Earned Exp. Exp, Exga, Exp, Exp. Exp. Exp, Exp
2. Prepare an income statement for PS Music for the month ended June 30, 2014,
A. Prepare a statement of owner's equity for PS Music for the month ended June 30,
2014.
4. Prepare a balance sheet for PS Music as of June 30, 2014,
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Chapter 2 Analyzing Transactions

In an actual accounting system, a more formal account form replaces the T account,
Later in this chapter, a fourcolumn account is tllustrated, The T account, however, is
a simple way 1o illustrate the effects of transactions on accounts and financial stave-
ments, For this reason, T accounts are often used in business o explain transactions.

Each of the columns in Exhibit 1 can be converted into an account form in a
similar manner as was done for the Cash column of Exhibit 1. However, as mentioned
earlier, recording increases and decreases in accounts must follow certain rules. These
rules are discussed afier the chant of accounts is described.

Chart of Accounts

A group of accounts for a business entity is called a ledger. A list of the accounts
in the ledger is called a chart of accounts. The accounts are normally listed in the
order in which they appear in the financial statements. The balance sheet accounts
are listed first, in the order of assets, liabilities, and owner’s equity. The income state-
ment accounts are then listed in the order of revenues and expenses,

Assets are resources owned by the business entity. These resources can be physical
items, such as cash and supplies, or intangibles that have value, Examples of intangible
assets include patent rights, copyrights, and trademarks, Assets also include accounts
receivable, prepaid expenses (such as insurance), buildings, equipment, and land.

Liabilities are debts owed to outsiders (creditors). Liabilities are often identified on
the balance sheet by titles that include payvable, Examples of liabilities include accounts
payable, notes payable, and wages pavable, Cash received betore services are delivered
creates a liability to perform the services. These future service commitments are called
wnearned revenves. Examples of unearned revenues include magazine subscriptions
received by a publisher and tuition received at the beginning of a term by a college.

Owner's equity is the owner's right to the assets of the business after all liahili-
ties have been paid. For a proprietorship, the owner's equity is represented by the
balance of the owner's capital account. A drawing account represents the amount
of withdrawals made by the owner.

Revenues are increases in owner’'s equity as a result of selling services or products
to customers. Examples of revenues include fees earned, fares earned, commissions
revenue, and rent revenue.

Business g% 4 Connection

THE HIJACKING RECEIVABLE

A company's chart of accounts should reflect the basic
nature of its operations, Occaslonally, however, transac-
tions take place that give rise to unusual accounts. The
following is a story of one such account,

Before strict airport security was implemented
across the United States, several airlines experienced
hijacking incidents. One such incident occurred when a
Southern Airways jet en route from Memphis to Miami
was hijacked during a stopover in Birmingham, Alabama,
The three hijackers boarded the plane in Birmingham
armed with handguns and hand grenades. At gunpoint,
the hijackers took the plane, the plane's crew, and the
passengers to nine American cities, Taronto, and eventu-
ally to Havana, Cuba.

During the long flight, the hijackers demanded a
ransom of 310 million. Southern Airways, however, was
only able to come up with 52 milllon. Eventually, the pilot
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talked the hijackers into settling for the 52 million when
the plane landed in Chattanooga for refueling.

Upon landing in Havana, the Cuban authorities
arrested the hijackers and, after a brief delay, sent the
plane, passengers, and crew back to the United States,
The hijackers and 52 million stayed in Cuba.

How did Southern Airways account for and re-
port the hijacking payment in its subsequent financial
statements? As you might have analyzed, the initial
entry credited Cash for 52 million, The debit was to an
account entitled *Hijacking Payment.” This account was
reported as a type of receivable under "other assets” on
Southern Alrways' balance sheet. The company maln-
tained that it would be able to collect the cash from
the Cuban government and that, therefore, a receivable
existed. In fact, Southern Airways was later repaid 52
million by the Cuban government, which was, at that
time, attempting te improve relations with the United
States.
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28 Chapter 2 Analyzing Transactions

. The transaction is recorded in the journal using the following steps:

Step 1. The date of the transaction is entered in the Date column.
Step 2, The title of the account 1o be debited is recorded in the lefi-hand margin

A journal can be thought o 5 ;
of as being similat to under ll‘EE Description column, and the amount to be debited is entered in
an individual's diary of the Debit column.

significant day-to-day life  Step 3. The title of the account to be credited is listed below and o the right of
Events. the debited account title, and the amount to be credited is entered in the

Credit column.

Step 4. A briet description may be entered below the credited account,

Step 5. The Posi. Ref. (Posting Reference) column is lefi blank when the journal
entry is initially recorded. This column is used later in this chapter when
the journal entry amounts are transferred o the accounts in the ledger,

The process of recording a transaction in the journal is called journalizing., The
entry in the journal is called a journal entry,

The following is a wsetul method for analyzing and journalizing transactions:

1. Carefully read the description of the transaction to determine whether an asset, a
liability, an owner's eguity, a2 revenue, an expense, or a drawing account is affected,

2. For each account affected by the transaction, determine whether the account
increases or decreases,

3. Determine whether each increase or decrease should be recorded as a debit or
a credit, following the rules of debit and credit shown in Exhibit 3.

4. Record the transaction using a journal entry.

The following table summarizes terminology that is often used in describing a trans-
action along with the related accounts that would be debited and credited,

Journal Entry Account
Common transaction terminology Debit Credit
Received cash for services provided Cash Fees Earned
Services provided on account dccounts Receivable Fees Earned
Received cash on account Cash Accounts Receivable
Purchased on account fsset account Accounts Payvable
Paid on account Accounts Payable Cash
Paid cash Asset or expense account Cash
Owrier investmeants Cash and/or other assets {Owner’s name}, Capital
Owner withdrawals (Dwner's name), Drawing Cash

The remaining transactions of NetSolutions for November are analyvzed and jour-
nalized next,

Transaction B Now. 5 NetSolutions paid 320,000 for the purchase of land as a future building site,

This transaction increases one assel account and decreases another. It is recorded
Analysis in the journal as a 320,000 increase {debit) to Land and a $20,000 decrease
{credit) to Cash.

Movw. | 5 | Lamd 20,000
Journal Entry Cash 20,000
Purchased land for building site,

Accounting Assets = Liabilithes + Crhwner's Equity

Equation Land
Impact Mowv.5 20,000 |

Cash
| Mov.5 20,000
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62 Chapter 2 Analyzing Transactions

The posting of the preceding December 1 transaction is shown in Exhibit 4. Notice
that the T account form is not used in Exhibit 4. In practice, the T account is usually
replaced with a standard account form similar 1o that shown in Exhibit 4.

EXHIBIT 4 Diagram of the Recording and Posting of a Debit and a Credit

Cash

Account Prepaid Insurance

Ol
Step1 —pDec, |1

Account Cazh

FLLE |
Mov. | 1

30
Step1 ——pDec, | 1

Cec. | 1| Prepald Insurance

item

Dascription

Paid premium on ane-year policy.

Ref.

1

Step 3

Raf. Debit
Step 4 —m 15 2400
Stepd —F= 1
Step 2

Debit

¥
£,400

Credit

2,000
2,400

Boooumnt Mo, 15

Credit

Dehit

2,400

Accowent No. 7

Credit

25,000

5,900
3,500

© Cangags Laeming 5074

The debits and credits for each journal entry are posted to the accounts in the
order in which they occur in the journal. To illustrate, the debit portion of the
December 1 journal entry is posted to the prepaid account in Exhibit 4 using
the following four steps:

Step 1. The date {(Dec. 1) of the journal entry is entered in the Date column of

Prepaid Insurance.

Step 2. The amount (2,400) is entered into the Debit column of Prepaid Insurance.
Step 3. The journal page number (2) is entered in the Posting Reference (Post. Ref.)

column of Prepaid Insurance,

Step 4. The account number (15) is entered in the Posting Reference (Post. Ret)
column in the journal.

As shown in Exhibit 4, the credit portion of the December 1 journal entry is
posted to the cash account in a similar manner.
The remaining December transactions for NetSolutions are analyzed and jour-
nalized in the following paragraphs. These transactions are posted to the ledger in
Exhibit 5 on pages 69-70. To simplify, some of the December transactions are stated
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66 Chapter 2 Analyzing Transactions

Transaction

Analysis

Dec, 20 NetSolutions paid $900 to Executive Sufply Co. on the $1,800 debt owed
from the December 4 transaction.

This is similar to the transaction of December 11. This transaction is recorded as
a 3900 decrease (debit) to Accounts Payable and a $900 decrease (credit) to Cash.

20 Accounts Payable 1 | 900
Journal Entry Cash 11 9K
Pald creditars on account,
Accounting Assats = Liabilities + Owner's Equity
Equation Cash 1 Accounts Payable 21
Impact | Dec.20 900 Dec.20 900 |
Transaction Dec. 21 NelSolutions received $650 from customers in payment of their
ACCOLnIs.
When customers pay amounts owed for services they have préviously received,
one asset increases and another asset decreases. This transaction is recorded
Analysis as a $650 increase (debit) to Cash and a $650 decrease (credit) o Accounts

Receivable,

21| Cash 11

&50
Jouwrnal Entry Accounts Receivable 12 650
Feceived cash from customers on account,
Accounting Assets = Liabilities + Owner's Equity
Equation Cash "
Impact  “pee 21 650
Accounts Receivable 12
| Dec. 21 650
Transaction Dec, 23 NetSolutions paid 51,450 for supplies,

One asset account (Supplies) increases, and another asset account (Cash) de-
creases. This transaction is recorded as a §1,450 increase (debit) to Supplies
and a 31,450 decrease (credit) o Cash.

23| Supplies 14 1,450
Journal Entry Cash 11 1,450
Purchased supplies.
Accounting Assats = Liabilities + Owner's Equity
Egquaticn cash 1
Kpact [Dec,23 1,450
Supplies 14
Dec.23 1,450 |
Transaction Dec. 27 NetSolutions paid the receplionist and the part-time assistant $1,200 for
heo weeks' wages.
This transaction is similar to the transaction of December 13. This transaction is
Analysis recorded as a 1,200 increase (debit) to Wages Expense and a §1,200 decrease
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70 Chapter 2 Analyzing Transactions

EXHIBIT 5 Cash Receipts Journal for a Merchandising Business [concluded)

Account Fees Earmed

Account No. 41

Account Uelities Expense

Account No. 54

Account Wanges Expenge

Account Moo 57

Account supplies

Balance Balance
Post. Post.
Date Item Ref. Debit | Credit | Debit | Credit Date Item Ref. Dbt Debit | Credit
FLEE miE
Maw. 18 1 7,500 7.500 Maw. 30 1 450 450
Dec. 16 3 3,100 10,800 Dec. 31 3 310 il
16 3 1,73 13350 31 4 dd2 085
£ | 4 2,870 15,220
Y| 4 1120 | 16,340

Account Moo 55

Balance Date Iterm Ref. Dekit | Credit | Debit | Credit
Post, ' i)
Date Item Ref. | Debit | Credit | Debit | Credit o, 30 1 B0 BOG
R B
Mow. 30 1 2.125 2,125
D, 13 3 L= L% | 1075 Aocount Mo, 59
27 3 1,200 4,275

Account Hent Expense Account Mo 52
kR
Balance Now. 30 1 275 275 d
Post, Cec. 6 i 180 455 E
Diate Itam Ref. | Dabit | Credit | Debit | Credit E
213 2
Maow, 30 1 800 200 2
Dec. 1 2 800 1,500 H
[1]
@ o Trial Balance
unadjusted
:;1??;“;:'::;1?'” Errors may occur in posting debits and credits from the journal to the ledger. One
e ray to detect such errors is by preparing a trial balance. Double-entry accounting
requires that debits must always equal credits, The trial balance verifies this equality.,
The steps in preéparing a trial balance are as follows:
step 1. List the name of the company, the title of the trial balance, and the date
the trial balance is prepared,
Step 2. List the accounts from the ledger, and enter their debit or credit balance in
the Debit or Credit column of the trial balance.
Step 3. Total the Debit and Credit columns of the trial balance.
Step 4. Verify that the total of the Debit column equals the total of the Credit column,
The trial balance for NetSolutions as of December 31, 2013, is shown in Exhibit 6.
The account balances in Exhibit 6 are taken from the ledger shown in Exhibit 5.
Before a trial balance is prepared, each account balance in the ledger must be de-
termined. When the standard account form is used as in Exhibit 5, the balance of
cach account appears in the balance column on the same line as the last posting to
the account.
The trial balance shown in Exhibit & is titled an unadjusted trial balance. This
is to distinguish it from other trial balances that will be prepared in later chapters.
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Chapter 2 Analyzing Transactions Fi

Step 1

Step 2 ——

NetSolutions
Unadjusted Trial Balance

December 21, 2013

—

Debit Credit
Balances Balances
T e L e
Aocotints REceVBDI® ... vviiisisiisianissnsruansmuatsnraivenaiions Skl
T ] L R B e S e e S e e S S
Prepald INSURBICE ..o rrerrrrrarrrrarrrroarnrannrronnnrrnnroonns 00
o R T T e T e e el e 1,800
e e P A B e e e L e . SO0
T I e S e s ot o ek ' i o it e 360
I e s R A A o D e e e S e S s S S e e 25,000
L L [y LT L] e o et e . 111, |
P R TR s e e e S e e AR 16,340
e T TN s v e i e i e AT B e B o e 4,375
R B 5 e S e S S A A e e e e 1,600
LR ERBI R o b e R e R 9B5
B T T T 800
M A e BT = e T i P e e i e At S
42,600 42,600
— | —
Steps 3-4

These other trial balances include an adjusted trial balance and a post-closing trial
balance.”

Errors Affecting the Trial Balance

If the trial balance totals are not equal, an error has occurred. In this case, the error
must be found and corrected. A method useful in discovering errors is as follows:

1. If the difference between the Debit and Credit column totals is 10, 100, or 1,000, an

error in addition may have occurred. In this case, re-add the trial balance column
totals, If the error still exists, recompute the account balances.

2. If the difference between the Debit and Credit column totals can be evenly divisible

by 2, the error may be due to the entering of a debit balance as a credit balance,
or vice versd. In this case, review the trial balance for account balances of one-half
the difference that may have been entered in the wrong column. For example, if the
Debit column total is $20,040 and the Credit column total is 520,236, the difference
of $404 (§20,640 — $20,230) may be due to a credit account balance of §202 that was

entered as a debit account balance.

. If the difference between the Debit and Credit column totals is evenly divisible

by %, trace the account balances back to the ledger to see if an account balance
was incorrectly copied from the ledger. Two common types of copying errors are
transpositions and slides. A transposition occurs when the order of the digits is
copied incorrectly, such as writing $342 as $452 or 5524, In a slide, the entire
number is copied incorrectly one or more spaces to the right or the left, such as
writing $542.00 as $54.20 or §5,420.00, In both cases, the resulting error will be
evenly divisible by 9.

- If the difference between the Debit and Credit column totals is not evenly divis-

ible by 2 or 9, review the ledger to see if an account balance in the amount of
the error has been omitted from the trial balance. If the error is not discovered,
review the journal postings to see if a posting of a debit or credit may have been
omitted.

3 The adjusted trial balance will be discussed in Chaper 3 and the pest-clasing trial balarnce In Chapter 4

0 Cengage Lesming 2004

EXHIBIT &

Trial Balance
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Chapter 2 Analyzing Tranzactions

5. If an error is nof discovered by the preceding steps, the accounting process must be
retraced, beginning with the last journal entry.

The trial balance does not provide complete proof of the accuracy of the ledger.
It indicates only that the debits and the credits are equal. This prool is of value,
however, because errors often atfect the equality of debits and credits.

Example Exercise 2-6 Trial Balance Errors >

For each of the following errors, considered individually, indicate whether the error would cause the trial balance totals
to be unequal. If the error would cause the trial balance totals to be unequal, indicate whether the debit or credit total is
higher and by how much,

&,

Payment of a cash withdrawal of 55600 was journalized and posted as a debit of 56,500 to Salary Expense and a credit
of 56,500 to Cash.

& fee of 52 A50 earmed from a client was debited to Accounts Receivable for 52,580 and credited to Fees Eamed for

A payment of 53,500 to a creditor was posted as a debit of 53,500 to Accounts Payable and a debit of 53,500 ta Cash.

Follow My Example 2-6 )

4, The totals are equal since both the debit and credit entries were journalized and posted for 56,500,
b. The totals are unequal. The credit total is higher by 5270 (52,850 - 52,580}.

.

The totals are unequal. The debit total is higher by 57,000 (53,500 + 53,500).

Practice Exercises: PE 2-6A, PE 2-6B

Errors Not Affecting the Trial Balance

An error may occur that does not cause the trial balance totals to be unequal. Such
an error may be discovered when preparing the trial balance or may be indicated
by an unusual account balance, For example, a credit balance in the supplies account
indicates an error has occurred. This is because a business cannot have “negative”
supplies. When such errors are discovered, they should be corrected. If the error
has already been journalized and posted to the ledger, a correcting journal entry
is normally prepared.

To illustrate, assume that on May 5 a 312,500 purchase of office equipment on
account was incorrectly journalized and posted as a debit 1o Supplies and a credit
to Accounts Payable for $12,500. This posting of the incorrect entry is shown in the
following T accounts:

fncarrect:
Ell.l.ppliﬂ Accounts Payable
12,500 [12.500
Before making a correcting journal entry, it is best to determine the debit(s)

and credit(s) that should have been recorded. These are shown in the following
T accounts:

Correct:
Dffice Equipment Accounts Payable
12,500 | | 12,500

Comparing the two sets of T accounts shows that the incorrect debit to Supplies may
be corrected by debiting Office Equipment for $12,500 and crediting Supplies for
412,500, The following correcting entry is then journalized and posted:
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Entry to Correct Error:

May |31 Offlice Equipment | 18 12,500

Supplies [ 14 12,500
Ta correct erroneaus debit
to Supplies on May 5. See involce
from Bell Office Equipment Co.

Example Exercise 2-7 Correcting Entries >

The following errars took place In journalizing and posting transactions:

a. A withdrawal of 56,000 by Cheri Ramey, owner of the business, was recorded as a debit to Office Salaries Expense and
a credit to Cash,

b, Utilities Expense of 54,500 paid for the current month was recorded as a debit to Miscellanecus Expense and a credit
to Accounts Payable,

Journalize the entries to correct the errars. Omit explanations.

Follow My Example 2-7 )

a; Cher Bamey, Draving. ... oo ocrernssseprmspesnries &, {00
Oiffice-Salarkes EXpPansd. ... coivieiciiisinrinmas 6,000

B, ACCOUNES PRV o o e s bnm 5o, 5k e s s 4,500
Miscellaneous EXpBREs . ... ..cocieiiiaiairinias 4 500

P N BRI R, . < e 5 ot b e e 4,500
i TR 4.500

Mote: The first entry in (b} reverses the incorrect entry, and the second entry records the correct entry. These two entries
could also be combined into one entry; however, preparing two entries will make it easier for someone later to understand
what had happened and why the entries were necessary,

 Practice Exercises: PE 2-7A, PE 2-78

Financial Analysis and Interpretation: (FAI
Horizontal Analysis Describe and

illustrate the

use of horizontal analysis
in evaluating a company's
performance and financial
conditicn.

A single item in a financial statement, such as net income, is often useful in interpreting
the financial performance of a company. However, a comparison with prior periods
often makes the financial information even more useful. For example, comparing net
income of the current period with the net income of the prior period will indicate
whether the company's operating performance has improved,

In horizontal analysis, the amount of each flem on a current Hnancial statement
is compared with the same item on an earlier statement. The increase or decrease in
the amount of the item is computed topether with the percent of increase or decrease.
When two statements are being compared, the earlier statement is used as the base
for computing the amount and the percent of change.

To illustrate, the horizontal analysis of two income statements for J. Holmes, Attorney-
at-Law, is shown on the following page.
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74 Chapter 2 Analyzing Transactions

J. Holmes, Attorney-at-Law
Income Statements

For the Years Ended December 31

Increase [Decrease)

2014 2013 Amount Percant
Fees earned 187,500 150,000 537,500 250"
Operating expenses:
Wages expense 5 60,000 & 45000 515,000 333
Rent expense 15,000 12,000 3,000 25.0
Lidities expense 12500 2000 3,500 389
Supplies expense 2,700 3,000 (A00) (10.0)
Miscellaneous
eXpEnse 2,300 1800 S00 8
Tatal aperating expenses % 92,500 5 70800 521,700 3045
het income 5 95000 5 79000 515,804 199

537,500 + 150,000

The horizontal analysis for J. Holimes, Attorney-at-Law, indicates both favorable
and unfavorable trends. The increase in fees eammed is a favorable trend, as is the
decrease in supplies expense. Unfavorable trends include the increase in wages ex-
pense, utilities expense, and miscellaneous expense, These expenses increased the
same as or faster than the increase in revenues, with total operating expenses increas-
ing by 30.6%. Overall, net income increased by §15,800, or 19.9%, a favorable trend,

The significance of the various increases and decreases in the revenue and ex-
pense items should be investigated to see it operations could be further improved,
For example, the increase in utilities expense of 38.9% was the result of renting
additional office space for use by a part-time law student in performing paralegal
services. This explains the increase in rent expense of 25.0% and the increase in
wages expense of 33,3%. The increase in revenues of 25.0% reflects the fees gener-
ated by the new paralegal.

The preceding example illustrates how horizontal analysis can be useful in inter-
preting and analyzing the income statement. Horizontal analyses can also be performed
tor the balance sheet, the statement of owner's equity, and the statement of cash flows.

To illustrate, horizontal analysis for two recent years of Apple Inc.’s statements of
cash flows (in millions) is shown below,

Apple Inc.
Statements of Cath Flows
For the Years Ended

Increase
(Decrease)

Year 2 Year 1 Amount Percent
Cash flows from operating activities 537529 518,595 S18534 107.8%
Cash flows used for investing sctivities (40,419) (13,854) (26,565) (197.71
LCash flows from fimancing activities 1,444 1,257 187 14.9
Met imcrease [decrease] in cash 5 01,446) L LGoa L7 444] (12413
Beginning of the year balance of cash 11,261 5263 _ 5908 114.0
End of the year balance of cash % 9,815 511,261 S00,446) (10.2)

The horizontal analysis of cash flows for Apple Inc, indicates an increase in cash
flows from operating activities of 101.8%, which is a favorable trend. At the same
time, Apple increased the cash used in its investing activities by 197.7% and increased
the cash it received from financing activities by 14.9%. Overall, Apple had a 124.1%
decrease in cash for the vear, which decreased the end-of-the-year cash balance by
10.2%, In contrast, in the prior vear Apple decreased its ending cash balance, which
is the beginning cash balance of the current year, by 114.0%,
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Describe and illustrate the use of horizontal analysis in evaluating a company's performance

the amount of each item on a curment fimancia] sttement is ILw.'1':1l[1'.lr|m|
The increase or decrease in the amonnt of the em is computed

txgether with the percent of increase or decrease. When two statements are being compared, the earlier state-

ment 15 used as the base for comp

uting the amount and the percent of change

Learni ng Dutcomes

= Nescribe horizoni] analvsis

* Prepare a horizonial analvsis report of a Hnancial

shtement.

Example Prachice
Exercises Exerclzes
EE2-8B PE2-HA, I2-BH

acconnt (52)

acoount receivable (65)

assets (54)

balance of the account (53)

capital acoount (54)

chart of accounts (54)

correcting journal entry (72)

credit (53]

dehit (53)

double-entry accounting svstem (55)

Illustrative Problem

J. F. Outz,

'|‘:||:r.‘|.l;i|'|5__r| (Gl
revenues (545

drawing (54)
expenses (55)

horizontal analysis (73) rubes of debit and credit (55)

journal (57)

journal entry (58}

journalizing (58)

ledger (54)

liabilities (54)

normal balance of an account (56)

slide (71)

T account (52)

transposition (71)

trial balance (T0)
unadjusted trial balance (T0)
uncarmed revenue (63)

OWNEE'Ss Cguity (54)

M.I2., has been practicing as a cardiologist for three years. During April 2013,

Outz completed the following transactions in her practice of cardiology:

Apr 1.
5.
5,
H.
i,

Paid office rent for April. $800.

Purchased equipment on account, $2,100,

Received cash on account from patients, $3,.150.
Purchased X-ray film and other supplies on account, $245

One of the tems of equipment purchased on Aprl 3 was defective. It was re-
turned with the permission of the supplier, who agreed o reduce the account
for the amount charged for the item, $325.

Paid cash o creditors on account, 51,250,
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deramddia

Apr. 17.
200,

IR

geE

30.

Paid cash for renewal of a six-month propenty insurance policy, $370.

Discovered that the balances of the cash account and the accounts payable account
as of April 1 were overstated by §8200. A payment of that amount to a creditor
in March had not been recorded, Journalize the 5200 pavment as of April 20,

Paid cash for laboratory analysis, $345.
Paid cash from business bank account for personal and family expenses, §1,250.

Recorded the cash received in payment of services (on a cash basis) to patients
during April, §1,720.

Paid salaries of receptionist and nurses, §1,725.
Paid varous utility expenses, $360,

Recorded fees charged to patients on account for services performed in April,
§5,145.

Paid miscellaneous expenses, §132.

Outz's account titles, numbers, and balances as of April 1 (all normal balances) are
listed as follows: Cash, 11, §4,123; Accounts Receivable, 12, §6,725; Supplies, 13, $290;
Prepaid Insurance, 14, $465; Equipment, 18, $19,745; Accounts Payable, 22, §765; J. F.
Outz, Capital, 31, $30.583:; |. F. Outz, Drawing, 32, 50; Professional Fees, 41, $0; Salary
Expense, 51, §0; Rent Expense, 53, $0; Laboratory Expense, 55, $0; Utilities Expense, 56, §0;
Miscellanvous Expense, 59, §0.

Instructions

1. Open a ledger of standard four-column accounts for Dr. Outz as of April 1. Enter
the balances in the appropriate balance columns and place a check mark () in the
Posting Reference column. (Hine: Verify the equality of the debit and credit balinces
in the ledger before proceeding with the next instruction. )

2. Journalize each transaction in a two-column journal.

3. Post the journal to the ledger, extending the month-end balances to the approprizate
balance columns after each posting.

4. Prepare an unadjusted trial balance as of April 30.

Bt )
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Solution 1., 2., and 3.

201N

Apr. 1

12

17

20

Jaurnal

Description

Rent Expense
Cash

Paid office rent for Agpril.

Equipm-&m
fccounts Payvable
Purchased eguipment
on account.

Cash
Accounts Receivable
Received cash an
BCCOUML.

Supplies
Accounts Payable
Purchased supplies,

Accounts Payable
Equiprnent
Returned defective
equipment.

Accounts Payable
Cash
Faid creditors on
BCCOURL

Prepaid Insurance
Cash
Renewed six-month
property palicy.
Accounts Payable
Cash
Recorded March
payment to creditor.

Account Cosh

Post.
Date Itam Ref. Dabit Credit
18a
Apr. 1 Balance .
1 27 ao0
5 27 3,150
12 27 1,250
17 27 ara
20 27 200
24 28 545
27 28 1,250
30 28 1,720
30 28 1,725
30 2B 360
30 28 132

devamad tin @y ugTrvaied crwdd il b il Fudenial by alle e

Post.

Ref. Debit
53 800
11
18 2,100
22
11 3,150
12
13 5
22
22 325
18
22 1,250
11
14 30
11
12 200
11

Fage 27

Credit

2,100

3150

245

325

1,230

370

200

Accourt Mo, 11

Balance

Debit | Credit

4123
3,323
G473
5,243
4,853
4,653
4,108
2858
4,578
2,853
4493
2.361

vl

g sbieke o inpart Dee

sl Lot gt A i s

#if e Lo dTdig e

27

g

30

30

a0

30
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Journal

Description

Laboratory Expense
Cash
Paid far laboratory
analysis,

LF. Outz, Drawlng
Cash
L. F. Outz withdrew
cash for personal use,

Cash
Professional Fees
Received fees from
patients,

Lalary Expense
Cash
Paid salaries.

Utilities Expense
Cash
Paid utilities.
Accounts Receivable
Professional Fees

Recorded fees sarned
O accaunt,

Miscellaneows Expense
Cash
Paid expenses,

Account Accounts Receivabie

Crate
213
Apr. 1

5

30

Post.
Item Ref. Dehit
Balamce '
27
2B 5,145

Account Supplies

Date
311

Apr. 1

8

incipogmg nphis.

[P TS TRERT PR PR FTRE oS BT i =

Post.
Item R, Debit
Balamce "
27 245
il ot s i el

55
1"

32
|

1n
41

51

11

12

41

54
11

Credit

3,150

Credit

wi by pHissk, gl

Debit

545

1,250

1,720

1.725

360

5,145

132

Credit

545

1,250

1,720

1,725

a0

5,145

132

Account Mo, 1.2

il i e i ELNLE PTG kRl GpREE

19

O Cengags Laamirg 2004

Balance
Debit Credit
6,725
3,575
8720

Account Mo, 13
Balance
Debit Credit
200
535
w gl bmpiorap, Bl jor i b
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Account Frepoid Insusmce Bcoount MNo. 14 Account Professional Fees BACooumnt Mo, 47

Post, Post.
Date It Ref. Debit Credit Dehbit Credit Date Them Ref. Debit Credit Debit Credit
i ok
Agr. 1 Balance . 455 Apr, 30 28 1,720 1.720
i 27 30 B35 30 28 5. 145 6,265

Account Salory Expense Account Mo, 51

Account Eqpiipment Boaunt Mo, 18

Post,
Date e Ref. Debit Credit Debit Credit Date e Ref. Debit Credit Debit Credit
1k ] il ]
Apr, 1 Balance o 19,745 Bpr, 30 28 1,725 1,725
3 27 2,100 21,845
27 335 | 21,520 Account Rent Expense Bccount Mo, 53

: Balance
Account Accounts Payable Account Mo, 22

Balance Date Item Ref. Debit Credit Debit Credit

Post.
Dates Fam Ref. Debit Credit Deobit Credit Apr. 1 &7 800 B0

i
Apr. 1) Balance v TGS ' Ei Bccoumt Mo, 55
3 27 2.100 2,865
8 27 245 3,110 Balance
9 27 315 2,785 Post. ) ) )
b i s i Date  Item  Ref. Debit Credit Debit Credit
20 27 200 1,335 R
Apr. 24 28 545 545

Account | £O Uiz, Copnal Acoourt Mo, 3T

Account Uriies Expenie Account Mo, 56

Duate Item Ref. Debit Credit Debit Credit

=1 b |

Date Item Ref. Debit Credit Debit Credit
211

"
Apr. 1 Balance 30,583 Apr. 30 28 380 380

o TR st e A R
Account J. £ Qutz, Drawing ORI IND. 24 Account Misceflaneous Expense Account Mo, 59

Balance Balance

Date Item Ref. Debit Credit Debit Credit Date Hem Raef. Debit Credit Debit Credit

Hd b ]
Ak

Apr. 27 28 1,450 1,250 Apr. 30 28 132 132

bi 51110 U pnpepr Lemmwrge & B Kigps Fgmny el & = v prmywd v paysiy it 10 s bicke oon peri (e o e wa, wyhwn, v wwr iy e e wer By ey e il pHisd gmiEm nl Jepdeen B
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Chapter 2

J. F. Dutz, M.D.
Unadjusted Trial Balance

April 30, 2013

I e e e S e

Accounts Receivable. . ........

L e e e
I A ] I S T I i i i o 4 i o LR A T A
= Ty e e
Accounts Payable . .......cicaiias T
I e Ty T ] S S
| e T T e

Professional Fees,

T A T ] 2 T T

Fent Expense

Laboratory EXPense .. .covriunrrrmnnrrranrrsanrranrranrrrannnrns

Utilities Expense

Miscellaneous EXPENSE . .o aiiiiaviis

Discussion Questions

YWhat is the ditterence hetween an account and a
ledyger?

Do the terms defdl and credit signilfy increase or
decrease or can they signify either? Explain.

Mclntyre Company adheres to a policy of deposit-
ing all cash receipts in a bank account and mak-
ing all payments by check. The cash account as
of December 31 has a credit balance of §1 850,
and there is no undeposited cash on hand. (a)
Assuming no errors occurred during journalizing
or posting, what caused this unusual balance? (h)
[s the 51,850 credit balance in the cash account
an asset, a liability, owner's equity, a revenue, or
an expense?

eCatalog Services Company performed services in
October for a specific customer, for a fee of §7 890.
Pavment was received the following November. (a)
Was the revenue eamed in October or November?
(b} What accounts should be debited and credited
in (1) October and (2) November?

If the two totals of a trial balance are equal, docs
it mean that there are no errors in the accounting
records? Explain.

Assume that a trial balance is prepared with an
account balance of $8.900 listed as §9 800 and an
account balince of $1,000 listed as 5100, Identify
the transposition and the slide,

113 L pppepr Lomewrme A B Kagps gy & = gy o pysiy it 10 s Bicke oon e

e il Ll oy gt e s e il sl ie d| A # L e

7a

s,

11k,

Uragapr | ool sy evis

Credit
Balances

Debit
Balances
2,361
8,720
L35
815
21,520
1335
......... 30,583
1,250
6,865
1,725
BO0
545
260
132
18,783

38,783

Assume that when a purchase of supplies of 82,650
for cash was recorded, both the debit and the credit
were journalized and posted as §2,5600. (a) Would this
error cause the trial balbince to be out of balance?
(b)) Would the mal balance be out of balance if the
£2.650 entry had been journalized correctly but the
credit to Cash had been posted as $2,5607

Assume that Muscular Consulting erroneously re-
corded the payment of 87,500 of owner withdraw-
als as a debit to Salary Expense. (a) How would
this error affect the equality of the trial balance? (b)
How would this error affect the income statement,
statement of owner's equity, and balance sheet?

Assume that Sunshine Realty Co. borrowed $300,000
from Columbia First Bank and Trust. In recording
the transaction, Sunshine erroncously recorded the
receipt as g debit to Cash, §300,000, and a credit 1o
Fees Earned, $300,000. (a) How would this error af-
fect the equality of the tral balance? (b) How would

this errof affect the income statement, statement of

owner'’s equity, and balance sheet?

Checking accounts are one of the most common forms
of deposits for banks. Assume that Surety Storage has

a checking account at Ada Savings Bank. What type of

account (asset, liability, owner's equity, revenue, ex-
pense, drawing) does the account balance of 511,375
represent from the viewpoint of (a) Surety Storage
and (b} Ada Savings Bank?

oy frems i pHims gn wi eygdeen
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Example
Emercises
Fuller Company
Incoma Statermants
m For Years Ended December 31
2014 2013
Fees earned SGR0.000 $B50,000
Cperating expensas 541,875 637,500
het income 5138125 5212500
Frepare a horizontal analysis of Fuller Company’s income statements.
EE 2-B PE 2-88 Horizontal analysis 0BJ.5
m Two income statements for Paragon Company are shown below,
Paragon Company
Income Statements
For Years Ended December 31
1014 2013
Fees parned 51,416,000 £1,200,000
Operating expenses 1, 044000 Q00,000
Net income % 372,000 5 300,000

Prepare a horizontal analysis of Paragon Company’s income statements.

Exercises

EX 2-1 Chart of accounts OBl 1
!: The following accounts appeared in recent financial statements of Continental Airlines:
Accounts Pavable Flight Equipment
Air Traffic Liability Landing Fees (Expense)
Aircraft Fuel Expense Passenger Revenue
Cargo and Mail Revenue Purchase Dreposits for Flight Equipment
Commissions (Expanse) Spare Parts and Supplies

Identify each account as either a balance sheet account or an income statement account,
For each balance sheet account, identify it as an asset, a lability, or ownei's equity, For
each income statement account, identify it as a revenue or an expense.

EX 2-2 Chart of accounts oBJ. 1

Innerscape Interiors 15 owned and operated by Gina Kissel, an interior decorator, In
the ledger of Innerscape Imteriors, the first digit of the accoumt number indicates its
major account classification (l—assets, 2—liabilitics, 3—owner's equity, 4—revenues,
S—expenses). The second digit of the account number indicates the specific account
within each of the preceding major account classifications.

Match each account number with its most likely account in the list below. The account
numbers are 11, 12, 13, 21, 31, 32, 41, 51, 52, and 53.

Accounts Payvable Gina Kissel, Drawing
Accounts Recelvable Land
Cash Miscellaneous Expense
Fews Earmed Supples Expense
Gina Kissel, Capital Wages Expense
EX 2-3 Chart of accounts 0BJ. 1

LeadCo School is a newly organized business that teaches people how to inspire and
influence others. The list of accounts to be opened in the general ledger is as follows:

Empyrgh 2012 Leegapr Leamng. A Sghis Hesrved May ol by copagel, soree i, o soplsonic]., m shekr oninped Uer o sieoresc nphis. sorer e pariy cosend mayp S soppess s Bom i ook, pmlior e Ubepiends b, Bdvimad rerees o
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Accounts Payable Miscellanecus Expense
Accounts Receivable Prepaid Insurance
Cash Rent Expense
Equipment Supplies

Fees Earmed Supplies Expense

Ivy Bishop, Capital Unearned Rent

lvy Bishop, Drawing Wages Expense

List the accounts in the order in which they should appear in the ledger of LeadCo School
and assign account numbers. Each account number is to have two digits: the first digit is
to indicate the major classification (1 for assets, ete.), and the second digit is o identily
the specific account within each major classification (11 for Cash, eic.).

EX 2-4 Rules of debit and credit oBs. 1,2

The following table summarizes the miles of debit and credit. For each of the items (a)
through (1), indicate whether the proper answer is a debit or a credit,

Increase Decrease Normal Balance

Balance sheet accounts:

Asset {a) (b} Debit

Liability {c) Debit id)

Cherner's equity:
Capital Credit (e if)
Drawing gl (h) ]

Income statement accounts:
Revenue ijl 1kl Credit
Expenss (i Creclit Cebit
EX 2-5 MNormal entries for accounts 08,2

During the month, Gates Labs Co. has a substantial number of transactions affecting each
of the following accounts. State for each account whether it is likely to have (a) debit
entries only, (b) credit entrics only, or (c) both debit and credit entries.

1. Accounts Pavable 5. Insurance Expense

2. Accounts Receivable 6. Steve Campbell, Drawing

3. Cash 7. Utilities Expense

4. Fees Eamed

EX 2-6 Normal balances of accounts 0B1. 1,2

Identify each of the following accounts of Kaiser Services Co. as asset, liability, owner's
equity, revenue, or expense, and state in each case whether the normal balance is a debit

or a credit,

&, Accounts Pavable I. Fees Earned

b, Accounts Heceivable g. Office Equipment

¢ Amanda Whitmore, Capital h. Rent Expense

d. Amanda Whitmore, Drawing i. Supplies

e, Cash i Wapes Expense

EX 2-7 Transactions OBJ. 2

Value Consulting Co. has the following accounts in its ledger: Cash; Accounts Receivable; Sup-
plies; Office Equipment; Accounts Pavable: Dennis [sberg, Capital; Dennis Isherg, Drawing;
Fees Earned; Rent Expense; Advertising Expense; Utilities Expense; Miscellaneous Expense,

Journalize the following selected transactions for July 2014 in a two-column journal.
Journal entry explanations may be omitted.
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July 1. Paid rent for the month, §3,200.

3. Paid advertising expense, §750.

5. Paid cash for supplies, §1,300.

6. Purchased office equipment on account, $12,500.
0. Received cash from customers on account, 511,400,
15. Paid creditor on account, $1,175.

27. Paid cash for repairs to office equipment, $600.

30. Paid telephone bill for the month, §180.

31. Fees earned and billed to customers for the month, $33,760,
31. Paid electricity ball for the month, §1,300.

31. Withdrew cash for personal use, §4.000.

EX 2-8 Journalizing and posting 0BJ.2,3

©On May 22, 2014, Hillcrest Co. purchased $6,180 of supplies on account. In Hillcrest Co.'s
chart of accounts, the supplies account is No. 15, and the accounts payable account is No. 21,

A, Journalize the May 22, 2014, transaction on page 19 of Hillcrest Co.'s two-column
journal. Include an explanation of the entry.

b. Prepare a four-column account for Supplies. Enter a debit balance of §1,500 as of
May 1, 2014, Place a check mark (+) in the Posting Relerence column.

c. Prepare a four-column account for Accounts Payable. Enter a credit balance of $16,750
as of May 1, 2014, Place a check mark (¢) in the Posting Reference column.

d. Post the May 22, 2014, transaction to the accounts.
. Do the rules of debit and credit apply to all companies?

EX 2-9 Transactions and T accounts 0B8J. 2,3
W The following selected transactions were completed during January of the current yearn
1. Billed customers for fees earned, 548,000,
Purchased supplies on account, 51,975,
Received cash from customers on account, §31,400,

Paid creditors on account, $1,350.

B

Journalize the above transactions in a two-column journal, using the appropriate num-
ber o identify the transactions. Journal entry explanations may be omitted.

b. Post the entries prepared in (a) to the following T accounts: Cash, Supplies, Accounts
Receivable, Accounts Pavable, Fees Earned. To the left of each amount posted in the
accounts, place the appropriate number to identify the transactions.

. Assume that the vunadjusted trial balance on January 31 shows a credit balance for
Accounts Receivahble. TDhoes this credit balance mean an error has occurred?

EX 2-10 Cash account balance 0BJ.1,2,3

During the month, Warwick Co. received §515,000 in cash and paid out §375,000 in cash,

a. Do the data indicate that Warwick Co. had net income of $140,000 durnng the month?
Explain.

b, If the balance of the cash account is 5200000 at the end of the month, what was the
cash balance at the beginning of the month?

EX 2-11 Account balances oBJ.1,2, 3

v C. 5107,340 a. During March, $276,500 was paid to creditors on account, and purchases on account
were $201,000, Assuming the March 31 balance of Accounts Pavable was §76,000,
determime the account balance on March 1.

b. On July 1, the accounts receivable account balance was $49,000. During July, $525,000
was collected from customers on account. Assuming the July 31 balance was $51,500,
determine the fees hilled to customers on account during July.
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v Total af Debit
columin: $107,500

i Total of Credit
column: $67 5,000
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. On September 1, the cash account balance was $28.440. During September, cash
receipts totaled §112,100 and the September 30 balance was §33,200. Determine the
cash payments made during September.

EX 2-12 Capital account balance 0BJ.1, 2

As of January 1, Terrace Waters, Capital, had a credit balance of $314,000. During the
vear, withdrawals totaled $10,000, and the business incurred a net loss of $320,0040.

a. Compute the balance of Terrace Waters, Capital, as of the eénd of the year.

b. Assuming that there have been no recording errors, will the balance sheet prepared
at December 31 balance? Explain,

EX 2-13 Identifying transactions 0BJ. 1,2
Grand Canyon Tours Co. is a travel agency. The nine transactions recorded by Grand
Canyon Tours during April 2014, its first month of operations, are indicated in the fol-
lowing T acoounts;

Cash Equipment Luis Chavez, Drawing
(1) 75,000 | (2] 4,000 [3) 25,000 [a) 5,000
(7] 11,000 | (3) 3,000
(4] 2700
(6] 9,000
(9] 5,000
Accounts Receivable Accounts Payable Service Revenue
(5] 19500 | (7] 11,000 (&) 2.000 | (3) 22,000 (5] 18,500
Supplies Luis Chawvez, Capital Operating Expenses
(2] 4,000 | (8) 2,000 (1 75,000 (4) 2,700
(&) 2,004

Indicate for each debit and each credit: {a) whether an asset, lability, owner's eguity,
drawing, revenue, or expense account wias affected and (b} whether the account was
increased (+) or decreased (=), Present your answers in the following form, with transac-
fion (1) given as an examphe:

Account Debited Account Credited
Transaction  Type Effect Type Effect
(1 asset + owner's aquity +
EX 2-14 Journal entries OBJ. 1, 2

Based upon the T accounts in Exercise 2-13, prepare the nine journal entries from which
the postings were made. Journal entry explanations may be omined.

EX 2-15 Trial balance oBJ. 4
Based upon the data presented in Exercise 2-13, (a) prepare an unadjusted trial balance,
listing the accounts in their proper order. (b) Based upon the unadjusted trial balance,
determine the net income or net loss.

EX 2-16 Trial balance oB). 4
The accounts in the ledger of Leaf Co, as of December 31, 2014, are listed in alphabetical

order as follows. All accounts have normal balances. The balance of the cash account has
been intentionally omitred.
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Accounts Payable % 23,500 HNotes Payvable 5 50,000
Accounts Receivable 38,100 Prepaid Insurance 6,400
Cash ? Rent Expensa 36,000
Dan Leafdale, Capital 50,000 Supplies 3.200
Dan Leafdale, Drawing 16,000 Supplies Expense %,000
Fees Earned 538,000 Unearned Rent 13,500
Inzurance Expensa &, 000 Utilities Expensa 18,000
Land 40,000 Wages Expense 476,800
Miscellaneous Expanse 12,000

Prepare an unadjusted trial balance, listing the accounts in their normal order and insert-
ing the missing fgure for cash.

EX 2-17 Effect of errors on trial balance oBJ. 4

Indicate which of the following errors, each considered individually, would cause the
trial balance totals to be unequal:

a. A fee of §21,000 earned and due from a client was not debited to Accounts Receivable
or credited to-a revenue account, because the cash had not been received.

b, A receipt of $11,300 from an account receivable was journalized and posted as a debit
of 811,300 to Cash and a credit of 511,300 o Fees Earned.

c. A payment of $4,950 to a creditor was posted as a debit of $4,950 o Accounts Pay-
able and a debit of $4,950 to Cash.

d. A payment of §5,000 for equipment purchased was posted as a debit of $500 to Equip-
ment and a credit of §500 to Cash.

e, Payment of a cash withdrawal of §19,000 was journalized and posted as a debit of
£1,900 to Salary Expense and a credit of $19,000 to Cash.

Indicate which of the preceding errors would require a correcting entry,

EX 2-18 Errors in trial balance OBJ. 4
# Total of Credit The following preliminary unadjusted trial balance of Ranger Co., a sports ticket agency,
column: 5525,000 does not balance:

Ranger Co.
Unadjusted Trial Balance
August 371, 2074
Dra bit Credit
Balances Balances

SRR B i, e A S S SN S e S s 77,600

Aooolnts RereBaBlE., o i o i van s s s s e e e 37,750

PORPAT TSR oo« m e e m im0 o 0 12,000

e = 19,000

L T v |1 ety T e | RS e L P 2y A R L i A DR B P LS I 29,100

L e B O M o i T e ST s e 10,800

Carmen. Meahs; CARHEE oo oo cviinaniim e s ewida e s 110,000

Carmen: Meeks, DIWANG . «ve i voanyron s pnsaspn o rn s podinsesis 13,000

SErvice REVENMUE © ...t ia i iaai i iac st a e 385,000

RO BRI - o i b R B B o B R P B A F s AR A a2k 93 213000

Addvertising EXPemse. .o o v eiivaaiiion s iases iagas baiassniae e i 16,350

Miscelflaneous EXPRNER o ou. iy aaeiie e dvrmiana s aisis sias sias 18,400

M0 568300

When the ledger and other records are reviewed, you discover the following: (1) the

debits and credits in the cash account total §77,600 and $62,100, respectively; (2) a billing

of 82000 0 a customer on account was not posted to the accounts receivable account

(3} a payment of $4,500 made to a creditor on account was not posted to the accounts

payable account; (4) the balance of the uncamed rent account is §5.400; (3) the correct

balance of the equipment account is $190,000; and (6) each account has a normal balance.
Prepare a cormected unadjusted rial balance.
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Chapter 2 Analyzing Transactions 21

Instructions

1. Record the above transactions directly in the following T accounts, without journalizing:
Cash; Accounts Receivable; Supplies; Prepaid Insurance; Automobiles; Equipment; Notes
Payable; Accounts Pavable; Lynn Cantwell, Capital; Professional Fees: Rent Expense; Salary
Expense; Blueprint Expense; Automobile Expense; Miscellaneous Expense. To the left of
the amount entered in the accounts, place the appropriate letter to identify the tansaction.

2, Determine account balances of the T accounts. Accounts containing a single entry only
(such as Prepaid Insurance) do not need a balance.

3. Prepare an unadjusted trial balance for Lynn Cantwell, Architect, as of July 31, 2014,

4. Determine the net income or net loss for July.

PR 2-2A Journal entries and trial balance 0BJ.1,2,3,4
v 4. c. 57,875 On January 1, 2004, Alicia Masingale established Leopard Realty, which completed the
B READSHEET following transactions during the month:

a. Alicia Masingale transferred cash from a personal bank account to an account to be

m used for the business, 523,300,

Paid rent on office and equipment for the month, $4,000.
Purchased supplies on account, 51,500,
Paid creditor on account, $673.

=3

Famed sales commissions, receiving cash, §16,750.

-

Paid automobile expenses (including rental charge) for month, 51,000, and miscel-
laneous expenses, $800,

Paid office salaries, $2,150.
Determined that the cost of supplies used was 8925,
i. Withdrew cash for personal use, $1,600.

T Em

Instructions

1. Journalize entries for transactions (a) through (i), using the following account titles:
Cash; Supplies; Accounts Payable; Alicia Masingale, Capital; Alicia Masingale, Draw-
ing; Sales Commissions; Rent Expense; Office Salaries Expense; Automobile Expense,
Supplics Expense; Miscellaneous Expense. Explanations mav be omitted.

2, Prepare T accounts, using the account titles in (1), Post the journal entries to these
accounts, placing the appropriate letter o the left of each amount o identify the

transactions. Determine the account balances, after all posting is complete. Accounts
containing only a single entry do not need a balance.

3. Prepare an unadjusted trial balance as of January 31, 2014.
4. Determine the following:
a. Amount of otal revenue recorded in the ledger.
b. Amount of wtal expenses recorded in the ledger.
¢. Amount of net income for January,
5. Determine the increase or decrease in owner's equity for January.

PR 2-3A Journal entries and trial balance 0BJ.1,2,3,4
v 3, Total of Credit On June 1, 2014, Ellie Hopkins established an interior decorating business, First-Class De-
column: $74,375 signs. During the month, Ellie completed the following transactions related to the business:
m June 1. Ellie transferred cash from a personal bank account to an account to be used

m for the business, §21,500.

1. Paid rent for pericd of June 1 to end of month, $4,200,
6. Purchased office equipment on account, $8,500.

B, Purchased a used truck for $28,000, paving $3,000 cash and giving a note pay-
ahle for the remainder.

10. Purchased supplies for cash, §1,800,
12. Received cash for job completed, $9,000.
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92 Chapter 2 Analyzing Transactions

June 150 Paid annual premiums on property and casualty insurance, $2,700.
23, Recorded jobs completed on account and sent invoices to customers, $13,650.
24. Received an invoice for truck expenses, to be paid in July, $975.

Ewnter the following transactions on Page 2 of the two-coltuman jorirnal,

Paid utilities expense, $2 480,

Paid miscellaneous expenses, $750,

Received cash from customers on account, $7, 800,

Paid wages of emplovees, §5,100,

EEEEE

Paid creditor a portion of the amount owed for equipment purchased on
June 6, §4,250,

30. Withdrew cash for personal use, §3,000.
Instructions
1. Journalize each transaction in a two-column journal beginning on Page 1, referring to the

following chan of accounts in selecting the accounts o be debited and credited. (Do not
insert the account numbers in the journal at this time.) Explanations may be omitted.

11 Cash 31 Ellie Hopkins, Capital
12 Accounts Receivable 32 Ellie Hopkins, Drawing
13 Supplies 41 Fees Earned

14 Prepaid Insurance 51 Wages Expense

16 Equipment 53 Rent Expemnsa

18 Truck 54 Utilities Expense

21 Motes Payable 35 Truck Expense

22 MAccounts Payable 59 Miscellaneous Expense

2. Post the journal to a ledger of four-column accounts, inserting appropriate posting
references as cach item is posted. Extend the balances o the approprate balance
columns after each transaction is posted,

3. Prepare an unadjusted trial balance for First-Class Designs as of June 30, 2014,

4. Determine the excess of revenues over expenses for June.

5. Can you think of any reason why the amount determined in (4) might not be the net
income for June?

PR 2-4A Journal entries and trial balance 0BJ.1,2,3, 4
v 4. Total of Debit Elite Realty acts as an agent in buying, selling, renting, and managing real estate. The
column: 532,525 unadjusted trial balance on March 31, 2014, is shown below,
ook mieed Shta faohy
Unadjusted Trial Balance
March 31, 2014
Dbt Credit
Balances  Balances

11 Cash, 26300

12 Accounts Receivable . 61,500

13 P‘r&paujlnsurance.......--......-...--....-...---...--...--,.. 3,004

Y e SUP RIS v i i R SR SRR 1,800

VB LB o m v mim o m e i b i e m e A -_

o T T ) R R R S Y 8 S 14,000

F2: HUnmamnid R o s iy s s s R i e e e —_

23 MOMEE POVREIE < 5o v o cminis iom omsar o nalh o ibs o s Wb e e wia e B o -

31 Lasber Wagrar CEPIEL. o vvviwn s mr weii i e wrne e waiw o sz e 45,000

32 LesterWagner, Deawing - . oovreisvhassrmisimmisvnerintebbraenin 2,000

41 Fees Earned | 240,000

51 Salary and Curnmle:-sl::m Expensr: ............................... 148200

. R B P BT i o s R K R, e R 30,000

53 AcErtiaric EXPSmE . o oo v s q s i mn s e s sl 4R s g 17,800

E4 Autorobibe EXpense. . ... e e e e e m s 5,500

59 Miscellaneous EXpemse. oo iia e iaiisnaves baisssbs s e 3,900

300,000 300,000
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Chapter 2 Analyzing Transactions 93

The following business transactions were completed by Elite Realty during April 2014:

Apr. 1. Paid rent on office for month, $6,500.
2. Purchased office supplies on account, §2,300.
5. Paid insurance premiums, $6,000,
10, Received cash from clients on account, 52,300,
15. Purchased land for a future building site for §200 000, paying $30,000 in cash
and giving a note pavable for the remainder.
17. Paid creditors on account, $6,450.

20, Remrned a portion of the office supplies purchased on April 2, receiving full
credit for their cost, §325.

23, Paid advertising expense, $4,300.
Enter the follmying transactions on Page 19 of the two-column fournal.

27. Discovered an error in computing a commission; received cash from the sales-
person for the overpayment, 52,500,

28, Paid automobile expense (including rental charges for an avtomobile), §1,504,
29, Paid miscellaneous expenses, $1,400.

A0, Recorded revenue earned and billed o clients during the month, 557,000,

A0, Paid salaries and commissions for the month, $11,200,

A0, Withdrew cash for personal use, 54,0040,

30, Rented land purchased on April 15 o local merchants association for use as a
parking lot in May and June, during a street rebuilding program; received ad-
vance pavment of §10,000.

Instructions

1. Record the April 1, 2014, balance of each account in the appropriate balance column
of a four-column account, write Balance in the item section, and place a check mark
(¥} in the Posting Reference column.

2. Journalize the transactions for April in a two-column journal beginning on Page 18
Journal entry explanations may be omitted.

3. Post to the ledger, extending the account balance to the appropriate balance column
after each posting.

4. Prepare an unadjusted trial balance of the ledger as of April 30, 2014.
Assume that the April 30 transaction for salaries and commissions should have been
$19,100. (a} Why did the unadjusted trial balance in (4) balance? (b) Journalize the
correcting entry. () Is this error a transposition or slide?

PR 2-5A Corrected trial balance oBl. 4
v 1. Total of Debit The Colby Group has the following unadjusted trial balance as of August 31, 2014,
column: 5725000 The Colby Group

Unadjusted Trial Balance
August 31, 2014
Debit Credit
Balances Balances

SRR i o O, e o gt ol 17,304

F P U a3 0T T ] e e e P e S R e e M T S SR S et 37,000

e T | e P L F400

T T LRI .o o b e 8 A B, B, 0 0 e 1,900

T = 196,000

I Ry B g R A D N R RS T s 97,600

oo S P A A B s e i e B B P b b i e e e 26,000

O O IR 5w o T S R B AL o AR B 129,150

Terry Colby, Drawing ... ...ovrrrerinemrrrrmrrraerranriaerriaerrras 56,0040

B2 T el G AP S Pt P e i S e 454,450

T O i e e e i e e R R A i R e 270,000

R EXPRIIE = & o5 s i o s o 0 o o 8 e B 51,800

Advertising EXpens. .o v ramrir s am e e s 25,200

[ LE T T i iy e Ty e e e P o e e T e T 5100

G6F, 700 FO7200
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94 Chapter 2 Analyzing Transactions

The debit and credit totals are not equal as a result of the following errors:

a. The cash entered on the trial balance was understated hy $6,000.

b, A cash receipt of $5,600 was posted as a dehit to Cash of 6,500,

c. A debit of $11,000 10 Accounts Receivable was not posted.

d. A return of $150 of defective supplies was ermmoneously posted as a §1,500 credit to
Supplies.

e. An insurance policy acquired at a cost of $1.200 was posted as a credit to Prepaid
Insurance.

. The balance of Notes Pavable was undersiated by $20.000,

g. A credit of §4,800 in Accounts Payvable was overlooked when determining the balance
of the account

h. A debit of $7,000 for a withdrawal by the owner was posted as a credit to Terry Colby,
Capital,

i. The balance of §58,100 in Rent Expense was entered as §51,800 in the trial balance.

j.  Gas, Electricity, and Water Expense, with a balance of $§24,150, was omitted from the
trial balance.

Instructions

1. Prepare a corrected unadjusted trial balance as of August 31, 2014,

2. e Does the fact that the unadjusted trial balance in (1) is balanced mean that

there are no errors in the accounts? Explain.

Problems Series B

PR 2-18 Entries into T accounts and trial balance 0B8J.1,2,3,.4
¥ 3, Total of Debit Ken Jones, an architect, opened an office on Aprl 1, 2014, Durng the month, he com-
column: 569,550 pleted the following transactions connected with his professional practice:

A, Transferred cash from a personal bank account to an account o be used for the busi-

ness, 18,000,

b. Purchased used automobile for $19,500, paying $2,500 cash and giving a note payable

for the remainder.

c. Paid April rent for office and workroom, $3,150.

d. Paid cash for supplies, 51,430,

e, Purchased office and computer equipment on account, §6,500.

f. Paid cash for annual insurance policies on automobile and equipment, $2,400.

g. Received cash from a client for plans delivered, $12,04M0,

h. Paid cash to creditors on account, 51,800,

i. Paid cash for miscellaneous expenses, §375.

j.  Received invoice for blueprint service, due in May, 2,500,

k. Recorded fee earned on plans delivered, payment to be received in May, $15.650,

. Paid salary of assistant, $2,800.

m, Paid cash for miscellaneous expenses, $200.

n. Paid installment due on note payvable, $300,

o, Paid gas, oil, and repairs on automobile for April, $550.

Instructions

1.

Record the above transactions directly in the following T accounts, without journalizing:
Cash; Accounts Receivable; Supplies; Prepaid Insurance; Automobiles; Equipment; Notes
Pavable; Accounts Pavable; Ken Jones, Capital; Professional Fees; Rent Expense; Salary Ex-
pense; Blueprint Expense; Automobile Expense; Miscellaneous Expense. To the left of each
amount entered in the accounts, place the appropriate letter o identify the transaction.

. Determine account balances of the T accounts. Accounts containing a single entry only

(such as Prepaid Insurance) do not need a balance.
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Chapter 2 Analyzing Transactions 85

3. Prepare an unadjusted trial balance for Ken Jones, Architect, as of April 30, 2014.
4. Determine the net income or net loss for April.

PR 2-2B Journal entries and trial balance OEJ 1,2, 3,4
¥ 4. c. 54,550 On August 1, 2014, Rafael Masey established Planet Realty, which completed the follow-

m ing transactions during the month:

a. Rafael Masey transferred cash from a personal bank account 1o an account o be used
L GENERAL LEDGER J for the business, $17.500.

Purchased supplies on account, §2,300.

Eamed sales commissions, receiving cash, $13,300.

Paid rent on office and equipment for the month, §3,000.
Paid creditor on account, $1,150.

Withdrew cash for personal use, §1,800.

fan T

=
H

Paid automobile expenses (including rental charge) for month, §1,500, and miscel-
laneous expenses, $400.

h. Paid office salaries, $2,800.
i, Determined that the cost of supplies used was 81,050,

L

Instructions

1. Journalize entries for ransactons (a) through (), using the following account ttles:
Cash; supplies; Accounts Payable; Rafael Masey, Capital; Rafael Masey, Drawing; Sales
Commissions; Rent Expense; Office Salaries Expense; Automobile Expense; Supplies
Expense; Miscellaneous Expense. Journal entry explanations may be omitted.

2, Prepare T accounts, using the account titles in (1), Post the joumal entdes to these
accounts, placing the appropriate letter to the left of each amount to identify the
transactions. Determine the account balances, after all posting is complete. Accounts
containing only a single entry do not need a balance,

3 Prepare an unadjusted trial balance as of August 31, 2014,
4. Determine the following:

4. Amount of total revenue recorded in the ledger.

b. Amount of total expenses recorded in the ledger.

c. Amount of net income for August.

5. Determine the increase or decrease in owner's equity for August.

PR 2-3B Journal entries and trial balance 0BJ.1,2,3,4
#' 3, Total of Credit On October 1, 20014, Jay Prvor established an interior decorating business, Pioneer De-
column: 570,300 signs. During the month, Jay completed the following transactions related to the business:
L SPREADSHEET 2 Oct. 1. Jay transferred cash from a personal bank account to an account to be used for

the business, S18, 0400,
4. Paid rent for period of October 4 to end of month, 3,000,

10, Purchased a used truck for $§23.750, paving $3.750 cash and giving a note pay-
able for the remainder.

R CENERULLEDGEE S

13. Purchased equipment on account, §10,500.
14. Purchased supplies for cash, $2,100,
15. Paid annual premiums on property and casualty insurance, §3,600,
15, Received cash for job completed, $8,950,
Enter the following transactions on Page 2 of the two-column journal.

21. Paid creditor a portion of the amount owed for equipment purchased on October
13, §2,000.

24. Recorded jobs completed on account and sent invoices o customers, $14,150.
26. Received an invoice for truck expenses, to be paid in November, $700,
27. Paid utilities expense, §2,240.
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98 Chapter 2 Analyzing Transactions

The debit and credit totals are not equal as a result of the following errors:

3.

b,
c.
d.

h.

The cash entered on the trial balance was overstated by §8,000,

A cash receipt of §4,100 was posted as a debit to Cash of §1,400,

A debit of $§12.350 10 Accounts Receivable was not posted.

A returmn of $235 of defective supplies was erroneously posted as a §325 credit to
Supplies.

An insurance policy acquired at a cost of §3,000 was posted as a credit 1o Prepaid
Insurance.

The balance of Notes Pavable was overstated by 521,004,

A credit of $3,450 in Accounts Payable was overlooked when the balance of the ac-
count was determined.

A debit of $6,000 for a withdrawal by the owner was posted as a debit to Thad
Engelberg, Capital.

The balance of $28,350 in Advertising Expense was entered as §23.850 in the trial
balance.

Miscellaneous Expense, with a balance of $4,600, was omitted from the trial balance.

Instructions

1.
2.

Prepare a corrected unadjusted trial balance as of January 31, 2014.

e Does the fact that the unadjusted trial balance in (1) is balanced mean that
there are no errors in the accounts? Explain.

Continuing Problem

¥ 4. Total of Debit
colummn: 540,750

| GEHERALLEDGER S

The transactions completed by PS Music during June 2014 were described at the end of
Chapter 1. The following transactions were completed during July, the second month of
the business's operations:

July 1. Peyton Smith made an additional investment in PS Music by depositing 85,000

in PS5 Music's checking account.

1. Imstead of continuing o share office space with a local real estate agency,
Pevton decided to rent office space near a local music store. Paid rent for July,
$1,750.

I. Paid a premium of $2,700 for a comprehensive insurance policy covering liabil-
ity, theft, and fire. The policy covers a one-year period.

2. Received $1,000 on account.

On behalf of PS Music, Peyion signed a contraet with a local rmdio station,
EXMD, to provide guest spots for the next three months, The contract requires
PS5 Music to provide a guest disc jockey for 80 hours per month for a monthly
fee of §3,600. Any additional hours beyvond 80 will be billed to KXMD at $40
per hour. In accordance with the contract, Pevton received §7,200 from KXMD
as an advance pavment for the first two months.,

3, Paid £250 on account,

4. Paid an attorney 5200 for reviewing the July 3 contract with KXMID.
{Record as Miscellaneous Expense, )

5. Purchased office equipment on account from Office Mart, §7,500.
8. Paid for a newspaper advertisement, $200,
11. Received $1,000 for serving as a disc jockey for a party.

13 Paid 8704 to a local audio electronics store for rental of digital recording equip-
ment.

14. Paid wages of §1.200 to receptionist and part-time assistant.
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Chapter 2 Analyzing Transactions 59

Enter the follmeing transactions on Page 2 of the two-coltimn journal.
July 16, Received $2,000 for serving as a disc jockey for a wedding reception.
18. Purchased supplics on account, $§850.

21, Paid $620 to Upload Music for use of its current music demos in making vari-
OLS MUSIc sets,

22, Paid $800 to a local radio station to advertise the services of PS Music twice
daily for the remainder of July.

23, Served as disc jockey for a party for $2,500. Received $750, with the remainder
due August 4, 2014.

27, Paid elecrre ball, §915.
28, Paid wages of 51,200 to receptionist and part-time assistant.
29, Paid miscellancous expenses, $540.

30, Served as a disc jockey for a charity ball for $1,500, Received $500, with the
remainder due on August 9, 2014.

31. Received $3,000 for serving as a disc jockey for a party.

31. Paid $1,400 rovalties (music expense) o National Music Clearing for use of
various artists” music during July,

31. Withdrew $1,250 cash from PPS Music for personal use.

PS Music's chart of accounts and the balance of accounts as of July 1, 2014 (all normal
halances), are as follows:

11 Cash 53,920 41 Fees Earned 56,200
12 Accounts Receivable 1,000 50 Wages Expense 404
14 Supplies 170 31 Office Rent Expense BOO
15 Prepaid Insurance — 52 Equipment Rent Expense 675
17 Office Equipment = 53 Utilities Expense 30
21 Accounts Pavable 250 54 Music Expense 1,590
23 Unearned Revenue - 55 Advertising Expense S
31 Peytan Smith, Capital 4,000 56 Supplies Expense 180
32 Peytan Smith, Drawing 500 53 Miscellaneous Expense 415
Instructions

1. Enter the July 1, 2004, account balances in the approprate balance column of a four-
column account. Write Balance in the [tem column, and place a check mark (¥') in the
Posting Heference column. (Higf: Verfv the eguality of the debit and credit balances
in the ledger before proceeding with the next instruction.)

2. Anpalyze and journalize each transaction in a two-column journal beginning on Page 1,
omitting journal entry explanations,

3. Post the journal o the ledger, extending the account balance to the appropriate bal-
ance column after each posting.

4. Prepare an unadjusted trial balance as of July 31, 2014,

Cases & Projects

CP 2-1 Ethics and professional conduct in business

At the end of the current month, Gil Frank prepared a trial balance for College App Ser-
vices, The credit side of the trial balance exceeds the debit side by a significant amount,
Gil has decided to add the difference to the balance of the miscellaneous expense ac-
count in order to complete the preparation of the current month’s financial statements by
a 5 o'clock deadline, Gil will look for the difference next week when he has more time,
— D¥iscuss whether Gil is behaving in a professional manner.
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CP 2-2 Account for revenue
Bozeman College requires students to pay mition each term before classes begin, Students
who have not paid their ition are not allowed to enmoll or to attend  classes.

What journal entry do vou think Bozeman College would wuse w0 record the receipt of
the students' tuition payments? Describe the nature of each account in the entry.

CP 2-3 Record transactions

The following discussion took place between Tony Cork, the office manager of Hallmark
Data Company, and a new accountant, Cassie Miles.

Cazsie: I've been thinking about our methed of recording entries, It ssems that it's inefficient,
Tony: Imwhat way?

Cassie: Well—correct me i I'm wrong=it seems ke we have unnecessary steps in the process, We could easily
develop a trial balance by postimg our transactions directly into the ledger and bypassing the journal altogether. In
this way, we could combine the recording and posting process into one step and save ourselves  lot of time, What
do you think?

Tany: We need to have a talk.

- What should Tony say to Cassie?

CP 2-4 Debits and credits

Group Project
The following excerpt is from a conversation between Kate Purvis, the president and chief
operating officer of Light House Company, and her neighbor, Dot Evers.

Dot Bate, I'm taking a course In might school, “Intro to Accountimg.” | was wondering—coould you answer a couple of
questions for me?

Fate: Well, | will if | can.

D Olay, our instructor says that it's critical we understand the basic cancepts of accounting, or we'll never get

beyond the first test, My problem is with those rules of debit and credit . .. you know, assets increase with debits,
decrease with credits, ete.

Fate: Yes, pretty basic stuff, You just have to memorize the rules, It shouldn’t be too difficult,

Crat: Sure, | can memorize the rules, but my preblem is | want to be sure | understand the basic concepts be-
hind the rules. For example, why can't assets be Increased with credits and decreased with debits like revenue?
As long as everyone did it that way, why not? It would seern easier if we had the same rubes Tor all increases
and decreases in accownts. Also, why is the left side of an account called the debit side? Why couldn't it be
called something simple . . like the "LE” for Laft Entry? The right side could be called just “RE® far Right Entry.
Firally, why are there just two sides 1o an entry? Whiy can't there be three or four sides to an entry?

In a group of four or five, se¢lect one person o play the role of Kate and one person (o
play the role of Daot.

1. S After listening to the conversation berween Kate and Dot help Kate answer
Dot’s questions,

2. What information (other than just debit and credit journal entries) could the account-
ing system gather that might be useful to Kate in managing Light House Company?

CP 2-5 Transactions and income statement

Cory Neece is planning to manage and operate Eagle Caddy Service at Canyon Lake Golf
and Country Club during June through August 2014, Cory will rent a small mainteénance
building from the country club for $500 per month and will offer caddy services, includ-
ing cart rentals, to golfers. Cory has had no formal training in record keeping.
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Cory keeps notes of all receipts and expenses in a shoe box. An examination of Cory's
shoe box records for June revealed the following:

June 1.

15.
17.
2.
22,
25.
28,
30.
30,
30,
30,
30,

Transferred $2,000 from personal bank account to be used to operate the caddy
SETVICE.

. Paid rent expense (o Canyon Lake Golf and Country Club, $300.
. Paid for golf supplies {(practice balls, etc.), $750.

. Arranged for the rental of 40 regular (pulling) golf carts and 20 gasoline-drven

carts for $3,000 per month. Paid $600 in advance, with the remaining $2 400
due June 20,

Purchased supplies, including gasoline, for the golf carts on account, $1,000.
Canyon Lake Goll and Country Club has agreed to allow Cory to stone the gaso-
line in one of its fuel tanks at no cost,

Roeceived cash for services from June 1-15, §5.400.

Paid cash to creditors on account, $1,000,

Paid remaining rental on golf carts, §2,400.

Purchased supplies, including gasoline, on account, 850,
Accepted 1OUs from customers on account, §1,800.

Paid miscellaneous expenses, $395,

Received cash for services from June 16-30, §4,200.

FPaid telephone and electricity (utilities) expenses, $340,
Paid wages of part-time employees, $850,

Beceived cash in payiment of 1OUs on account, $1,5(0).

Determined the amount of supplies on hand at the end of June, $675.

Cory has asked yvou several questions concerning his financial affairs to date, and he has
asked yvou o assist with his record keeping and reporting of financial data.

a, To assist Cory with his record keeping, prepare a chant of accounts that would be
approprate for Eagle Caddy Service.

b, Prepare an income statement for June in order o help Cory assess the profitability
of Eagle Caddy Service, For this purpose, the use of T accounts may be helpful in
analyzing the effects of each June transaction.

¢. Based on Cory's records of receipts and payments, compute the amount of cash on
hand on June 30. For this purpose, a T account for cash may be useful.

d. &= A count of the cash on hand on June 30 totaled $6,175. Briefly discuss the
possible causes of the difference between the amount of cash computed in (¢) and
the actual amount of cash on hand,

ST CP 2-6  Opportunities for accountants
The increasing complexity of the current business and regulatory environment has created
an increased demand for accountants who can analyze business transactions and interpret
their effects on the financial statements. In addition, a basic ability o analyze the effects
of transactions is necessary o be successful in all fields of business as well as in other
disciplines, such as law. To better understand the impordance of accounting in todayv's
environment, search the Intermet or your local newspaper for job opportunitics. One
possible Internet site is hitp://www.careerbuilder.com. Then do one of the following:

1. Print a listing of one or two ads for accounting jobs. Alternatively, bring to class one
or two newspaper ads for accounting johs,

2. Print a listing of one or two ads for nonaccounting jobs for which some knowledge
of accounting is preferred or necessary. Alternatively, bring to class one or f(wo news-
paper ads for such jobs.
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Chapter 3 The Adjusting Process 105

The Adjusting Process

At the end of the accounting period, many of the account balances in the ledger are

reported in the financial statements without change, For example, the balances of

the cash and land accounts are normally the amounts reported on the balance sheet.
Some accounts, however, require updating for the following reasons:'

l. Some expenses are not recorded daily, For example, the daily use of supplies would
require many entries with small amounts. Also, the amount of supplies on hand on
a day-to-day basis is nommally not needed.

2. Some revenues and expenses are incurred as time passes rather than as separate
transactions. For example, rent received in advance (unearned rent) expires and
becomes revenue with the passape of tme. Likewise, prepaid insurance expires and
becomes an expense with the passage of time.

3. Some revenues and expenses may be unrecorded. For example, a company may have
provided services to customers that it has not billed or recorded at the end of the ac-
counting period. Likewise, a company may nof pav its employvees until the next account-
ing period even though the emplovees have earned their wages in the current period.

The analysis and updating of accounts at the ¢nd of the period before the finan-
cial statements are prepared is called the adjusting process,. The journal entries that
bring the accounts up to date at the end of the accounting period are called adjust-
ing entries, All adjusting entries affect at least one income statement account and
one balance sheet account. Thus, an adjusting entry will always involve a revenue
Or an eéxpense account and an asset or a liability account,

EIIIHIFIE Exercise 3-1 Accounts Requiring Adjustment

Indicate with a ¥es or No whether or not each of the following accounts normally requires an adjusting entry.

a. Cash c.  Wages Expense e, Accounts Receivable
b. Prepaid Rent d. Land f. Unearmed Rent
Follow My Example 3-1 )

a. Mo £ Yes e Yes

b. Yes d. Mo . Yes

oo
Types of Accounts Requiring Adjustment

Four basic types of accounts regquire adjusting entries as shown below.

1. Prepaid expenses 3. Accrued revenues
2. Unearned revenues 4. Accrued expenses

Prepaid expenses are the advance payment of fufure expenses and are recorded
as assels when cash is paid. Prepaid expenses become expenses over Ume or dur-
ing normal operations. To illustrate, the following transaction of NetSclutions from
Chapter 2 is used.

Dec. 1 NetSolutions paid $§2,400 as a premium on a one-year insurance policy.

Omn December 1, the cash payment of §2,400 was recorded as a debit to Prepaid Insur-
ance and credit to Cash for 2,400, At the end of December, only $200 (2,400 divided

1 Under the cash basis of accounting, accounts do not reguire adjusting, This is because transactions are recorded only when cash is
mecersed o pald, Thus, the matching concept is not used under the cash basis
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by 12 months) of the insurance premium is expired and has become an expense. The
remaining 32,200 of prepaid insurance will become an expense in future months, Thus, the
3200 is insurance expense of December and should be recorded with an adjusting entry.
Other examples of prepaid expenses include supplies, prepaid advertising, and
prepaid interest.
Exhibit 1 summarizes the nature of prepaid expenses.

EXHIBIT 1

Transaction

Analysis

Prepaid Expenses
Cash is paid in advance for an expense,
Advance payments of future expenses are recorded as assets when the cash is

paid. The transaction is recorded as a debit to a prepaid expense account and
a credit o the cash account.

Prepaid Expense Xux
Journal Entry Cash W
Pakd an expense im advance.
Accounting Assets - Liabilities + Owner's Egquity
Eguation Cash
Impact ] e
Prepaid Expense
K
Adjustment An end-of-period adfustment is needed to update the prepaid expense accound.
[ The prepaid expense account is decreased (credited) for the amount of the
Ry prepaid expense that has expired or has been used, and the related expense
account 15 increased (debited),
Adjusting Expense XX
Journal Entry Prepald Expense Xix
Adjustment for prepaid expense.
Accounting Assets = Liakilities + Chwner's Equity [Expensa]
Equation P id E E
Snpct ] L W |
Unearned revenues are the advance receipt of fulure revenues and are recorded
as liabilities when cash is received. Unearned revenues become earned revenues over
time or during normal operations. To illustrate, the following December 1 transaction
of NetSolutions is used,
Dec. 1 MNetSolutions received 3360 from a local retailer to rent land for three
maonths,
On December 1, the cash receipt of $360 was recorded as a debit w Cash and
a credit to Unearned Rent for $360, AL the end of December, $120 (3360 divided by
3 months) of the unearned rent has been earned. The remaining 3240 will become
rent revenue in future months. Thus, the $120 is rent revenue of December and
should be recorded with an adjusting entry.
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Other examples of unearned revenues include twition received in advance by a
school, an annual retainer fee received by an attorney, premiums received in advance
by an insurance company, and magaring subscriptions received in advance by a
publisher,

Exhibit 2 summarizes the nature of uneamed revenues.

m Unearned Revenues

Cash is received for an unearned revene. Transaction

Advance receipts for future services to be provided are recorded as liabilities
when the cash is received., The transaction 15 recorded as a debit 1o the cash Analysis
account and a credit to the unearned revenue account,

Cath WX
Unearned Revenua Xy Journal Eniry

Received cash for unearned revenue.

Assets = Liabilities + Ohaner’s Equity Accounting
Cash Unearned Revenus Equation
o | | S Impact
An end-of-period adjustment is needed 1o update the unearned revenue gocount, Adjustment
The uneamed revenue account 15 decreased (debited) for the amount of the rev- Analysis
enue that has been earned, and the related revenue account is increased (credited).
Unearmed Revenue LXK Adjusting
Revenue L

. ournal Entry
Adjustrment for unearned revenue, J 2t

Assets - Liabilities + Owner's Equity [Revenue] Accounting
Unearned Revenue Revenue Bepeating
o | = Impact

Accrued revenues are unrecorded revenues that have been earned and for which
cash has vet to be received. Fees for services that an attorney or a doctor has pro-
vided but not yet billed are accrued revenues. To illustrate, the following example
involving NetSolutions and one of its customers is used,

Dec. 15 NetSolutions signed an agreement with Dankner Co. under which
NetSclutions will bill Dankner Co. on the fifteenth of each month for
services rendered at the rate of $20 per hour,

From December 16-31, NetSolutions provided 25 hours of service 1o Dankner
Co. Although the revenue of $500 (25 hours % $20) has been eamed, it will not be
billed until January 15. Likewise, cash of $500 will not be received until Dankner
pays its bill. Thus, the §500 of accrued revenue and the $500 of fees earned should
be recorded with an adjusting entry on December 31,
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Other examples of accrued revenues include accrued interest on notes receivable
and accrued rent on property rented 1o others.

Exhibit 3 summarizes the nature of accrued revenues.,

EXHIBIT 3

Transaction

Analysis

Journal Entry

Accrued Revenues

Revenue bas been carned but bas ol been recorded.

Revenues have been earned, but the revenue has not been recorded nor has
cash been received, No journal entry has been recorded even though revenues
have been earned.

Mo entry has been recorded,

Accounting Assets = Liabilities + Owner's Equity
Equation No impact, since the revenue has not been recorded.,
Impact
Adjustment An end-of-period adjustment is needed o recognize accrued revenne,
An assel account 15 increased (debited) for the amount of the revenue that
has been earned, and the related revenue account 8 increased (credited), The
Analysis type of receivable account that is debited depends upon the type of revenue,
For example, Accounts Receivable would be debited for fees earned. Interest
Receivable would be debited for interest earned.
Adjusting Asset [Receivable) HEx
Journal Entr Revenue HHN
¥ Adjustment for accrued revenue.
5
Accounting LEET r= Liabilities + Owner's Equity (Revenue) F
Equation Receivable Revenue E.
Impact e | | 7E %
i
[+]
Accrued expenses are unrecorded expenses that have been incurred and for
which cash has vet to be paid. Wages owed to employees at the end of a period but
not yet paid are an accrued expense. To illustrate, the following example involving
Metsolutions and its employees is used,
Dec. 31 NetSolutions owes its employees wages of $250 for Monday and Tues-
day, December 30 and 31.
MNetSolutions paid wages of §950 on December 13 and §1,200 on December 27,
2015, These payments covered the biweekly pay periods that ended on those days,
As of December 31, 2013, NetSolutions owes its employees wages of 3250 for Mon-
day and Tuesday, December 30 and 31. The wages of $250 will be paid on January
10, 2014; however, they are an expense of December, Thus, 3250 of accrued wages
should be recorded with an adjusting entry on December 31.
Other examples of accrued expenses include accrued interest on notes payable
and accrued axes.
Exhibit 4 summarizes the nature of accrued expenses.
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EXHIBIT 4 Accrued Expenses

An expense bas been incurred but bas not been recorded,

An expense has been incurred, but the expense has not been recorded nor has
-ash been paid. No journal entry has been recorded even though an expense
has been incurred.

Mo entry has baen recardad.

Liabilities o

Assels = Ohwner's Egquity

Mo impact, sinca the expense has not been recorded.

At E!Id-ﬂj'-f.rf.r‘fml' ddfustment s needed 1o recognize the accrued expense.

An expensé account is increased (debited) for the amount of the EApEnsSe that
has been incurred, and the related liability account is increased (credited). The
liability account that is credited depends upon the type of expense. For example,
Wages Payable would be credited for wages expense. Interest Payable would
be credited for intérest expense.

Expense X
Liability (Payable} KK
Adjustment for accrued expense,
Assets = Liakilities + Owner's Equity [Expense)
Payable Expensa
I M M |

Transaciion

Analysis

Journal Entry

Accounting
Equation
Impact

Adjustment

Analysis

Adjusting
Journal Entry

Accounting
Equation
Impact

As illustrated in Exhibit 4, acorued revenues are camed revenues that are unrecorded.
The cash receipts for accrued revenues are normally received in the next accounting pe-
riod. Accrued expenses are expenses that have been incurred, but are unrecorded. The
cash payments for accrued expenses are normally paid in the next accounting period.
Prepaid expenses and uncarmed revenues are sometimes referred (o as defer-
rals. This is because the recording of the related expense or revenue is deferred to
a future period. Accrued revenues and accrued expenses are sometimes referred to
as accruals. This is because the related revenue or expense should be recorded or
accrued in the current period.

Example Exercise 3-2 Type of Adjustment

a. Wages owed but not yet paid. c, Feesreceived but not yet eamed.
b. Supplies on hand. d. Fees earned but not yet received.
Follow My Example 3-2 32
a. Accrued expense c. Unearned revenuea
b. Prepaid expense d. Accrued revenue
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by a total of §1,440 (31,240 + 3200), and net income will be overstated by §1,440.
On the balance sheet, Supplies and Prepaid Insurmance will be overstated by a total
of $1,440. Since net income increases owner's equity, Chris Clark, Capital will also
be overstated by $1,440 on the balance sheet. The effects of omitting these adjusting
entries on the income statement and balance sheet are as follows:

Amount of
Misstatement
Incame Staterment
Revenues correctly stated 5 Xxu
Expenses understated by (1, 440)
Met income overstated by i 31440 -
Balance Sheet
Assets overstated by 1,440 (2
Liabilities correctly stated L
Chener's eguity overstated by 1,440 =
Total liabilities and
owner's equity overstated by 51,440

Arrow (1) indicates the effect of the understated expenses on assets. Arrow (2}
indicates the effect of the overstated net income on owner's equity.

Payments for prepaid expenses are sometimes made at the beginning of the period
in which they will be entirely nsed or consumed. To illustrate, the following December 1
transaction of NetSolutions is used,

Dec. 1 NeiSolutions paid rent of 3800 for the month,

On December 1, the rent payment of §800 represents Prepaid Rent. However,
the Prepaid Rent expires daily, and at the end of December there will be no asset
left, In such cases, the payment of 3800 is recorded as Rent Expense rather than as
Prepaid Rent. In this way, no adjusting entry is needed at the end of the period.”

EII'.{]I'IIFIE Exercise 3-3 Adjustment for Prepaid Expense )@

The prepaid insurance account had a beginning balance of 56,400 and was debited for 53,600 of premiums paid during

the year. Journalize the adjusting entry required at the end of the year, assuming the amount of unexpired insurance
related to future perlods is $3,250.

Follow My Example 3-3 )

Insurance Expense., .
Prepald Ins.urance

6,750

Insurance lered :55 -ﬂ-ﬂﬂ + SS,E-DIU 53 250#

Integrity, Objectivity;;and Ethics in Business

© Cangags Ladiminsg 2OTE

FREE ISSUE
Office supplies are often available to employees on a “free  because supplies are easily available, however, doesn't
issue” basis, This means that employees do not have to  mean they can be taken for personal use. There are many
*sign” for therelease of office supplies butmerely obtainthe  instances where employees have been terminated for tak-
necessary supplies from a local storage area as needed. Just  ing supplies home for personal use.

2 An aleermative treatment of reconding the cost of supphes, rent, and oither prepayments of expenses s discussed inan appendix

that can be downlosded frem the book's companian Web site iwww.cengagebrain.cam].
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Unearned Revenues

The December 31 unadjusted trial balance of NetSolutions indicates a balance in the
unearned rent account of $360. This balance represents the receipt of three months’
rent on December 1 for December, January, and February. At the end of December,
one month's rent has been earned, Thus, the unearned rent account is decreased
(debited) by $120, and the rent revenue account is increased (credited) by $120. The
§120 represents the rental revenue for one month ($360/3). The adjusting journal
entry and T accounts are shown below,

31 Unearned Rent 23 120
Bent Revenue 42 1200
Rent sarned (5360/3 months]).
Assets - Linbilities + Owner's Equity (Revenue)
Unearned Rent 23 Rent Revenue 42
Dec, 31 120 | Bal. 360 Dec. 11 120

T Adj.Bal. 240 T

After the adjusting eéntry 18 recorded and posted, the uneamed rent account has a
credit balance of $240. This balance is a liability that will become revenue in a future
period. Rent Revenue has a balance of §120, which is revenue of the current period.’

If the preceding adjustment of unearned rent and rent revenue is not recorded,
the financial statements prepared on December 31 will be misstated, On the income
statement, Rent Revenue and the net income will be understated by $120. On the
balance sheet, Unearned Rent will be overstated by $120, and Chris Clark, Capital will
be understated by $120. The effects of omitting this adjusting entry are shown below,

Amount of
Misstatement

Income Statement

Revenues understated by — 5 (120]

Expenses correctly stated KEK

Het incame understated by S20) -+
Balance Sheet

Assets correctly stated 5 XXX

Liabilities overstated by —p= 5 120

Lharner s equity undérﬂnm‘d b:,r l_"__.;_l_l__ - —

Total liabilities and

oWwner's equity correctly stated 5 XXX

The balance in the unearned fees account, before adjustment at the end of the year, is 544,900,
Joumnalize the adjusting entry required if the amount of unearned fees at the end of the year is $22,300.

Follow My Example 3-4

>

L T B e e T
T e e Wy W Tl 0 Tl el AT s T Ll S Ty
Fees sarned {544,900 — $22,300).

3 &n advernatve treatmaent of recording revenues received inadvance of thelr belng earmed s discussed in an apgendix that can be
downloaded fram the book's companion Web site (www.cengagebrain.com)
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Adjusting
Journal Entry

Accounting
Equation
Iimpact

Bast By sells extended
warranty contracts with
terms between 12 and
16 months. The receipts
from sales of these
contracts are reported
as uneamed revenue on
Bast Buy's balance shaet,
Revenue is recorded as
the contracts expire.

>®

22600
22,600

Practice Exercises: PE 3-4A, PE 3-4B
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Accrued Revenues

E During an accounting period, some revenues are recorded only when cash is re-

ceived, Thus, at the end of an accounting period, there may be revenue that has
Aardinddiack Codpocation o been earned bul bas not been recorded. In such cases, the revenue is recorded by
engaged in consumer increasing (debiting) an asset account and increasing (crediting) a revenue account,
EE:::;;::::I:E' To illustrate, assume that NetSolutions signed an agreement with Dankner Co. on
revenue for finance December 15, The agreement provides that NetSolutions will answer computer questions
charges and late and render assistance o Dankner Co.'s employees, The services will be billed to Dankner
payment charges related Cao, on the fifteenth of each month at a rate of §20 per hour. As of December 31, NetSolutions
R T CiaR. Spaations. had provided 25 hours of assistance to Dankner Co. The revenue of $500 (25 hours *

3200 will be billed on January 15. However, NetSolutions earned the revenue in December.,

The claim against the customer for payment of the §500 is an account receivable
Can asset). Thus, the accounts receivable account is increased (debited) by §500, and
the fees carned account is increased (credited) by 3500, The adjusting journal entry
and T accounts are shown below,

Adjusting A1 | Accounts Recelvable 13 500

Jouwrnal Entry Fees Earned 41 500
Accrued fees (25 hrs. = 5200

Accounting Assets = Liabilities + Owner's Equity [Revenuea)
Equation Accounts Receivable 12 Fees Earned F|
Impact Bal. 2,220 Bal. 16,240
Dec,31 500 | +— Dec. 31 500
Ad). Bal. @‘ Ad). Bal. 16,840 T

If the adjustment for the accrued revenue (3500} is not recorded, Fees Eamed
and the net income will be understated by 3500 on the income statement. On the
balance sheet, Accounts Receivable and Chris Clark, Capital will be understated by
§500. The effects of omitting this adjusting entry are shown below.

Amount of
Misstatement
Income Statement
Revenues understated by 5 {500)
Expenses correctly stated XX
Met income understated by 5 {500) -
Balance Sheet
Assets understated by 5 500)
Liabilities correctly stated 5 XXX
Owner's equity understated by 1500} -
Total liabilities and
owner's equity understated by 5 {500}

E.t'l]mpIE Exercise 3-5 Adjustment for Accrued Revenues

At the end of the current year, $13,680 of fees have been earmed but have not been billed to clients. Journalize the
adjusting entry to record the accrued fees,

Follow My Example 3-5 )

I s R R e R B e e e s ek 13.680
o Tty n o s (LT Y, - WY, . S L 13,680

Accrued fees.

Practice Exercises: PE 3-5A, PE 3-5B

Fopnnghi 7002 Copgepr Lemmrge A B Kgies Bemredd Moy md by el psewwmnl v dapdignied, o sbicks in pesi [he o pleprmoes sghen, e | pars sosisnd wes e sapperisgd e e cHos pmise gl faypdeens slimsld e hs
e rl fur oy eppersec cova i Jows e maerd by slfen de el neree suprosas Cragass Laamep seeesd the npls w mnoie eddwmcdel comam @ iy Ui § efneganm DE s 13 e L operm i



Chapter 3 The Adjusting Process 115

Accrued Expenses

Some types of services used in earning revenues are paid for after the seovice has
been performed. For example, wages expense is used hour by hour, but is paid only
daily, weekly, biweekly, or monthly, At the end of the accounting period, the amount
of such accriwed but unpaid items is an expense and a liability.

For example, if the last day of the employees’ pay period is not the last day of
the accounting period, an accrued expense (wages expense) and the related liability
(wages payable) must be recorded by an adjusting entry. This adjusting entry is neces-
sary so that expenses are properly matched to the period in which they were incurred
in earning revenue,

To illusirate, NetSolutions pays iis employees biweekly. During December,
NetSolutions paid wages of 3950 on December 13 and §1,200 on December 27.
These payments covered pay periods ending on those days as shown in Exhibit 7.

EXHIBIT 7

December Accrued Wages

5 M T W T F 5
1 2 3 4 5 [ 7 Pald ws T
8 |9 [10]11]12] 13 |14 }‘“’““m’-‘“

Tartal wadjeh pxpanie

15116 |17 | 18] 193] 20 |21 Faid wa e for Ceimmber. $2,400%
2> |23 |24 | 25 | 26| 27 |28 /o= ol st :

mecried Wages sxpere
~ for Dec. 30-31, $250

*§2,400 = §950 4+ $1,300 + §350
*"£1,278 = §250 4 §1,025

S Cangaga Learring 30id

As of December 31, NetSolutions owes 3250 of wages to employees for Monday
and Tuesday, December 30 and 31. Thus, the wages expense account is increased
(debited) by 3250 and the wages payable account is increased (credited) by 3250,
The adjusting journal entry and T accounts are shown below,

31| Wages Expense 51 230 Adjusting
Wages Payable F 2500 Journal Entry
Accrued wages.
Assats - Liabilities + Dwner's Equity [Expense] Accounting
Wages Payable 22 Wages Expense 51 Equation
Dec. 31 250 = Bal. 4,275 Impact

Dec. 31 250

Adj. Bal, 4,525 ‘—‘

Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
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116 Chapter 3 The Adjusting Process

After the adjusting entry is recorded and posted, the debit balance of the wages
m expense account is $4,525. This balance of §4,525 is the wages expense for two
months, November and December. The credit balance of $250 in Wages Payable is

allaway Goll Company, a the liability for wages owed on December 31,
manufacturar of such As shown in Exhibit 7, NetSolutions paid wages of 31,275 on January 10, This
inncvative golf chubs as payment includes the 3250 of accrued wages recorded on December 31, Thus, on

:::;2‘:‘1“::;";‘:::;:& January 10, the wages payable account is decreased (debited) by $250. Also, the

#xpense on Its balance wages expense account is increased (debited) by $1,025 ($1,275 - $250), which

sheet. is the wages expense for January 1-10. Finally, the cash account is decreased
(credited) by §1,275. The journal entry for the payment of wages on January 10
is shown below,’

Jan. 10 Wages Expense 51 1.025
Wages Payable 24 250
Cash 11 1,275

If the adjustment for wages ($250) is not recorded, Wages Expense will be un-
derstated by 3250, and the net income will be overstated by $250 on the income
statement. On the balance sheet, Wages Pavable will be understated by $250, and
Chris Clark, Capital will be overstated by $250. The effects of omitting this adjusting
entry are shown as follows:

Amount of
Misstatement
Income Statement
Revenues correctly stated 5 KKK
Expenses understated by —m=  (250])
Met income oyverstated by f 250 ==
Balance Sheet
Assets correctly stated 5 XXX
Liabilities understated by - 5(250]
Diwerer § eguity overstated by 250 -
Total llabilities and owner's
equity correctly stated G KM

EII!II'I.PIE' Exercise 3-6 Adjustment for Accrued Expense )@

sanregret Realty Co. pays weekly salaries of 12,500 on Friday for a five-day week ending on that day. Journalize the
necessary adjusting entry at the end of the accounting pericd, assuming that the period ends on Thursday.

Follow My Example 3-6 )

T B BT B NI o o oo i B o o e A 10,000
L T e e T e e e L R e 10,000
Accrued salaries [[512,500/5 days) x 4 days].

Practice Exercises: PE 3-6A, PE 3-6B

4 To sirmplify the subseguent recording of the following penod’s ransactions, some accountants e what is lonown as resersing
entries for cemain types of adustments Reversing entries ane discussed and illustraced in Appendis 8 a1 the end of the textboak,
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Amount of
Misstatement
Incame Statement
Rewvenues correctly stated L XX
Expenses understated by e ()]
Met income owerstated by ; -
Balance Sheet
Azzets owverstated by :-__
Liabilities correctly stated 5 XX
{ e’ eguity overstated by 50 -
Total liabilities and owner's o
equity overstated by » 50

The estimated amount of depreciation on equipment for the current year is 54,250, Journalize the adjusting entry to
record the depreciation.

Follow My Example 3-7 )

RN B E I TN s 4. et 0 00 B AR B AR B kST A b AR A 4,250
Accumulated Cepreciation—EqQUipment. ... ccrarrrrarrarrasrmriaresns 4,250
Depreciation on equlpment.

Summary of Adjustment Process Sanicn

A summary of the basic types of adjusting entries is shown in Exhibit 8 on page 120, The
adjusting entries for NetSolutions are shown in Exhibit @ on page 121. The adjusting
entries are dated as of the last day of the period. However, because collecting the
adjustment data requires time, the entries are usvally recorded at a later date. An
explanation is normally included with each adjusting entry.

Netsolutions' adjusting entries are posted w the ledger shown in Exhibit 10 on
pages 122-123. The adjustments are shown in color in Exhibit 10 to distinguish them
from other transactions.

Example Exercise 3-8 Effect of Omitting Adjustments )

For the year ending December 31, 2014, Mann Medical Co. mistakenly omitted adjusting entries for (1} 58,600 of
unearned revenue that was earned, (2} earned revenue of 512,500 that was not billed, and (3) accrued wages of
52,900. Indicate the combined effect of the errors on (a) revenues, [(b) expenses, and (¢} net income for the year ended
December 31, 2014.

Follow My Example 3-8 )

a. Revenues were understated by 521,100 (58,600 + $12,500).
b, Expenses were understated by 52,900,
c.  Net income was understated by 518,200 (58600 4 512,500 — 52,900},

Practice Exercises: PE 3-8A, PE 3-8B8

Poprnghl 007 Ceppepr Lrmmrng A B Magies Memreral Moy sl b popenl srsranl oo popiig s, o s Beke ocin pee Do ioopiepieoss soghen, seee | hied pariy comicnd e e sapreromgd e fhe el gl ol feydeen Fbrinsl e e hn
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EXHIBIT 8 Summary of Adjustments

FREPAID EXPENSES
Reason for Financial Statement Impact if
Examples Adjust ; Adjusting Entry Examples from NetSolutions Adjusting Entry Is Omitted
Supplies, Prepaid expenses | Expense Dr, Supplies Expense 1,240 Income Statement:
prepaid tassets) have Asset CF. Supplies 1,240 Revenues Me effect
imsurance been used or Insurance Expense 200 Expenses Understated
cansumed in the Prepaid Insurance 200 Met income Orveritated
business opera- Balance Sheet:
rions, Assels Orverstated
Liabilitles Mo effect
Cwmer's equity  Owerstated
(capital)
UNEARMED REVEMUES
Unearned Cash recelved be- | Liability Dr. Unearned Rent 120 Incorne Statement:
rent; maga- | fore the services Revenue Cr, Rent Revenue 120 Revenues Understated
zine sub- hawe been pro- Expernies Mo effect
scripticns vided is recorded Met income Linderstated
received in | a%alability. Some Balance Sheet;
atlvance, servioes have Assets Mea effect
Feiss been provided Liaksilities Orrerstated
recetved In | to the oustarmer Owmer's equity  Understated
atvance of | before the end of (capital)
SErVices the accownting
period.
ACCRUED REVENUES
Services Services have Asset Dr. Accounts Receivabde S0 Incame Statement:
performed been provided 1o A=verue CF. Fees Eamed S00 Revenues Understated
kit mot thie customer, but Expenses Mo effect
billed, inter- | hawve not been Met income Understated
est to be billed or recorded. Balance Sheet:
recened Interest has been Assets Linderstated
sarned, but has Liabilities Mo effect
rat Been received Chwmer's equity Linderstated
of recorded, (capital)
ACCRUED EXPENSES
Wages of l Expences have Expenca D Wages Expense 250 Income Statement:
salaries been incurred, Liability Cr. Wages Payable 250 Revenues Mo effect
incurred but | but have not Experes Urnderstated
nat pald, been paid or Met Income Orverstated
interest recarded. Balance Sheet:
imcuerred bt Assets Mes eflect
not paid Liabilities Linderstated
Dwner's equity  Overstated
(capital)
DEPRECIATION
Depra- Fixed assets Expense Dr. Depreciation Expense 50 Incame Statement:
ciation of depreciale as Cantra Asset Cr, Accum, Depreciation — Aevenues Me effect
equipment | they are used or Crffice Bquipment 50 Expenses Understated
and consumed in Met income Overstated
bulldings the business Balance Sheet:
operations. Assets Orhverstated
Liabilities M effect
Owner's equity  Oheerstated
(capital)
Coarrrg 2012 Uregage Leaning. A1 Soghés Hosrvef Moy ped be coped, somesl, or suplecsiel. i sheke oninpart Der ie clporose nghes. soner thid paty commnd may b sppeey wd bam ibe el ok, aeior £ Ctapierssk, Bdvonad rerees bos
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Chapter 3 The Adjusting Process 121

Journal
Date Description
e Adjusting Entries
Cec, 31 Supplies BExgpense
Supplies

Supplies used (52,000 — 5760},

31 Imsurance Expense
F'rtp».ald Insurance
Insurance expired (52,400/12 months)

31 Unearned Rent
Rent Revenue
Rent «arned (536073 months).

A1 Accounts Receivable
Feas Earned
Accrued fees (25 hrs. = 5200,

3t Wages Expense
Wages Pavable
Accrued wages.,

31 Depreciation Expense
Accum. Depreclation—Office Equipment
Depreciation an office equipment,

MICROSOFT CORPORATION

Microsoft Corporation develops, manufactures, licenses,
and supports a wide range of computer software prod-
ucts, including Windows Vista, Windows 7, Windows XP,
Word, Excel, and the Xbox® gaming system. When Micro-
soft sells its products, itincurs an obligation to support its
software with technical support and periodic updates. As

Business g% & Conne

Adjusting
Fef.  Debit Cradit Entries—
MetSolutions
] 1,240
14 1,240
56 200
15 200
23 120
42 10
12 S00
41 SO0
id 250
An accountant may
check whether all
53 50 adjustments have been
19 B0 made by comparing

current period
adjustments with those
of the prior period,

Glangage Leaming EIH

a result, not all the revenue s sarned on the date of sale;
some of the revenue on the date of sale is unearned. The
portion of revenue related to support services, such as
updates and technical suppaort, is earned as time passes
and support is provided to customers. Thus, each year
Microsoft makes adjusting entries transferring some of
its unearned revenue to revenue, The following excerpts
were taken from recent financial statements of Microsoft:

The percentage of revenue recorded as unearned . .. ranges from approximately
15% to 25% of the sales price for Windows XP Home, approximately 5% to 15%
of the sales price for Windows XP Professional, . . .

Uneamed Revenue:

Aecent Year Prior Year

nearned revenue (in millions)

During the next year, Microsoft expects to record over
513,652 million of unearned revenue as revenue. At the

514,530 514,284

same time, Micrasoft will record additional unsarmed rev-
enue from current peried sales.

Empyrgh 2012 Leegapr Leamng. A Sghis Hesrved May ol by copagel, soree i, o soplsonic]., m shekr oninped Uer o sieoresc nphis. sorer e pariy cosend mayp S soppess s Bom i ook, pmlior e Ubepiends b, Bdvimad rerees o

deamail tha s aypresssd oot il s el Fesenad by aifec) the overal | laso rg dcpens s Cesd age | coind if mmearved 1he npht oo s scdedi oidl copeon @ iy s of alhsegeam rgiie reaic esst nevEkns il

EXHIBIT 9

& Cengage Learning 2094



122

Chapter 3 The Adjusting Process

m Ledger with Adjusting Entries—NetSolutions

Account Cash

Aotount Mo, 11

213
(Maw, 1

:

25,000

2,500

Ll
(=]
=

A0

G50

2,870

Cradit Debit | Credit
25000
20,000 | 5000
12,500
1650 @ 8850
S50 7900
2,000 @ 5500
2,400 3,500
800 2,700
3,060
180 2,880
400 | 2480
S50 1.530
4,630
a0 | 3,730
4,380
1450 | 2530
1,200 1,430
310 | 1420
225 | 1,195
4065
2,000 | 2,065

Account Mo, 12

Post.
Date ltam Ref,
204
Dec. 16| 3
21 3
31 4
] A LST I 3

Account Supplies

1,750

1120

=

LU

Credit Debit | Credit
1,750

650 | 1,100
2. 220
2720 |

Account Mo, 14

Date item Ref,
F1IE)
Mo, 10 1
3o 1
Dec. 23 3

17| Adjusting 7

Account Frepaid insurance

31| Adjusteng |

Eoapyrg®i 202 Loepagr Loaming. A9 Soghits Heservesd Ry pesd b copecyd,. sommed, o sopbeonicd. o shede oninpad Der o cbeoresc nphis, sorer L pariy cowed may S soppmes s trom (e e ook, pelior £ U hepdands

Dabit

1,350

1450

Credit Debit | Credit
1,350
a0 550
2000
244 TG

Cradit  Debit ‘ Credit
2400 |
200 | 2,200 |

Account Lond Aocount Mo, 17
Balanca
Post.
Date Item Ref, Diabit l:udi'll Debit | Credit
| awiz | |
[Mow, 5| | 1 20,000 | 20,000

Account Mo, 18

Debit | Credit

{Dec. 4| | 2 1.800 |

Account Mo, 1§

Balanca

I
Credit

Mo, 10/ 1 [ 1,350 1,350
30| 1 950 400
Dec. 4/ 2 1,800 2.200
11| 2 400 1,600
| 20| | 3 900 900

Account Mo, 23

Balance
Post. | [
Date Itam Raf. bBebit | Credit | Debit | Credit
e |
iDhec. li 2 [ ELCH] 160
31| Adjusting 5 120 [ 240

Account Chrs Clark, Copital

Account Mo, 37

| Balance
Post. | B 5
Date Item Ref, Debit | Credit I Debit | Credit
211 |
{Mow, 1 ! | 1 | 25,000 25,000 |

deamail tha s aypresssd oot il s el Fesenad by aifec) the overal | laso rg dcpens s Cesd age | coind if mmearved 1he npht oo s scdedi oidl copeon @ iy s of alhsegeam rgiie reaic esst nevEkns il
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123

EXHIBIT 10 Ledger with Adjusting Entries—MNetSolutions (Concluded)

Aecount Ches Clary, Drawing

Aceount Na, 33

dala |

Past.
Date Item Ref.
¥

\Nov. 18| 1

Dec. lﬁi 3

16| 3
31: 4
ay| 4
:'hll Adjusting 5

Debit

2,000
2,000

Debit

Credit

Credit Deblt | Credit |
7,500 500
3100 10,600
1,750 12,350
2870 15220
1,120 16,340

500 16,840

Past.
Date Item Ref.
13 |
[Mow. 30| 1
\Dec. 1 2

Debit

Debit

B0
B0

Credit

Credit

B0
1600

Adjusted Trial Balance

Account Depraciafion Expenie

Post.
Date Item Ref. Debit
2k
|Dec. 31| Adjusting i 50

Account Uiilities Expense

Post.
Date Item Ref. Debit
oa |
\Now. 30| 1 450
|Dec. 31 3 310
[ a1 4 225

Account Supplies Expense

‘ ot

Date ltam Ref. Dekbit
13 |

[Maw, 3|.'.Ii 1 800

|Dec. 31| Adjusting | 5 1,240

\ "

Date Itam Ref.  Debit

|- dand |

\Mov. 30| 275
|Dec. &) b o 180 |

After the adjusting entries are posted, an adjusted trial balance is prepared. The
adjusted trial balance verifies the equality of the total debit and credit balances before
the financial statements are prepared. If the adjusted trial balance does not balance,
an error has occurred. However, as discussed in Chapter 2, errors may occur even
though the adjusted trial balance wotals agree, For example, il an adjusting entry were
omitted, the adjusted trial balance totals would still agree.

Eoapyrg®i 202 Loepagr Loaming. A9 Soghits Heservesd Ry pesd b copecyd,. sommed, o sopbeonicd. o shede oninpad Der o cbeoresc nphis, sorer L pariy cowed may S soppmes s trom (e e ook, pelior £ U hepdands

Account Ma. 53

Credit Debit Credit

LA

Account Mo, 54

I Balance
I
Credit = Debit  Credit
450
Tao
o85

Account Mo, 55

| Balance
1
l:ri-di‘t| Dabit Crl-dit|
B0
2040

Account Mo, 56

I =
Credit | Debit  Credit |
275 E
455 gf
1
[}
a
ol
t—* Prepare an
= adjusted trial
baalamcea.

Eadvinad rer e s
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126 Chapter 3 The Adjusting Process

Although RealNetworks still reported a loss in Year 2, it has improved its con-
trol of expenses significantly from Year 1. However, the decrease in Revenues from
$502,2064 1o $401,733 is a major concern. Apparently, RealNetworks reduced its
expenses in response to its decreasing revenues,

Example Exercise 3-10 Vertical Analysis ).

Two income statements for Fortson Company are shown below.

Fortson Company
Income Statements
For the Years Ended December 31, 2014 and 2013
2014 2013
Fees earned 425,000 §375,000
Operating expenses 263,500 210,000
Operating income 5161,500 5165000

a. Prepare a vertical analysis of Fortson Company's income statements.
b Does the vertical analysis indicate a favorable or an unfavorable trend?

Follow My Example 3-10 )
d.

Fortson Company
Income Statements
For the Years Ended December 31, 2014 and 2013
2014 2013
Amount Percent Amount Percant
Fees earned 54.25,000 100% $375,000 100%
Operating expenses 263,500 62 210,000 _ 56
Operating incame 5161,500 8% 5165,000 _A4%

b. An unfavorable trend of increasing operating expenses and decreasing operating income is indicated.

Practice Exercises: PE 3-10A, PE 3-10B

At a Glance

Describe the nature of the adjusting process.

Key Points The accrual basis of accounting requines: that revenues are repored in the period in which they
are eamed and expenses are matched with the revenues they generate. The updating of accounts at the end
of the accounting period is called the adjusting process, Each adjusting entry affects an income statement
and balance sheet account. The four tvpes of dccounts requiring adjusting entries are prepaid expenses,
unearned revenues, accmued revenues, and accrued expenses,

Learning Outcomes g:r'tf!: Practice

* Explain why accneal accounting requires adjusting entrics

* List accounts that do and do NOT require adjusting EE3-1 PE3-1A, 318
entries at the end of the accounting period

* Give an example of a prepaid expense, unearned EE3-2 PE3-Z2A, 3-2B

revenue, accmed revenue, and accrued CXpense

L orproghi ST L pepepr Lewewrge 8 W &apies Mmoo % ay sl b pogren s o pupsig e, 1o sbioke o om pani (e jo ey syhin, s el ey cogmel mee by sppersesd brem e pHiss pmise el leypdeens Bl e b
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Chapter 3 The Adjusting Process 127

Journalize entries for accounts requiring adjustment.

Kay Polnts At the end of the period, adjusting entnes are needed for prepald expenses, unearned revenues,
acorued revenues, and accorued expenses. In addition, an adjusting entry is necessary o record depreciation

on fived assers

Learning Qutcomes hﬂ"t_]ﬂr Pm“_i“
Exercises Exercised

* Prepare an adjustng eniry for a prepaid expense EE3-3 PE3-3A, 3358

o Prepare an adjusting entry for an unearned revenue EE3-4 PE34A, 3B

* Prepare an adjusting entry for an accrued revenue EE3-5 PE35A, 358

» Prepare an adjusting entry for an accnoed expense EE3-O PE36A, 3-0R

* Prepare an adjusting entry for depreciation exXpense EE3-T PE3-T7A, 7B

Summarize the adjustment process.

Key Points A summary of adjusiments, including the type of adjusument, reason for the adjusiment, the
adjusting entry, and the effect of omitting an adjustment on the financial statements; is shown in Exhibit B,

Learning Outcome Example Practice
Exercises Exercizes
» Determine the effect on the Income statement and EE3-8 PE38A, 388

balance sheer of omilting an adjusting entry for prepaid
expense, uneamed revenue, accrued revenue, accrued
expense, and depreciation.

Prepare an adjusted trial balance.

Key Points  After all the adjusting entries have been posted, the equality of the total debit balances and
total credit babances is verified by an adjusted trial balance,

Learning Outcomes Ecample Practice
Exerclzes Exerrises
* Prepare an adjusted trial balance
* Determing the effect of ermors on the equality of the EE39 PE3-9A, 398
achusted trial halance

Describe and illustrate the use of vertical analysis in evaluating a company's performance and

financial condition.

Key Points Comparing ¢ach ftem on g financial statement with a total amount from the same statement (s
called vertical analysis, On the balance sheet, cach asset is expressed as a percent of total assets, and cach
liability and ownmers equity is expressed as a percent of ol labilides and owner's equity. On the income
statement, each revenue and cxpense (s L':'-;[':-rr.-ihl_'ll as a percent of tofal revenues or fees carned

Learning Outcomes Example Practice
Exercizes Ewercises

* Describe vertical analysis

* Prepare a verical analvsis repont of a linancial statement. EE3-10 PE310A, 3108
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accounting pericd concept (104) book value of the asset (or fixed assets (or plant assets) (117)
accrual basis of accounting (104) net book value) (118} matching concept {(or matching
accrued expenses (108) cash basis of accounting (104) principle) (104)

accrued revenues (107 conira accounts {(or contra prepaid expenses (105)
Accumulated Depreciation (117) asset accounts) (117) revenue recognition concept { 104)
adjusted trial balance (123) depreciate {117) unearned revenues (106)
adjusting entrics (105) depreciation (117) vertical analysis (124)

adjusting process (105) depreciation expense (117)

Hlustrative Problem

Three vears ago, T. Roderick organized Harbor Realty. At July 31, 2014, the end of the
current year, the unadjusted trial balance of Harbor Realty appears as shown below,

Harbor Realty
Unadjusted Trial Balance

July 31, 2014

Debit Credit
Balances Balances
L L e iyt Al i 3,425
= At Tl T ] e e S B e e e S PR 1 1,
TR o e e g o o e P i B 1,270
Propaid INSURNEE L. 000 s mrn e eram s aa s snsr s aan s aanr 620
e e R W e e e L L e ey 51.650
Accumulated Depreciation—Dffice Equipment. ..oooiiiiiiniiaanins 9,700
LR e L A e W S o I oo 925
LT T e v T R T P L S R AR TR Al A St P 0
R T I L e e b S i sy 1,250
L RO, LBENER] o v oo o s 0 iy g o Y o T e e 29, 000
Te OO - EX RTINS i o b atn ot s o b b e 100 T R R e . 7 1, |
R T RO B PR e S e 59,125
i IR e e e T e S e 22,415
DT I D P R MR < o o e o, e e i, o, o i o B L 0
g e g e e e R e S 4,200
L i T T e e Pt 2.715
L L | e I I A i
A T T o i ot a1 T Q
Mol lanee U BT . 3 i P frisd e e A e s e b 1,505
100,000 100, 000
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The data needed o determine vear-end adjustments are as follows:
. Supplies on hand at July 31, 2014, $380.

b, Insurance premiums expired during the year, §315.

¢. Depreciation of equipment during the vear, $4,950,

d. Wages accrued but not paid at July 31, 2014, $440.

e, Accrued fees earned but not recorded at July 31, 2014, §1,000,
f. Unearned fees on July 31, 2014, §750.

Instructions

1. Prepare the necessary adjusting journal entries. Include journal entry explanations.

2. Determine the balance of the accounts affected by the adjusting entries, and prepare
an adjusted trial balance.

Solution

i

Date Description Ref. Debit Credit
2014
Fuly 31| Supplies Expense 290
Supplies &80

Supplies used [$1,270 = 3380).

31| nsurance Expense 315
Prepaid Insurance 315
Insurance expired,

31| Depreciation Expense 4 G50
Accumulated Depreciation—0DHice Equipment 4950
Depreclation expense.

11| Wages Expense 4440

Wages Payable 440
Accrued wages,

31| Accounts Receivable 1,030
Fees Earmed 1000
Accrued fees,

31| Unearned Fees 540
Fees Earned 00
Fees earned (51,250 - 5750).
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130 Chapter 3 The Adjusting Process

Solution {concluded)

Z.

Harbor Realty
Adjusted Trial Balance

July 31, 2014

Debit Credit
Balances Balances

Accounts Beceivable. . . ... vvvir v r s s a b 8,000
R B A S e e 3840
A R ol IO TR 5 v o o o 2. g e S 305
TN AR - - ot ot o i e e B 51,650
Accumulated Depreciation—Office EQUIpMENE. ... vveeiiieniieanis 14,650
RN g T ] e e e R e s e e e e e S a5
G N s o o A A M T a40
LT LT o L - TS0
T R AR o s e L B S e e e 29000
L e T e L e o i S i e L e 5,200
i o e e b e e e e e e g e 60,625
PEREREE E PRRbl es aa a d an ma  m cw k 22,855
Ly e T [ el et | e e (e L e A P et L 4,950
L o 1 e A A L e 4,200
Utilities Expense ....... S e e e R e i 2,715
i R o P M o0 s e W R A R s BT B R S A R 590
O TN NI o o o o R o R B P e e 315
Miscellaneous EXpPense .....overrrnmrirrarsraarsriesrriserrrsanres _ 1,505

106,390 106,390

Discussion Questions

1. How are revenues and expenses reporied on 7. If the effect of the credit pormion of an adjusting
the income statement under (a) the cash basis of entry is to increase the balance of a liability account,
accounting and (b} the acerual basis of accounting? which of the lollowing statements describes the ef-

. : fect of the debit portion of the eatry?
2. Is the matching concept related o (a) the cash basis = '

of accounting or (b) the accrual basis of accounting? a. Increases the balance of a revenue account.

3., Why are adjusting entries needed at the end of an b. Increases the balance of an expense account.
accounting period? ,
Ll C. Increases the balance of an asset account.

4. What is the difference between adjusting enilries

and correcting eniries? 8. Does every adjusting entry have an effect on determin-

ing the amount of net income for a period? Explain.

5. ldentify the four different categories of adjusting : i
entify e fx . ifferes . Ccategorie u- . | ng 9, On November 1 of the current year, a business paid
cntries frequently required at the end of an account- : i £ 4 ;
ing period the November rent on the building that it occupies,
(a) Do the rights acquired at November 1 represent
6. If the effect of the debit portion of an adjusting an asset or an expense? (b What is the justification

entry is to increase the halance of an asset account, for drhi!i:ng Rent Expense at the time of payment?
which of the following statements describes the ef-

" . : E o i, ar e ain the pu e OF the two accounts; LDe ]
fect of the credit pomion of the entry? . (a) Explain the purp e Cealinls: Thepre

ciation Expense and Accumulated Depreciation. (b)
a. Increases the balance of a revenue account, What is the normal balance of each account? (c) Is
it customary for the balances of the two accounts
to he equal in amount® (d) In what fnancial state-
c. Increases the balance of a liability account, ments, if any, will cach account appear?

b. Increases the balance of an expense account.

113 | pepepr Lomewrm & 0 Kagips Bomyoy! My E I gy or paysiy st 10 s bicke ooon peri (e o e wa, wghwn, 1 wmn i by e e wer By ey brem il pHisd g IRIST)
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Example
Exercises

EE3-10 | PE 3-10A Vertical analysis OB 5
m Two income statements for Hemlock Company are shown below,

Hamlock Company
Income Statements
For Years Ended December 31
2014 2013
Fees earned 5725000 5615000
Operating expenses 435,000 356,700
Operating income 5290,000 258,300

4. Prepare a vertical analysis of Hemlock Company's income statements.

b, Does the vertical analvsis indicate a favorable or an unfavorable trend?

EE 3-10 | PE 3-10B Vertical analysis OB 5
m Two income statements tor Cornea Company are shown below.
Cornea Company

Income Statements
For Years Ended December 31

2014 2013
Fees earned 51,640,000 $1,300,000
Operating expenses 569 200 F15000
Operating income 5 770,800 5 585,000

4, Prepare a viertical an::l','!.'iﬁ ol Cornea Company’s income statements.

h. Does the vertical apalysis indicate a favorable or an unfavorable trend?

Exercises

EX 3-1 cClassifying types of adjustments 0B, 1
Classify the following items as (a) prepaid expense, (b) uneamed revenue, () accrued
revenue, or (d) accrued expense.

1. A three-vear premium paid on a fire insurance policy.

'!-..l

Fees earmned but not vet received.

Fees received but not vet earned,

Salary owed but not ver paid,

Subscriptions received in advance by a magazine publisher.

3

4

3

6. Supplies on hand.

7. Taxes owed but pavable in the following period.
!

Utilities owed but not yet paid.

EX 3-2 Classifying adjusting entries 0BJ. 1
The (ollowing accounts were aken from the unadjusted trial balance of Onon Co., a con-
gressional lobbying firm. Indicate whether or not each account would normally require
an adjusting entry. Il the account normally requires an adjusting entry, use the following
notation o indicate the wwpe of adjustment:

AE—Accrued Expense

AR—Accrued Revenue

PE—Prepaid Expense

UR—Unearned Revenue

(Comtinmmed )

Empyrgh 2012 Leegapr Leamng. A Sghis Hesrved May ol by copagel, soree i, o soplsonic]., m shekr oninped Uer o sieoresc nphis. sorer e pariy cosend mayp S soppess s Bom i ook, pmlior e Ubepiends b, Bdvimad rerees o
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134 Chapter 3 The Adjusting Process

To illustrate, the answer for the first account 15 shown below.

Aecount Andwer
Accounts Beceivable MNormally requires adjustment (AR),
Cash
Interest Expense

Interest Recsivable
Johann Atkins, Capital
Land

Office Equipment
Prepaid Bent

Supplies

Unearned Fees

Wages Expense

EX 3-3 Adjusting entry for supplies OBJ. 2

The balance in the supplies account, before adjustment at the end of the year, is §2, 389,
Journalize the adjusting entry required if the amount of supplies on hand at the end of the
vedar is $830.

EX 3-4 Determining supplies purchased 0BJ. 2
The supplies and supplies expense accounts at December 31, after adjusting entries have
heen posted at the end of the first vear of operations, are shown in the following T accounts:

Supplies Supplies Expense
Eal. 1,560 | Bal. 4,250 |

Determine the amount of supplies purchased during the vear,

EX 3-5 Effect of omitting adjusting entry 0B 2,3
At March 31, the end of the first month of operations, the wsual adjusting entry trins-
ferring prepaid insurance expired © an expense account is omifted. Which items will
be incorrectly stated, because of the error, on (a) the income statement for March and
{(h) the balance sheet as of March 317 Also indicate whether the items in ermor will be
overstated or understated.

EX 3-6 Adjusting entries for prepaid insurance OBJ. 2
The balance in the prepaid insurance account, before adjustment at the end of the year,
is $21,700. Journalize the adjusting entry required under each of the following afterna-
fiees for determining the amount of the adjusument: (a) the amount of insurance expired
during the vear is $10,450; (b) the amount of unexpired insurance applicable to future
periods is §5,250.

EX 3-7 Adjusting entries for prepaid insurance oBl. 2
The prepaid insurance account had a balince of $12,000 at the beginning of the year.
The account was debited for $18,000 for premiums on policies purchased during the vear.
Journalize the adjusting entry required at the end of the yvear for each of the following
situations: (a) the amount of unexpired insurance applicable to future periods is §13,600;
() the amount of insurance expired during the vear is §16,400.

EX 3-8 Adjusting entries for unearned fees oR). 2

The balance in the unearned fees account, before adjustment at the end of the vear, is
§37,500. Journalize the adjusting entry required if the amount of unearned fees at the
end of the year is $12,304),

EX 3-9 Effect of omitting adjusting entry OBl 2,3

At the end of July, the first month of the business year, the usual adjusting entry trans-
ferring rent eamed to a revenue account from the unearned rent account was omitted.
Indicate which items will be incorrectly stated, because of the error, on (a) the income
statement for July and (b) the balance sheet as of July 31. Also indicate whether the items
in error will be overstated or understated.
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EX 3-10 Adjusting entry for accrued fees 0Bl 2
At the end of the current vear, $8,450 of fees have been earned but have not been billed
ter clicnts.

a, Journalize the adjusting entry to record the accrued fees.

b, If the cash basis rather than the accrual basis had been vsed, would an adjusting entry
have been necessary? Explain.

EX 3-171 Adjusting entries for unearned and accrued fees OBJ. 2
The balance in the unearned fees account, before adjustment at the end of the year, is
§112 000, OF these fees, $71,000 have been eamed. In addition, §47,400 of fees have
been earned but have not been billed, Journalize the adjusting entries (a) 1o adjust the
unearned fees account and (b)) o record the accrued fees,

EX 3-12 Effect of omitting adjusting entry 0BJ. 2,3

The adjusting entry for accrued fees was omitted at October 31, the end of the current
yvear., Indicate which items will be in ermor, because of the omission, on (a) the income
statement for the current vear and (b) the balance sheet as of October 31. Also indicate
whether the tems in error will be overstated or understated.

EX 3-13 Adjusting entries for accrued salaries OBJ. 2
¥ a. Amount of entry: Ocular Realty Co. pays weekly salaries of $11,750 on Friday for a five-day workweek
$7.050 ending on that day. Journalize the necessary adjusting entry at the end of the accounting

perod, assuming that the period ends (a) on Wednesday and (b) on Thursday.

EX 3-14 Determining wages paid 08l.2

The wages payable and wages expense accounts at May 31, after adjusting entries have been
posted at the end of the first month of operations, are shown in the following T accounts:

Wages Payable Wages Expense
| Bal. 7175  Bal 73,250 |

Determine the amount of wages paid during the month.

EX 3-15 Effect of omitting adjusting entry OBL. 2,3
Accrued salaries owed to employees for October 30 and 31 are not considered in prepar-
ing the financial statements for the yvear ended October 31, Indicate which items will be
erronecusly stated, because of the error. on (a) the income statement for the yvear and
{h) the balance sheet as of October 31. Also indicate whether the items in error will be
overstated or understated.

EX 3-16 Effect of omitting adjusting entry 0B1. 2,3
Assume that the error in Exercise 3-15 was nol corrected and that the acerued salaries
were included in the first salary payment in November, Indicate which items will be er-
roneously stated, because of failure to correct the initial error, on (2) the income statement
for the month of Movember and (b} the balance sheet as of November 30,

EX 3-17 Adjusting entries for prepaid and accrued taxes 08, 2
¥ b. 571,400 Diamond Services was organized on Aprl 1 of the current vear. On April 2, Diamond

services prepaid $28,800 to the city for taxes (license fees) for the next 12 months and

debited the prepaid taxes account. Diamond Services is also required to pay in January

an annual tax {on properny) for the previous calendar vear. The estimated amount of the

property tax for the current year (April 1 to December 31) is $§49,800.

a, Journalize the two adjusting entries required to bring the accounts affected by the two

taxes up o date as of December 31, the end of the current year.

b, What is the amount of tax expense for the current vear?

EX 3-18 Adjustment for depreciation 0Bl. 2

The estimated amount of depreciation on equipment for the current vear is $06,7060,
Journalize the adjusting entry to record the depreciation.
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136 Chapter 3 The Adjusting Process

W 1. a. Revenue
understated, 523,250

EX 3-19 Determining fixed asset’s book value oB). 2

The balance in the equipment account is $1,375,000, and the balance in the accumulited
depreciation—equipment account is §725,004.

A, What is the book value of the equipment?

. Dowes the balance in the accumulated depreciation account mean that the equipment’s
loss of value is §725,0007 Explain,

EX 3-20 Book value of fixed assets aBl. 2

In a recent balance sheet, Microsoft Corporation reported Property, Plant, and Equipment
ol $16,259 million and Accumulated Depreciation of $8,629 million.

#, What was the book value of the fixed assets?

b, Would the book value of Microsoft Corporation’s fixed assets normally approximate
thedr fair market values?

EX 3-21 Effects of errors on financial statements OBJ.2, 3

For a recent period, the balance sheet for Costoo Wholesale Corporation reported accrued
expenses of 51,893 million, For the same period, Costco reported income before income
taxes of $2.054 million. Assume that the adjusting entry for $1,893% million of acoreed
expenses was nol recorded at the end of the current period. What would have been the
income {loss) before income taxes?

EX 3-22 Effects of errors on financial statements 0BJ. 2,3

For a recent year, the balance sheet for The Campbell Soup Company includes accred

expenses of $560 million. The income before taxes tor The Camphbell Soup Company for

the vear was 51,242 million.

a. Assume the adjusting entry for £560 million of accrued expenses was not recorded at
the end of the vear. By how much would income before taxes have been misstaved?

b, What is the percentage of the misstatement in (a) to the reported income of §1,242
million? Eound to one decimal place,

EX 3-23 Effects of errors on financial statements 0BJ.2, 3

The accountant for Astaire Medical Co., a medical services consulting firm, mistakenly
omitted adjusting entries for (a) unearned revenue earned during the yvear ($23,250) and
(b)) accrued wages (54,000}, Indicate the effect of each error, considered individually, on
the income statement for the current year ended August 31. Also indicate the effect of
each error on the August 31 balance sheet. 5et up a table similir to the following, and
record your answers by inserting the dollar amount in the appropriate spaces. Insert a
zero if the error does not affect the item.

Error [a) Error(b)

Over- Under- Oiver- Under-

stated stated statad stated
1. Revenue for the year would be $_ 5 . R
2. Expenses for the year would be £ A - PR AR
3. Metincome for the year would be B B -: Ao o IR
4, Assets at August 31 would be 5 8 5 5.
§. Liabilities at August 31 would be §: L A
6. Owner's equity at August 31 would be 5 A — - A i

EX 3-24 Effects of errors on financial statements 0BL 2,3

If the net income for the current vear had been $113.650 in Exercise 3-23, what would
have been the correct net income if the proper adjusting entries had been made?

EX 3-25 Adjusting entries for depreciation; effect of error 0BJ.2, 3
On December 31, a business estimates depreciation on equipment used during the first
vear of operations to be §13,90d).

a. Journalize the adjusting entry required as of December 31,
b. If the adjusting entry in (a) were omitted, which items would be erroneously stated on
(1) the income statement for the vear and (2) the balance sheet as of December 317

Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
Al T s dgpesed coulan dieis red Sedenalby sl the overad | s ng dcpena s Cendage |oamd g isearved e npht oo s merve s il ©otbeot @ any U o aliengsm ngi ieamic ks rgpEns il



Chapter 3 The Adjusting Process 137

EX 3-26 Adjusting entries from trial balances OBl 4

The unadjusted and adjusted trial balances for Editorial Services Co. on March 31, 2014,
are shown below.

Editorial Services Co,
Trial Balances
Barch 31, 2074
Unadjusted Adjusted

Debit Credit Dehit Credit

Balances Balances Balances Balances
I i o g S i e e el e L e L B ]
Atcuuntsﬂecewa-bl-e 19 22
iupplles i 5
Frapaid [SIraIE: s o i s sosannsiessssns biiess 10 4
Equipment. . 20 20
Accumulated Depmclatmn— Eqmment i 4 6
Acmuntsl‘wahie.-.-....--...--....-....--...- 13 13
Ut PRI ..o o i s i i 0 1
Walerie Molan, Capital. .. .......ccieiinriionery- 46 46
Valerie Molan, Drawing ....... . oo 4 4
P BT o oo iyt ass o iin i a8 37 40
Wages Expense .. .vniiinniiii i 12 13
Rent Expense ............ 4 4
InsSURNCE EXPENSE . .. s e vrm s s i &
Utilities Expense ... e 2 2
Depreciation Expense ..c..civamrvivanriiansrias 0 2
Supplies EXpense. . ..o iviniriianiinaanen.s L] 1
Miscellaneous Expense .. 2 2

Journalize the five entries that adjusted the accounts at March 31, 2014, None of the
accounts were affected by more than one adjusting entry.

EX 3-27 Adjusting entries from trial balances oBJ. 4
v Corrected trial The accountant for Eva's Laundry prepared the following unadjusted and adjusted trial
balance totals, balances, Assume that all balances in the unadjusted trial balance and the amounts of the
$369,000 adjustments are correct. Identify the errors in the accountant's adjusting entries, assuming
that none of the accounts were affected by more than one adjusting entry.
Ewva's Laundry
Trial Balances
El_.yl_!'l,iﬂlﬂ
Unadjusted Adjusted
Crabit Credit Debit Credit
Balances  Balances Balances Balances
R e e e e R 7.500 7.500
Accounts Receivable. .. .. ... oo ool 18250 23,250
L YA SRR R, it v o R 3,750 6,750
Prepaid INSUrance® . .. .o ooeieeieiirieiiccnenisnnn, 5,200 1,600
LaundryEqu}pmem............................... 190,000 177,000
Accumulated Depreciation—Laundry Equipment. ... 48,000 48,000
Accounts Pavable ..o i 2,600 9,600
WegEs-Peyabl . . ..o s s den b i e is b 1,000
Bva Brums: Capital-c oo viimmon v s vios va o 110,300 110,300
Eva Bruny, DrawIng . .o vvesonvisin sane s wsns waenn e 28,775 28,775
Lanrmdry Bewemie, .. o2, oo e et v i e 182,100 182,100
Wages EXPense . uahanbvis e sads s snssnsnisanni 49,200 48,2000
RENE EXPRNIE «ov s poiismmion o s wimss o w b ws sk 25575 25,575
LRI RS EXPRISE . oo cine s bnsensmsneiasessasssiy 18,500 18,500
Ceprecialion EXPRISE .. .uorirrr s rranrrsannes 13,000
Laundry Supplies Expense _ . ... ... .oociiiiiiiiann, 3,000
Insurance EXpense . ..ooomiiiinmriiarriiosrniiann GO0
Miscellanequs Expense ... 3250 I 3,250
350,000 350,000 158,000 351,000

* 53600 of insurance expired during the year
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For preparing the adjusting entries, the following data were assembled:
a. Fees earned but unbilled on June 30 were §12,700.

b, Supplies on hand on June 30 were $4.175.

c. Depreciation of equipment was estimated to be §7.400 for the year.
d

. The balance in uneamed fees represented the June 1 receipt in advance for services to
be provided. Only $14,200 of the services was provided between June 1 and June 30.

e, Unpaid wages accrued on June 30 were §1,100.
Instructions
1. Journalize the adjusting entries pecessary on June 30, 2014,

2. Determine the revenues, expenses, and net income of Electro Service & Repairs before
the adjusting entries.

3. Determine the revenues, expense, and net income of Electro Service & Repairs after
the adjusting entries.

4. Determine the effect of the adjusting entries on Amy Wolf, Capital.

PR 3-4A Adjusting entries 08J).32, 3, 4

L GENERALLEDGER 3 Good Note Company specializes in the repair of music equipment and is owned and oper-
ated by Robin Stahl, On November 30, 20014, the end of the current yvear, the accountant
for Good Note Company prepared the following trial balances:

Good Note Company
Trial Balances
Movember 30, 2014
Unadjusted Adjusted
Debit Credit Debit Credit
Balances Balances Balances Balances
Cash . o 18250 38,250
ﬁ.v:muntiﬁecelwhle B,500 B9,500
5upp]bes 11,250 2,400
Prapalal NG UTBIVCE v v i s F i an s i 5 o s o wain 14,250 3,850
T LU PITINE cow wvsiiems m 0 0H a 290,450 200,450
Accumulated Depreciation—Equipment .. ... .. ... Q4,500 106, 1040
Aupornoblles o s e i e 129,500 129,500
Accumulated Depreciation—Automobiles .._......... 54,750 62,050
Accounts Payable .. e e e 24,930 26,130
Gy by P B s e G T — B100
Unearmed Service FEBS. ... .o iiieniiiaiiinniiianaiis 18,000 9,000
Rabin Stahl Capital. ... ..o innriivamiinnmr i iannnns 324,020 324,020
Robin Stahl DIrawing o e ii s o e vdm e rin e i e e F5,000 75,000
Sarvice Faes BB . ooi i i snniannni i 733,800 742,800
ST MY EREIBTERE < e e imies: b o o B 0B B Bk 516,900 525,000
s RS i s e T e e i s 54,000 54,000
SUpplEs EXpenge; .. e e e e e R e e R — B850
Depreciation Expense—Equipment. . ... .oooviaaan.n —_ 11,800
Depreciation Expense—Automobiles ...............0. _ 7300
Litilithes EXpense . .. .oiiiariiiiaiiiaasiiaadiiaa s 12,900 14,1040
TS BRI oo ow b k0 R B 8,175 8,175
Insurance EXpense . .oovuremriramrirannrrinnnriannrns = 10,400
Miscellaneous EXpenss .. ..o e iioaciiinaiianncis 9,825 9,525

1,250,000 1,250,000 1,278,200 1,278,200

Instructions
Journalize the seven entries that adjusted the accounts at November 30. None of the ac-
counts were affected by more than one adjusting entry.
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PR 3-5A Adjusting entries and adjusted trial balances OBJ. 2,3, 8
v 2. Total of Debit Dickens Company is a small editorial services company owned and operated by Monica
column; 5780,500 Baker. On October 31, 2014, the end of the current year, Dickens Company’s accounting

clerk prepared the unadjusted trial balince shown below,

Dickens Company
Unadjusted Trial Balance
| GENERALLEDGER J October 31,2014

Debit Credit

Balances Balances
Cash , T.500
Atmuntsﬂecewable 38,400
Pr-epaldlnsurame..-.....-....-.....-....-....-.....-.....-....-. 7,200
Supplles 1,980
Emh:llng 150,250
.ﬁ.l:tumula'tedDepren:ml:lnn—ﬂmldmg 87550
Equipment, , b A e S S s e ey AT 3R
A.ccumulatedDeprecaatmn—Eunpment..---...--...---..---...--- a7.950
Ao s Pap B s e e e e e B R A A Ee S 12,150
Winesrmed Bamk o v e s e s MU s v e T S s P s e & 750
Monica Baker, Capltal. .. covviianniiianmiinnnins R R R AR 221,000
Monica Baker, Drawing ......vvorrnmcrrraornamrrrananraannreannn 15,000
Fees Earned. . e 324,600
hl&rles&nd\'ﬂagesE:-rpense....- ..... R R R R A R SO 183370
S = = 1= 42,375
e 1 T e 20T R e S T et e A J G TR P 22,800
Repalrs BEXeMSecL s i i v D e n e dielivsdibia i d baliviie it 17,250
MizEellanecus EXPBISE oo psarmeen e ses e n s e s e 6,075

750000 750000

The data needed to determine year-end adjustments are as follows:
Unexpired insurance at October 31, $5,400,

Supplics on hand at October 31, §375.

Depreciation of building for the year, §6,000.

Depreciation of equipment for the vear, 3,000,

Hent unearned at October 31, £1,350.

Accrued salaries and wages at October 31, §2,900.

Fees earned but unbilled on October 31, 18,000,

W SR AR oo

Instructions

1. Journalize the adjusting entries using the following additional accounts: Salares and
Wages Pavable; Rent Revenue; Insurance Expense; Depreciation Expense—Building;
Depreciation Expense—Equipment; and Supplies Expense.

2. Determine the balances of the accounts affected by the adjusting entries, and prepare
an adjusted trial balance,

PR 3-6A Adjusting entries and errors 0BJ. 2,3
v 2, Corrected net At the end of Aprl, the first month of operations, the following selected data were taken
income: $137,750 from the financial statements of Shelby Crawford, an attorney:
B PREADSHEET Met income for April 5120,000
Total assets at &pril 30 750,000
Total habilities at April 30 300,000
Total owner's equity at April 30 450,000

In preparing the financial statements, adjustments for the following data were overlooked:
2. Supplies vsed during April, 2,750,
b, Unbilled fees earned at April 30, $23.700.
. Depreciation of equipment for April, §1,800.
d. Accrued wages at April 30, §1,400.
(Camtinued)
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Instructions

1. Journalize the entries o record the omitted adjustments.

2. Determine the correct amount of net income for April and the total assets, liabilities,
and owner's equity at April 30, In additon o indicating the corrected amounts, indi-
cate the effect of each omitted adjustment by setting up and completing a columnar
table similar to the following. Adjustment (a) is presented as an example.

Met Total Total - Total Owner's
Income Assots Liabilitias Equity
RBeported amaunts 120,000 750,000  3300,000 S450,000
Corrections:
Adjustment (a) -2,750 -2,750 0 -2,750
Adjustment (b} . I
Adjustment (c}
Adjustment {d)
Corrected amounts
Problems Series B
FR 3-18 Adjusting entries 0B). 2
L SPREADSHEET On May 31, 2014, the following data were accumulated to assist the accountant in prepar-

ing the adjusting entries for Oceanside Realty:
a, Fees accrued but unbilled at May 31 are §$19,750,

b, The supplies account balance on May 31 is 812,30, The supplies on hand at Mav 31
are $4,150,

¢, Wapes accrued but not paid at May 31 are $2,700,

d. The unearmed rent account balance at May 31 is 59,000, representing the receipt of
an advance payment on May 1 of three months' rent from tenants.

e, Depreciation of office equipment is $3,200.,

Instructions

1. Journalize the adjusting entries required at May 31, 2014,

2. Brieflv explain the difference between adjusting entries and entries that would be
made to correct errors,

PR 3-2B Adjusting entries 08I 2,3

Selected account balances before adjustment for Intuit Realty at November 30, 2014, the
end of the current year, are shown below,

Deahits Credits
Accounts Receivable 5 75,000
Equipmemnt 250,000
Accumulated Depreciation—Equipment 512,000
Prepaid Rent 12,000
Supplies 3,170
Wages Payable —
Unearned Fees 10,000
Fees Earned 400,000
Wages Expense 140,000
Rent Expense —

Depreciation Expanse —
Supplies Expense

Data needed for year-end adjustments are as follows:
a. Supplies on hand at November 30, $550.
b. Depreciation of equipment during year, §1,675.
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Rent expired during vear, $8,500.

Wages accrued but not paid at November 30, §2,000.
Unearned fees at November 30, $4,000,

Unbilled fees at November 30, £3,380.

= oa ofon

Instructions
1, Journalize the six adjusting entries required at November 30, based on the data presented,

2. What would be the effect on the income statement if adjustments (b} and (e} were
omitted at the end of the vear?

3. What would be the effect on the balance sheet if adjustments (b} and (&) were omitied
at the end of the year?

4, What would be the effect on the "Net increase or decrease in cash™ on the statement
of cash flows if adjustments (b) and (e} were omitted at the end of the year?

PR 3-3B Adjusting entries oB). 2
m Crazyv Mountain Outfitters Co., an outfitter store for fishing treks, prepared the following
unadjusted trial balance at the end of its first vear of operations:
Crazy Mountain Outfitters Co.
Unadjusted Trial Balance
April 30, 2014

Debit Credit

Balances Balances
LT L1 e e I R S T O S e e R i e S L
Accounts Receivable. .. ... o ool et ccisi s 72600
PRI . . o v 0 2 7,200
EQUIPIYENL: s s i s risarianarssnssnbn i s sndnssidirsrodanreinaririe 1100
Ao s Pay A e s L S e R e R S TR e R A 12,200
PRIV PR . . s i i o o R ot i 19,200
D R ORI G A NI A o 0 5, 0 o, B 0 B B 137,800
Dlana Keck, Drawing:. .. cvicanivinnionanisanmiiaiierinsssansmrsnnn 100D
PR EARTHEE. ;o s s rr o s e P S e i R SR e e 305,800
Wages BEXpense ...t iiiiiiiiiiiiiae i s s ansiaaassasaassaea 157,800
P BRI o o iiir e i s s st n md ia e m b S e d i s A A e s aS ra e o MO
LHilities EXPENSE - ioivucari v oo it e cba s bl d ol i i i o i gl KA
N SR E PR S EXPRIER < v v ssmir o dm o e i st o, i s 7 0

475,000 475,000

For preparing the adjusting entries, the following data were assembled:
3. Supplies on hand on April 30 were §1,380.

Fees earned but unbilled on April 30 were $3,900.

Depreciation of equipment was estimated to be §3,000 for the vear.
Unpaid wages accrued on April 30 were §2,475.

The balance in unearned fees represented the April 1 receipt in advance for services to
be provided. Only $14,140 of the services was provided between April 1 and April 30.

f 0N T

Instructions
1. Journalize the adjusting entries necessary on April 30, 2014.

2. Determine the revenues, expenses, and net income of Crazy Mountain Outfitters Co.
before the adjusting entries.

3. Determine the revenues, expense, and net income of Crazy Mountain Outfitters Co.
after the adjusting entries.

4. Determine the effect of the adjusting eéntries on Mana Keck, Capital,

PR 3-4B Adjusting entries 0BJ. 2,3, 4
L GENERAL LEDGER J The Signage Company specializes in the maintenance and repair of signs, such as
billboards., On March 31, 2014, the accountant for The Signage Company prepared the

following trial balances:
(Comtined )
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v 2. Total of Debit
column: 540,300

=rREADSHEE 3
P ENERALUTGER 4

Coapyrighi 2 III"'.:l.“.pr Leaming. Ad Fagdés Hesrved Moy o be copecd, sommed, or Supteosicd, m o shele o pas. Dee o dhecromc nghis, ssesn thied poriy connd may b soppee ed Bom ibe ol ook, amlior £ Chepintsp, Bdvional rerees s

I sy

The Signage Company
Trial Balances
March 31, 2014

Unadjusted Adjusted

Dehit Credit Debit Cradit
Balances Balances Balances Balances

Cash . 4,750 4,750
chtuuntiﬂecenrahle 17,400 17,400
O DI w7t w0 A 5L 7 6,200 2,175
Prepald Insuramoe . i sa ki s b ans s usnsinssssn 9,000 1,150
Land . I ¢ 10 L1} 100,000
Emldlngs : ciidassiiasseis 170000 170,000
ﬁ.c:umulat&dUepreclarlnn—ﬂulldlngs-- 51,500 &1,000
Trucks . e E G Aot a m AP P 75,000 75.000
An:l:umulated Deprer:latlun—Tructs it o 12,000 17.000
Accounts Payable | 6,920 8,750
SalariesFa}rabhE...........-....--...--...--....-.... — 1,400
Unearmed Service Fees_ . .. ..o oot iiae i 10,500 3,850
R BoRh CAPRE L corvsmiaicimmms wis s s w o e e 256,400 256,400
P BEOECT ETAWII o w0 r sk 68,58 m 8,58 mr 6,86 m 686 R s 7.500 7.500
hervice Fees Eamed ... oot iaiiii v b e e 162 680 169,330
Salary EXpense. oo iian 0,000 £1,400
Depreciation Expense—Tracks oo .. o oiiaoiiiaaaas — 5,000
Rent ExpEmse .ot o e i aa e 11,900 11,900
SUpplles EXPeNSE. . .o vovii ki i s e e T - 4,025
Ut:Flth:Expense-....--..---. 6,200 8,030
Depreciation Expense—Buildings -, . ... ..o o0 - 9,500
TR TN 5 v ioatmti m s e AR bl i o 2,900 2,900
k- U T m B o T R AT I R SR S — 7.850
Miscellaneous EXpense .. ..o oo iaorimm e iaans 9.150 9150

500,000 500,000 517,730 517,730

Instructions
Journalize the seven entries that adjusted the accounts at March 31. None of the accounts
were affected by more than one adjusting entry.

PR 3-5B Adjusting entries and adjusted trial balances 0BJ. 2,3, 4
Reece Financial Services Co., which specializes in appliance repair services, is owned
and operated by Joni Reece. Reece Financial Services CoJ's accounting clerk prepared the
unadjusted trial balance at July 31, 2014, shown below,

Reece Financial Services Co.

Unadjusted Trial Balance
July 31, 2014

Debit Credit
Balances Balances

B T A e T S R S R S e G R I i B sl 10,200

REEOUTRY REEEINERNE, . oo vy ruswp s wspdne foae pranpaases vesswpns . Shpral)

Prapald InsU el . i s s i a T e s a e R e e e e s 5,000

NN o, i m im0 et 1,725

Bu-ldlﬂg A B e s M ML Ot e e |

.ﬂu:turnmatedDepre-clatlnn—Eum:lmg............................... 62,850

T LT | e e e L O S o e . 10 1

Accumulated Depreciation—Equipment ... ivoviiienirinsriianin 17,650

POCCUNES Payabile o s s e G e e S e e e 3,750

A T PITE - ot . S 3,600

OOl R A | o v e e s S A s 153,550

JorT Reece, DewIMg) :vosvavvamer v om o vasmn s i ms s s s e v o 4 0y 8,000

Fees Earned. .......... 158,600

SalarlesandWagEiﬁpeniE e e A T e Do oo e . 1. 1, L

Litilities EXPENGE | ..o i aae e rrae e aanereaananenea. 14,100

Advertisingf-_npenie 7,500

Repairs EXPenSE. ..ottt i i ittt a it s i e &, 100

Miscellane U s EXPENER v rararraman raman rams s v it Ba s sar b v e s 4025
400,000 400,300
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After receiving the rejection notice, Daryl instructed his accountant o prepare the
financial statements on an accrual basis. These statements included $65,000 in accounts
receivable and $235,000 in accounts payable, Daryl then instructed his accountant to record
an additional $30,000 of accounts recervable for commissions on property for which a
contract had been signed on December 28, 2013. The title to the propenty is to transfer
on January 5, 2014, when an attorney formally records the transfer of the property to
the buyer,

Daryl then applied for a $§375,000 loan from Free Spirit Bank, using the revised financial
statements, On this application, Darvl indicated that he had not previously been rejected for
crexdit,

- [Yiscuss the ethical and professional conduct of Daryl Kirby in applying for the
loan from Free Spirit Bank.

CP 3-2 Accrued expense
; i On December 30, 20014, you buy a Ford 350F truck. Tt comes with a three-vear, 48,000-
.' mile warranty, On February 3, 2015, vou return the truck to the dealership for some basic
repairs covered under the warranty, The cost of the repairs to the dealership is §1,650,
Assume that based upon past history, Ford Motor Company can reasonably estimate the
cost of repairs for each model vear for its Ford 350F. In what year, 2014 or 2015, should
Ford recognize the cost of the warranty repairs as an expense?

CP 3-3 Accrued revenue

I The following is an excerpt from a conversation between Sonia Lopez and Pete Lemke
| just before they boarded a flight to Paris on Delta Air Lines. They ame going to Paris to
| attend their company's annual sales conference.

Sonig; Pete, aren't vou taking an introductory accounting course at college?

Pete: Yes, | decided it's about time | learned something about accounting. You know, our annual bonuses are based
on the sales figures that come from the accounting department.

Sewnda: | guess | never really thought about It

Pate: You should think about it! Last year, | placed a 55,000,000 order on December 30, But when | got my bonus, the
$5,000,000 sale wasnt inclided, They said it hadn't been shipped until January 9, so it would have 1o count in next
year's bonus.

Sonda: & real bummmer]
Pete: Right! | was counting on that bonus induding the 55,000,000 sale.
Saonia; Did you complain?

Pete: Yes, but it didn't do any good. Julie, the head accoumtant, sakd something about matching revenwes and
expenses. Alse, something about not recording revenues until the sale is final. | figure I'd take the sccounting course
and find out whether she's just messing with me.

Sewnda: | mever really thought about it When do you think Delta Al Lines will recoed ite revenues fram this flight?

Pete: Hmimm ., | guess it could record the revenue when it sells the ticket . ., or ., . when the boarding passes are
scanned at the door . .. or .. when we get off the plane . .. or when our company pays for the tickets . __or_..|
don't know. I'll ask my accounting instructor,

— DMiscuss when Delia Air Lines should recognize the revenue from ticket sales o
properly match revenues and expenses,

CP 3-4 Adjustments and financial statements

Several vears ago, your brother opened Magna Appliance Repairs. He made a small initial
investment and added money from his personal bank account as needed. He withdrew
money for living expenses at irregular intervals. As the business grew, he hired an as-
sistant. He is now considering adding more employees, purchasing additional service
trucks, and purchasing the building he now rents, To secure funds for the expansion, your

(Continued )
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brother submitted a loan application o the bank and included the most recent financial
statements {(shown below) prepared from accounts maintained by a part-time bookkeeper,

Magna Appliance Repalrs
Income Statemant
For the Year Ended October 31, 2014

Service revenus ... ...oviamrns 5675000
Less: Remtpaid . .. ............... 5187200

Wages paid ...oooviiiaeniis 148,500

suppllespald. .. ..ovvianenas 42,000

Urilities paid .. ............. 39,004

Insurance pald . ...........- 21,600

Miscellaneowus payments .. .. 54,600 492 900
[ 18] T=ieT) | 5 182,100

Magna Appliance Repairs
Balance Sheat
Dctober 31, 2014
Azsets
S i B & 95 400
A&mounts due from customers. ... 112,500
TR s W i 8 333,100
Tatal assets .. ... oivr e vincrnss 5540000
Ecjuities

Owner'scapltal .....covvviannrs 5540000

After reviewing the financial statements, the loan officer at the bank asked your brother if
he used the accrual basis of accounting for revenues and expenses. Your brother responded
that he did and that is why he included an account for “Amounts Due from Custom-
ers.” The loan officer then asked whether or not the accounts were adjusted prior o the
preparation of the statements. Your brother answered that they had not been adjusted,

a. Why do vou think the loan officer suspected that the accounts had not been adjusted
prior to the preparation of the statements?

b. Indicate possible accounts that might need o be adjusted before an accurate set of
financial statements could be prepared.

CP 3-5 Codes of ethics
Obtain a copy of your college or university’s student code of conduct. In groups of three
or four, answer the following gquestions:

1. Compare this code of conduct with the accountant's Codes of Professional Conduct,
which is linked to the text Web site at www.cengagebrain.com.

2. One of vour classmates asks yvou for permission o copy yvour homework, which vour
instructor will be collecting and grading for part of vour overall term grade. Although
your instructor has not stated whether one student may or may not copy another stu-
dent’s homewaork, is it ethical for you to allow your classmate o copy vour homework?
Is it ethical for your classmate 1o copy your homework?
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Learning Objectives
After studying this chapter, you should be able to:

Describe the flow of accounting infermation from the unadjusted trial balance
into the adjusted trial balance and financial statements.
Flow of Accounting Information EE 4-1

Example Exercizes

Prepare financial statements from adjusted account balances.

Fimancial Statements

Income Statement

Statement of Owner's Equity EE 4-2
Balance Sheet

Prepare closing entries.

Closing Entries
Journalizing and Posting Closing Entries EE 4-4
Post-Closing Trial Balance

Describe the accounting cyele,
Accounting Cycle EE 4-5

Illustrate the accounting cycle for one period.
IHustration of the Accounting Cycle

Explain what is meant by the fiscal year and the natural business year,
Fiscal Year

Daescribe and illustrate the use of working capital and the current ratio in
evaluating a company’s financial condition.
Fimancial Analysis and Interpretation: Working Capital and Current Ratio

AtaGlance 4 Page 176D

. oescmemetonct FIOW Of Accounting Information

accounting
information from the

The process of adjusting the accounts and preparing financial statements is one of the
unadjusted trisl balance P ! B B £

it the adjusted trial most important in accounting, Using the NetSolutions illustration from Chapters 1-3
Halanos andt Ansnciid and an end-of-period spreadsheet, the flow of accounting data in adjusting accounts
SlAtEmEnts. and preparing financial statements are summarized in Exhibit 1.

The end-of-period spreadsheet in Exhibit 1 begins with the unadjusted trial bal-
ance, The unadjusted trial balance verifies that the total of the debit balances equals
the total of the credit balances. If the trial balance totals are unequal, an error has
occurred, Any errors must be found and corrected before the end-of-period process
can continue,

The adjustments for NetSolutions from Chapter 3 are shown in the Adjustments
columns of the spreadsheet. Cross-referencing (by letters) the debit and credit of each

. adjustment is useful in reviewing the effect of the adjustments on the unadjusted
account balances. The adjustments are normally entered in the order in which the

Many companies use data are assembled. If the titles of the accounts to be adjusted do not appear in the
Wil Excel” software oo g sted trial balance, the accounts are inserted in their proper order in the Ac-
to prepare end-of-period s : . . 2

spreadsheets. count Title column. The total of the Adjustments columns verifies that the total debits

equal the total credits tor the adjusting entries, The total of the Debit column must
equal the total of the Credit column.

The adjustments in the spreadsheet are added to or subtracted from the amounts
in the Unadjusted Trial Balance columns to arrive at the amounts inserted in the Ad-
justed Trial Balance columns. In this way, the Adjusted Trial Balance columns of the
spreadsheet illustrate the effect of the adjusting entries on the unadjusted accounts,
The totals of the Adjusted Trial Balance columns verify that the totals of the debit
and credit balances are equal after adjustment.
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154 Chapter 4 Completing the Accounting Cycle

Integrity, Objectivityyand EthicsiingBusiness

CEOQ'S HEALTH?

How much and what information to disclose In financial
statements and to investors presents a common ethical
dilemma for managers and accountants. For example,
Steve Jobs, co-founder and CEQ of Apple Inc, had been
diagnosed and treated for pancreatic cancer. Apple Inc.
had insisted that the status of Steve Jobs's health was
a "private” matter and did not have to be disclosed to
investors. Apple maintained this position even though

Jobs was a driving force behind Apple’'s innovation and
financlal success,

Howewver, in response to increasing investor con-
cernsand speculation, Jobs released a letter on January 5,
2009 to investors on his health. The letter indicated that
his recent welght loss was due to a hormone imbalance
and not due to the recurrence of cancer. On October 5,
2011, Steve Jobs died at the age of 56,

0 Cergmps LEnmig 2074

Statement of Owner’s Equity

The first item presented on the statement of owner's equity is the balance of the
owner's capital account at the beginning of the period. The amount listed as owner's
capital in the spreadsheet, however, is not always the account balance at the begin-
ning of the period. The owner may have invested additional assets in the business
during the period. For the beginning balance and any additional investments, it is
necessary to refer to the owner's capital account in the ledger. These amounts, along
with the net income (or net loss) and the drawing account balance, are used 1o de-
termine the ending owner's capital account balance,

The basic form of the statement of owner's equity is shown in Exhibit 2. For
NetSolutions, the amount of drawings by the owner was less than the net income,
If the owner's withdrawals had exceeded the net income, the difference between the
two items would then be deducted from the beginning capital account balance, Other
factors, such as additional investments or a net loss, also require some change in the
form, as shown below,

Allan Johnson, capital, January 1, 2013 539,000
Add: Investment during year 5 6,000
Less: Net loss for year {15,600)

Withdrawals {9,500)
Decrease in owner's aguity (9, 100)
Allan Johnson, capital, December 31, 2013 529,900

Emmple Exercise 4-2 Statement of Owner's Equity

Zack Gaddis owns and operates Gaddis Employment Services. On Januwary 1, 2013, Fack Gaddis, Capital had a balance of
5 186,000, During the year, Zack invested an additional 540,000 and withdrew 525 000. For the year ended December 31,
2013, Gaddis Employment Services reported a net income of 518,750, Prepare a statement of owner's equity for the year

ended December 31, 2013.
Gaddis Employment Services

Follow My Example 4-2 )
Statement of Owner's Equity

For the Year Ended December 31, 2013

Zack Gaddis, capital, Jambary 1, 2003 ... o ciiaa st ninas 5186,000
Add: Inaestrment dunng 20013 (o i s e 540,000
L=y 4 e e P L P 18,750
558,750
Less: Withdrawals, ............ 25,000
Imeredse in OWRBE S S, . .. r e e S d e 33,750
B e A R 5219750

Zack Gaddis, capital, December 1, 20
Practice Exercises: PE 4-2A, PE 4-2B
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Chapter 4 Completing the Accounting Cycle 155

Balance Sheet

The balance sheet is prepared directly from the Adjusted Trial Balance columns of
the Exhibit 1 spreadsheet, beginning with Cash of §2,065. The asset and liability
amounts are taken from the spreadsheet. The owner's equity amount, however, is
taken from the statement of owner's equity, as illustrated in Exhibit 2.

The balance sheet in Exhibit 2 shows subsections for assets and liabilities. Such
a balance sheet is a classified balance sheel, These subsections are described next,

Assets Assers are commonly divided into two sections on the balance sheet: (1) current
assets and (2) property, plant, and equipment,

Crurrent Assets Cash and other assets that are expected to be converted to cash or
sold or used up usually within one year or less, through the normal operations of the
business, are called current assets. In addition to cash, the current assets may include
notes receivable, accounts receivable, supplies, and other prepaid expenses,

Notes receivable are amounts that customers owe, They are written promises
to pay the amount of the note and interest. Accounts receivable are also amounts
customers owe, but they are less formal than notes, Accounts receivable normally
result from providing services or selling merchandise on account, Notes receivable
and accounts receivable are current assets because they are usually converted to cash
within one year or less.

Property, Plant, and Equipment The property, pl;—ml, and equipment section may
also be described as fixed assets or plant assets. These assets include equipment,
machinery, buildings, and land, With the exception of land, as discussed in Chaptler 3,
fixed assets depreciate over a period of time, The original cost, accumulated depre-
ciation, and book value of each major type of fixed asset are normally reported on the
balance sheet or in the notes 1o the financial statemenis.

Liabilities Liabilities are the amounts the business owes to creditors, Liabilities are com-
monly divided into two sections on the balance sheet: (1) current liabilities and (2) long-
term liabilities.

Current Liabilities Liabilities that will be due within a short time (usually one year or
less) and that are to be paid out of current assets are called current liabilities. The most
common labilities in this group are notes payable and accounis payable. Other current
liabilities may include Wapes Payable, Interest Payable, Taxes Payable, and Unearned Fees.

Long-Term Liabilities Liabilities that will not be due for a long time (usually more than
one year) are called long-term liabilities. If NetSolutions had long-term liabilities,
they would be reported below the current liabilities. As long-term liabilities come due
and are to be paid within one year, they are reported as current liabilities, If they are to
be renewed rather than paid, they would continue 1o be reported as long term. When
an asset is pledged as security for a lHability, the obligation may be called a mortgage
nolte payable or a morigage pavable.

Owner's Equity The owner's right to the assets of the business is presented on the bal-
ance sheet below the hiabilities section. The owner's equity is added o the total labilities,

and this total must be equal o the total assets,

Emmp!e Exercise 4-3 Classified Balance Sheet

Note:
Two commaon classes
of assets are current

assets and property,
plant, and equipment.

Note:
Two common classes
of liabilities are current

liabilities and long-
term liabilities.

>@

The following accounts appear in an adjusted trial balance of Hindsight Consulting. Indicate whether each account would
be reported in the (a) current asset; (b) property, plant, and equipmenit; (c) current liability; (d) long-term lability; or (e

owner's equity section of the December 31, 2013, balance sheet of Hindsight Consulting,

1. Jasan Corbin, Capital 5 Cash
2. Motes Receivable (due in 6 months) G, Unearmead Bent (3 months)
3. Notes Payable idue in 2018} 7. Accumulated Depreciation—Equipment
4. Land B. Accounts Payable
{Continued )
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Follow My Example 4-3 )

1. Owner's equity

2. Current asset

3. Long-term liakility

4. Property, plant, and equipment

Chapter 4 Completing the Accounting Cycle

INTERNATIONAL DIFFERENCES

Financial statements prepared under accounting prac-
tices in other countries often differ from those prepared
under generally accepted accounting principles in the
United States. This Is to be expected, since cultures and
market structures differ from country to country.

To llustrate, BMW Group prepares its financial state-
ments under International Financial Reporting Standards as
adopted by the Eurcpean Union. In doing so, BMW's balance
sheet reports fixed assets first, followed by current assets. It
also reports owner's equity before the liabilities. In contrast,
balance sheets prepared under U5, accounting principles

International g <& Connection

Current asset

current liabifity

FProperty, plant, and equipment
Current liability

B L

Practice Exercises: PE 4-3A, PE 4-3B

report current assets followed by fixed assets and current
liabilities followed by long-term liabilities and owner’s equity.
The L5, form of balance sheet is organized to emphasize
creditor interpretation and analysis. For example, current
assets and current labilities are presented first to facilitate
their interpretation and analysis by creditors. Likewise, to
emphasize their importance, liabilities are reported before
owWner's equity.”

Regardiess of these differences, the basic principles
underlying the accounting equation and the double-entry
accounting system are the samein Germany and the United
States. Even though differences in recarding and reporting
exist, the accounting equation holds true: The total assets

still equal the total liabilities and owner's equity.

*Examples of U5 and IFRS Rnancial statement repacting differences are further discussed and illustrated in Appendix D

Frepare closing
entries.

Note:

Closing entries transfer
the balamces of temporary
accounts to the owner's
capital account.

Closing Entries

As discussed in Chapter 3, the adjusting entries are recorded in the journal at the
end of the accounting period. For NetSolutions, the adjusting entries are shown in
Exhibit 9 of Chapter 3.

After the adjusting entries are posted to NetSolutions’ ledger, shown in Exhibit 6 (on
pages 160-161), the ledger agrees with the data reported on the fnancial statements,

The balances of the accounts reported on the balance sheet are carried forward from
vear to year. Because they are relatively permanent, these accounts are called permanent
accounts or real accounts. For example, Cash, Accounts Receivable, Equipment, Accu-
mulated Depreciation, Accounts Payable, and Owner's Capital are permanent accounts,

The balances of the accounts reported on the income statement are not carried
forward from vear to year, Also, the balance of the owner's drawing account, which
is reported on the statement of owner's equity, 15 not carricd forward, Because these
accounts report amounts for only one period, they are called teémporary accounts or
nominal accounts. Temporary accounts are not carried forward because they relate
only to one period. For example, the Fees Earned of §10,840 and Wages Expense of
#4,525 for Netholutions shown in Exhibit 2 are for the two months ending December
31, 2013, and should not be carried forward to 2014,

At the beginning of the next period, temporary accounts should have zero bal-
ances, To achieve this, temporary account balances are transferred to permanent ac-
counts at the end of the accounting period. The entries that transfer these balances
are called closing entries, The transter process is called the closing process and is
sometimes referred 1o as closing the books.

The closing process involves the following four steps:

1. Revenue account balinces are transferred to an account called Income Suimmary.
2, Expense account balances are transferred to an account called Income Summary.,

B Cangige Laamirg 204

Empyrgh 2012 Leegapr Leamng. A Sghis Hesrved May ol by copagel, soree i, o soplsonic]., m shekr oninped Uer o sieoresc nphis. sorer e pariy cosend mayp S soppess s Bom i ook, pmlior e Ubepiends b, Bdvimad rerees o
deamail tha s aypresssd oot il s el Fesenad by aifec) the overal | laso rg dcpens s Cesd age | coind if mmearved 1he npht oo s scdedi oidl copeon @ iy s of alhsegeam rgiie reaic esst nevEkns il



Chapter 4 Completing the Accounting Cycle 157

3. The balance of Income Summary (net income or net loss) is transferred to the owner's
capital account,

4. The baknce of the owner's drawing account is transferred w the owner’s capital account.

Exhibit 3 diagrams the closing process.

’hﬁ-hm#fligﬂ.-m—)

transierred to Owner's Capial

[
=

=

e
g

s 4
&
(-

& Cangage Learning 2014

4 Drawings ntﬁﬁm'hﬁmﬁ'ﬁqﬂﬂ)

Income Summary is a emporary account that is only used during the closing
process, At the beginning of the closing process, Income Summary has no balance.
During the closing process, Income Summary will be debited and credited for vari-
ous amounts, At the end of the closing process, Income Summary will again have
no balance. Because Income Summary has the effect of clearing the revenue and
expense accounts of their balances, it is sometimes called a clearing account. Other
titles used for this account include Revenue and Expense Summary, Profit and Loss
Summary, and Income and Expense Summary.

The four closing entries required in the closing process are as follows:

1. Debit each revenue account for s balance and credit Income Summary for the total
revenue.

2. Credit each expense account for its balance and dehit Income Summary for the total
CXPEnSes,
3. Dehit Income Summary for its balance and credit the owner's capital account.

4. Debit the owner's capital account for the balance of the drawing account and credit
the drawing account.

In the case¢ of a net loss, Income Summary will have a debit balance after the
first two Closing entries, In this case, credit Income Summary for the amount of its
balance and debit the owner's capital account for the amount of the net loss,

Closing entries are recorded in the journal and are dated as of the last day of the
accounting period, In the journal, closing entries are recorded immediately following
the adjusting entries. The caption, Closing Entries, is often inserted above the closing
entries 1o separate them from the adjusting entries.

It is possible to close the temporary revenue and expense accounts without using
a clearing account such as Income Summary. In this case, the balances of the revenue
and expense accounts are closed directly to the owner's capital account,

Journalizing and Posting Closing Entries

A flowchan of the four closing entries for NetSolutions is shown in Exhibit 4. The
balances in the accounts are those shown in the Adjusted Trial Balance columns of
the end-of-period spreadsheet shown in Exhibit 1.

EXHIBIT 3

The Closing Process

Note:

The income summary
account does mot
appear on the financial
statements.

Loprnphi 2 Crppepr Lemwrg A P Kagis Homrvesd Moy md be papenl semvmnl or dupli e, 10 sbicks min pesi he o slepieoes sghea, seme | hind pariy sossnd wes br sprerosd hem ile oHosd pplin ol tepderns lviemsl icvirs hm
e rel fur oy epperad coma s e maerad by slfen de rarall inereag suproeEs Ceagaps L weg seaeren the npls v mnoe eddimorel copam ® iy i § ebasganm 1 pi s 13 8L eperm i



158 Chapter 4 Completing the Accounting Cycle

EXHIBIT & Flowchart of Closing Entries for NetSolutions

Owmer s Equity
Wages Expense income Summary M Fees Earned
Bad, 4525 | 4,525 @ = S HSS 16,960 -— 16,840 | Bal. 16840
Rent Expense 7,10 Rent Revenie
Bal. 1,600 | 1600 — 120 | Bal. 120
Depreciation Expense
Bal, 50 | 50 —
Utilitles Expense Chris Clark, Capital
Bal, 985 | 985 ——{ 4,000 | Bal. 25,000 @
7o -———
supplies Expense 1. Debit each revenue account for its balance, and credit income
Bal. 2,040 | 2040 — Summary for the tatal revenue,
2. Debit Income Summary for the total expemses, and credit each
T TR expense account for its balance, *
Bal, 200 | 200 — 3, Debit Incame Summary far the amount of its balance (net in- E:
Miscellaneous Expense corne), and credit the capital account. (The accounts debited and £
Bal, 455 | 455 — credited are reversed if there is a net loss.) i‘
. . 4. Debit the capltal account for the balance of the drawing account,
Chris €l D g
S 'm'r siizinds. . @ and credit the drawing account, A
Bad. 4 Ok ] 4000 —— 3

The closing entries for NetSolutions are shown in Exhibit 5. The account titles
and balances for these entries may be obtained from the end-of-period spreadsheet,
the adjusted trial balance, the income statement, the statément of owner's equily, or

the ledger.

Closing Entries,
NetSolutions Date Description Ref, | Debit | Credit
- Closing Emtries
[ee. |37 | Feed Earmed 41 16,840
Rent Revenue 42 120
Income Summiary 33 16,550
31| Income Summary 33 0,855
Wages Expense 51 4,535
Rent Expense L2 1,600
Depreciation Expense 53 50
UtHitles Expense 54 g85
Supplies Expense 55 2,040
Insurance Expense 56 200
Miscellaneous Expense L9 455
31| Income Summary a3 7105 =
Chris Clark, Capital ER | 7,105 g
5
31| Chris Clark, Capital 31 4,000 =
Chris Clark, Drawimg a2 A4, 000 E
o]
7]
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161

m Ledger, NetSolutions [concluded)

Account Chi's Clark, Drawing

B3

Mow. 30
Cec. 31

11

213
Dec. 31
31
3l

Closing

Item

Closing
Clasing
Closing

2,000
2,000

Debit

0855
7,105

4,000

Credit

16,900

Account Mo, 32

2,000
4,0

16,960
7,105

Account Rent Expense

Date Itam
2513
Mav. 30
Dec. 1
31| Closing

Ref. | Daebit

BOO

2 BOO
&

Crodit

1,600

Account Mo, 52

Account Mo, 53

Itam
M1
e, 31 .ﬁ.l:l_luﬂing

31| Closkng

Post.

Raf, Babit
5 =0
s}

Account Uniires Expénse

Credit

50

Balance
Debit | Credit
50

Account Ma. 54

S Cangige Laaming 204

Balance
Post.
Date item Ref. Debit | Credit | Deblt | Credit
Balance 2411
Post. Mow.30 1 450 450
Date Item Ref. | Debit | Credit | Debit | Credit Dec, 31 3 310 760
1] 31 4 225 QBES
Mow. 18 1 7,500 7 500 31 | Closing & B85 — =
Dec. 16 3 3,100 10,600
14 2l 1,750 12,350 >
Account Mo, 55
31 L 2BE70D 15,220
E4 | 4 1,120 16,340 Balance
31 | Adjusting 5 S00 16840 Post.
31| Closkng & 16,840 -— — Date Item Ref, | Debit | Credit | Debit | Credit
2313
Mow. 30 BOG BOG
Aot Nio 43 Dec. 31| Adjusting 5 1,240 2040
31| Closing - 2,040 — —
Balance
Post. Account insurance Expense Account Mo, 56
Date | Item | Ref. | Debit | Credit | Debit | Credit ST i
1A Balance
Dec, 31| Adjusting 5 120 120 Past
31| Closing & 120 = = Date item Ref, Debit | Credit | Debit | Credit
2013
Cec. 31 | Adjusting 5 200 200
Account Wages Expenze Account No, 51 31| Closing E e o -
Account Miscelloneous Expense Account No. 59
Date Item Ref. | Debit | Credit | Dabit | Credit Balance
Fik] m‘:'
Mov.30 1 2,125 2125 Date Item Ref. Debit | Credit | Debit | Credit
[Dec.13 3 950 3,075 313
27 3 1,200 4,275 Mow_ 30 275 275
31| Adjusting 5 250 4525 Dec. & 2 18 455
31| Clasing 1] 4,525 — -— 31 | Closing 6 455 — —
Empyrgh 2012 Leegapr Leamng. A Sghis Hesrved May ol by copagel, soree i, o soplsonic]., m shekr oninped Uer o sieoresc nphis. sorer e pariy cosend mayp S soppess s Bom i ook, pmlior e Ubepiends b, Bdvimad rerees o
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162 Chapter 4 Completing the Accounting Cycle

EXHIBIT 7 NetSolutions

Post-Closing Trial Balance

Post-Closing December 31, 2013
Trial Balance,
NetSolutions
Balances Balances
e e e e e e e e e e e e e e e e e 2065
O R P e e T e A e 2720
e L e T e St T o 2,200
I b e R L R Ly e e S R 20,000
G*ﬁquulpﬂ:n: 1,800
Accumulated Depfeclatl-nn ................................................ 50
U TS PR s b i 0 000 b B o 8 e 0 b o o WA B B 00
'I.'i'agﬂ.l-"‘ayubh.----- 250
Cheis Clark, CEPIAl . .. ..ot eeeses e cre e re e re s e rananrare e nr 28,105
259,545 29,545

Describe the Accounting Cycle

accounting cycle.

The accounting process that begins with analyzing and journalizing transactions and
ends with the post-closing trial balance is called the accounting cycle. The steps in
the accounting cycle are as follows:
1. Transactions are analyzed and recorded in the journal.
2, Transactions are posted o the ledger,
3. An unadjusted trial balance is prepared.
1. Adjustment data are assembled and analvzed.
5. An optional end-of-period spreadsheet is prepared.
b. Adjusting entries are journalized and posted to the ledger.
. An adjusted trial balance is prepared.
8, Financial statements are prepared,
9. Closing entries are journalized and posted 1o the ledger.
10. A post-closing trial balance is prepared.”

EI{]II'IFIE‘ Exercise 4-5 Accounting Cycle ) [

From the following list of steps in the accounting cycle, identify what two steps are missing.

a. Transactions are analyzed and recorded in the journal.

b. Transactions are posted to the ledger.

c. Adjustment data are assembled and analyzed.

An optional end-of-peried spreadshest is prepared.
Adjusting entries are journalized and posted to the ledger.
Financial statements are prepared.

Closing entries are journalized and posted to the ledger.

-=io ™0 0

A post-closing trial balance is prepared,

Follow My Example 4-5 )

The following two steps are missing: (1} the preparation of an unadjusted trial balance and (2) the preparation of the
adjusted trial balance. The unadjusted trial balance should be prepared after step (b). The adjusted trial balance should be
prepared after step ().

F-'ra::tlce Exercises: PE 4-5A, PE 4-5B

2 Same sooountants mclude the jowmalizing and posting of “reversing entries™ as the last step in the accounting cycle. Becauss
reversing enlries ahe not requared, they are described and illustrated in Appendic 8 at the erd of the book,
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Chapter 4 Completing the Accounting Cycle 163

Exhibit 8 illustrates the accounting cycle in graphic form. It also illustrates how
the accounting cycle begins with the source documents for a transaction and flows
through the accounting systéem and into the financial statements,

e
i, & el EXHIBIT 8
L Jussreallzs tranedon L Posf jpirnial infries
i T =
b furnalze adfusting 4. Foot acquating i Accounting Cycle
i mfries miries 1
S —_—— I e
1. Jornaliza chiskeg 0. Pout woiing =i
& mrbries wirie
ca —1-|
Joumal Ledger W), Frigaird par-soring
F. Frépar o anadjestad ¥
Adjustment trinl batanse ’m;&m““l \:"“‘“‘“
Data
4. Lanpwbile admetment dafs — - ol o
i
Source Documenls Unadjusted Adgusled Posi-Closing
Trial Balance Trial Balance Trial Balance
5 Progare - 2 b
Accounting Cycle Steps e | R
| Transactions are analyzed and recorded in the jowmal I - y. -3

— —

1 Transactions are postad 1o the ledger
: . : B Frapare financial

3 An unadjusted iral balance i prepared | ——

4 Adustment data are assembled and analyzed. L

5 An oplional end-of-period spreadsheal is prepared, P LR SR

b Adpsting enfries are journalized and posied to the ledger, -

7 An adjusted thal balance is preparad e a2

§ Financial stalements are prapared.

B Closing enfries are joumalized and posted to the ledger,

10 A post-closing trial balance is prepared.

© Cengage Leaming 20714

Financial Stalermenis

lllustration of the Accounting Cycle . lustrate the

accounting
In this section, the complete accounting cycle for one period is illustrated. Assume thar %92 for one peried.
for several years Kelly Pitney has operated a part-time consulting business from her
home. As of April 1, 2014, Kelly decided to move to rented quarters and to operate
the business on a full-time basis. The business will be known as Kelly Consulting,
During April, Kelly Consulting entered into the following transactions;

Apr. 1. The following assets were received from Kelly Pitney: cash, §13,100; accounts
receivable, §3,000; supplies, §1,400; and office equipment, $12 500, There were
no Habilities received.

1. Paid three months’ rent on a lease rental contract, $4,800,
2. Paid the premiums on property and casualty insurance policies, $1,800,

4. Received cash from clients as an advance payment for services to be provided
and recorded it as uneamed fees, 5,000,
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164 Chapter 4 Completing the Accounting Cycle

Apr. 5. Purchased additional office equipment on account from Office Station Co., 82,000,
0. Received cash from clients on account, 51,8040,

10, Paid cash for a newspaper advertisement, §120.

12. Paid Office Station Co. for part of the debt incurred on April 5, $1,200.

12. Recorded services provided on account for the period April 1-12, §4,200.

4. Paid pan-time receptionist for two wecks” salary, $750.

17. Recorded cash from cash clients for fees eamed during the period April 1-16, §6,250.
18. Paid cash for supplies, $800,

20, Recorded services provided on account for the period April 13=20, §2,100,

24, Recorded cash from cash clients for fees earmned for the period April 17-24, §3,850,

26, Received cash from clients on account, §5,600.

27. Paid part-time receptionist for two weeks' salary, $750.

29, Paid telephone bill for April, $130.

30, Paid electricity bill for April, $204).

A0, Recorded cash from cash clients for fees eamed for the period April 25-30, 53,050,

A0, Recorded services provided on account for the remainder of Aprl, $1,500.

30, Kelly withdrew §6,000 for personal use,

Step 1. Analyzing and Recording Transactions
in the Journal

The first step in the accounting cycle is to analyze and record transactions in the
journal using the double-entry accounting system. As illustrated in Chapter 2, trans-
actions are analyzed and journalized using the following steps:
1. Carefully read the description of the transaction to determine whether an asset, li-
ability, owner's equity, revenue, expense, or drawing account is affected.
2. For each account affected by the transaction, determine whether the account increases
or decreases.
3, Determine whether each increase or decrease should be recorded as a debit or a
credit, following the rules of debit and credit shown in Exhibit 3 of Chapter 2.

4. Record the transaction using a journal entry.

The company’s chart of accounts is useful in determining which accounts are af-
fected by the transaction, The chant of accounts for Kelly Consulting is as follows:

11 Cash 31 EKelly Pitney, Capital

12 #ccounts Receivable 32 Kelly Pitney, Drawing
14 Supplies 33 Income Summary

15 Prepaid Rent 41 Fees Earned

16 Prepaid Insurance 51 Salary Expense

18 Office Equipment 52 Rent Expense

19 Accumulated Depreciation 53 Supplies Expense

21 Accounts Payable 54 Depreciation Expense
22 Salaries Payable 55 Insurance Expense

23 Unearned Fees 58 Miscellaneous Expense

After analyzing each of Kelly Consulting’s transactions for April, the journal entries
are recorded as shown in Exhibit 9.

Step 2. Posting Transactions to the Ledger

Periodically, the transactions recorded in the journal are posted o the accounts in the
ledger. The debits and credits for each journal entry are posted to the accounts in the
order in which they occur in the journal. As illustrated in Chapters 2 and 3, journal
entrics are posted to the accounts using the following four steps;

1. The date is entered in the Date column of the account.

2. The amount is entered into the Debit or Credit column of the account.

3. The journal page number is entered in the Posting Reference column.

4. The account aumber is entered in the Posting Reference (Post. Ref)) calumn in the journal.
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m

Journal Entries

Post.

Date Description Ref. Debit Credit for A.pril. H"“F
1014 Consulting
Apr. 1| Cash 11 13,706

Accounts Recevable 12 3,000

Supplies 14 1,400

Office Equiprnent 18 12,500
Kelly Pitney, Capital I 30,000

1| Prepald Rent 15 4,800
Cash 11 4 800

2| Prepald Insurance 16 1,800
Cash 11 1,800

4| Cash 11 5,000
Unearned Fees 23 5,000

5| Mfice Equipment 1B 2,000
Accounts Payable 21 2,000

6| Cash 11 1,808
Accounts Becelvable 12 1,800

10| Miscellaneous Expense 50 120
Cash 11 120

12| Accounts Payable 21 1,200
Cash 11 1,200

12| Accounts Receivable 12 4, 200
Fees Earned a1 4,200

14| Salary Expense 51 TR0
Cash 11 70

Journal
Post.

Date Description Ref. Debit Credit
Joid
Apr. |17 Cash 11 &, 250

Fees Earmed 41 6,250
18| Supplies 14 B
Cash 11 &0
20| Actounts Receivable 12 2,100
Fees Earmed 41 2,100
24| Cash i1 3,850
Fees Earned 41 3,B50
26| Cash 11 5,600
Accounts Recelvable 12 5,600
27| salary Expense 51 750 B
Cash 11 750 E
29| Miscellaneous Expense 59 130 B
Cash 1" 130 E
=
o
(Continued)
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168 Chapter 4 Completing the Accounting Cycle

Adjusting Entries, Post.
Kelly Consulting Date Description Ref. | Debit | Credit
Shul Adjusting Entries
Apr, 20| Insurance Expense 53 an0
Prepaid Insurance 16 200
Explred insurance.
30| Supplles Expense 53 850
Supplies 14 BS0
Supplies used {52,200 - 51,350).
30| Depreciation Expense 54 130
Accumulated Depreciation i9 330
Crepreciation of office equipment.
30| Salary Expense 51 120
Salaries Payable 22 120
Accrued salary,
30| Rent Expense 52 1,600
Prepaid Rent 15 1,600
Rent expired during April,
30| Umearned Fees 23 2,500
Fees Earmed 41 2,500
Fees earned (55,000 - 52,500),

FEach of the adjusting entries shown in Exhibit 12 is posted w Kelly Consulting's
ledger shown in Exhibit 17 on pages 172-173. The adjusting entries are identified
in the ledger as “Adjusting.”

Step 7. Preparing an Adjusted Trial Balance

After the adjustments have been journalized and posted, an adjusted trial balance is
prepared o verify the equality of the total of the debit and credit balances, This is
the last step before preparing the financial statements. If the adjusted trial balance
does not balance, an error has occurred and must be found and corrected. The ad-
justed trial balance for Kelly Consulting as of April 30, 2014, is shown in Exhibit 13.
Step 8. Preparing the Financial Statements

The most important outcome of the accounting cycle is the financial statements. The
income statement is preparcd first, followed by the statement of owner's equity and
then the balance sheet, The statements can be prepared directly from the adjusted
trial balance, the end-of-period spreadsheet, or the ledger, The net income or net
loss shown on the income statement is reported on the statement of owner's equity
along with any additional investments by the owner and any withdrawals. The end-
ing owner's capital is reported on the balance sheet and is added with total liabilities
to cgqual total assets.

The financial statements for Kelly Consulting are shown in Exhibit 14. Kelly Con-
sulting earned net income of $18,300 for April. As of April 30, 2014, Kelly Consult-
ing has total assets of $45,720, total liabilities of $3 420, and total owner's equity of
$42.300,
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Kelly Consulting
Adjusted Trial Balance
April 30, 2014

P Ty R o 4 5 W st R A 00 B B B
R [ R e i
o Gn s e A e s e b e e i e
L T e
9 T[] Tl e A P e e et e St S e e L S LI EM e
Accumulated Depreciation. ........
O LIPS PRI L e o o g e it i e i e e e
Sada rlwe eyl W e s

L T O o 5 i g e e e e e e i
Kelly Pitney, Capltal
B P i B L o WA L e ok,
Tl R L T T e
T O oL e e e e A e e i gl e e
B R T IE | . it r e s o v m s mrara v s s e e r ey n e
Supplies Expensea

e | Ay M O i B o W 0 T o T o o
Insurance Expense

Miscallaneous Expense ... ... o iaviiaiiainiaias

G000

1,620
1,600
B50
330
0o
450

330
200
120
£,.500
0,000

23450

57,200

57,200
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EXHIBIT 13

Adjusted Trial
Balance, Kelly
Consulting

Kelly Consulting
Income Statement

For the Month Ended April 30, 20714

Fees earned

Expenses:
EArY BREEISE | .o e e ae e
Rent expense

L IR 0~ i v A R W 3
B s o
D A ol 5 L o e o i B o m  m w F
I ) PRI B e e s e

T RN B s e b B B R e
R B N oy v i e e Tl e pe il el e Sl il e Tl f i L o )

Kelly Consulting
Statement of Owner’s Equity

For the Month Ended April 30, 2014

%1620
1,600
a450
3130
00
450

523,450

5,150
318,300

Eelly Pitney, capital, April 1, 2014
Invrestment during the Monthi: oo e wrsieia s isrsiinnansiing sy
R I ol e s I e S L e L S s e e

L T T LT T
Increase Infownersegqulty .o il e e
Hedly Pitney, capital, Bpril 30, 2074, . . vo i inransransiiianinonnansms

42,300
242,300

(Continued)
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EXHIBIT 14

Financial
Statements,
Kelly Consulting
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Financial Statements, Kelly Consulting (concluded)

Kelly Consulting

Balance Sheet

April 30, 2014

Assets Liakilities

Current assets: Current liabilities:
[ e S R S P s e S | 8,3 Actounts payable. ..o iceeiiane.. 5800
Accounts receivable . ... 3400 Salaries payable . .. ..o coaiiiiai 120
AT o] o[- 1.350 Unearned fees.............cvuue. 2,500
I e P e e e 3,200 Tokal TabiflEhes .o i % 3,420
Prapald INSUrSIeE ... ovn i meivins 1,500
Total current assets ., ... s ovranens 531,550
Froperty, plant, and eguipment:
Office equipment...ooveeiisseiiaees 314500
Less accumulated depreciation . ...... 330 Owner’s Equity
Total praperty, plant, Kelly Plenay, capital . ..o vvvniinaain 42,300
Ang e quUIpMEnT 5 e s e Tetal liabilities and .
| ol 5T e e e S b NP S 5 OWIET S BOUIEY o i s 545,720

-
g
e’y
|
=

£
L5
|
b
=
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Step 9. Journalizing and Posting Closing Entries

As described earlier in this chapter, four closing entries are required at the end of
an accounting period, These four closing entries are as follows:

1. Dl each revenue account for s balance and credit Income Summary for the total
revere.

2, Credit each expense account for its balance and debit Income Summary for the total
CXPENSes.

3. Debit Income Summary for its balance and credit the owner's capital account.

4, Debit the owner's capital account for the balance of the drawing account and credit
the drawing account.

The four closing entries for Kelly Consulting are shown in Exhibit 15. The closing
entries are posted to Kelly Consulting’s ledger as shown in Exhibit 17 (pages 172-
173), After the closing entries are posted, Kelly Consulting's ledger has the following
characteristics:

1. The balance of Kelly Pitney, Capital of $42 300 agrees with the amount reported on
the statement of owner's equity and the balance sheet.
2. The revenue, expense, and drawing accounts will have rero balances,

The closing entries are normally identified in the ledger as “Closing.” In addition,
a line is often insered in both balance columns after a closing entry is posted, This
separatés next period’s revenue, expense, and withdrawal transactions from those
of the current period.

Step 10. Preparing a Post-Closing Trial Balance

A post-closing trial balance is prepared after the closing entries have been posted.
The purpose of the postclosing trial balance is to verify that the ledger is in balance
at the beginning of the next period. The accounts and amounts in the post-closing
trial balance should agree exactly with the accounts and amounis listed on the bal-
ance sheet at the end of the period.
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r—

Date
A
Apr. |30
30
{30/
30

Dascription
Closing Entries

Fees Earned
Incame Summany

Income Summary
Salary Expense
Rent Expense
Supplies Expensea
Depreciation Expense
Insurance Expense
Miscellaneous Expense

Income Summany
Eelly Pitney, Capital

Kolly Pitney, Capital
Eelly Pitney, Drawing

Post.
Ref. Debit Credit
41 23450
33 23,450
33 5,150
21 1,520
52 1,500
53 as0
o4 330
55 300
55 450
33 18,300 z
31 18,300 5
s
3 6,000 3
32 6,000 3
L]
7]

The postclosing trial balance for Kelly Consulting is shown in Exhibit 16, The
balances shown in the post-closing trial balance are taken from the ending balances
in the ledger shown in Exhibit 17. These balances agree with the amounts shown
on Kelly Consulting's balance sheet in Exhibit 14.

Closing Entries,
Kelly Consulting

Kelly Consulting
FPost-Closing Trial Balance

April 30, 2014

T e e R e e T T e LR

F'r-E'p».!IrJ Hent

e e T e T e e e e e e e e e e e e

Oifice Equipment
Accurnulated Depreciation

B L N I L o oy sy i e e o o

Lalaries Payable
Unearmed Fees .

e L e T e e i S A S

Debit Cradit
Balances  Balances

22000
3,400
1,350
1,200
1,500
14,500
330

o0 =

120 %

2,500 %

. 42,300 ®

46,050 46,050 i

L

5]
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EXHIBIT 17 Ledger, Kelly Consulting

Account Cash

a4

26 |

295
0|
30 |
0/

L B o L gg
E

I
I
‘ 6,250

3,850 |
5,600 |

3,050 |

Sccount Mo, 71

Balance
Credit Debit  Credit
13,100 :
4,800 8,300
1,80 6,500
11,500 |
13,300
120 | 13,180
1,200 | 11,980
750 | 11,230 |
17480
0O | 16680
20,530 |
26,130 |
750 | 25380 I
130 | 25250 |
200 | 25,050 |
28,100 i
000 | 22,100

Bccount Mo, 1.2

26|
3n|

Debit

3,000

[ 4,200 I
[ 2100 |

I 1,500 |

Balance

Credit Debit | Credit

3,000
1,200
5,400
7,500 |
1,900 |
3,400 |

1,800

5,600

Bcoount Mo, 14

Post.
Date Item Ref.
e |
Apr, 1|
18| 2

30| Adjusting 3

Dehit

1,400 |
B0

Balance
Credit | Debit | Credit
1,400
2,200
g50 1.350

Account Mo, 15

Post.

Date Item Ref.
dned .
Apr, 1 I

30| Adjusting 3
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Balance
Credit Debit | Credit
4800 |
1,600 3,200 |

Account Prepaid Insuramos

Post.
Date Ttem Ref.
o4
|Apr. 2 1
, 30| Adjusting 3

Post,
Date Ttem Ref.
LR
|Apr. 1 |
5 1

FLILE

[Apr. 30| Adjusting 3

Account Accownts Payable
Post,
Ciate Item Ref.
Jol4
|Ape. 5 1
12 i

BAccount Salaries Praymble

Crabe Item Ref.

D04

Aps. 30| Adjusting 3

Debit

12,500
2,000

1,200

Booaunt Mo, 18

Credit | Debit | Credit

1,800 I
1,500 | [

300

Accaunt Mo, [8

Balance
Credit Debit | Credit

12,500 |
14,500 |

Aeoaunt Ma, 19

Credit = Debit | Credit

330

I
I 330 |

Account Mo, 21

Balance |

Credit Debit | Credit
2,000 7.000 I
800 |

Booount Mo, 22

Sccount Mo, 23

Account Uneamed Fees
Post.
Date Item Raf.
Joid
;AP‘!’. 4

30| Adjusting | 3

Account Keily Pitney, Capital

Post.

Date | ftem Ref,
| w4

|Apr. 1 1

| 30| Closing 4

30| Closing 4

2,500

Credit = Debit I'Crl-l:ﬁt

5,000 5000

4,300

Scoount Mo, 31

Debit | Credit  Debit |'Crldit

6,000 |

I |

| 30,000 | 30,000

| 18,300 | 48,300 |
| 42,300 |
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A positive working capital implies that the business is able to pay its current li-
abilitics and is solvent. Thus, an increase in working capital increases or improves
a company's short-térm solvency.

To illustrate, NetSolutions” working capital at the end of 2013 is 36,355 as com-
puted below. This amount of working capital implies that NetSolutions s able o
pay its current liabilities,

Working Capital = Current Assets — Current Liabilities
= §7.745 - $1,390
= $6,355

The current ratio is another means of expressing the relationship between cur-
rent assets and current liabilities. The current ratio is computed by dividing current
assets by current liabilities, as shown below,

; Current Assets
Current Rathh = so——
Current Liabilities

To illustrate, the current ratio for NetSolutions at the end of 2013 is 5.6, computed
as follows:

Current Assets

Current Liabilities

_ §7.745
T $1,390

= 5.6 (Rounded)

Current Ratio =

The current ratio is more useful than working capital in making comparisons
across companies or with industry averages. To illustrate, the following data (in mil-
lions) were taken from recent financial statements of Electronic Arts Inc. and Take Two
Interactive Software, Inc.

Electronic Arts Take-Two
Year 2 Year 1 Year 2 Year 1
Current assets 53032 52.585 L5668 547
Current liabilities 4001 1574 a1 _210
Warking capital £1,021 51,007 §335 L
Current ratio® 1.52 W m E
(53,032 + 52.001) (525E5 + 51,574) {5566 = 5231) {5427 + $210)

*Rounded to two decimal places,

Electronic Arts is larger than Take-Two and has Year 2 working capital of §1,031
as compared to Take-Two's Year 2 working capital of §335. Such size differences
make comparisons across companies difficalt, In contrast, the current ratio allows

comparability across companies,

To illustrate, Electronic Ars has over three times more working capital ($1,031)
than does Take-Two ($335), However, by using the current ratio the changes in
liquidity of both companies can be directly compared. Specifically, Electronic Ars'
current ratio declined from 1.64 to 1.52, or 0.12. In contrast, Take-Two's current ratio
increased by (L42 from 2.03 to 2.45. Thus, while Electronic Ars’ liguidity declined
in Year 2, Take-Two's short-term ligquidity improved.

EIIIH'IFIE' Exercise 4-6 Working Capital and Current Ratio )@
Current assets and current liabilities for Fortson Company are shown below.
2014 2013
Current assets 310,500 262,500
Current liabilities 172,500 150,000

a. Determine the working capital and current ratio for 2014 and 2013,

b. Does the change in the current ratic from 2013 to 2014 indicate a favorable or an unfavorable trend?

(Continued)
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Follow My Example 4-6 )
B

e 2014 2013
Current assets 5310500 5262500
Current liabilities 172,500 150,030
Waorking capital 5138000 $112,500
Current ratic 1.80 1.75

(5310,500 + 5172,500) (5262,500 = 5150,000)
b. The change from 1.75 to 1.80 indicates a favorable trend.

Practice Exercises: PE 4-6A, PE 4-6B

APPENDIX 1
End-of-Period Spreadsheet (Work Sheet)

Accountants often use working papers for analyzing and summarizing data, Such
working papers are not a formal pant of the accounting records, This is in contrast
to the chart of accounts, the journal, and the ledger, which are essential parts of
an accounting system. Working papers are usually prepared by using a computer
spreadsheet program such as Microsoft's Excel™.

The end-of-period spreadsheet shown in Exhibit 1 is a working paper used 1o
summarize adjusting entries and their effects on the accounts. As illustrated in the
chapter, the financial statements for NetSolutions can be prepared directly from the
spreadsheet’s Adjusted Trial Balance columns,

Some accountants prefer to expand the end-of-period spreadsheet shown in
Exhibit 1 to include financial statement columns. Exhibits 18 through 22 illustrate
the step-by-step process of how to prepare this expanded spreadsheet. As a basis
for illustration, NetSolutions is used,

Step 1. Enter the Title

— The spreadsheet is started by entering the following data:

1. Mame of the business: NetSofulions

2. Tvpe of working paper; End-of-Period Spreadsheet

3. The perod of time; For e Two Months Ended December 31, 2013

See Exhibit 18

| Exhibit 18 shows the preceding data entered for NetSolutions.

Step 2. Enter the Unadjusted Trial Balance

Enter the unadjusted trial balance on the spreadsheet. The spreadsheet in Exhibit 18
shows the unadjusted trial balance for NetSolutions at December 31, 2013,

Step 3. Enter the Adjustments

The adjustments for NetSolutions from Chapter 3 are entered in the Adjustments col-
umns, as shown in Exhibit 19, Cross-referencing (by letters) the debit and credit of
each adjustment is useful in reviewing the spreadsheet, [t is also helpful for identitying
the adjusting entries that need to be recorded in the journal. This cross-referencing
process is sometimes referred to as keying the adjustments,

The adjustments are normally entered in the order in which the data are assembled.
It the titles of the accounts to be adjusted do not appear in the vnadjusted trial bal-
ance, the accounts are inserted in their proper order in the Account Title column.
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The adjusting entries for NetSolutions that are entered in the Adjustments columns
are as follows:

(a) Supplies. The supplies account has a debit balance of §2,000. The cost of the supplies |
on hand at the end of the period is £760, The supplies expense for December is the
difference between the two amounts, or $1,240 ($2,000 = $700), The adjustment is
entered as (1) $1,240 in the Adjusiments Debit column on the same line as Supplies
Expense and (2) £1,240 in the Adjustments Credit column on the same line as Supplies.

(b) Prepaid Insurance. The prepaid insurance account has a dehit balance of §2.400. This
balance represents the prepayment of insurance for 12 months beginning December
1. Thus, the insurance expense for December 158 $204 (82,400 + 12). The adjustment
is entered as (1) $200 in the Adjustments Debit column on the same line as Insurance
Expense and (2) 8200 in the Adjustments Credit column on the same line as Prepaid
Insurance,

(c) Unearned Rent. The unearned rent account had a credit balance of §300. This bal-
ance represents the receipt of three months’ rent, beginning with December. Thus,
the rent revenue for December is §120 ($360 + 3). The adjustment is entered as Turn Exhibit 19
{1) 8120 in the Adjustments Debit column on the same line as Uneamned Rent and
(23 8120 in the Adjustments Credit column on the same line as Rent Revenue,

(d) Accrued Fees, Fees accrued atl the end of December but not recorded total $500. This
AMCUNE §5 AN increase in an asset and an increase in revenue, The adjustunent is entered
as (13 300 in the Adjustments Debit column on the same line as Accounts Receivable
and (2) 3300 ia the Adjustments Credit column on the same line as Fees Earned.

(e) Wages. Wages accrued but not paid at the end of December total $250, This amount
is an increase in expenses and an increase in liabilities. The adjustment is entered as
(1) $250 in the Adjustments Debit column on the same line as Wages Expense and
{2) $250 in the Adjustments Credit column on the same line as Wages Pavable,

() Depreciation. Depreciation of the office equipment is 8530 for December, The ad-
justment is entered as (1) $50 in the Adjustments Debit column on the same line as
Depreciation Expense and (23 550 in the Adjustments Credit column on the same line
as Accumulated Depreciation.

After the adjustments have been entered, the Adjustments columns are totaled
to verily the equality of the debits and credits, The total of the Debit column must
equal the total of the Credit column.

Step 4. Enter the Adjusted Trial Balance

The adjusted trial balance is entered by combining the adjustments with the unad- |
justed balances for each account. The adjusted amounts are then extended o the
Adjusted Trial Balance columns, as shown in Exhibit 20.

To illustrate, the cash amount of $2,065 is extended 1o the Adjusted Trial Balance
Debit column since no adjustments affected Cash, Accounts Receivable has an initial
balance of $2,220 and a debit adjustment of $500. Thus, $2,720 ($2,220 + $500) is Turn Exhibit 20
entered in the Adjusted Trial Balance Debit column for Accounts Receivable. The
same process continues until all account balances are extended to the Adjusted Trial
Balance columns,

After the accounts and adjustments have been extended, the Adjusted Trial Bal-
ance columns are totaled to verify the equality of debits and credits. The total of the
Debit column must equal the total of the Credit column. i

Step 5. Extend the Accounts to the Income
Statement and Balance Sheet Columns

The adjusted trial balance amounts are extended 1o the Income Statement and Bal-—
ance Sheet columns. The amounts for revenues and expenses are extended to the
Income Statement columns. The amounts for assets, liabilities, owner's capital, and
drawing are extended to the Balance Sheet columns.®

Turn Exhibit 21

3 The balances of the oevner's capital and drawing accounts are extended to the Balance Shest calumns because the spreadshest
does nat have separate Statement of Dwner’s Equity columns
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176B Chapter4 Completing the Accounting Cycle

Spreadsheet (Work Sheet) with Unadjusted Trial Balance Entered

A | B c | D | E | F G H I 1 3 K
1 - - NetSolutions -
2 End-of-Period Spreadsheel (Work Sheet)
J For the Two Months Ended December 31, 2013
4 Unadjusted T Adjusted
5 . Trial Balance = Adjustments Trial Balance Income Stabement Balance Sheet
& Account Title | N Gr. | Dr Cr. Dr. Cr. . Gr. | Br Cr.
' | | |
B/ Cash | 206 i i
| H| Accounts Recenable 222 I |
A0 Supphes [ 2000 | |
11| Pregaid Insurance 2,400
12! Land 20,000
13/ Office Equipment | 1,800 | |
14| Accumulated Depreciation | | |
15| Accounts Payable | 2001 |
16| Wages Payable | | |
11| Unearned Rent i 360 |
18| Chris Clark, Capifal 25,000/
18| Chris Clark, Drawing 4,000 |
20| Fees Eamad 16340
21| Rent Revenue
22| Wages Expense 4275
23| Supphes Expense BOO
24) Rent Expense 1,600
25, Uitlities Expense 85
Tfﬁ Insurance Expenze
27 | Dapreciation Expense
28| Mizzellansaus Expense _ 485 |
¥ | 42600 42600 |
30 5 | |
a1 I | |
32 |

Tha spreadsheet (work shaat]
i3 used for summarizing the
affects of adjusting entnes, |1
alzo aids in prepanng financial
statemants.
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Spreadsheet (Work Sheet) with Unadjusted Trial Balance and Adjustments

¢ RN
| ] A4
| AN
11 |
|__|. o TH
o 120
(dy EEC
(6] 1
A
bl
i) 1 240
'E iu
i Al
2 510 ._ 10

- |

The adjustments on the spreadshest
iwork sneetl are used i prepanng the
adjusting journal antrias
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Completed Spreadsheet (Work Sheet) with Net Income Shown

£ BEE 1E ORI T B45 28 440

S BEE % SE( B4

el incorme 708 FA0G
| & S 165 H6l 35 BAE, 3 GAn

The difference between the Income
Statement calumn totals is the net
income (o net loss) for the period.

The difference between the Balance
Shaet column totals is also the net
income (or net loss) for the period.

Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
Al T s dgpesed coulan dieis red Sedenalby sl the overad | s ng dcpena s Cendage |oamd g isearved e npht oo s merve s il ©otbeot @ any U o aliengsm ngi ieamic ks rgpEns il



Chapter 4 Completing the Accounting Cycle 176C

The first account listed in the Adjusted Trial Balance columns is Cash with a debit
balance of $2,065, Cash is an asset, is listed on the balance sheet, and has a debit
halance, Therefore, 32,065 is extended o the Balance Sheet Debit column, The Fees
Earned balance of $16,840 is extended to the Income Statement Credit column. The
same process continues until all account balances have been extended 1o the proper
columns, as shown in Exhibit 21. ==

Turn Exhibit 21

Step 6. Total the Income Statement and Balance Sheet
Columns, Compute the Net Income or Net Loss, and
Complete the Spreadsheet

After the account balances are extended to the Income Statement and Balance Sheet |
columns, each of the columns is totaled. The difference between the two Income
Statement column totals is the amount of the net income or the net loss for the
period, This difference (net income or net loss) will also be the difference between
the two Balance Sheet column totals,

If the Income Statement Credit column total (total revenue) is greater than the In-
come Statement Debit column total (total expenses), the difference is the net income,
If the Income Statement Debit column total is greater than the Income Statement
Credit column total, the difference is a net loss.

As shown in Exhibit 22, the total of the Income Statement Credit column is $16.960, Turn Exhibit 22
and the total of the Income Statement Debit column is $9,855. Thus, the net income
for NetSolutions is §7,105 as shown below.

Tatal of Income Statement Credit column (revenues) 516,960
Total of Income Statement Debit column (expenses) G855
Het income (excess of revenues over expenses) & F08

The amount of the net income, $7,105, is entered in the Income Statement Debit
column and the Balance Sheet Credit column, Net fncome 15 also entered in the Ac-
count Title column. Entering the net income of §7,105 in the Balance Sheet Credit
column has the effect of transferring the net balance of the revenuve and expense
accounts to the owner's capital account,

It there was a net loss instead of net income, the amount of the net loss would be
entered in the Income Statement Credit column and the Balance Sheet Debit column.
Net loss would also be entered in the Account Title column,

After the net income or net loss is entered on the spreadsheet, the Income State-
ment and Balance Sheet columns are totaled, The totals of the two Income Statement
columns must now be equal. The totals of the two Balance Sheet columns must also
be equal.

Preparing the Financial Statements
from the Spreadsheet

The spreadsheet can be used to prepare the income statement, the statement of
owner's equity, and the balance sheet shown in Exhibit 2. The income statement
is normally prepared directly from the spreadsheet. The expenses are listed in the
income statement in Exhibit 2 in order of size, beginning with the larger items, Mis-
cellaneous expense is the last item, regardless of its amount.

The first item normally presented on the statement of owner's equity is the bal-
ance of the owner's capital account at the beginning of the period. The amount listed
as owner's capital in the spreadsheet, however, is not always the account balance
at the beginning of the period. The owner may have invested additional assets in
the business during the period. Thus, for the beginning balance and any additional
investments, it is necessary to refer to the capital account in the ledger. These
amounts, along with the net income (or net loss) and the drawing amount shown in
the spreadsheet, are used o determine the ending capital account balance.
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176D Chapterd4 Completing the Accounting Cycle

The balance sheet can be prepared directly from the spreadsheet columns except
for the ending balance of owner’s capital. The ending balance of owner's capital is
taken from the statement of owner's equity.

When a spreadsheet is used, the adjusting and closing entries are normally not
journalized or posted until after the spreadsheet and financial statements have been
prepared. The data for the adjusting entries are taken from the Adjustments columns of
the spreadsheet. The data for the first two closing entries are taken from the Income
Statement columns of the spreadsheet. The amount for the third closing entry is the
net income or net loss appearing at the bottom of the spreadsheet. The amount for
the tourth closing entry is the drawing account balance that appears in the Balance
Sheet Debit column of the spreadsheet.

At a Glance

Describe the flow of accounting information from the unadjusted trial balance into the adjusted trial
balance and financial statements.

Key Points  Exhibit 1 illustrates the end-of-period process by which accounts are adjusted and how the
adjusted accounts flow into the financial statements.
Learning Outcome Exitmple Practice
¢ Exercises Exercises
* [Jsing an end-of-period spreadsheet, describe how the umadjusted EE4-1 PE4-1A, 4-1B

trial balance accounts are affected by adjustments and how the
adjusted mial balance accounts flow into the income statement
and balance sheet.

Prepare inancial statements from adjusted account balances.

Key Points  [Tsing the end-of-period spreadsheet shown in Exhibit 1, the income statement and balance
sheet for Netsolutions can be prepared. The statement of owner's equity is prepared by referring to
transactions that have been posted o owner's capital accounts in the ledger. A classified balance sheet
has sections for current assets; property, plant, and equipment: current liabilities; long-term liabilities,
and owner's eouity,

Learning Dutcomes Enample Practice
- Exercises Exercises
¢ Dwescribe how the net income or net koss from the period can be
determined from an end-of-period spreadsheet.
* Prepare an income statement, 4 statement of owner's equity, and EE4-2 PE4-2A, 4-2B
a balance sheet
* Indicate how accounts would be reported on a classified balance EE4-3 PE#-3A, 4-3B
sheet
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Chapter 4 Completing the Accounting Cyclhe 177

Prepare closing entries.

Key Points Four entries are required in closing the semporary accounts, The first enory closes the revenue
accounts o Income Summary. The second entry closes the expense accounts o Income Summary. The third
entry closes the balance of Income Summany (net income o net oss) o the owner's capitl account, The
fourth entry closes the drawing account o the owner's capital account

Alter the closing entries have been posted o the ledger, the balance in the capital account agrees
with the amount reported on the statement of owner's equity and balance sheet. In addition, the revenue
expense, and drwing accounts will have zem balinces.

Learning Outcomes h“—"'_P'I*' Practice
Exercises Exercisex
* Prepare the closing entry for revenues EE4-4 PE4-4A, 4-iB
» Prepare the cloding entry for expenses EEd-4 PE4-4A, 4-iB
* Prepare the closing entry for transferring the balance of Income EE4-4 PEd-dA, 4-4B
Summnary o the owner's capital acoount
* Prepare the closing entry for the owner's drawing account EE4-4 PE4-4A, 4-4B

Describe the accounting cycle.

Key Points The 10 basic steps of the accounting cvele are as follows:

. Trapnsactions are analvzed and recorded in the journal

|

Tranzsactions are posted to the ledger

3. An unadjusted trial balance is prepared

1. Adjvstment data are assembled and analyzed

3. An opltional end-of-period  spreadshest s prepared.

. Adjusting entries are journalized and posted 1w the ledger

An adjusted trial balance is prepared.

==

Financial statements are prepared

o

Closing entries are journalized and posted o the ledger
1

b A post-closing trial balance is prepared

; Examinple | Practice
Learning Outcomes Exotciues Exercises
o List the 10 steps of the accounting cyele. EE4-5 PE4-5A, 4-5B

* Determine whether any steps are out of order in a listing of
accounting cvcle sieps

* Determine whether there are any missing steps in a listing of
accounting cycle steps

Hustrate the accounting cycle for one period.

Key Points The complete accounting oycle for Kelly Consulting for the month of April is described and
illustrared on pages 163-173

Example Proctice

& i Ot ]
Learming — Exercisis Exercises

* Complete the acoounting cyvcle for a period from beginning 1o
ek

113 | pppepr Lemmwrms 8 0 Kigips oy o! W = L sy or physiyrdnd, 10 sbick oo g Jhom i peyie s, munn ifar

LT st v bw s i maedb sl dl Wamng L praie R Cragapn |ed ey evis I gl i i bl Wl | i TE Ay 0 WL T L T



178 Chapter 4 Completing the Accounting Cycle

Explain what is meant by the fiscal year and the natural business year.

Key Points The annual accounting period adopted by a business s its fiscal year, A company's fiscal vear
that ends when business activities have reached the lowest point in its annual operating cvcle is called the
natucil business year

_ Exnmple Practice
L Out -
earning Outcome Exevcises Exoreizes

* Explain why companics use a ftiscal year that is different from the
calenchr vea

Describe and illustrate the use of working capital and the current ratio in evaluating a company’s

financial condition.

Key Polnts The ability o convert assets into cash s called liguidity, while the ability of a business to pay
its debts is called solvency. Two financial messures for evaluating a business's short-temm liguidity and sol-
venoy are working capital and the current matio, Working capital is computed by subtracting current habilities
from current assets. An excess of current assets over current liabilities implies that the business is able o
pay its current liabilities. The curment citio i computed by dividing current assets by current liabilities, The
current ratio s more usehul than working capital in making compansons across companics or with incusory
AVETREES,

Laarning Outeomes iaml:;ﬂ-t Practice
g Exercises Exercised

* Define liguidity and solvency

* Compute working capital EE4-6 PE4-6A, 4-6B
» Compute the current ratio EE4-6 PE4-0A, 4-0B

accounting cvcle (162) current ratio {175) notes receivable (155)

clearing account (157} fiscal vear (173) real (permanent) accounts (156)
closing entries (156) fixed (plant) assets (155) sobvency (174)

closing process (1506} Income Summary (157) temporary (nominal) accounts (156)
closing the books (156) liquidity (174) working capital (174)

current asseis (155) long-term Habilities (155)

current Habilities (155) natural business year (174)
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=
Journal Page
Post.
Date Description Raf. Debit Credit
214 Closing Entries

luly |31 Fees Earned 60625
Income Summary 60625

31| Income Summary 17430
Wages Expense 22855
Ciepreciation Expense 4,950
Rent Expense 4,200
Litilithes Expense 2,715
Supplies Expense £90
insurance Expense 315
Miscellaneouws Expense 1.505

31| Inceme Summary 23,185
T. Roderick, Capital 23,195

11| T.Roderick, Capital 5200
1. Foderick, Drawing 5,200

Discussion Questions

.

Why do some accountants prepare an end-of-period 9. What is the natural business year?

spreadsheet?

Describe the nature of the assets that compose the
following sections of a balance sheet: {(a) current
asscts, (h) property, plant, and equipment.

What is the difference between a current liability
and a long-term liability?

What types of accounts are referred to as temporary
acoounts?

Why are closing entries required at the end of an
accounting period?

What is the difference between adjusting entries
and closing entries?

What is the purpose of the post-closing trial
balance?

{a) What is the most important output of the

accounting cycle? (b} Do all companies have an
accounting cycle? Explain.
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10. The fiscal vears for several well-known companies

are as follows:

Company Fiscal Year Ending
Bar January 30
JCPenney January 30
larget Lorp January 30
ame Depat January 31
Tiffanw & Co January 31
mited Brangs, Ing lanuary 31

What general characteristic shared by these com-
panies explains why they do not have fiscal years
ending December 317

dwn, enr by e e wer By ey bremy il pHissi g vl fegiee

i ilw gl e s i it i ] i @ Ay e F afeegER e D E D TR R R OTOpEER E

& Canvaage Laamiedg 2iria



182 Chapter 4 Completing the Accounting Cycle

Practice Exercises

Example
Exerclses

EE&1 1 " PE&1A Flow of accounts into financial statements OBJ.1
The balances for the accounts listed below appear in the Adjusted Trial Balance columns
of the end-ol-period spreadsheet. Indicate whether cach account would flow into the
income statement, statement of owner's equity, or balance sheet,
1. Accounts Receivable 5. Rent Revenue
2. Depreciation Expense—Equipment 6. Supplics Expensc
3. Gary Van Dyke, Capital 7. Uncamed Revenue
4. Office Equipment 8, Wapes Pavable

EE4-1 1 | FE 4-18 Flow of accounts into financial statements 0BJ. 1
The balances for the accounts listed below appear in the Adjusted Trial Balance columns
of the end-of-period spreadsheet. Indicate whether each account would flow into the
income statement, statement of owner's equity, or balance sheet.
1. Accumulated Depreciation—Building 5, Prepaid Rent
2. Cash o, Supplies
3. Fees Earned 7. Tina Greer, Drawing
4. Insurance Expense B, Wapes Expense

EE4-2 1 "4 PE4-2A Statement of owner's equity 0BJ. 2
Francis Matthews owns and operates Daffodil Advertising Services. On January 1, 2013,
Francis Marthews, Capital had a balance of $475,000, During the year, Francis invested
an additional $§50,000 and withdrew §30,000. For the vear ended December 31, 2013,
Daffodil Advertising Services reported a net income of §139 500, Prepare a statement of
owner's equity for the yvear ended December 31, 2013.

EE4-2 1 '+ PE&-2B Statement of owner's equity OBJ. 2
Blake Knudson owns and operates Grab Bag Delivery Services, On January 1, 2013, Blake
Knudson, Capital had a balance of §918000. During the yvear, Blake made no additional
investments and withdrew $15,000. For the year ended December 31, 2013, Grab Bag
Delivery Services reported a net loss of $43,500, Prepare a statement of owner's equity
for the year ended December 31, 2013,

EE4-2 - ©° PE4&-3A Classified balance sheet OBJ.2

The following accounts appear in an adjusted trial balance of Hampshire Consulting,
Indicate whether each account would be reported in the (a) current asset; (b) property,
plant, and equipment; (¢} current liability; (d) long-term liability; or (e} owner's equity
section of the December 31, 2013, balance sheet of Hampshire Consulting.

1 5. Salaries Pavable

2. Jessica Kountz, Capital i, Supplies

3. Notes Payvable (due in 2020) 7
4. Prepaid Rent 8

. Building

. Taxes Payable

Unearned Service Foees
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Example
Exercizes

EE4-F oI5

EE4-4 o |

EE4-4 p 099

EE4-5 p i

Chapter 4 Completing the Accounting Cycle 183

PE 4-3B Classified balance sheet oBl. 2

The following accounts appear in an adjusted trial balance of Kangaroo Consulting. Indi-
cate whether each account would be reported in the (a) current asset; (b) property, plant,
and equipment; () current liability; (d) long-term liability; or (e) owner's equily section
of the December 31, 2013, balance sheet of Kangaroo Consulting.

1. Accounts Payable 5. Lea Gabel, Capital

2. Accounts Receivable 6. Note Payable (due in 2021)

3, Accumulated Depreciation—Building 7. Supplies

4. Cash 8. Wapges Pavable

PE 4-4A Closing entries 0BJ.3

After the accounts have been adjusted at August 31, the end of the fiscal year, the fol-
lowing balances were taken from the ledger of Marcy Delivery Services Co.:

Rita Sands, Capital 571,400,000
Rita Sands, Drawing 55,000
Fees Earned EB0,000
Wages Expense 524,000
Rent Expense 80,000
Supplies Expense 16,000
Miscellaneous Expense 9000

Journalize the four entries required to close the accounts,

PE 4-4B Closing entries OBJ. 3

After the accounts have been adjusted at April 30, the end of the fiscal vear, the follow-
ing balances were taken from the ledger of Nuclear Landscaping Co.:

Felix Godwin, Capital 5643600
Felix Godwin, Drawing 10,500
Fees Earned 156,50
Wages Expense 283,100
Rent Expense 26,000
supphies Expense 11,500
Miscellaneous Expense 13,000

Journalize the four entries required to close the accounts,

PE 4-5A Accounting cycle oBJ. 4
From the following list of steps in the accounting cycle, identify what two steps are missing.
4. Transactuons are analyvezed and recorded in the journal

b. An unadjusted trial balance is prepared.

. Adjustment data are assembled and analyvzed.

d. An optional end-of-period spreadsheet is prepared.

¢, Adjusting entries are journalized and posted to the ledger.

f. An adjusted trial balance is prepared,

g. Closing entries are journalized and posted to the ledger.

h. A post-closing trial balance 15 prepared.

PE 4-5B Accounting cycle 0Bl. 4
From the following list of steps in the accounting cycle, identfy what two steps are missing.
a, Transactions are analyzed and recorded in the journal.

h. Transactions are posted to the ledger.

(Continued )
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184 Chapter 4 Completing the Accounting Cycle

Example
Exercises

. An unadjusted trial balance is prepared.
d. An optional end-of-period spreadsheet is prepared.
e, Adjusting entries are journalized and posted to the ledger.
[, An adjusted trial balance is prepared.
g. Financial statements are prepared.
h. A post-closing trial balance is prepared.,

EE4-6 o ° PEa&-6A Working capital and current ratio OBJ.7

m The following balance sheet data for Pecan Company are shown below.
2014 2013
Current assets 1467000 51,269,000
Current Habilities 815,000 675,000
a. Determine the working capital and current ratio for 2014 and 2013,
b. Does the change in the current ratio froom 2013 to 2014 indicate a favorable or an
unfavorable trend?
EE4-6 1 © PE4-6B Working capital and current ratio 0BJ.7
m The following balance sheet data for Brimstone Company are shown below,
2014 2013

Current assets 51,586 250 51,210,000
Current liabilities F05 000 E50,000

A, Determine the working capital and current rato for 2004 and 2013,

b, Diowes the change in the current ratio from 2013 o 2014 indicate a favorable or an
unfavorable trend?

EX 4-1 Flow of accounts into financial statements OB 1,2

The balances for the accounts listed below appear in the Adjusted Trial Balance columns
of the end-of-period spreadsheet. Indicate whether each acoount would flow into the
income statement, statement of owner's equity, or balance sheet,

1. Accounts Payable . Supplies

2. Accounis Receivable 7. Uncarned Rent

3. (ash 8. Utilities Expense

4. Chad Loomis, Drawing 0, Wapes Expense

5. Fees Earned 10. Wapes Payable

EX 4-2 Classifying accounts 0BJ. 1, 2

Balances for cach of the following accounts appear in an adjusted trial balance. Tdentify
each as (a) assef, {b) lability, (¢} revenue, or (<) expense.

1. Accounts Receivable 7. Rent Revenue
2. Equipment 8. Salary Expense
3. Fees Earned 9, Salary Payable
4. Insurance Expense 10. Supplies
5. Prepaid Advertising 11. Supplies Expense
6. Prepaid Rent 12. Unearned Rent
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Chapter 4 Completing the Accounting Cycle 185

EX 4-3 Financial statements from the end-of-period spreadsheet oBi.1, 2

Holism Consulting is a consulting firm owned and operated by Scott Cutler. The end-of-
period spreadsheet shown below was prepared for the vear ended May 31, 2014,

[ A [ B [ © [T o] EJ F | & ]

1 Haolism Consulting

2 End-of-Period Spreadsheet

3 For the Year Ended May 31, 2014

4 Unadjusted Adjusted

5 Trial Balance Adjustments Trial Balance

B Account Title Dr. Cr. r. Cr. Dr. CF.

T

8 Cash 38,000 38,000

8 Accounts Receivable S0 000 80,000

10 Supplies G600 (a) 6,000 3,600

11 Office Equipmeant 74000 74,000

12 Accumulated Depraciation 10,000 (B 4,800 14,204
13 Beoounts Payable 24,400 24, 404
14 Salaries Payable (¢} 1,500 1,504
15 Scott Cutler, Capital 20,400 20, 400
16 Scott Cutler, Drawing 12,000 12,000

17 Fess Earned 175,200 175,200
18 Salary Expanse 59,000 {c) 1.500 70,500
18 Supplies Expense ia) 6000 &, 000
20 Deprecistion Expense ih) 4800 4 800

21 Miscellanesus Expense | | e .. |
22 300000 300000 12300 12300 306,300 306,300
23

Based on the preceding spreadsheet, prepare an income statement, statement of owner's
equity, and balance sheet for Holism Consulting,

EX 4-4 Financial statements from the end-of-period spreadsheet 0B 1,2

Olympia Consulting is a consulting firm owned and operted by Raul Hann. The following
end-of-period spreadsheet was prepared for the year ended April 30, 2014,

L] A | B | & ] | ] ¢ [ & |
1 Clympia Consulting
2 End-of-Period Spreadsheet
3 For the Year Ended April 30, 2014
4 Unadjusted Adjusted
5 Trial Balance Adjustments Trial Balance
6 Account Title Dr. Cr. Dr. Cr. Dr. Cr.
7
8 Cash 27 500 27,500
8 Accounts Receivable 23,500 C 53,500
10 Supplies 3,000 [a) 1,800 1,200
1 Office Equipment 30,500 30,500
12 Accumulated Depreciation 4. 500 by 750 5,250
13 Accounts Payabla 3,300 3,300
14 Salaries Payable [c) 450 450
15 Raul Hann, Capital 82,200 82,200
16 Raul Hann, Drawing 2000 2,000
1T Fees Earned &0,000 60,000
18 Salary Expense 32,000 (e} 450 32 450
18 Supplies Expense (a) 1,800 1,500
20 Depreciation Expense (b) 750 750
21 Miscellanacus Expanse 1,500 o | 1800
22 150,000 150,000 3,009 3000 151,200 151,200
23

Based on the preceding spreadsheet, prepare an income statement, statement of owner's
equity, and balance sheet for Olympia Consulting,.
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188 Chapter 4 Completing the Accounting Cycle

¥ Correct column
totals, $160,000

a. Accounts Payable #. Fees Earned

b. Accumulated Depreciation—Equipment  h. Land

¢. Depreciation Expense—Equipiment i. Supplies

d. Equipment j-  Supplics Expense

e, Ernie Hale, Capital k. Wages Expense

f. Ernie Hale, Drawing |. Wages Payable

EX 8415 Closing entries OBl 3

Prior to its closing, Income Summary had total debits of 1,190,500 and total credits of
§1,476,300.

e Briefly explain the purpose served by the income summary account and the
nature of the entries that resulted in the $1,190,500 and the §1,476,300.

EX 4-16 Closing entries with net income OBJ. 3

After all revenue and expense accounts have been closed at the end of the fiscal year,
Income Summary has a debit of $490,750 and a credit of §613,400. At the same date,
Ddarcy Lewis, Capital has a credit balance of $833,600, and Darcy Lewis, Drawing has
a balance of §55,000. (a) Journalize the entries required to complete the closing of the
accounts. (h) Determine the amount of Darcy Lewis, Capital at the end of the period.

EX 4-17 Closing entries with net loss 0BJ.3
Grande Services Co. offers its services to individuals desiring to improve their personal
images. After the accounts have been adjusted at July 31, the end of the fiscal year, the
following balances were taken from the ledger of Grande Services Co,

Gail Sabatini, Capital 542,500 Rent Expense 554,000
Gail Sabatini, Drawing 45000  Supplies Expense 14,300
Fees Earmed 337000  Miscellaneous Expense 16,200
Wages Expense 277,500

Journalize the four entries required to close the accounts.

EX 4-18 Identifying permanent accounts OBl 3
Which of the following accounts will usually appear in the post-closing trial balance?

a4, Accounts Payable g. Fees Earned

b, Accumulated Depreciation h. Office Equipment

c. Casey Ryan, Capital i. Salaries Expense

d. Casey Ryan, Drawing j- Salaries Payable

e Cash k. supplies

f. Depreciation Expense

EX 4-19 Post-closing trial balance 0BJ.3
An accountant prepared the following post-closing trial balance:

Igleo Treasures Co.

Post-Closing Trial Balance
January 31, 2014
Debit Credit
Balances Balances
R R s e S e 21,350
Accounts Recelvabil.. . civiiciinivisiiinsrren e dnine dr s e el 56,700
NS o o im0 o R, e L 7500
| T TTH T T o e S et SERs St 74 450
Accumulated Depreclation—Equipment ... iveeiiianiiiiniiiaasii 12,400
PO E - PB i e s o o o o SN e o T T 29,600
SRS PANAIR. o s mombre sonm i skl s i S s s 3,200
L g B T R PP S R 11,000
Hicole O Brien Capltal. ... cniiimiiiaaniian e b iaann s s ssanssisa 103,800

T rr—

234,850 85,150
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Chapter 4 Completing the Accounting Cycle 189

Prepare a corrected post-closing trial balance. Assume that all accounts have normal bal-
ances and that the amounts shown are correct.

EX 4-20 Steps in the accounting cycle 0Bl 4
Rearrange the following steps in the accounting cycle in proper sequence:
a, Financial statements are prepared.

b, An adjusted trial balance 15 prepared.

c. Adjustment data are asssembled and analyzed.

d. Adjusting entries are journalized and posted to the ledger.

e, Closing entries are journalized and posted to the ledger.

f. An unadjusted tral balance is prepared.

. Transactions are posted to the ledger.

h. Transactions are analyvzed and recorded in the journal.

i. An optional end-of-period spreadsheet (work sheet) is prepared.

i A post-closing trial balance is prepared.

EX 4-21 Working capital and current ratio 0Bl 7
m The following data {in thousands) were taken from recent financial statements of Under
Armour, Inc.;
- Decombar 31
| Year 2 Year 1
Current assets EE%TEEEI 5415:6&&'
Current liabilities 149,147 120,162

a. Compute the working capital and the current ratio as of December 31, Year 2 and
Year 1. Round to two decimal places.

b, What conclusions concerning the company’s ability to meet its financial obligations
can vou draw from part (a)?

EX 4-22 Working capital and current ratio 0Bl 7
The following data (in thousands) were taken from recent financial statements of Star-
bucks Corparation:

Year 2 Year 1
Current assets 52,756,400 52,035,800
Current liabilities 1,779,100 1,581,000

a. Compute the working capital and the current ratio for Year 2 and Year 1. Round to
two decimal places.

b, What conclusions concerning the company’s ability to meet its financial obligations
can you draw from part (a)?

Appendix
EX 4-23 Completing an end-of-period spreadsheet (work sheet)

List {a) through (j) in the order they would be performed in preparing and completing
an end-of-period spreadsheet (work sheet).

2. Add the Debit and Credit columns of the Unadjusted Trial Balance columns of the
spreadsheet (work sheet) to verify that the totals are equal

b, Add the Debit and Credit columns of the Balance Sheet and Income Statement columns
of the spreadshect (work sheet) to verify that the totals are equal.

{Continwed )
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190 Chapter 4 Completing the Accounting Cycle

. Add or deduct adjusting entry data o trial balance amounts, and extend amounts to
the Adjusted Trial Balance columns.

d. Add the Debit and Credit columns of the Adjustments columns of the spreadsheet
(work sheet) to verify that the totals are equal.

e, Add the Debit and Credit columns of the Balance Sheet and Income Statement columns
of the spreadsheet (work sheet) to determine the amount of net income or net loss
for the period.

f. Add the Debit and Credit columns of the Adjusted Trial Balance columns of the
spreadsheet (work sheet) w verify that the totals are equal

. Enter the adjusting entries into the spreadshect (work sheet), based on the adjustment
data.

h. Enter the amount of net income or net loss for the period in the proper Income State-
ment column and Balance Sheet column.

i. Enter the unadjusted account balances from the general ledger into the Unadjusted
Trial Balance columns of the spreadsheet (work sheet).

. Extend the adjusted trhal balance amounts o the Income Statement columns and the
Balance Sheet columns.

Appendix

EX 4-24 Adjustment data on an end-of-period spreadsheet (work sheet)
v Total debits of Alert Security Services Co, offers security services to business clients. The trial balance
Adjustments for Alert Security Services Co, has been prepared on the end-of-period spreadsheet (work
column: 531 sheet) for the vear ended October 31, 2014, shown below.
L STREADSHEET 4

Alart Security Sarvices Co.
End-of-Period Spreadsheet (Work Sheet)
For the Year Ended October 3 1,2014
Unadjusted Adjusted
Trial Balance Adjustments Trial Balance

Account Title D, Cr. Dr. Cr. Dr. Cr.

Cash 12

Accounts Receivable 20

Supplies a

Prepaid Insurance 12

Land 120

Equipment 50

Accum. Depr.—Eguipment 4

Accounts Payable 36

Wages Payable 0

Brenda Schultz, Capital 260

Brenda Schuktz, Drawing B

Fees Earned 200

Wages Expense 110

Rent Expense 12

Insurance Expense 0

Urilities Expense 6

Supplies Expense 0

Depreciation Expense a

Miscellaneous Expense T =: =

500 S04

The data for vear-end adjustments are as follows:
a. Fees earned, but not yet billed, §13.

b. Supplies on hand, §4.

. Insurance premiunms expired, $10,
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d. Depreciation expense, $3.
e, Wages accrued, but not paid, §$1.

Enter the adjustment data, and place the balances in the Adjusted Trial Balance columns.

Appendix
EX 4-25 Completing an end-of-period spreadsheet (work sheet)
¥ Het income: 565 Alert Security Services Co. offers security services to business clients. Complete the
m following end-of-period spreadsheet (work sheet) for Alert Security Services Co,
Alart Security Services Co.
End-of-Period Spreadsheet (Work Sheet)
For the Year Ended October 31, 2014
Adjusted Incorme Balance
Trial Balance Statemant Sheest
Account Title Dr. Cr. Dr. Cr. Dr. Cr.
Cach 12
Accounts Receivable 103
Supplies 4
Prepaid Insurance 2
Land 190
Equipment 50
Accum. Depr—Eguipment 7
Accounts Payable el
Wages Payable 1
Brenda Schultz, Capital 260
Brenda Schultz, Drawing B
Fees Earned 213
Wages Expense 1

Rent Expensa 12
Insurance Expense 10
Litilities Expense &
Supplies Expense 4
Cepreciation Expense 3
Miscellaneous Expense 2

(%3]
—a
-
(]
-
|

MNet income (loss) o T

Appendix

EX 4-26 Financial statements from an end-of-period spreadsheet (work sheet)
v Brenda Schultz, Based on the data in Exercise 4-23, prepare an income statement, statement of owner's
capital, October 31, equity, and balance sheet for Alert Security Services Co.
2014: 5317

Appendix

EX 4-27 Adjusting entries from an end-of-period spreadsheet (work sheet)

Based on the data in Exercise 4-24, prepare the adjusting entries for Alert Security
Services Co,

Appendix
EX 4-28 Closing entries from an end-of-period spreadsheet (work sheet)

Based on the data in Exercise 4-25, prepare the closing entries for Alert Security
Services Co.
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Problems Series A

PR 4-1A Financial statements and closing entries 0BJ.1,2,3
v 3. Total assets: Watchdog Company maintains and repairs warning lights, such as those found on radio
5359,500 towers and lighthouses. Watchdog Company prepared the end-of-period spreadsheet

shown below at July 31, 2014, the end of the current fiscal vear

L SPREADSHEET 2
L A L8 | = [ o ]| E | 1 & |
m Watchdog Company

1

2 End-of-Period Spreadshest

3 Far the Year Ended July 31, 2014

4 Unadjusted Adjusted

5 Trial Balance Adjustments Trial Balance

6 Account Title Dr. Cr. Dr. Cr. Dr. Cr.

T

B Cash 10,800 10,800

8! Accounts Receivable 38,900 [a) 4400 43 300
10| Prepaid Insurance 4200 b} 2,500 1,700

11| Supplies 2.730 fc) 1.830 00
12 Land 88,000 88,000
13 Building 400,000 400,000
14| Accum. Depr.—Building 205,300 (d) 1,600 2046 900
15| Equipment 101,000 101,000
16| Accum. Dapr.—Equipment 85,100 (e} 4.200 89,300
17 Accounts Payable 15,700 15,700
18| Salaries & Wages Payable {f} 1.800 1,800
18| Unearned Rent 2100 (g) 1.000 1,100
20 Ted Hickman, Capital 203,100 203,100
21 Ted Hickman, Drawing 10,000 10,000
22 Feas Earned 363,700 (a) 4400 68,100
23 Rant Revenue (g} 1,000 1,000
24| Salaries & Wages Expense | 163,100 {f} 1,800 164,500
25 Advertising Expansa 21,700 21,700
26 Utilities Expense 11.400 11.400
2T Repairs Expense 8,850 8,850
28| Depr, Exp.—Equipment {e] 4,200 4200
28 Inzurance Expense (&) 2,500 2 500
30 Supplies Expense (e} 1,830 1,830
31 Depr. Exp.—Building {d} 1,600 1,600
32 Misc. Expanse L 4320 4320

875,000 B75000 17330 17.330 887,000 887,000

gy

Instructions

|. Prepare an income statement for the year ended July 31.

2. Prepare a statement of owner's equity for the year ended July 31, No additional invest-
ments were made during the year,

3. Prepare a balance sheet as of July 31,
Based upon the end-of-period spreadsheet, journalize the closing entries.

5. Prepare a post-closing trial balance.

PR 4-2A Financial statements and closing entries 0BJ.2, 3
¥ 1. Don Chadwell, Ironside Securily Services 1% an investigative services [irm that is owned and operated
capital, April 30: by Don Chadwell. On April 30, 2014, the end of the current fiscal yvear, the accountant
$242,300 for Ironside Security Services prepared an end-of-period spreadsheet, a part of which

is shown on the next page.
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Chapter 4 Completing the Accounting Cycle 195

Instructions

1. For each account listed in the trial balance, enter the balance in the appropriate Bal-
ance column of a four-column account and place a check mark (¥') in the Posting
Reference column.,

[

(Optional ) Enter the unadjusted trial balance on an end-of-period spreadsheet
(wark sheet) and complete the spreadsheet. Add the accounts listed in part (3) as
needed,

3 Journalize and post the adjusting entres, inserting balances in the accounts affecied,
Record the adjusting entries on Page 26 of the journal. The following additional ac-
counts from Lakota Freight Co.'s chan of accounts should be used: Wages Payable, 22;
Supplies Expense, 52; Depreciation Expense—Equipment, 55; Depreciation Expense—
Trucks, 56; Insurance Expense, 57.

4. Prepare an adjusted trial balance.

5. Prepare an income statement, a statement of owner's equity (no additional investments
were made during the year), and a balance sheet,

6. Journalize and post the closing entries, Record the closing entries on Page 27 of the
journal. (Income Summary is account #33 in the chart of accounts.) Indicate closed
accounts by inserting a line in both Balince columns opposite the closing entry,

7. Prepare a post-closing trial balance.

PR 4-5A Complete accounting cycle 0B, 4,5
¥ B. Net income: For the past several vears, Steffy Lopez has operated a part-time consulting business rom
533,475 his home. As of July 1, 2014, Steffy decided to move to rented quarters and to operate the
m bhusiness, which was to be known as Ddamond Consulting, on a full-time basis. Diamond

Consulting entered into the following transactions during July:

July 1. The tollowing assets were received from Steffy Lopez: cash, §13,500;
accounts receivable, §20,800; supplies, $3,200; and office equipment, §7,500.
There were no Habilities received.

1. Paid two months” rent on a lease renial contract, $4,800,
2. Paid the premiums on property and casualty insurance policies, $4,500.

4. Received cash from clients as an advance pavment for services to be provided
and recorded it as unearmed fees, §5,500.

5. Purchased additional office equipment on account from Office 5Station Co.,
§6,500.

6. Received cash from clients on account, $15,300,
10. Paid cash for a newspaper advertisement, $400.
12. Paid Office Station Co. for part of the debt incurred on July 5, §5,200.
12. Recorded services provided on account for the period July 1-12, $13.300.
14. Paid receptionist for two weeks’ salary, 1,750,
Record the following transactions on Page 2 of the journal.

17. Recorded cash from cash clients for fees earned durng the period
July 1-17, §9,450.

18. Paid cash for supplies, $600,
20. Recorded services provided on account for the period July 13-20, 86,650,

24. Recorded cash from cash chients for fees earned for the perod July 17=24,
84,000,

26. Received cash from clents on account, $12.000.
27. Paid receptionist for two weeks' salary, $1,750.
29, Paid telephone bill for July, $325.
31. Paid electricity bill for July, $675.

31. Recorded cash from cash clients for fees earned for the period July 25-31, 85,200,
(Comtined )
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July 31. Recorded services provided on account for the remainder of July, $3,000.

31. Steffy withdrew $12.,500 for personal use,

Instructions
1. Journalize each tramsaction in a two-column pournal starting on Page 1, referring o
the following chart of accounts in selecting the accounts to be debited and credited.
(Do not insent the account numbers in the journal at this time.)

11 Cash 31 Steffy Lopez, Capital

12 Accounts Receivable 32 Steffy Lopez, Drawing
14 Supplies 41  Fees Earned

15  Prepaid Rent 51 Salary Expense

16  Prepaid Insurance 52 Rent Expense

18 Office Equipment 53 Supplies Expense

19 Accumulated Depreciation 54 Depreciation Expanse
21  Accounts Payable 55  Imsurance Expense

22 Salaries Payable 59 Miscellaneous Expense

23 Unearned Fees

2. Post the journal o a ledger of four-column accounts,
3. Prepare an unadjusted trial balance.

4. AL the end of July, the following adjustment data were assembled, Analvze and use
these data to complete parts (5) and (6).

. Insurance expired during July is $375,
. Supplies on hand on July 31 are $1,525.

=3

¢. Depreciation of office equipment for July is §750.
d. Accrued receptionist salary on July 31 is $175.

e, Rent expired during July is 82 400,

f. Unearned fees on July 31 are §2,750.

5. (Optional.) Enter the unadjusted trial balance on an end-of-period spreadsheet (work
sheet) and complete the spreadsheet.

6. Journalize and post the adjusting entries. Record the adjusting entries on Page 3 of
the journal.

7. Prepare an adjusted trial balance.

*

Prepare an income statement, a statement of owner's equity, and a balance sheet.

9, Prepare and post the closing entries, {Income Summary is account #33 in the chan
of accounts.) Record the closing entries on Page 4 of the journal. Indicate closed
accounts by inserting a line in both the Balance columns opposite the closing entry.

10. Prepare a post-closing trial balance.

Problems Series B

FR 4-1B Financial statements and closing entries 0BJ.1,2,3
v 3. Total assets: Last Chance Company offers legal consulting advice to prison inmates, Last Chance Com-
$342,425 pany prepared the end-of-period spreadsheet at the top of the following page at June 30,
m 2014, the end of the current fiscal year.

w Instructions

1. Prepare an income statement for the year ended June 30.

2. Prepare a statement of owner's equity for the vear ended June 30. No additional in-
vestments were made during the vear.

3. Prepare a balance sheet as of June 30,

4. On the basis of the end-of-pericd spreadsheet, journalize the closing entries,

5. Prepare a post-closing trial balance.
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A [: 8 . ¢ | b @1 & | F | & ]
= Last Chance Company
(73l End-of-Period Spreadshest
2] For the Year Ended June 30, 2014
(4] Unadjustad Adjusted
! 5 Trial Balanea Adjustmants Trlal Balamca
| 'EI Beocount Title (1] Cr. Dir. Cr. O, Cr.
B 4|
B| Cash | B0 : : | 500
B Aocounts Recevable 22750 {a} 3,750 2%,500
10 Prepaid Inssrarce [ 3600 [ ) 1300 2300
1! Supples | 20 . (g} 1500 525
12 Land | 0000 _ | | BOOD
13 Building 340,000 340,000
| 14| pocum, Depr —Buikdng | 140,000 ) 3000 | 183,000
15 Equipment L A0.000 _ | | 140,000
18] Accum Depr —Equipmant 54 450 [a] 4550 55000
17 Ascounts Payable | 8.750 : _ | 8750
18! Salanes & Wapes Paysble | | in 1300 | 1300
'F'B' Uneamsad Ranl 4 500 (g} 3,000 1,500
20/ Tami Garigan, Capial | 361,300 . : | 361300
21 Tami Garigen, Drawng | 20000 M | | 0,00
22| Feas Eamat | 200,000 [a) 3./50 | 283750
| 23| Renl Reverue | | (g 3000 | 3000
|ﬂ" Salames B Wages Expenss | 145 100 Ty 1.900 147,000
|25/ Advartising Expanse | BEBOO ' ' | B&.BO00
?:E Liililies Expense 0000 30, m'ﬂ
f?l Travel Expense | 18780 | | |18 TH
28| Depr. Exp.—Equipment {e) 4540 4 B5]
{29 Depr Exp —Building [ '{d) 3,000 [ 3,000
30| Suppies Experse | | 1) 1500 | 1,504
31 Insurance Expenss | | B 1,30 L
32| Mise. Expansa 5 ATS 5875
| QUOO00 900000 1E0a0  1RO00) 93200 993200
PR 4-2B Financial statements and closing entries 0BJ. 2,3
v 1. Nicole Gorman, The Gorman Group is a financial planning services firm owned and operated by Nicole Gor-
capital, October 31: man. As of October 31, 2014, the end of the current fscal year, the accountant for The Gorman
$313.,000 Group prepared an end-of-period spreadsheet (work sheet), pant of which is shown below,
| B A | F | G ]
]| The Gorman Group
Z End-of-Pericd Spreadshest |
;| For the Year Ended October 31, 3014
il I Adjusted
5 i Trial Balance
B Account Title I Cr.
7| A
'8 Cash 11000
B! Aooounts Recsivahie h 28,150
0] Supplies ! 6,350
11| Frepaid Insurarca A 2,500
12| Land I 75000 |
13 Buidings w 250,000
_1_-l-- Accumulated Depreciation—Buildings || | 117,200
15 Equipmant ;l 240,000
_1E Acounulated Depreaation—Equpmant | | 151,700
17 Accounts Payable i 3,300
18/ Salanas Payabla " 3,300
19 Unearned Rent | 1,500
20| Nicalo Goemanr, Capital b 220,000
21| Micole Gorman, Draweng | 20,000

22| Senvice Fees 458,000

23| Rent Revenus i _ 5,000
24 | Balanas Expenca ""-: 251,000

25 Depreciztion Expense—Equpment ¥ 17,500

E! Rert Expance ) 15,500

27| Supplies Expensa i 9,000 |

28| Untities Expanse 8,500

H Depreciztion Expense—Buldngs i 6,600 |

30| Repars Expense % 3480

31| insuranca Expenca ol 3,000

32 Miscalaneous Expense il G450

B L 1000000 1900000

(Comtinied )
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198 Chapter 4 Completing the Accounting Cycle

Instructions

1.

Prepare an income statement, a statement of owner's equity (no additional investments
were made during the year), and a balance sheet.

2. Journalize the entries that were required to close the accounts at Cetober 31,

3. If the balance of Nicole Gorman, Capital had instead increased §115,000 after the clos-

ing entries were posted, and the withdrawials remained the same, what would have
been the amount of net income or net loss?

PR 4-38 T accounts, adjusting entries, financial statements, 0BJ.2,3
and closing entries; optional end-of-period spreadsheet (work sheet)
¥ 5. Met income: The unadjusted trial balance of La Mesa Laundry at August 31, 2014, the end of the cur-
527,350 rent fiscal vear, is shown below.
UCERALLDGER S
La Mesa Laundry
Unadjusted Trial Balance
August 31,2014
Debit Credit
Balances Balances
e T R el R s it ot ot R L S R T L i 3,800
LAy PP, o, R S i SR R F R VR e R e A P W Q000
PrERall IS MEBIDE i b i o ey o R o B R ol e r B R i 6,000
CROnEry EUIBMETE o o ronnir vesmd v e e mds s e s s g 180,800
Accumulated Deprecialhn. oo, oo iao i ir et i 409 300
A oIS PRI i i hris e e s e R e WA e B e e 7800
Bobhl Dewn it TR, o s s e et e A e R R 95,000
Bobb Doy ney. DEa I . vvvvivnvmi v mwe e s e vas s 2,400
B T8 ) T [ P B P T i 248,000
et LA T L R R R SR S R S R 135,800
BT AT - - s i i B A 5 B W e A R R R R 43,200
I TR T TNEN . i A 5 0 e 16,000
MisceHaneols EXPeREE .. oo ey ionhsamsnsims s eiges s wnssliie 3,000
400,000 400,000

The data needed to determine vear-end adjustments are as follows:

A, Wages accrued but not paid at August 31 are $2,200,

b. Depreciation of equipment during the year is §8,150.

¢. Laundry supplies on hand at August 31 are $2,000.

d. Insurance premivins expired during the vear are $5 300,

Instructions

1. Foreach account listed in the unadjusted tral balance, enter the balance in a T account.
Identify the balance as “Aug. 31 Bal.” In addition, add T accounts for Wages Payable,
Depreciation Expense, Laundry Supplics Expense, Insurance Expense, and Income
SUMmary.

2. (Optional.) Enter the unadjusted trial balance on an end-of-period spreadsheet
{work sheet) and complete the spreadsheet. Add the accounts listed in part (1) as
neecded.

3. Journalize and post the adjusting entries. Identify the adjustments by “Adj." and the

new balances as “Adj. Bal.”

4. Prepare an adjusted trial balance.

5. Prepare an income statement, a statement of owner’s equity {no additional investiments

were made during the vear), and a balance sheet.
Journalize and post the closing entries. Ildentify the closing entries by “Clos.”
Prepare a post=closing trial balance,

Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
i Idha s S vl B ool ol @eataniad by affect chet averad | bsos g acpenis iod. g agee | codmd i issiryed (ha nghi oo iemeove cdeti Dita] £obteod @ any L0 of o dae e i @00 Aol © ol Rcpi e 0




Chapter 4 Completing the Accounting Cycle 199

PR 4-4B Ledger accounts, adjusting entries, financial statements, 0BJ. 2,3
and closing entries; optional end-of-period spreadsheet (work sheet)
# 5. Net income: The unadjusted trial balance of Recessive Interiors at January 31, 2014, the end of the
546,150 current vear, is shown below,
m Recessive Interlors
Unadjusted Trial Balance
January 31, 2014
Drekait Credit
Balances Balances
VT R s o R o s R R R S R B R T e 13,100
T3 Dl v st s e e R R T e 8,000
14 PreRR el TS IR, - o doaie e i i oo i s, oot e b s e o 7,500
LT LT T T 113,000
17 Accumulated Depreciation—Equipment. ... covvviarivanrvann, 12,000
18 Accurmulated Depreciation—Trueeks .. .oovvvvvrriinnriinnroennn: 29100
21 Accounts Pavable, ..o v 4,500
31 Jebnid MQUEY CERIREL. . oo e i s i e e ey e 126,400
32 Jeanne MeQuay, Drawing. ..ooiaeeriannriiiriiiansiiansins i 3,000
A SRV REVBIIUE . « i o n o s i a6 A 155,000
ST Wages EXpens® ... e s r e ey 72,000
o 1T 7T T R O N P S ST S R ST 7600
S T B T e e e e R 5350
B9 Miscellansous Bapanise. v cisee s iin i s ins s s ias ey va s e e 5450
325,000 325,000

The data needed o determine year-end adjustunents are as follows:

Supplies on hand at January 31 are $2,850.

Insurance premiums expired during the vear are $3,150.
Depreciation of equipment during the year is §5.250,
Depreciation of trucks during the year is §4,000,

B~ R

r

Wages accrued but not paid at January 31 are $900.

Instructions

1. For each account listed in the unadjusted trial balance, enter the balance in the ap-
propriate Balance column of a four-column account and place a check mark (@) in
the Posting Reference column.

2. (Optional ) Enter the unadjusted trial balance on an end-of-period spreadsheet (work
sheet) and complete the spreadsheet. Add the accounts listed in part (3} as needed,

3. Journalize and post the adjusting entries, inserting balances in the accounts affecied.
Record the adjusting entries on Page 26 of the journal. The following additional ac-
counts from Recessive Interiors’ chart of accounts should be used: Wages Pavable, 22;
Depreciation Expense—Equipment, 54; Supplies Expense, 55; Depreciation Expense—
Trucks, 56; Insurance Expense, 57.

4. Prepare an adjusted trial balance.

5. Mrepare an income statement, a statement of owner's equity (no additional investinents
were made during the year), and a balance sheet.

6. Journalize and post the closing entries. Record the closing entries on Page 27 of the
journal, (Income Summary is account 33 in the chart of accounts.) Indicate closed
accounts by inserting a line in both Balance columns opposite the closing entry,

7. Prepare a post-closing trial balance.

PR 4-5B Complete accounting cycle OBL 4,5
v &. Net income: For the past several vears, Jeff Horton has operated a pari-time consulting business from
§53,775 his home. As of April 1, 2014, Jeff decided to move to rented quarters and to operate the

L SPREADSHEET 2 (Continned )

Copyrghi 2012 Congagr Leaming. A8 Badis Hescrved Moy o by copecd, sommed, or dupbsosicd, m shele o pad. Den o dbecromc nghis, ssesn thied pariy connd may b soppees ed om ibe ol ook, amlior £ Chapints, Bdvional rerees s
Al T s dgpesed coulan dieis red Sedenalby sl the overad | s ng dcpena s Cendage |oamd g isearved e npht oo s merve s il ©otbeot @ any U o aliengsm ngi ieamic ks rgpEns il



202 Chapter 4 Completing the Accounting Cycle

3. Journalize¢ and post the closing entries. The income summary account is #33 in the
ledger of PS Music. Indicate closed accounts by inserting a line in both Balance col-
umns opposite the closing entry.

4, Prepare a post-closing trial balance,

Comprehensive Problem 1

v B, Met income, Eelly Pitney began her consulting business, Kelly Consulting, on April 1, 2014, The ac-
533,425 counting cycle for Kelly Consulting for April, including financial statements, was illustrated

R EHERALLEDGEE S

on pages 163=173, During May, Kelly Consulting entered into the following transactions:

May 3. Received cash from clients as an advance pavment for services to be provided

17.

and recorded it as unearned fees, $4,300.

Receivied cash from clients on account, 52,450,

Paid cash for a newspaper advertisement, $225.

Paid Office Station Co. for part of the debt incurred on April 5, $640.
Recorded services provided on account for the period May 1-15, §9,180.

Paid part-time receptionist for two weeks” salary including the amount owed on

April 30, $750.
Recorded cash from cash clients for fees carned during the perdod May 1-16,

Record the following transactions on Page 6 of the jfournal.

20, Purchased supplies on account, $735.
21. Recorded services provided on account for the period May 16-20, $4,820.
25, Recorded cash from cash clhients for fees earned for the period May 17-23, §7,900.
27, Received cash from clients on account, $§9,520.
28. Paid part-time receptionist for two weeks™ salary, §750.
30. Paid telephone bill for May, $260.
31, Paid electricity bill for May, $810.
31. Recorded cash from cash clients for fees earned for the period May 26-31, §3,300.
31. Recorded services provided on account for the remainder of May, $2,650.
31. Kelly withdrew §10,500 for personal use,
Instructions

1. The chart of accounts for Kelly Consulting is shown on page 164, and the post-closing
irdal balance as of Aprl 30, 2014, is shown on page 171, For each account i the
post-closing trial balance, enter the balance in the appropriate Balance column of a
four-column account. Date the balances May 1, 2014, and place a check mark (+)
in the Posting Reference column. Journalize each of the May transactions in a two-
column pournal starting on Page 5 of the journal and using Kelly Consulting’s chan
of accounts. (Do not insert the account numbers in the journal at this thme. )

Post the journal o a ledger of four-column accounis.

Prepare an unadjusted trial balance.

At the end of May, the tollowing adjustment data were assembled. Analvze and use
these data to complete parts (5) and (6).

a.

I,

s

d.

Insurance expired during May is $275.

supplies on hand on May 31 are §715.
Depreciation of offlice equipment for May is $330.
Accrued receptionist salary on May 31 is $325.

e. Rent expired during May is $1,600,
f. Unearned fees on May 31 are $3,210.
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Chapter 4 Completing the Accounting Cycle 203

Wiy

(Optional.) Enter the unadjusted trial balance on an end-of-period spreadshect (work
sheet) and complete the spreadsheet.

6. Journalize and post the adjusting entries. Record the adjusting entries on page 7 of
the journal,

Prepare an adjusted trial balance.

|

Prepare an income statement, a statement of owner's equity, and a balance sheet

W om

Prepare and post the closing entries. Record the closing entries on Page 8 of the
journal, (Income Summary 15 account #33 in the chart of accounts.) Indicate closed
accounts by inserting a line in both the Balance columns opposite the closing entry.

10. Prepare a post-closing trial balance.

Cases & Projects

CP 4-1 Ethics and professional conduct in business

Picasso Graphics is a graphics ars design consulting firm. Pablo Taylor, its treasurer and
vice president of finance, has prepared a classified balance sheet as of July 31, 2014, the
end of its fiscal year. This balance sheet will be submitted with Picasso Graphics” loan
apphication 1o Paris Trust & Savings Bank.

In the Current Assets section of the balance sheet, Pablo reported a $56.000 receiv-
able from Becky Holt, the president of Picasso Graphics, as a trade account receivahle,
Becky borrowed the money from Picasso Graphics in January 2012 for a down payment
on a new home. She has orally assured Pablo that she will pay off the account receivable
within the next year. Pablo reported the $536,000 in the same manner on the preceding
vear's balance sheet,

e Evaluate whether it is acceptable for Pablo to prepare the July 31, 2014, balance
sheet in the manner indicated above.,

CP 4-2 Financial statements

The following is an excerpt from a telephone conversation between Ben Simpson, presi-
dent of Main Street Co.. and Tami Lundgren, owner of Reliable Employment Co.

Fen; Tami, you're gaing 1o have to do a better job of finding me a new computer programmer, That last guy was
great at programming, but he didn't have any common sense.

Tamil: What dio yoeu mean? The guy bhad a masters degree with stiaight A,

Bern: Yes, well, last month he developed a new financial reporting system. He sabd we could do away with manualby
preparing an end-of-period spreadsheet (work sheet) and financlal statements. The computer wiould autornathcally
generate aur financial statements with “a push of a button”

Taml: S0 what's the big deal? Sounds to me like It would save you time and effort.

Berr; Right! The balance sheet showed a minus for supplies!

Tarmnd: Mimus supplies? How can that be?

Ber That's what | asked,

Tawnl; 5o, what did he say?

Hen; Well, after he checked the program, be said that it must be right. The minuses were greater than the pluses, ...

Tevml: Dricle't e ko that Supplies can't have a credit balance—it must have a debit balanca?

Een; He asked me what a debit and credit were.

Tami: | see your point.

1. e Comment on (a) the desirability of computerizing Main Street Co)'s financial
reporting svstem, (b) the elimination of the end-of-pericd spreadsheet (work sheet)

in a computerized accounting system, and (c) the computer programmer's lack of ac-
counting knowledge,

2, - Explain to the programmer why Supplies could not have a credit balance.
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204 Chapter 4 Completing the Accounting Cycle

CP 4-3 Financial statements

Assume that vou recently accepted a position with Five Star National Bank & Trust as an
assistant loan officer. As one of your first duties, you have been assigned the responsibility
of evaluating a loan request for $300,000 from West Gate Aute Co., a small proprietor-
ship. In support of the loan application, Joan Whalen, owner, submitted a “Statement of
Accounts” (trial balance) for the first vear of operations ended October 31, 2014,

West Gate Auto Co,
Statement of Accounts

October 31,2014
Cash . 5,000
Elllmgi[ﬁluefrnmﬂthms 40,000
Suppliex ichemicals-stéd oo cu s s e e e 7500
Building . . 222300
Equ-pment 50,000
Amountsﬂwedmﬂthers.......--...--....-....-....-............. 31,000
[Pt rment I Bl . s s s s TR e e A e e A 179,000
B VIR BB EIIE L v e d i e b L e e R e L e T 215,000
Wages EXPENSE ... iaciiveaiianaiiiaasiasaiisassisassississisias 75,000
LTI XMV s oo w, i im0 00 e 10,000
BTSRRI s - b 0 o 0, 0, A o 8,000
| Rl B P . ¢ o s et R L s ¥ Fale o F w B e b ala 400k WA A0S A MO R A 6,000
D B PR B o s e T e R M A R e 1,200

425,000 425,004

1. & Explain 1o Joan Whalen why a set of financial statements (income statement,
statement of owner's equity, and balance sheet) would be useful to you in evaluating
the loan request

2. In discussing the "Statement of Accounts” with Joan Whalen, vou discovered that the
accounts had not been adjusted at October 31, Analyze the “Statement of Accounts™
and indicate possible adjusting entries that might be necessary before an accurate set
of financial statements could be prepared.

3. Emmmme- Assuming that an accurate set of financial statements will be submitted by
Joan Whalen in a few days, what other considerations or information would you re-
guire before making a decision on the loan request?

GETTTIITTEE CP 43 Compare balance sheets

Group Project

In groups of three or four, compare the balance sheets of two different companies, and
present to the class a summary of the similarities and differences of the two companies.
You may obtain the balance sheets vou need from one of the following sources;

1. Your school or local library.

2. The investor relations department of each company,
3. The company's Web site on the Internet.
4

. EDGAR (Electronic Data Gathering, Analysis, and Retrieval), the electronic archives of
financial statements filed with the Securities and Exchange Commission,

SEC documents can be retrieved using the EdgarScan™ service at http://sec.gov. To obtain
annual report information, under Filings & Forms click on “Search for Company Filings,”
click on “Company or fund name, ticker symbol, ..." type in the company name, and
then click on “Find Companies.” Click on the CIK related to the company name, search
for Porm 10-K, and click on "Retrieve Selected Findings.” Finally, click on the "html" for
the latest period and the related document.

Empymighi 20012 '.:l.“.pr Leaming. A Badis Ii:r:r\-:\-: My prd b popacd,. someed, o Suplscmied, o shele orinped Der (o dbecinemc nghis. sove Ded poriy cossnd may b wppeeswd Bom e cHosk, pelior Chepienisp, Bdvional rerees: s
Idha s £ 0 ki fad @bl by affect thet overad | baaoe g acperis e Ceng age | ooam i issirved (he nght oo s Geove sl nita] ©obleod @ any L0 o o e i n @RI ieal © kol ficpsne i




(HAPTER




© Cengags Leaming 2014

Learning Objectives
After studying this chapter, you should be able to:

Example Exercizes

Define and describe an accounting system.
Basic Accounting Systems

Journalize and post transactions in a manual accounting system that
uses subsidiary ledgers and special journals.
Manual Accounting Systems

Subsidiary Ledgers

Special Journals

Revenue Jlournal EE 5-1
Cash Receipts Journal

Accounts Receivable Controd Accoumnt and Subsidiary Ledger EE 5-2
Purchases laurnal EE 5-3
Cash Payments Journal

Accounts Payable Control Account and Subsidiary Ledger EE 5-4

Describe and illustrate the use of a computerized accounting system.
Computerized Accounting Systems

Describe the basic features of e-commerce,
E-Commerce

Use segment analysis in evaluating the operating performance of a company.
Fimancial Analysis and Interpretation: Segment Analysis EE 5-5

AtaGlance 5 Page 225

eiesnd  Basic Accounting Systems

describe

an accounting system.

In Chapters 1-4, an accounting system for NetSolutions was described and illustrated,
An accounting system is the methods and procedures for collecting, classifying,
summarizing, and reporting a business's financial and operating information. Most
accounting systems, however, are more complex than NetSolutions”. For example,
Southwest Airlines's accounting system notl only records basic transaction data, but also
records data on such items as ticket reservations, credit card collections, frequent-flier
mileage, and aircraft maintenance.

As a business grows and changes, its accounting system also changes in a three-
step process, This three-step process is as follows:

Step 1. Analyze user information needs,
Step 2. Design the system to meet the user needs.
Step 3. fmplenent the system,

For NetSolutions, our analysis determined that Chris Clark
needed financial statements for the new business. We designed
the system, using a basic manuoal system that included a chart of
accounts, a two-column journal, and a general ledger, Finally, we
implemented the system to record transactions and prepare finan-
cial statements.

Once a system has been implemented, input from users is used
to analyze and improve the system. For ¢xample, in kter chapters,
NetSolutions expands its chan of accounis to record more complex
ransaciions.

The accounting system design consists of:

1. internal controls and
2. information processing methods.
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Chapter 5 Accounting Systems 209

As shown above, transactions that are recorded in the revenue and cash receipts
journals will affect the accounts receivable subsidiary ledger, Likewise, transactions
that are recorded in the purchases and cash payments journals will affect the accounits
payable subsidiary ledger.

We will assume that NetSolutions had the following selected general ledger bal-
ances on March 1, 2014:

Account

Number Account Balance

n Cash $6,200
12 Accounts Receivable 3,400
14 Supplies 2,500
18 Dffice Equipment 2,500
1 Accounts Payable 1.230

Revenue Journal

Fees earned on account would be recorded in the revenue journal. Cash fees earned
would be recorded in the cash receipts journal.

To illustrate the efficiency of using a revenue journal, an example for NetSolutions
18 wsecd, S[H:L‘iﬁq:al]y, assume that NetSolutions recorded the following four revenue
transactions for March in its general journal:

| s
Mar. | 2| Accounts Receivable— Accesiories By Claire 124 2,200
Fees Earmed 41 2,200
6 | Accounts Recelvable—Rapdone 12" 1,750
Fees Earned 41 1,750
18 | Accounts Receivable—Web Cantina 125" 2650
Fees Earmed 41 2650
27 | Accounts Receivable—Accessories By Claire 12+ 3,000
Fees Eamed 41 3,000

For the above entries, NetSolutions recorded eight accounts and eight amounts.
In addition, NetSolutions made 12 postings to the ledgers—four to Accounts Re-
ceivable in the general ledger, four to the accounts receivable subsidiary ledger
(indicated by each check mark), and four 1o Fees Earned in the general ledger.

The preceding revenue transactions could be recorded more efficiently in a rev-
enue journal, as shown in Exhibit 2. In each revenue transaction, the amount of the
debit to Accounts Receivable is the same as the amount of the credit to Fees Earned.
Thus, only a single amount column is necessary. The date, invoice number, customer
name, and amount are entered separately for each transaction.

Revenues are normally recorded in the revenue journal when the company
sends an invoice to the customer, An invoice is the bill that is sent to the cus-
tomer by the company, Fach invoice is normally numbered in sequence for future
reference.

To illustrate, assume that on March 2 NetSolutions issued Invoice No, 615 to
Accessories By Claire for fees earned of §2,200, This transaction is entered in the
revenue journal, shown in Exhibit 2, by entering the following items:

1. Date column: Mar, 2
2 Invoice No, column: 615
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EXHIBIT 2 Revenue Journal

Revenue Journal

Invoice
Date Mo, Account Debited

Accts. Rec. Dr.
Fees Earned Cr.

2

Mar, | 2 615 Accessories By Claire 2,200
G| 616 RapZane 1,750

|18 617 Web Cantina 2,650

27| 618 | Accessories By Claire 3,000

& 9,600

3. Account Debited column: Accessories By Claire
4. Accts. Rec. Dr/Fees Earned Cr. column: 2,200

The process of posting from a revenue journal, shown in Exhibit 3, is as follows:

1. Each transacton is posted individually to a customer account in the accounts receivable

subsidiary ledger. Postings to customer accounts should be made on a regular basis.
In this way, the customer's account will show a current balance. Since the balances
in the customer acoounts are usually debit balances, the three-column account form
is shown in Exhibit 3.

To illustrate, Exhilyit 3 shows the posting of the $2,200 debit to Accessories By Claire
i The goconinis receivable snbsidiary ledper. After the posting, Accessories By Claive
bas a debit balance of $2,200.

To provide a trail of the entries posted o the subsidiary and general ledger, the

source of these entries is indicated in the Posting Reference column of each account
by inserting the letter R (for revenue journal) and the page number of the revenue
journal.

To lwstrate, Exbildt 3 shows that after 32,200 s posted o Accessorfes By Claire's ac-
count, R35 is inserted into the Post. Ref, column of the account,

. To indicate that the transaction has been posted o the accounts receivable subsidiary

ledger, a check mark {(+) is inserted in the Post. Ref. column of the revenue journal,
as shown in Exhabit 3.

To iftwstrafe, Exbibit 3 shows thal a check mark [« ) bas been inseried in the Posi,
Ref, colnmn next to Accessories By Claire in the revenue jowrnal to indicate that the
82,200 bas been posted.

4, A single monthly total is posted to Accounts Receivable and Fees Earned in the

general ledger. This total is equal o the sum of the month’s debits to the individual
accounts in the subsidiary ledger. It is posted in the general ledger as a debit to
Accounts Receivable and a credit to Fees Earned, as shown in Exhibit 3. The ac-
counts receivable acecount number (12) and the fees earned account number (410
are then inserted below the total in the revenue journal to indicate that the posting
i5 completed.

To illustrate, FExhibit 3 shows the monthly total of §9,600 was posted as a defit to
Accounis Recefvable (12) and as a credit o Fees Earmned (41).

Exhibit 3 illustrates the efficiency gained by using the revenue journal rather than

the general journal. Specifically, all of the transactions for fees earned during the
month are posted to the general ledger only once—at the end of the month.,
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EXHIBIT 3 Revenue Journal and Postings

General Ledger
Account Accournls Receivabls

Date Item Ref. | Debit | Credit
Joid
iar 1| Balance |

A1 R35 S,600

Revenue Journal

Accont Ma, 12 Mame: Accessoned By Cleaire

Invaice Post. Accts. Rec, Dr.
Date No. Account Debited Ref. Fees Earned Cr.
Rl
Mar. | 2 615 Accessories By Clakre v 2,200 s—
6| 6148 RapZone v 1,7 50—
18 617 Web Cantina o 2550 m—
27 618 Accessories By Claire ¥ 3000 s—
i 600
(12)(41)

Accounts Receivable Subsidiary Ledger

31,400
13,000

Account Fees Eamed

Paost.
Date Item Ref. | Debit | Credit
1014
Mar. |31 R25 9,600

ACCOUNT Mo, 4]

Name: Web Canting

L]

©Cangage Leaming

Example Exercise 5-1 Revenue Journal )

The following revenue transactions occummed during December:

Dec. 5. lssued Invoice No, 302 to Butler Company for services provided on account, 55,000,
9. Issued Invoice No. 303 to Jojo Enterprises for senvices provided on account, 52,100,
15. Issued Invoice No. 304 to Double D Inc, for services provided on account, 53,250,

Record these transactions in a revenuea journal as illustrated In Exhibit 2.

Follow My Example 5-1 )

REVENUE JOURNMNAL
Invoice Post. Accts. Rec. Dr.
Date MNo. Account Debited Ref. Fees Earned Cr.
Dec. 5 302 Butler Company 5,000
1] 303 Jolo Enterprises 2,100
15 304 Double I inc. 3,250
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Cash Receipts Journal

Chapter 5 Accounting Systems

All transactions that involve the receipt of cash are recorded in a cash receipts journal.
The cash receipts journal for NetSolutions is shown in Exhibit 4,

This journal has a Cash Dr. column. The types of cash receipt transactions and
their frequency determine the titles of the other columns. For example, NetSolutions
often receives cash from customers on account. Thus, the cash receipts journal in
Exhilvt 44 has an Accounis Receivable Cr. column.

To illustrate, on March 28 Accessories By Claire made a payment of $2,200 on its
account, This transaction is recorded in the cash receipts journal, shown in Exhibit 4,

by entering the following items:

1. Date column: Mar, 28
2, Account Credited column: Accessories By Claire

EXHIBIT 4

Account Cash

Date
J0TA

far. | 1

131}

ftiern

Balance

Cash Receipts Journal and Postings

aoi4
Mar 1| Rent Revenue
13| ‘Web Cantina
28| Accessories By Claire
i0| Rapfone
31

General Ledger

Duebit

7.750

Credit

Sccount Mo. 71

Cash Receipts Journal

Debit | Credit

6,200
13,950

Accaunt Mo, 1.7

Accounts Receivable Subsidiary Ledger

Nam®e: Accessonies By Claire

kar.

2
28

Item

Post.
Ref.

R35
Ras
CR14

2,200
3,000

Credit

2,200 -

Balance

2200
5,200
1,000

Balance Fost.
Date Itemi Ref. | Debit | Credit Balance
Date Item Ref. | Debit | Credit | Debit | Credit s
- Mar, | & R35 | 1,750 1,750
Miar 1| Balance o 3,400 o Chi4 1,750 -
{31 R3i5 | 900 13,000
fa] CRI4 7.350 | 5650
Name: Wet Cantina
Account Rent Revenue Acoaunt Mo, 47 ate Ttemn Hl'f-. Debit | Credit Balance
ik
Balance Mar. | 1| Balance | 3400 | =
Post. g R35 2,650 6, 050 5
Date item | Ref. | Deblt | Credit | Debit | Credit 19 CR14 3,400 4 2650 | £
3814 b
Mar. | 1 CR14 400 400 &
A g
L |
i
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3. Accounts Receivable Cr. columne 2, 2640
4. Cash Dr. column: 2 2660

The Other Accounts Cr. column in Exhibit 4 is used for recording credits to any
account for which there is no special credit column, For example, NetSolutions received
cash on March 1 for rent. Since no special column exists for Rent Revenue, Rent Rev-
enue is entered in the Account Credited column. Thus, this transaction is recorded in
the cash receipts journal, shown in Exhibit 4, by entering the following items:

1. Date column: Mar. §

2. Account Credited column: Rent Revenue
3. Oher Accounts Cr, colummn: 600

4. Cash Dr. column: 400

At the end of the month, all of the amount columns are totaled. The debits must
equal the credits, If the debits do not equal the credits, an error has occurred. Betore
proceeding further, the eérror must be found and corrected,

The process of posting from the cash receipts journal, shown in Exhibit 4, is:

l. Each transaction involving the receipt of cash on account is posted individually to a
customer account in the accounts receivable subsidiary ledger. Postings (o customer
accounts should be made on a regular basis, In this way, the customer's account will
show a current balance.

To iflustrate, Exbibit 4 sbows on March 19 the receipt of $3,400 on account from Web
Canting, The pasiing of the §3.400 credin to Web Canting in the accounis recefvalile
subsidiary ledger is also shown in Exbhibit 4. After the posting, Web Cantinag bas a
debit balance of $2,650. If a posting resulls in a cuistomer’s aocount with a credit
balance, the credit balance s indicated by an asterisk or parentheses (n the Balance
column. [ an acconnt’s balance is zero, a line may be drawn in the Balance columan.

2. To provide a tmail of the entries posted to the subsidiary ledger, the source of these
entries 15 indicated in the Posting Reference column of each account by inserting the
letter CR (for cash receipts journal) and the page number of the cash receipts journal.
To illusirate, Exhibit 4 shows that after $3,400 is posted to Web Cantina's account in
the aoconnls recefvable subsidiary ledper, CRI4 s inserted inio the Posi. Refl. colwimn
af the account.

3. To indicate that the transaction has been posted to the accounts receivable subsidiary
ledger, a check mark () is inserted in the Posting Reference column of the cash
receipts journal,

To fllusirate, Exhilvl 4 shows that a check mark (v} bas been inseried in the Fost,
Ref. column next to Web Cantinag to indicate that the 33,400 bas been posted.

4. A single monthly total of the Accounts Receivable Cr. column is posted to the accounts
receivable general ledger account. This is the wial cash received on account and is
posted as a credit to Accounts Receivable, The accounts receivable account mumber
(12} is then inserted below the Accounts Receivable Cr. column to indicate that the
posting 15 complete.

To fllusirale, Exbibit 4 shows the wionthly fodal of 37,350 was posted as a credil fo
Acconnis Recelvable (12),

5. A single monthly total of the Cash Dr. column is posted to the cash general ledger
account. This is the total cash received during the month and is posted as a debit o
Cash, The cash account number (11) is then inserted below the Cash Dr. column to
indicate that the posting is complete.

To ilfustrate, Exhibit 4 shows the monthly total of $7,.750 was posted as a debit to
Cash (11),

6. The accounts listed in the Other Accounts Cr. column are posted on a regular basis
as a separate credit to each account. The account number is then inserted in the
Post. Rel. column to indicate that the posting is complete. Because accounts in the
Other Accounts Cr, column are posted individually, a check mark is placed below
the column total at the end of the month to show that no further action is needed.
To iltustrate, Exbibit 4 shows that $400 was posted as a credit to Rent Revenue in the
peneral ledper, and the rend revenue accound nnmber (42) was endered in the Post. Ref.
cofumn of the cash receipis journal, Also, al the end of the month a check mark (v ) is
entered below the Other Accouwmnis Cr. coltimn 1o indicate that no further action s needed.
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At the end of the month, all of the amount columns are totaled. The debits must
equal the credits. If the debits do not equal the credits, an ¢rror has occurred. Before
proceeding further, the eérror must be found and corrected.

The process of posting from the purchases journal shown in Exhibit 5 is as
follows;

1. Each transaction involving a purchase on account is posted individually 1o a creditor's
account in the accounts pavable subsidiary ledger. Postings to creditor accounts should
be made on a regular basis. In this way, the creditor's account will show a current
balance,

To fllustrate, Exhibit 5 shows on March 3 the purchase of suplies of 36000on account
Sfrom Howard Supplies. The posting of the 3600 credit to Howard Supplies accounits
peveabile siebsidiary ledger is also shown in Exbibit 5. After the posting, Howard Sufpipiies
has a credit balance of $600.

X To provide a trail of the entries posted to the subsidiary and general ledgers, the
source of these entries is indicated in the Posting Reference column of each account
by inserting the lener P (for purchases journal} and the page number of the purchases
journal.

To illustrate, Exbibit 5 shows that after 3600 is posted to Howard Supplies account,
P11 s inserted (nfo the Post, Ref. coltimn of the acconnl,

% To indicate that the transaction has been posted to the accounts payvable subsidiary
ledger, a check mark (+) is inserted in the Posting Reference column of the purchases
journal, as shown in Exhibit 5.

To lustrate, Exhibit 5 shows that a check mark (v') bas been inserted in the Post.
Ref. column next o Howard Supplies fo indicate that the 3600 has been posted.

4. Asingle monthly total of the Accounts Pavable Cr. column is posted to the accounts payable
general ledger account. This is the total amount purchased on account and is posted as
a credit o Accounts Pavable, The accounts pavable account number (21) is then inserted
below the Accounts Payable Cr. column to indicate that the posting is complete.

To illustrate, Exhibit 5 shows the monthly total of $6,230 was posted as a credit o
Accounts Payable (21).

5. A single monthly total of the Supplies Dr. column is posted o the supplies general
ledper account. This is the wotal supplies purchased on account durng the month and
is posted as a debit to Supplies. The supplies account number (14) is then inserted
below the Supplics Dr. column o indicate that the posting is complere.

To illustrate, Exhibit 5 shows the monthly total of $3.430 was posted as a debit to
Suppites (14},

6, The accounts listed in the Other Accounts Dr. column are posted on a regular

basis as a separate debit to each account. The account number is then inserted in
the Post, Rel, column to indicate that the posting is complete. Because accounis
in the Other Accounts Dr, column are posted individually, a check mark is placed
below the column total at the end of the month to show that noe further action is
needed.
To illustrate, Exbibit 5 shows that §2,800 was posied as a debit to Office Equipment
in the general ledger, and the office equipment account number (18) was entered
in the Post. Ref. column of ibe purchases jowrnal. Aiso, at the end of ibe monih, a
check mark (v ) is entered below the Amount column to indicate no further action
1% meeded .

Example Exercise 5-3 Purchases Journal )0

The following purchase transactions occurred during October for Helping Hand Cleaners:

Oct. 11.  Purchased cleaning supplies for 5235, on account, from General Supplies.
19,  Purchased cleaning supplies for 3110, on account, from Hubble Supplies.
24.  Purchased office equipment far 5850, on account, from Office Warehouse.

Record these transactions in a purchases journal as illustrated at the top of Exhibit 5.
(Continuwed)
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Follow My Example 5-3 )

PURCHASES JOURNAL
Accounts  Cleaning Other
Account Post. Payable Supplies Accounts Post.
Date Credited Ref. Cr. Dr. Dr. Ref. Amount
Oct, 11 General Supplies 235 235
19 Hubble Supplies 110 118

24 Dffice Warehouse B850 Office Equipment 850

 Practice Exercises: PE 5-3A, PE5-38

Cash Payments Journal

All transactions that involve the payment of cash are recorded in a cash payments
journal. The cash pavments journal for NetSolutions is shown in Exhibit 6.

The cash payments journal shown in Exhibit 6 has a Cash Cr. column. The kinds of
transactions in which cash is paid and how often they occur determine the titles of the
other columns, For example, NetSolutions often pays cash to creditors on account. Thus,
the cash payments journal in Exhibit 6 has an Accounts Payable Dr, column, In addition,
Netsolutions makes all payments by check, Thus, a check number is entered for each pay-
ment in the Ck. No. (Check Number) column to the right of the Date column. The check
numbers are helpful in controlling cash payments and provide a useful cross-reference.

To illustrate, on March 15 NetSolutions issued Check No, 151 for $1,230 o Grayco
Supplies for payment on its account. This transaction is recorded in the cash pay-
ments journal shown in Exhibit 6 by entering the following items:

1. Date column: Mar. 5

2. Ck, No, columm: 157

3. Account Debited column: orayoe Suphlies
4. Accounts Pavable Dr, column: 1,230

5. Cash Cr. column: 7,230

The Other Accounts Dr. column in Exhibit 6 is used for recording debits to any
account for which there is no special debit column. For example, NetSolutions issued
Check No. 150 on March 2 for 31,600 in payment of March rent. This transaction is
recorded in the cash payments journal, shown in Exhibit 6, by entering these items:

Date column: Mar, 2

Ck. No. column: 350

Account Debited column: Rend Expense
Other Accounts Dr. column: 7,000
Cash Cr. column: I.600

WA BEB

At the end of the month, all of the amount columns are totaled, The debits must
equal the credits, If the debits do not equal the credits, an érror has occurred. Before
proceeding further, the error must be found and corrected.

The process of posting from the cash payments journal, Exhibit 6, is as follows:

I. Each transaction involving the payment of cash on account is posted individually to a credi-
tor account in the accounts pavable subsidiary ledger. Postings (o creditor accounts shoulkd
be made on a regular basis. In this way, the creditor’s account will show a current bakance.
To tltusirale, Exivibit 6 shows o Marvch 22 the payment of 3420 o8 accomni fo Donnelly
Supplies. The posting of the 3420 debir to Donnelly Supplies in the acconnis pavable
subsidiary ledger is also sbown in Exhibit 6. After the posting, Donnelly Supplies bas
o credil balance of §1,450,

2. To provide a trail of the entries posted to the subsidiary and general ledgers, the source of
these entries is indicated in the Posting Reference column of each account by inserting the
letter CP (for cash payments journal) and the page number of the cash payments journal.
To ilfnstvate, Exhibil 6 shows thal after 3420 is posied o Dognelly Supplies acoownld,
CP7 is inserted into the Post. Ref. column of the acconnt.
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EXHIBIT & Cash Payments Journal and Postings

Cash Payments Journal

Jiir4

fhar. 2l 150 Rent Expense 52 0D 1,400
15} 151 Grayca Supplies v p— |, 230 1,230
21| 152 Jeweett Business Systems E s 1 BN} 2800
22| 152 Donnelly Supplies 4 p— 420 430
30 154 Ltilities Expense 54 1,050 1,050
31| 155 Howard Supplies O p— GO0 600

(¥ (21) {1m
| ]

General Ledger Accounts Payable Subsidiary Ledger

Account Cash Account Mo, 1] MName: Donnelly Supplies
Balance :
Post, Date Itam Ref. | Debit | Credit Balance
Date Iteim Ref. Crabslt Credit | Debdt | Credit e

il Mar. | 7 P11 420 420
""“'"i 1| Balance | 8.200 19 P11 1,450 1,870

|31 CR14 | 7750 13,350 i cir | s depntd i

[31] CP7 7700 | 6,250

Account Mo. 21

Ktar. 1| Balance W 1,230
| EA| P11 6,230 7 460
{3 CP7 | 5.050 2410

Acoount Mo, 52 Post.
Diata Item Ref. | Debit | Cradit Balance
Foal
Mar, | 3 P11 00 GO0
25 P11 @60 1,560
€4 | CP7? GUM]) . pf— el

Account Mo. 54

Balance
Date Item Ref. | Debkit | Credit | Debkit | Credit

o

Mar. |30 | cP? | 1,050 1,050

@ Cangags Larming 2014

3. To indicate that the transaction has been posted o the accounts pavable subsidiary ledger,
a check mark +7) is inserted in the Posting Reference column of the cash payments journal,
To lustrate, Exhibit 6 shows that a check mark (v') bas been inserted in the Post.
Ref column nexi o Donnelly Supplies o indicale thal Whe 3420 bas been fosied.

4, A single monthly ofal of the Accounts Pavable Dr. column is posted to the accounts
payvable general ledger account. This @5 the tofal cash paid on account and 15 posted
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as a debit to Accounts Pavable. The accounts payable account number (21) is then in-
serted below the Accounts Payable Dr, column to indicate that the posting is complete,
To illustrate, Exhifbit 6 shows the monthly total of $5,050 was posted as a debit to
Accormis Payabile (21).

5. A single monthly total of the Cash Cr. column is posted to the cash general ledger
account. This is the total cash payments during the month and is posted as a credit
e Cash, The cash account number (11} is then insemed below the Cash Cr. column
to indicate that the posting is complete.

To illustrate, Exbilvl 6 shows e moreibly tolal of 37, 700 was posted as o credil lo Cash (11).

&o. The accounts listed in the Other Accounts Dr, column are posted on a regular basis
as a separate debit to each account. The account number is then inserted in the Post
Ref, column to indicate that the posting is complete., Becanse accounts in the Other
Accounts Dr. column are posted individually, a check mark is placed below the col-
umn total at the end of the month to show that no further action is needed
To illustrate, Exhibit 6 shows that $1,600 was posted as a debit to Rent Expense (52)
and 51,050 was posted as a debit to Utilities Expense (54) in the general ledger. The
account numbers (52 and 54, respectively) were enteved in the Post, Ref. column of
the cash payvments journal. Also, at the end of the month, a check mark (' ) is entered
below the Ciber Accounits D, column o indicate thal no furtber action is needed.

Accounts Payable Control Account and Subsidiary Ledger

After all posting has been completed for the month, the balances in the accounts payable
subsidiary ledger should be totaled. This total can be summarized in a separate schedule
of creditor balances, The wtal should then be compared with the balance of the accounts
pavable controlling account in the general ledger, It the controlling account and the sub-
sidiary ledger do not agree, an error has occurred, and must be located and corected.

The total of NetSolutions’ accounts payable creditor balances is $2,410, This total
agrees with the balance of its accounts payable controlling account on March 31,
2014, as shown below.

hMetSolutions
Accounts Payable Accounts Payable Creditor Balances
[{Controlling) March 31, 2014
Balance, March 1, 2014 51,230 Donnelly Supples 51,450
Total credits {from purchases journal) 6,230 Grayco Supplies 0
Total debits Howard Supplies 360
[from cash payments journal) (5, 050) Jewett Business Systems ]
Balance, March 31, 2014 52,410 Total 52,410

A A

Equal eredit balances

Example Exercise 5-4 Accounts Payable Subsidiary Ledger

The debits and credits from two transactions are presented In the following crediter’s (supplier's) account:

MAME Lassiter Services inc.

ADDRESS 307 51, Bonaveniure Ave.

Date Item Post. Ref. Debit Credit Balance

Aug. 1 Balance 320
1 Invaice Mo, 101 CP36 200 120
22 Invakce Na. 106 P& 140 2600

Describe each transaction and the source of each posting.

Follow My Example 5-4 )

Aug. 12, Paid 5200 to Lassiter Services Inc. on account [Invoice Mo, 101). Amount posted from page 36 of the cash

payments journal.

22, Purchased 5140 of services on account from Lassiter Services Inc. itemized on Invoice Mo, 106, Amount posted

from page 16 of the purchases journal

219

Practice Exercises: PE 5-4A, PE 5-4B
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ACCOUNTING S5YSTEMS AND PROFIT
MEASUREMENT

A Greek restaurant owner In Canada had his own system
of accounting. He kept his accounts payable in a cigar box
on the left-hand side of his cash register, his daily cash
returns in the cash register, and his receipts for paid bills
in another cigar box on the right. A truly "manual® systermn.

When his youngest son graduated as an accountant,
he was appalled by his father’s primitive methods, "l don't

Business &5 Connection

know how you can run a business that way,” he said. "How
do you know what your profits are?”

“Well, son,” the father replied, *when | got off the boat
from Greece, | had nothing but the pants | was wearing.
Today, your brother |s a doctor. You are an accountant.
Your sister is a speach therapist, Your mother and | have
a nice car, a city house, and a country home. We have a
good business, and everything is paid for....*

*50, you add all that together, subtract the pants, and
there's your profit!”

Beflne and Computerized Accounting Systems

llustrate the
wse of a computerized
accounting system.

over manual syslems:

1. Computerized svstems simplify the record-keeping process by recording transactions
in electronic journals or forms and, at the same time, posting them electronically to

Computerized accounting systems areé widely used by even the smallest of compa-
nies. Computerized accounting systems have the following three main advantages

peneral and subsidiary ledger accounts.

2, Computerized systems are generally more accurate than manual systems,

3. Computerized systems provide management with current account balance information to
support decision making, since account balances are posted as the transactions oocur,

The popular QuickBooks accounting software for small- to medium-sized
businesses is used to illustrate a computerized accounting system for NetSolutions,
To simplify, the illustration is limited to trapsactions involving révenue eéarmeéed on
account and the subsequent recording ol cash collections. Exhibit 7 illustrates the

m use of QuickBooks for NetSolutions 1o record transactions as follows:

Large companies have
their accounting systems

integrated within the Sales transactions are entered onto the computer screen using an electronic
automated business invoice form. The electronic form appears like a paper form with spaces,
systems of the firm, Such or fields, to input transaction data, The data spaces may have pull-down

integrated software is
termed ERP, or enterprise
resource planning

Step 1. Record fees by completing an electronic invoice form and sending o
customer (print and mail, or e-mail).

lists to ease data entry, After the form i completed, it is printed out and
mailed, or e-mailed, o the customer.
To fllustrate, on March 2, NetSolutions eqgmed $2,200 on account from
Accessories By Claire, As shown in Exhibit 7, Invoice No. 615 was crealed
using an elecironic _..l'i'.'.r.l‘m- Upon subagilting the introice _I.l'i':r.l‘m, ChefciBonks
automatically posis a $2,200 debit to the Accessories By Claire customer
accounl and a credit to Fees Earned. An invoice is either e-mailed or printed

Jor mailing o Accessories By Claire,
Step 2. Record collection of payment by completing a “receive payment™ form,

Upon collection from the customer, a “receive payment” electronic form is
opened and completed. As with the “invoice form,” data are input into the

various spaces directly or by using pull-down lists.

To ilfustrate, a 32,200 payment was collected from Accessories By Claire on
March 28. The 82,200 was applied to Invoice No. 615, as shown by the check
mark (v} next to the March 2 date at the bottom of the form in Exhibil 7.
As shown at the bottom of the form, the March 27 invoice of $3,.000 remains
uncodlected, When the screen is completed, o debit of $2, 2000 is antomatically
prosted to the cash account, and a credil for $2,200 is posted to the Accesso-
ries By Claire account. This causes the balance of the Accessories By Claire

accotint to be reduced from $5.200 to $3,000.

& Cergage Laarning 2014
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Chapter 5 Accounting Systems

E-Commerce

Using the Internet to perform business transactions is termed e-commerce. The LS.
Census Bureau indicates that e-commerce represents over $173 billion in retail sales,
or over 4% of all retail sales.' When transactions are between a company and a con-
sumer, it is termed B2ZC (business-to-consumer) e-commerce, Examples of companies
engaged in B2C eccommerce include Amazon.com, priceline.com Incorporated, and Apple
Inc. The B2C business allows consumers to shop and receive goods at home, rather
than going to the store. For example, Apple Inc. allows consumers o use its Web
site 1o select and purchase Apple products for direct shipment 1o the home.

When transactions are conducted between two companies, it is termed BZB
(business-to-business)  ecommerce. Examples of companies engaged in B2B
e-commerce include Cisco Systems, Inc., an Internet equipment manufacturer, and
Bristol-Myers Squibb Company (BMS), a pharmaceutical company, BMS, for example, uses
e-commerce to purchase supplies and equipment from its suppliers. E-commerce
streamlines purchases and payments by automating transactions and eliminating
paperwork. BMS claims over $20 million in savings by placing its purchase/payment
cycle on the Intérnet,

The Internet creates opportunities for improving the speed and efficiency of
transactions, Many companies are realizing these benefits of using e-commerce as
illustrated abowve, Three additional areas where the Internet is being used for busi-
ness purposes are as follows:

1. Supply chain management (SCMY; Internet applications o plan supply needs and
coordinate them with suppliers.

2, Customer relationship management (CRM): Internet applications to plan and
coordinate marketing and sales effort.

3. Product life-cycle management (PLM): Internet applications to plan and coordinate
the product development and design process,

E-commerce also provides opportunities for faster business processes that oper-
ate at lower costs, New Internet applications are continually being introduced as the
Internét develops into a preferred method of conducting business,

Financial Analysis and Interpretation:
Segment Analysis

Accounting systems ofien use computers to collect, classify, summarize, and report
financial and operating information in a variety of ways. One way is to report revenue
earned by different segments of business. Businesses may be segmented by region,
by product or service, or by type of customer, Segment revenues are determined
from the invoice data that are entered into the accounting system.

For example, Intuit Inc. uses invoice data from the accounting system to deter-
mine the amount of revenue earned by different products and services., Segment
analysis uses horizontal and vertical comparisons to analyze the contributions of
various segments (o the total operating performance of a company, To illustrate,
selected product and service segment revenue information from the notes to Intuit's
financial statements for two recent fiscal years is presented on the following page.

1 Estimnated Quarterly W5 Retail Sabes: Total and E-comeenos, LS, Census Bureas, May 16, 2011,
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Cescriibe the basic
featires
of e-commerce.

& new trend is toward
“clowd"” software solutions

whereby the accounting
systemn and data are stored

and distributed over the
Internet by a third party.
Under this model, the
software is “rented,” while
analysis, design, and
implementation are largehy
provided by the software
vendoar.

e Llse segment
analysis In

evaluating the operating
performance of a company,
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224 Chapter 5 Accounting Systems

Recent Year Prior Year

Segment firn millions] [ir millions]
Financial Management Solutions s 61 % 579
Employee Management Solutions 418 365
Payments Sclutions ELE 291
Comsurmer Tax T.46 985
Accounting Professionals 73 352
Finamcial Institutions iz 3in
Dther Businesses 262 __ 215

Total revenues 31455 53,109

This scgment information can be used to perform horizontal analysis using the
prior year as the base yvear as follows:

Recent Year Prior Year Increase (Decrease)

Segment (in millions) [(in millions] Amount Percent
Finamcial Management Solutions 56N 5 579 5 32 5.5%
Ermployea Managernent Solutions 418 365 53 14.5
Payments Solutions ERE] 281 22 76
Consurmer Tax 1,146 Q96 150 15.1
docounting Professicnals 73 52 21 &0
Financial Institutions 132 amn 21 ¥
Other Businesses 262 215 __47 2198
Tatal revenues 53,455 $3,109 3345 LR

Intuit Inc, increased total revenue by 11.1% between the two years, This increase
came from strong revenue gains in the Employee Management Solutions, Consumer
Tax, and Other Businesses segments.

In addition, vertical analysis could be performed on the segment disclosures as

follovwes:
Recent Year Prior Year
Amount Amount

Segmaent (in millions) Percent {in millions) Percent
Financial Management Solutions 5 611 17.7% 5 579 T18.8%
Emplayes Management Solutions 418 12.1 65 "7
Payments Solutions 313 9.1 Farl a4
Consumer Tax 1,145 33.2 Sof axo
Accounting Professionals 3r3 108 352 11.3
Financial Institutions 332 G5 11 100
Other Businesses 262 7.5 215 &3

Total revenues 53,455 100.0R* 53,104 160,09

“Percentages do not add exactly to 100% die ta rounding,

The preceding analysis shows that revenue in the Employee Management Solu-
tions, Consumer Tax, and Other Businesses segments increased as a percent of total
revenues between the two years. The remaining segments all decreased as a percent
of total revenues between the two years.

Both analyses together show that the largest segment, Consumer Tax, has in-
creased revenues by 15.1% and has increased the segment’s share of total revenues
from 32.0% to 33.2% across the two years. In addition, the remaining segments are
all showing strong revenue growth,
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