Accounting 381 – Winter 2007
REVIEW OF MECHANICS:
BASIC ACCOUNTING EQUATION

ASSETS  =   LIABILITIES   +   EQUITY

Equity may be broken into two components, Contributed Capital (CC) and Retained Earnings (RE).
   Substituting these components into the equation above, we can rewrite the Balance Sheet Equation as:

ASSETS    =    LIABILITIES     +     CC     +     RE

Also, note that the above equation is true at every point in time.  This can be illustrated by indexing the terms with a subscript t:



ASSETS t  =   LIABILITIES t    +     CC t     +     RE t

where  t  represents a date, such as December 31, 2006.

Since the relationship holds at any point in time, it must also be true at time t + 1 (where time t + 1 may be the end of the following accounting period):



ASSETS t+1  =   LIABILITIES t+1   +   CC t+1   +    RE t+1

Subtracting the equation at time t from the equation at time t + 1 yields:



(ASSETS t+1  -  ASSETS t ) = ( LIABILITIES t+1  - LIABILITIES t)







+
(  CC t+1     -    CC t  )








+
(  RE t+1     -    RE t   )

The balance of retained earnings at the end of an accounting period is equal to the balance at the beginning of the period plus net income for the period less any dividends paid during the period.  Formally:

RE t+1   =  RE t  +  NET INCOME t+1  –  DIVIDENDS t+1 
Or
RE t+1    -  RE t   =    NET INCOME t+1  –  DIVIDENDS t+1 
If the contributed capital of a firm does not change over the course of a period  (i.e. CC t+1  =  CC t ) and the firm does not pay any dividends (i.e. DIVIDENDS t+1 = 0), the balance sheet equation can be rewritten as follows:

(ASSETSt+1 - ASSETSt) - (LIABt+1 - LIABt ) = NET INCOME t+1    

That is, the change in the net assets for a firm over a period of time is equal to the net income of the firm for that same period.  Because of this relationship between the balance sheet and the income statement, the income statement is sometimes referred to as the link between consecutive balance sheets.

THE ACCOUNTING CYCLE

Recording Transactions

Each transaction that is recorded must maintain the balance within the accounting system.  Therefore, any transaction that is recorded will affect at least two, and possibly more, accounts.  

Journal Entries for Recording Transactions
Each transaction of a firm is recorded using a "journal entry".  The format for a journal is as follows:








DEBIT     CREDIT
Date of

Some Account

  $$$

Transaction

Another Account

  $$$



Explanation of why entry was made
It is possible that more than one account may be "debited" and/or more than one account may be "credited" in a journal entry.  The important point to keep in mind is that, independent of the number of accounts affected by a transaction, the total dollars "debited" and the total dollars "credited" in each journal entry must be equal.

The terms "debit" and "credit" have specific meanings in accounting.  In particular, "debit" means LEFT and "credit" means RIGHT.  When an accountant debits or credits an account, the effect on the account balance depends on the type of information stored in the account:

DEBITS / CREDITS & IMPACT ON ACCOUNT BALANCES

	TYPE OF

ACCOUNT
	IMPACT OF

DEBITING
ACCOUNT
	IMPACT OF

CREDITING
ACCOUNT

	ASSET
	Increase
	Decrease

	LIABILITY
	Decrease
	Increase

	EQUITY
	Decrease
	Increase

	REVENUE
	Decrease
	Increase

	EXPENSE
	Increase
	Decrease

	DIVIDEND
	Increase
	Decrease

	GAIN
	Decrease
	Increase

	LOSS
	Increase
	Decrease


When using a manual accounting system, all journal entries are recorded in a book called the General Journal.  A second book, called the General Ledger, contains a page for each account maintained within the accounting system.

After journal entries are recorded in the General Journal, they are eventually "posted" to the appropriate general ledger accounts.  The posting process is used to update the account balances.  When an account is debited or credited in a journal entry, that same account is debited or credited in the same amount in the General Ledger.  

Typically, a cross-referencing system exists so than an individual examining the general journal may verify that a particular transaction has been posted to the appropriate general ledger accounts.  Also, the cross-referencing system enables the individual examining an account (balance) to trace each posting back to the related transaction and any documentation that the firm keeps related to the transaction.  This cross-referencing system provides the basis of the audit trail that allows the accounts to be independently verified.

Practically, most contemporary accounting systems are automated, and accountants enter transactions directly into a computerized system.  Nevertheless, we will frequently refer to journal entries when discussing individual transactions.  Rather than create general ledger accounts, we will typically use T-Accounts as a simplified representation of general ledger accounts.  

Journal entries are usually prepared whenever a financial “event” occurs.  At the end of the accounting period, journal entries that are not triggered by specific events are also prepared.

ADJUSTING ENTRIES

Adjusting entries are made so that the financial statements prepared at the end of the accounting period have the “correct” balances.  Adjusting entries are prepared to record transactions that happen more or less continuously, which makes recording the transactions during the accounting period impractical.

EXAMPLE

On December 1, 2000, a firm paid its landlord $9,000 for rent for the following twelve months.  The original transaction was recorded by debiting “Prepaid Rent” and crediting “Cash”.  On December 31, prior to making the adjusting entry, the Prepaid Rent and Rent Expense accounts appear as follows:




PREPAID RENT

RENT EXPENSE

Dec 1            9,000    |                                          |

                                             |                                          |

                                             |                                          |

Unless an adjusting entry is made on December 31, the December 31 Balance Sheet will overstate Assets and the Income Statement will understate Rent Expense, and, thus, overstate Net Income.

The nature of the adjusting entries to be made by a firm will depend on the activity of the firm as well as entries made during the accounting period.  Different firms may record identical transactions in non-identical manners, and thus require different adjusting entries.

EXAMPLE

A firm purchases $1,000 of supplies on July 14.  On December 31, an end of the year “inventory” reveals that the firm has $328 of these supplies remaining.

(a) What is the required adjusting entry if the firm recorded the initial acquisition of supplies by debiting Supplies?




  SUPPLIES
                    
SUPPLIES EXPENSE
 
July 14      1,000     |                                                             |

                                          |                                                             | 

                                          |                                                             |

(b) What is the required adjusting entry if the firm recorded the initial acquisition of supplies by debiting Supplies Expense?




SUPPLIES

                  SUPPLIES EXPENSE



          |
                 July 14      1,000    |   



                    |                                                          |

                    |                                                          |

After all adjusting entries have been prepared, a firm will often compile a report called a “Trial Balance”.  A trial balance is merely a list of all accounts of a firm, and their balances.  The sum of Debit balances must be equal to the sum of Credit balances.  If not, an error exists somewhere within the system, and the accountant should find and correct the error (not always an easy task) prior to compiling the financial statements.

CLOSING ENTRIES

At the end of an accounting period, after the financial statements have been prepared, the “books are closed”.  This process is used to update the Retained Earnings account, and to reset all Revenue, Expense, Dividend, Gain, and Loss accounts to zero, so that when the next accounting period starts, the firm begins the period with $0 of Net Income.  The series of closing entries is as follows:

1. Debiting each Revenue or Gain account in the amount of the (credit) balance closes all Revenue & Gain accounts.  A temporary account titled “Income Summary” is credited in the same amount.

2. All Expense & Loss accounts are closed by crediting the Expense or Loss account in the amount of the (debit) balance, and debiting a temporary account titled “Income Summary”.

3. The Income Summary account is closed to Retained  Earnings.  If Income Summary has a debit balance, Income Summary is credited and Retained Earnings is debited.  If Income Summary has a credit balance, Income Summary is debited and Retained Earnings is credited.  

4. The “Dividend” account is closed by crediting it in the amount of its (debit) balance, and debiting the account Retained Earnings.

Alternatively, the revenue and expense accounts could be closed directly to the Retained Earnings account.  The only advantage of using the Income Summary Account is that, after closing all revenue, expense, gain, and loss accounts, the balance in Income Summary should be equal to the Net Income (a credit balance) or Net Loss (a debit balance) for the period.  Therefore, an additional checking point is created, which lets the accountant know whether all revenue, expense, gain, and loss accounts have been closed.

REVERSING ENTRIES

Some firms will prepare a number of journal entries at the very beginning of an accounting period.  These entries are the exact opposite of adjusting entries made at the end of the previous period, are known as “reversing entries”, and are prepared to facilitate recording transactions later in the accounting period.  As an example, suppose that employees receive a salary of $100 a day (seven days a week, including holidays), and are paid every other Friday.  Further, assume that the last payday of the year is Friday, December 27.  Appropriate journal entries for two companies, one which uses reversing entries, and the other which does not, are as follows:




COMPANY NOT USING
 COMPANY USING

REVERSING ENTRIES

REVERSING ENTRIES


Dec. 27    Wage Expense   1,400
      Wage Expense   1,400


(Standard     Cash                        1,400
              Cash                    1,400


  Payday)


Dec. 31     Wage Expense      400
       Wage Expense       400 


(Adjusting    Wage Payable           400 
             Wage Payable           400


 
    Entry)


Jan.  1

NO ENTRY

       Wage Payable        400


(Reversing 





 Wage Expense          400


     Entry)


Jan. 10
Wage Expense   1,000
      Wage Expense   1,400

(Payday)
Wage Payable       400                  Cash                     1,400

     Cash                       1,400

Note that under either alternative, $400 of wages is expensed in the first fiscal year, and $1,000 of wages is expensed in the second fiscal year. 

Subsidiary Ledgers / Journals

Firms will often use special journals and ledgers to record transactions and account balances within certain areas.  These special journals/ledgers enable the firm to keep track of detailed information, without “cluttering” the general journal/ledger.  For example, a firm may have outstanding receivables from 1,000 different customers.  A firm will probably not have 1,000 different general ledger receivable accounts, but will instead use a subsidiary ledger, which contains an account for each customer.  The sum of the 1,000 individual customer account balances in the subsidiary ledger is equal to the total balance that the firm indicates in the general ledger account “Accounts Receivable”.  

Other areas in which subsidiary ledgers/journals are used include purchases, sales, and cash disbursements.  As an example of the additional detail contained in a subsidiary journal, a “Purchases” journal may include the following accounts:

   Purchases:  Records the cost of merchandise acquired

   Purchase Returns:  Records the cost of merchandise returned to

    suppliers

   Purchase Allowances:  Records the price concessions granted by

    suppliers when delivered merchandise is defective 

   Purchase Discounts:  Records the price concessions granted by

    suppliers for prompt payment of merchandise

   Freight / Transportation In:  Records the cost of having the

     merchandise delivered.

Within a general journal/ledger, each of these types of transactions would probably be recorded in an “Inventory” account.  However, keeping track of the detailed information enables the firm to monitor operations and more efficiently run the firm.  Another benefit of using subsidiary journals/ledgers is that it may enhance a firm’s internal control system.

Procedures for how the subsidiary journals/ledgers are reconciled with the general journals/ledgers will vary.  For example, a “Purchases” journal/ledger could be “closed” to “Cost of Goods Sold”, “closed” to “Inventory”, or reconciled in some other manner.

GUENTHER COMPANY 

(from Horngren & Sundem, “Managerial Accounting”)

The Guenther Company was incorporated on April 1, 20X2.  Guenther had 10 holders of common stock.  Rita Guenther, who was the president and chief executive officer, held 51% of the shares.  The company rented space in chain discount stores and specialized in selling ladies’ shoes.  Guenther’s first location was in a store that was part of The Old Market in Omaha.

The following events occurred in April.

1. The company was incorporated.  Common Stockholders invested $ 150,000 of cash.

2. Purchased merchandise inventory for cash, $ 45,000.

3. Purchased merchandise inventory on open account, $ 35,000.

4. Merchandise carried in inventory at a cost of $ 37,000 was sold for cash in the amount of $25,000 and on open account for $ 65,000 – a grand total of $ 90,000.  Guenther (not The Old Market) carries and collects these accounts receivable.

5. Collection of the preceding accounts receivable, $ 15,000.

6. Payments of accounts payable, $ 30,000.  See transaction # 3.

7. Special display equipment and fixtures were acquired on April 1 for $ 36,000.  Their expected useful life was 36 months.  This equipment was removable.  Guenther paid $12,000 as a down payment and signed a promissory note for $ 24,000.  Also see transaction 11.

8. On April 1, Guenther signed a rental agreement with The Old Market.  The agreement called for a flat $ 2,000 per month, payable quarterly in advance.  Therefore, Guenther paid $ 6,000 cash on April 1.

9. The rental agreement also called for a payment of 10% of all sales.  This payment was in addition to the flat $ 2,000 per month.  In this way, The Old Market would share in any success of the venture and be compensated for general services such as cleaning and utilities.  This payment was to be made in cash on the last day of each month as soon as the sales for the month had been tabulated.  Therefore, Guenther made the payment on April 30.

10. Employee wages and sales commissions were all paid for in cash. The amount was $ 34,000.

11. Depreciation expense of $ 1,000 was recognized ($36,000/36 months).  See transaction # 7.

12. The expiration of an appropriate amount of prepaid rental services was recognized.  See transaction # 8.

INSTRUCTIONS

a.  Prepare journal entries for the above transactions.

b.  Prepare a balance sheet as of April 30, 20X2, and an income statement for the month of April.

Practice Problem

Adjusting Entries

A partial adjusted trial balance of Payton Company at January 31, 2006 shows the following:

	Payton Company

Adjusted Trial Balance

January 31, 2006

	
	Debit
	Credit

	Supplies
	$  700
	

	Prepaid Insurance
	 2,400
	

	Salaries Payable
	
	$  800

	Unearned Revenue
	
	    750

	Supplies Expense
	    950
	

	Insurance Expense
	    400
	

	Salaries Expense
	 1,800
	

	Service Revenue
	
	  2,000


Answer the following questions, assuming the year begins January 1:

1. If the amount in Supplies Expense is the January 31 adjusting entry, and $850 was purchased in January, what was the balance in Supplies on January 1?

2. If the amount in Insurance Expense is the January 31 adjusting entry, and the original insurance premium was for one year, what was the total premium and when was the policy purchased?

3. If $2,500 of salaries was paid in January, what was the balance in Salaries Payable at December 31, 2005?

4. If $1,600 was received in January for services performed in January, what was the balance in Unearned Revenue at December 31, 2005?

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


	ADJUSTING ENTRIES



	Prepayments
	Accruals

	1. Prepaid Expenses:  Expenses paid in cash before they are used or consumed.  

· Rent, Insurance (expire with passage of time)

· Supplies, Inventory (expire with consumption)

· Depreciation


	3. Accrued Revenues:  Revenues earned but not yet received in cash or recorded.

· Interest Revenue, Rent Revenue; Other services performed but not yet billed

· Debit asset account; Credit revenue account

	2. Unearned Revenues:  Revenues received in cash before they are earned.

· Rent, Magazine Subscriptions, Customer Deposits
	4. Accrued Expenses:  Expenses incurred but not yet paid in cash or recorded.

· Interest, rent, taxes, salaries

· Bad Debt Expense

· Debit expense account; Credit liability account (or contra-asset account)




NOTE:  Adjusting entries required for prepayments depend upon what journal entry was recorded when cash was paid or received.

� In this illustration, we are ignoring the elements of Comprehensive Income that are not included in Net Income.
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