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INTRODUCTION

By Epwarp E. Gore
President American Institule of Accountants

The accountant who gives of his time, his talents and his expe-
rience to make easier the way for future generations of his kind is
entitled to unrestrained applause. Perhaps no service rendered to
one’s profession is more useful than that resulting from a contri-
bution to its literature.

In the accounting profession there has been, and still is, a lack
of literature representing the fruits of the practitioner’s experience.
Considerable numbers of books have been written, most of them of
a high order of merit, but the work of the accountant is so diversi-
fied, and is so influenced by the peculiar circumstances surrounding
individual cases handled, that the experience of many practitioners
must be drawn upon to afford an understanding of truly repre-
sentative conditions.

As time passes and experiences which aid in the formation of
opinions are exchanged, the fundamental prineiples of accountancy
are more clearly recognized and their identities more generally
conceded. Every effort made to render easier the understanding
of accountancy, the application of its principles and the meaning
of its terms is a distinct service, not only to the profession, its
practitioners and its devotees, but to the cause of the advancement
of commerce itself. Such an effort has been made in this book by
Mr. Couchman, with what must be conceded to be outstanding
success. Practising accountants will find much in it that only the
experience gained from actual practice could produce, and they will
feel for the book an immediate friendship. Teachers of accountancy
will find it a most valuable aid in making plain and understandable
the essential truths of the science. Students will feel more certain
of their acquaintance with accounting terminology and with the
principles and methods it describes. Everyone interested in ac-
countancy is to be congratulated that Mr. Couchman’s light has
been thrown upon the dark places, and Mr. Couchman is to be
felicitated upon his unusual success in plainly defining terms that
have often failed of satisfactory definition.

The literature of the profession has been enriched.

X






CHAPTER 1
THEORY OF THE BALANCE-SHEET

1-1. It is not the intention of this book to discuss the history of
the balance-sheet, but rather to explain its use in the business world
of America today. It is a statement of such tremendous impor-
tance and such continuous use that it is desirable for everyone
associated even in the slightest degree with the business world to
understand, not only its function, but the meaning of each of the
items displayed therein and the proper methods of measurement
applicable thereto.

Among the many kinds of financial statements which confront
the man in business today, the balance-sheet holds the most
important place. Nearly all other financial statements support it
or are based upon it, or in some other way are reflected in it. Every
financial item to which an organization holds title or legal claim,
and likewise every legal claim against it, has its place in that organ-
ization’s balance-sheet. Every attempt to measure or define the
wealth of one man or of one commercial unit, as apart from that
of another, finds expression in the balance-sheet. It is the vital
statement in any broad scheme of recording ownerships.

The balance-sheet attempts to display, through condensed sym-
bols, the true financial condition at a given date of some individual
or other financial unit. These symbols are classifications or group
names which have a definite significance. Full knowledge of the
meaning of these symbols is evidently necessary in the preparation
of a balance-sheet if it is to be anything more than a mere jumble
of words and figures. Similarly, full knowledge of these symbols
is necessary if one is properly to read a balance-sheet which some-
one else has prepared.

If a classification means one thing to the one who records it and
another thing to the one who reads it, there can be no exact trans-
mission of knowledge or opinion from the one to the other. Either
misstatements of fact or misunderstanding of statements, or
both, must result where there is not a common understanding of
the language of the balance-sheet on the part of those concerned.
Unfortunately, such differences of understanding are frequent in

3



4 THE BALANCE-SHEET

business. Such misstatements and misconstructions should de-
crease as there is a common increase in the knowledge and under-
standing of exactly what properly may be included in each classi-
fication used in a balance-sheet and of how the values applicable
to them are determined.

It is the purpose of this book, not only to discuss the balance-
sheet forms and arrangements, but to give with regard to each
classification generally found in balance-sheets, as clear an idea
as possible of exactly what facts should be included in it and the
accepted methods of valuing or measuring it, as these ideas have
gradually become definite in the opinions and practice of business
men, accountants and other financial authorities. With regard to
certain of these classifications a specific understanding is now gen-
erally accepted. With regard to others, the idea is still in a state
of development and uncertainty. To one authority it means one
thing; to another authority, equally eminent, it means a slightly
different thing. It is here attempted to state all that is generally
accepted — to express as it were the common denominator of
understanding. Where practical, the reasoning back of the dif-
fering opinions is explained or an attempt is made to explain it.

It must be kept in mind that there is no potentate of accountancy
who decrees that a certain term shall mean thus or so. Rather, the
meaning today is the result of a gradual development, which may
carry it on to quite a different meaning tomorrow. This is true of
all the principles which find expression in accountancy today. They
are not the result of some vote of legislature or committee or any
other such body. Instead, they are merely the classified results of
the accumulated experiences of business men.

As it is not possible to define and explain fully all the classifica-
tions which may appear upon a balance-sheet, an effort has been
made in this book to select those that are most common, an under-
standing of which is necessary in the preparation of correct balance-
sheets. Occasionally one finds in practice an unusual classification
such as should justify special explanation in the balance-sheet
itself, as it probably pertains only to one particular organization.
It is evidently impossible to include in a book of this kind such
items. Also there are certain classifications pertaining only to
limited kinds of business, such as some of the classifications de-
fined by the public service commissions of the various states, which
it has not seemed desirable to incorporate herein. Aside from such
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unusual accounts, this volume covers practically all the classifi-
cations appearing in the balance-sheets of commercial organiza-
tions of standing, such as those whose securities are listed on the
New York Stock Exchange.

STATEMENT OF ASSETS AND LIABILITIES
STATEMENT OF RESOURCES AND LIABILITIES
-BALANCE-SHEET

1-2. Any one of the foregoing headings may be used as the
designation for the statement displaying the financial condition of
an organization at a specified date. Some attempts have been made
to indicate when one rather than another of these headings should
be used. Such efforts are probably worth while; but at present in
the business world there is not sufficient differentiation of usage to
justify any such distinction in this volume. All discussion con-
cerning the elements of a balance-sheet apply equally to the ele-
ments of a statement bearing either of the other designations.

BALANCE-SHEET HEADING

1-3. In the heading of any financial statement there should
appear at least three items:

First, the name of the person, activity or organization whose
financial facts are presented by the statement.

Second, the character of the statement — that is, as to whether
it is a balance-sheet, a profit-and-loss statement, a statement of
affairs, or whatever other type of statement it purports to be.

Third, the date, if it is a statement of static facts, or the period
of time if it is a statement of financial movement.

There is no fixed order which must be rigidly followed with re-
gard to these three items, although usually the one showing the
date or time comes last. There is little choice between the follow-
ing, though some authorities prefer the first:

AMERICAN MANUFACTURING CORPORATION
BALANCE-SHEET
Decemger 31, 1922

or

BALANCE-SHEET
OF THE AMERICAN MANUFACTURING CORPORATION
As AT DECEMBER 31, 1922
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It is a matter of great importance, however, that the name of the
organization be correct. If the legal name of the above unit is The
American Manufacturing Company, that exact wording should be
used in the heading of its financial statements. Even the word
“The” should be used or omitted, depending upon whether it is or
is not a part of the corporate name. There are many organizations
whose official names differ from each other by only one word, yet
their balance-sheets may have little in common. An error, ap-
parently slight, in the name used on a balance-sheet might there-
fore result in serious error as to its statement of facts.

Abbreviations should not be used in headings of financial state-
ments nor in the body of the statement if they can be avoided. To
use in the heading ‘“The Amer. Mfg. Co.,” or “as at Dec. 31, 1922,
might convey the impression that all the work involved in pre-
paring the statement had been similarly slighted.

COMMERCIAL UNITS

1-4. A balance-sheet is intended to show, with regard to any
commercial unit, the assets, liabilities and proprietorship, properly
classified and properly measured. This unit of organization may
be an individual, a partnership, a corporation, an estate or trust,
or any other unit recognized commerecially.

BALANCE-SHEET OF AN INDIVIDUAL

1-5. A balance-sheet may be prepared for any person, dis-
playing all his assets, all his liabilities and his net worth. Or,
again, a balance-sheet may be prepared for a certain activity only,
as for instance a balance-sheet of a particular enterprise which
may be only one of several enterprises owned by an individual.
Such a balance-sheet would show the assets, the liabilities and the
net worth of this enterprise but would not include other assets or
liabilities of the owner.

To illustrate: Jonathan Jones may own a store. A balance-sheet
of this store would display all the assets associated with it, the
liabilities that properly apply against it and the resulting net
worth. On the other hand, an entirely distinct balance-sheet
might be made for Jonathan Jones as an individual, displaying, not
only all the assets shown related to his store, but all other assets
which he may have. It would also display all his liabilities; and the
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resulting proprietorship would show his net worth as an individual.
This might differ considerably from the net worth shown by the
balance-sheet of his store.

This condition frequently presents many problems to the account-
ant. When preparing a balance-sheet for a single industry owned
by an individual, the determining of what assets to include is not so
difficult. The problem lies in the liabilities. Presumably, only the
liabilities attaching to this particular industry should be tabulated.
Yet, since the proprietorship is not a legal entity, its integrity may
be jeopardized by other liabilities of the proprietor. In such a case,
the failure to display these liabilities would be reprehensible. The
accountant must keep in mind that if there is a possibility that any
liability will become effective against the assets shown in the
balance-sheet, he must display this liability also. Further than
this, there does not seem to be any well established rule adopted by
business or by accountants covering this problem.

BALANCE-SHEET OF A PARTNERSHIP

1-6. The organization for which a balance-sheet is prepared
may be a partnership. A partnership, because of the contractual
relationship established between the partners, is recognized as hav-
ing a commercial existence somewhat distinct from the proprietors
as individuals. As a result, certain assets are recognized as the
assets of the partnership as distinct from the assets of any one of
the partners. Similarly, there are liabilities of the partnership as
distinct from the liabilities of the individuals composing the part-
nership. Because of this line of demarcation, a definite balance-
sheet can be established for a partnership, which must include all
of the assets belonging to it and the liabilities applying against it,
the resultant net worth being that of the partnership without re-
gard to the net worth of the individuals composing it.

BALANCE-SHEET OF A CORPORATION

1-7. The commercial unit for which a balance-sheet is prepared
may be a legal unit known as a corporation; or it may be that the
commereial unit really involves a number of corporations under the
same or affiliated ownership. In the latter case, the consolidated
balance-sheet might be prepared to express the combined assets,
the combined liabilities, with resulting combined proprietorship,
of the various inter-owned corporations. (Chapter XXI.)
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BALANCE-SHEET OF OTHER COMMERCIAL UNITS

1-8. Other commercial units, such as joint-stock associations,
trusts, syndicates, estates, etc., may be the basis of balance-
sheet display. These are essentially no more than modifications of
one or more of the three types of proprietorship just discussed.
(See 3-13, 16-8.)

BALANCE-SHEET DATE

1-9. A balance-sheet may be prepared as at any date, and that
date should be definitely indicated in the heading. Since a balance-
sheet represents financial facts in a static or stationary condition,
and since the financial facts of an organization may change con-
tinuously during the business day, a balance-sheet unless other-
wise indicated is presumed to represent the condition existing at
the close of business of the date named.

Illustration: A balance-sheet headed “As at April 30, 1923,” is
presumed to represent the conditions as they existed after giving
effect to all the financial transactions of the day, April 30th. It
may have been true that at 10 o’clock in the forenoon of that day
the conditions were entirely different from those presented. In
any active organization it is evident that conditions at various
times during a business day may differ considerably. It is neces-
sary therefore that some exact time be definitely indicated. This
is presumed to be the period of rest following a day’s transactions.
Since the balance-sheet is frequently not prepared at that date but
at a later date the phraseology ‘“‘as at’ or “as of”’ is used.

Sometimes business men assume that if the above balance-sheet
were dated “As at May 1, 1923,” it would be equally correct. This
is not necessarily true. At the beginning of business, May 1, 1923,
theconditions presumably would be the same as those at the close
of business the night before, but during the day various transac-
tions might take place, so that the condition as at the close of bus-
iness, May 1, 1923, might involve quite different amounts for
various items. ‘

If it is desired to display a condition other than that at the close
of a day, this fact must be indicated by some modifying phrase in
the heading, as:

BALANCE-SHEET OF ApAMS & BAKER
AS AT BEGINNING oF Business May 1, 1923
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Unless this were a new firm just starting, presumably the con-
dition shown here would be the same as if the balance-sheet had
been dated ‘“as at April 30, 1923,” for the condition after the
close of business one day, in the absence of some unusual happen-
ing, is supposed to be identical with that prior to beginning of
business on the following day.

JoNEs & SMiTH
BALANCE-SHEET
Prior 10 DissoLuTioN, MARcH 15, 1923

In this illustration the balance-sheet may be prepared for the
purpose of showing what transactions are needed exactly to wind
up the affairs of the firm. All or a part of these transactions may
take place the same day, that is, March 15th, and quite a different
condition may exist at the ¢lose of the day. A balance-sheet of this
firm “as at March 15, 1923” would disclose the condition after such
trapsactions had been recorded. If the dissolution were com-
pletely effected, there would be nothing to display upon such a
balance-sheet.

ACCOUNTING PERIOD

1-10. Any period of time may constitute an accounting period.
The heading of statements showing the results over such period
should be so worded as to make the period definitely identifiable.
Since a balance-sheet discloses facts at a point of time, no indica-
tion of a period is needed save with regard to the one item which
may be displayed showing profits for a particular time. Therefore
under the proprietorship group one may find an item ‘Profits for
year 1922.” It is only with such an item that the period of time
need be mentioned in a balance-sheet. Usually this period will be
the fiscal year, that is, the twelve months ending with the date of
the balance-sheet. If the fiscal year of a corporation should end
March 31st, the balance-sheet for that date might contain an item
“Net Profit for Year.” This would be construed to be the net
profits as the result of the operation of this corporation from April
1st of the preceding year to March 31st of the year indicated, in-
clusive.

The relation of the balance-sheet to the transactions of an organ-
ization may be illustrated by consideration of a motion picture.
Such pictures, when thrown on the screen, are in reality a succes-
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sion of individual pictures, each recording facts photographed as
they exist a fraction of a second after the preceding picture. Fre-
quently one of these is developed and enlarged for display pur-
poses and is known as a “still.” It shows the exact condition of
everything within the range of the camera as at the instant when
this particular picture was taken. Another “still,”” taken later,
might display the same scene, but with characters in a different
position. A projection on the screen of the pictures between the
two “stills” would display an analysis of every change that had
taken place between the one and the other. Actors in the first pic-
ture may have passed from the scene, new actors may have come
on, while other actors may have remained throughout, but changed
from one location or position to another.

In like manner, the financial books of an organization record
every movement of its financial characters. The condition at
periodic intervals may be displayed by means of balance-sheets,
corresponding to the “stills” of motion pictures. The financial
records during the period between such balance-sheet dates record
every change that takes place in the elements that appear therein.
Assets in the first balance-sheet may pass away before the second
balance-sheet is prepared. New assets may come in during the
period. Other assets may increase or decrease. Every change in
each asset account as well as in the liabilities and other accounts
displaying condition is recorded in detail in the financial books.
These movements may be reflected in other financial statements,
but the balance-sheet displays only the condition at an instant of
time and no movement finds expression in it.

BALANCE-SHEET ARRANGEMENT

1-11. The balance-sheet displays three broad groups of ac-
counting classifications: assets, liabilities and capital or proprietor-
ship. Each of these is discussed fully in subsequent chapters. The
most common arrangement of these in America is in a balanced
form, with the assets upon the left half of the page and, in oppo-
sition to them, the liabilities and capital upon the right half.

In the general form of British balance-sheet, this arrangement is
reversed. The history of the balance-sheet in Great Britain ex-
plains this arrangement, but, in addition to its historical derivation,
a certain philosophy applies to its use. The assets evidently came
from creditors or from proprietors or from profits. The British dis-
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play the source of the assets before they do the assets themselves.
That is, on the left-hand side of the balance-sheet they display the
capital, the liabilities and the surplus from profits, and on the
right-hand side they display the assets which have come from these
sources. This is a logical arrangement.

In America there is a slightly different philosophy. Here the
liabilities and the capital are considered as classifications measur-
ing the legal claims or liens upon the assets. Evidently, there
must be an asset in order for a lien upon it to have any great sig-
nificance. Therefore, in America the assets are displayed first,
that is, on the left-hand side, and on the right-hand side are dis-
played the classifications which represent the legal claims to these
assets. This, too, is a logical arrangement.

It has been said with a certain degree of facetiousness that there
is also a psychology back of the arrangement: that the British
business man, being conservative, thinks first “What do I owe?”
and afterward “What have I with which to meet these claims?”
He therefore desires to see his liabilities placed first on his state-
ment. On the other hand the American business man’s first thought
upon seeing his balance-sheet is “What have I?” his liabilities be-
ing of secondary importance. It is not our purpose to quarrel
with either arrangement but rather to discuss the classifications and
the measurements as used in America.

1-12. In addition to the balanced form, often referred to as the
“account form,” balance-sheets in America are sometimes ar-
ranged in what is commonly called the running form or schedule
form. This is an arrangement in which the liabilities and capital
are placed below the assets instead of in opposition to them. It is
favored because it can be made on standard-size paper with a type-
writer and because it allows of a greater number of indentions
for the purpose of setting out distinctly certain important sub-
totals. Many organizations desire to prepare periodic balance-
sheets upon their own typewriters, and if they have only the narrow
carriage generally used for correspondence, they find the running
form of balance sheet more convenient.

The advantages of the balanced form consist chiefly in the fact
that the relationship between various assets and liabilities are dis-
played more advantageously. This and other advantages will be
discussed under the respective headings, such as working capital.
(See Y 2-16, 234.)
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1-13. There is again a different arrangement of the various
classes of elements under the main headings. This difference ap-
plies particularly to the assets, the liabilities and capital accounts
usually being arranged to conform to them. In one arrangement
usually known as the “capital” arrangement, the permanent or
capital assets are placed first, and a logical progression is main-
tained down to ‘“‘cash” as the other extreme. The other common
arrangement of assets, frequently called the “current” arrange-
ment, places the current assets first and the capital assets last.
Beginning with ‘“‘cash” as the most liquid, a logical progression is
maintained down to the most permanent, such as “real estate.”
Specific classes of assets, such as deferred charges, investments and
goodwill, are given varying positions in each of these arrangements
depending largely upon the viewpoint of the one preparing the
balance-sheet. The logic of these arrangements is discussed sub-
sequently and illustrations of the various types are offered.

VIEWPOINT

1-14. The accounting records of a business organization are
operated from the viewpoint of the organization as an entity
apart from the people who own it. To this entity certain values
are presumably contributed by the proprietors. Other values may
be acquired from creditors. Others may accumulate as a result of
operations. It is the function of the accounting records to display
at all times, on the one hand, the condition of these values under
the custodianship of the business organization and, on the other
hand, the responsibility for these values to creditors and to pro-
prietors. To this end one or more accounts are opened with the
proprietorship.

If Jonathan Jones owns a grocery store and the total assets
thereof amount to $10,000 and he owes $4,000 to creditors, his
balance-sheet would display on the one hand the various assets
properly valued making up the total of $10,000. On the other side
of the balance-sheet there would appear one or more accounts
representing the liability to creditors $4,000 and an account
“Jonathan Jones $6,000.” The principle involved is that the bus-
iness as an entity has $10,000 of value for which it is accountable to
creditors to the extent of $4,000 and is accountable to Jonathan
Jones for whatever remaining value there may be.
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FOOTNOTES ON BALANCE-SHEET

1-15. There are elements which may affect the financial status
of an organization but lack certain characteristics justifying their
inclusion in the accounts of the organization. Such elements may
be indicated upon a balance-sheet by means of footnotes instead
of being displayed among the financial accounts. These elements
may be divided into three classes: first, possible increases of assets
not yet justifying expression in accounts; second, contingent lia-
bilities; and third, possible preferences as to proprietorship. (See
7 3-18, to 3-21.)

CERTIFICATION

1-16. Balance-sheets frequently contain a certification signed
by the accountant preparing the statement. The form of certifica-
tion, its meaning and its limitations are discussed in Chapter
XXI11.



CHAPTER 11
FOUNDATION OF THE BALANCE-SHEET

2-1. In the preceding chapter the idea was developed that the
financial elements of a business change more or less constantly so
that balance-sheets of the same business but at different dates may
differ greatly as to the amounts of various items contained therein.
It is evident that the management must keep definite control over
such changes. This can be accomplished only through effective
records. These records consist chiefly of (1) accounts, (2) chrono-
logical history of changes and (3) supporting documents and sup-
plementary information.

FINANCIAL ACCOUNT

2-2, There should be nothing mysterious about an account —
that is, about an account in general — though some which account-
ants find are mysterious enough. An account is nothing more
than a convenient place for the systematic recording of the in-
creases and the decreases in a financial classification. By “finan-
cial classification’ is meant any class or kind of expense, or of in-
come, or of value, or of gbligation with regard to values.

2-3. Since only two things may happen to the amount of an
accounting classification — that is, it may increase or it may de-
crease — the account provides for the display of these opposing
changes in two opposing “sides” or money columns. For con-
venience one of these is known as the ‘“debit” and the other as the
“credit” side of the account. (See ¥ 2-4.)

The original distinctions as applied to debit and credit have
almost ceased to have any definite significance in the use of those
terms in accounting. Debits originally referred to entries record-
ing debts, that is, accounts with debtors; and credits applied sim-
ilarly to those entries which represented creditors. From this as a
base, there has been built up such a complexity of elements that are
recorded by debit and credit entries that it is difficult to trace
the resemblance between many of them and the original idea of
debtors and creditors. Today it may be said to be sufficient to con-

14
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sider debits as merely referring to one side of an account and credits
as referring to the other side.

2-4. Broadly speaking, there are two classes of items recorded
by accountancy. One of these classes includes the values known as
“agsets.” The other class includes those elements which measure °
the legal rights to the assets. The latter class divides into two
groups, the rights of creditors, known as “liabilities,”” and the
rights of proprietors, known as ‘“‘accounting capital’”’ — frequently
shortened to the one word ‘“‘capital.” This use of the word ‘“cap-
ital” throughout accountancy must not be confused with the many
other uses of the word, such as its use with economic significance.

Any one of the classes mentioned above may be affected in two
ways which are opposite in charact Oneg. is an increasing effect;
the other is a decreasing effect. It is a function of accountancy to
record these increases and decreases. In America, as has been
stated, assets are displayed on the left-hand side of the balance-
sheet. The left-hand side of an account is known as the debit side,
therefore:

Assets are recorded as debits.

Liabilities and capital are recorded as credits.

Decreases in any of these, being the opposite of increases, are
recorded upon the opposile side. That is, decreases of assets are
recorded by credit entries, and, similarly, decreases of liabilities
or of capital are recorded by debit entries. Gains or profits, being
capital, are recorded as credits. Expenses or losses represent de-
creases of capital or of profit and therefore are recorded as debits.

2-5. One or more accounts appear in the records for each item
in the balance-sheet. Every change in the value or the amount of
this item is recorded with proper supporting evidence. Any change
in the value of one account must of necessity have a complemen-
tary effect upon one or more other accounts. The complete effect
of any particular transaction or happening is indicated through
what are known as ‘‘journal entries.” These are recorded in
chronological records known as “journals’ or “books of original
entry.” With each such entry, or in documents supporting it, full
authority for the transaction or official recognition of its effects
must be indicated. From these entries records are made by the
process known as “posting” in each account affected.

The system whereby the complete effects of all transactions are
recorded is known as the “double-entry”’ system of bookkeeping, a
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designation which is probably unfortunate as it suggests duplica-
tion of entry, whereas its real significance is ‘“complete” entry.
Single-entry systems, so called, merely record such detailed effects
of business transactions as the keepers see fit to include, letting
the rest go.

Through the application of the double or complete entry prin-
ciple and through a system of accounting controls, which it is not
possible to explain in the limited space of this book, the attempt is
made to eliminate errors so far as possible. The goal of an account-
ing system is to fix definite responsibility for each change that takes
place in an accounting classification and to make certain that all
such changes, whether of value or of obligation, are duly and prop-
erly recorded so that the accounts will display as nearly as may be
the true condition of all financial matters concerning the organi-
zation.

There is an advantage in a balance-sheet prepared from double-
entry records wherein every transaction since the beginning of the
organization has been duly and properly recorded, thereby estab-
lishing the authenticity of each item appearing therein, which
would be lacking in a balance-sheet that had to be prepared
merely from the result of efforts to discover what values an organ-
ization possessed and what obligations there might be against
those values without such complete records to aid the process.

TrE FUNCTION OF ASSETS

2-6. As to their function in business, assets may be discussed
under three groups: cash; assets held for purpose of realization;
and assets held for use or service.

It may be broadly stated that it is a purpose of all commerecial
entérprises to produce a sufficient amount of cash in excess of the
needs-of the enterprise to allow distribution to the proprietors.
Also, a certain amount of cash is essential for the successful con-
tinuance of most commercial enterprises. It, therefore, is unlike
other assets in that from a commercial viewpoint nearly all other
assets exist for the purpose of ultimately producing cash.

2-7. This increased amount of cash just referred to is usually
produced by the rendering of a service or the selling of commod-
ities for an ultimately greater amount of cash than was required
to produce and dispose of such services or commodities. The vari-
ous assets acquired for the purpose of such sale or for the produc-
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ing of such service may be known as assets held for realization. In
a merchandising organization, all merchandise held for sale and all
other accounts representing steps between that form and the cash
form, such as accounts receivable or notes receivable, may be
classed as such assets. In a factory, these also include all raw ma-
terials, supplies and other costs which enter into the creating of
the commodities or the service intended for sale.

2-8. 1In order to facilitate the conversion of assets into cash,
certain other assets usually are needed, which are not themselves
intended for direct conversion but, instead, are intended for use or
service. The merchandising organization needs a building, furni-
ture, fixtures and other equipment. The factory needs a building,
machinery, tools and other items necessary to produce the prod-
uct which it intends to sell. These are not held for the direct pur-
pose of turning into cash, but are held for use or service to aid in
that conversion or realization process, whereby a profit may be
made.

The three classes of assets just discussed do not appear upon a
balance-sheet under the groupings indicated. Balance-sheet group
names will be discussed later, but the above grouping has been
made for the purpose of facilitating the explanation of their proper
arrangement upon the balance-sheet and, more particularly, the
reasons for the varying methods of valuation applicable to them.

2-9. A commercial organization presumably receives from its
proprietors certain values at its beginning. It may obtain other
values from creditors. These values, known as assets, are classi-
fied and recorded on the books, offset by accounts representing
the responsibility or accountability of the organization for these
values. At the beginning the assets consist of cash and items for
which cash has been or must be paid. Profit can not arise until
there is a transfer of values to others for a greater value, but
losses may begin to appear almost at once, because many assets
begin to decrease in value for one or another of a number of reasons
almost as soon as they are acquired. As each accounting period
passes, such decrease of asset value must be measured and re-
corded, resulting in a corresponding loss or expense.

2-10. Two great problems of accountancy lie in the accurate
determination of the proper amount of gain resulting from the
convertive processes of a period and the accurate measuring of the
decrease in assets that may properly be deducted from such gains
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to determine the true net profit or increase in proprietorship for
that period. The preparing of a true statement of assets and lia-
bilities at the beginning and again at the end of any period should
disclose the amount of such change in net worth. However, that
would not give any control over the amount nor show the causes
which increased or decreased it.

2-11. Knowing merely the amount of a net profit is not nearly
so important from a managerial point of view as knowing every
element that affected the amount of the net profit. For purpose
of control these elements must be recorded in detail so that all fa-
vorable and all unfavorable effects of business operations may be
specifically measured. An essential of efficient business manage-
ment lies in the finding, measuring and promoting of all favorable
— that is, profitable — elements in the business and in finding,
measuring and curbing or controlling all unfavorable elements
such as expenses and losses. This procedure is accomplished
through accounts set up for each such element. Those accounts
which during a period measure the favorable, that is, the gain
elements, and those which measure the expenses and losses, are
known as ‘“‘nominal’”’ accounts. They are combined at the end of
the period and form a net result which is merged into the pro-
prietorship accounts.

2-12, At the close of each accounting period a balance-sheet
may be prepared showing the assets, liabilities and proprietorship
interest. The accounts that enter into this statement are known
as “real accounts.” They represent values the benefit of which
comes to future periods and obligations to be met in future periods.
. All nominal aceounts — that is, those measuring values or obli-
gations that no longer exist for the organization, or other elements
belonging entirely to the period preceding the balance-sheet — are
summarized in the profit-and-loss or operating statement which
will consist, on the one hand, of all increase of net value — that is,
all income elements — and on the other hand, of all asset values
which have passed away — all cost of goods or service consumed
during the past period.

All effects of transactions recorded in books of original entry
must be posted to accounts and all accounts must be summarized
ultimately into items in the balance-sheet or items in the profit-
and-loss or operating statement. In other words, no transaction
of a financial nature can happen without affecting two or more
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accounts ultimately appearing in the balance-sheet or in the
profit-and-loss or operating statement.

2-13. In order that each account shall display the correct total
of the “real” or of the “nominal” value which it is supposed to
present, adjustments at the date of the balance-sheet are fre-
quently necessary. As an illustration: The nominal account rep-
resenting labor may at the end of the year consist of the various
charges made to it as the weekly payrolls were paid. If the year
ended in the middle of the week there may have been several days
of labor service rendered during the past year but not yet paid. In
such circumstances an adjustment must be made, debiting (in-
creasing) labor account with the value of the service rendered dur-
ing those days and crediting the same amount to an accrued
payroll account. The labor account — a nominal account repre-
senting value of services received in the past period — appears as
an expense element in the operating statement. The accrued pay-
roll account — a real account — represents an obligation passed
forward to the next period and therefore appears as a liability upon
the balance-sheet.

If the labor or any portion of it, in the above illustration, had
entered into the production of a factory product which still re-
mained on hand at the date of the balance-sheet, that portion of
the labor would have been converted into a real element, as the
period following the balance-sheet receives this value and has the
benefit of it.

BALANCE-SHEET DEVELOPMENT

2-14. The relation of the various elements in the balance-sheet
and the principles underlying the theory of asset valuation, as
discussed in Chapters IV and V, can probably be developed best by
means of a simple illustration. Assume a corporation formed with
a capital stock of $50,000, paid for in cash. The corporation leases
a building for a period of years, purchases for cash furniture and
fixtures totaling $20,000, and pays $1,000 cash for the costs of
organization. It further purchases merchandise amounting to $50,-
000, half of the amount being bought on open account. A statement
of its financial condition at this moment would appear as follows:
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X" MERCANTILE COMPANY
BALANCE-SHEET

ASAT...........
ASSETS LIABILITIES
Cash . . ... .... $ 4,000 Accounts Payable . . . $25,000
Merchandise . . . . . . 50,000
Furniture and Fixtures . 20,000 CarITAL
Organization Expense . . 1,000 Capital Stock . . . . 50,000
$75,000 $75,000

2-15. It will be noticed that the credit side of this balance-
sheet shows that $25,000 of value has been received from creditors
and $50,000 from proprietors and, on the other side, the assets
show the disposition of this $75,000. The assets are listed at what
they have cost — that is, at the amount of cash which has been
paid or is to be paid for them. So far no profit has been made.
While it is hoped that the merchandise will be sold for greater
value and that the furniture and fixtures will be of aid in the mak-
ing of such sales, these are only future possibilities and have not as
yet any place in the accounting records.

There may have been losses, however. The $1,000 paid out for
organization purposes is gone and can not be recalled. This might
be treated as a loss, so the balance-sheet above would display a
deficit of $1,000. There is a well-accepted theory of accounting,
however, which permits an organization to treat as assets those
expenses which are necessarily incurred as a part of the organizing
of a business and bringing it to a point where it may produce
a revenue. These organization expenses are as necessary as are
the furniture and fixtures. Under this accounting principle an
organization is not supposed to begin operations with a deficit. A
deficit may result from operations but should not be a necessary
preliminary to operations. The $1,000 of organization cost may
be carried as any other asset until the organization accumulates
surplus from profits sufficient to write off — that is, to elimi-
nate — this item without creating a deficit.

2-16. 1t has been noted that organizations usually find it
necessary to invest their funds in two classes of assets, service
assets and convertive assets. The conclusion is evident that a por-
tion of their capital will usually be tied up in more or less perma-
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nent assets — that is, in service assets — while another portion
may be tied up in assets which it is presumed will be converted
into cash in the ordinary operations of business. The latter amount
of capital is usually called working capital. Since a portion of the
convertive assets may have come from creditors who will have to
be repaid from the proceeds of such conversion, the amount of
working capital is determined by subtracting from the total of cash
and of assets held for the purpose of turning into cash the amount
of current liabilities — that is, of liabilities which mature within
the current period of financing.

The amount of working capital and the character of working
capital is of tremendous importance to nearly all business organ-
izations, as it is frequently the test of solvency and of the ability
to continue solvent operation. No item of this name appears on the
balance-sheet. Instead it is represented by the current assets less
the current liabilities. (See Chapter. II1.)

In the above illustration a portion of the capital contributed by
the stockholders has been invested in permanent equipment and in
organization expenses. The remainder, $29,000, is available for
current operations and constitutes the working capital. It is
shown by the items of cash and merchandise totaling $54,000, less
the amount advanced by current creditors $25,000.

2-17. Assume that the terms on which the corporation leased
the building require a rental of $500 a month, payable in advance
for six months. This transaction reduces its cash by $3,000, and in
its place creates an account called “prepaid rent,” which allows
the total of the assets to remain the same. This prepaid rent is
not yet an expense or a loss. It only becomes an expense with the
passing of the days for which the rental is paid. In other words,
it becomes an expense as the organization receives the service for
which it made prepayment. Day by day this asset decreases in
value, and a certain portion of it is properly transferable from
consideration as an asset to consideration as an expense. At the
end of the first month this asset has therefore decreased $500.
It would be proper on the books of the company to credit the pre-
paid rent account with $500, debiting an expense account. Since
in a balance-sheet all expense accounts are merged into the pro-
prietorship, evidently a deficit of $500 would be created thereby
unless some profit had been made against which this expense could
be offset. The item of prepaid rent would decrease month by month
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until the expiration of the six months, when the account would be
reduced to zero and therefore be eliminated. As has been said be-
fore, nearly all assets are subject to a more or less continuous de-
crease in value. This decrease in value must, of course, be borne
by the proprietorship and is treated as an offset against whatever
profits have been made during the corresponding periods.

2-18. The furniture and fixtures are subject to decrease in value
- duetouse. Market value does not enter to any great extent into the
basic determination of asset treatment on the balance-sheet. The
asset first comes on at the value which it cost. That is, at the
amount of cash paid for it or agreed to be paid for it. Assets are
presumably acquired for purpose of resale or conversion into cash
or for purpose of service — that is, for use or aid in producing an
income to the organization other than by actual disposal. The cost
of those acquired for sale is offset against the income from such
sale when made. The cost of those acquired for service will -be
offset proportionately against those periods receiving the service.

If a building is estimated to be serviceable for thirty years, the
cost, less recoverable value at the end of the thirty years, measures
the real cost of the service — that is, the use of that building — and
should be charged proportionately to each of those thirty years. A
piece of machinery costing $1,000 which may bring $100 as junk
at the end of ten years of usage should be charged to the ten years
receiving service from the machine in proportion to the amount of
service rendered in each year. The spread or distribution may be
considered as equal throughout the ten years. If so, the asset ac-
count “machinery”’ would be reduced by $90 each year, and this
$90 would be charged as an expense of that year. For expense, after
all, is only another word for indicating the cost of a service received.
If the service rendered by the machine is considered to be unequal
in the various years the total cost of the service, $900, may be ap-
portioned to the years upon a more equitable basis. It is not our
purpose here to consider how this charge is apportioned but rather
to indicate the fact that assets acquired for service are treated for
balance-sheet purposes as though they were prepaid expenses or
prepaid services, and the net cost to the organization is distributed
to the various accounting periods receiving this service.

2-19. In the balance-sheet it is often desirable with regard to
more permanent assets to show both the cost and the portion of
that cost which has already been charged to expense. If the furni-
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ture and fixtures in the above illustration are supposed to de-
preciate at the rate of, say, 87, a year, the item will appear on the
balance-sheet at the end of the first year as follows:

Furniture and Fixtures . . . . . . . . $20,000
Less Reserve for Depreciation . . . . . 1,600 $18,400 -

If there were no additions to the furniture and fixtures, at the
end of the second year, the item would appear

Furniture and Fixtures . . . . . . . . $20,000
Less Reserve for Depreciation . . . . . 3,200 $16,800

This indicates that $20,000 of the resources of the organization
have been invested in this asset, which is in reality a prepaid ser-
vice over a period of years. Part of the period of service has ex-
pired and $3,200 has been charged as the cost of service over those
years. There is a remaining prepaid value of $16,800 which will
presumably be received in the form of service over future periods.
This transfer of values from asset accounts to expense accounts,
so far as assets of a permanent nature are concerned, may be ac-
complished on the records by periodic entries debiting an expense
item called “depreciation’” and crediting a ‘reserve for deprecia-
tion” account. This allows the asset account to remain at cost
while the portion of that cost which has been transferred as an
expense to past periods is shown at any time by the reserve for
depreciation account. This reserve for depreciation becomes a
constantly accumulating credit amount and on the balance-sheet
appears as a deduction from the asset to which it applies.

The amount periodically transferred from an asset to an expense
element is of necessity estimated. It is based upon three elements:
first, the cost of the asset — that is, the amount of money invested
in it; second, the estimated recoverable value; and, third, the
probable number of accounting periods intervening before such
recovery. If the estimate is accurate, the book value of the asset
at the time of its ultimate disposal — the difference between the
cost and the reserve that has been built up for depreciation
thereon — will exactly equal the value recovered. Of course, in
practice such an exact result is impossible save by accident. Never-
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theless there is a constant attempt in business to approach as
nearly as possible to such accuracy.

2-20. For accounting purposes “land”’ usually is presumed not
to be subject to depreciation, but this does not make it an excep-
tion to the above rule. It is merely assumed that land is usually
worth as much at the end of any given period as at the beginning
of the period, and therefore that the recoverable value at time of
sale is equal to the cost, so that there is no service cost to be spread
over the periods between.

Prepaid expenses, such as rent or insurance, may he spread
accurately over the periods of their service, as the time for which
the service contract exists is definite and there is usually no sal-
vage value at the end of that period. (See § 3-7, 134.)

2-21. Certain other elements commonly appear in balance-
sheets and should be brought into this illustration. In addition to
the prepayment of rent, assume that during the first month of
operation the above company sells merchandise which has cost
$6,000 for $10,000, half of which is collected in cash, the other half
remaining on open account. Further assume that $2,600 has been
paid out in expenses for the month. If depreciation on furniture
and fixtures be disregarded, a balance-sheet at the end of the first
month will appear as follows:

“X” MERCANTILE COMPANY
BALANCE-SHEET

ASAT. ..........
AssETS LIABILITIES

Cash . . . . ... ... $ 3,400 Accounts Payable . . . . $25,000
Accounts Receivable . . . 5,000
Merchandjse . . . . . © . 44,000 CariTAL
Prepaid Rent . . . . . . 2,500
Furniture and Fixtures . 20,000 Capital Stock . . . . . . 50,000
Organization Cost . . . . 1,000 Surplus . . . . . L. 900

$75,900 $75,900

Note that in this balance-sheet there are the following types of
assets:
1. Cash.
2. Receivables — items which represent legal claim for the col-
lection of cash from others.
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. Merchandise, including items held for the purpose of sale.
Service paid for but not yet received.

Service assets — assets acquired for permanent use.
Intangible assets, including items which for one or another -
accounting reason are included among the assets and may
have a potential earning value but are not tangible. They rep-
resent neither property nor right to collect property from any
one else. _

The above six classes typify practically all items which will
appear properly upon the asset side of any balance-sheet.

On the right-hand side of the above balance-sheet are three
items, as follows:

1. Amounts representing claims of creditors legally enforceable

against the organization. -

2. Amounts contributed by the proprietorship.

3. Surplus measuring the excess of total asset value over the

other two items.

Items measuring a decrease in asset value since the date of ac-
quirement sometimes appear in balance-sheets as a fourth classi-
fication on the liability side. Usually such items are preferably
shown as deductions from the assets to which they apply. (See
119-2.)

A careful study of the various elements in the balance-sheets
which follow in this volume will show that, with very few excep-
tions, they fall under some one of the above classifications or some
combination thereof.

2-22, Tt should be further noted that it is not possible to have a
value to an organization upon the credit side of a balance-sheet.
The values are all on the asset side. The credit side shows nothing
but obligations to people or to other organizations for the values dis-
played upon the asset side. These obligations appear at the amount
of value contributed by the parties whom they represent adjusted
by whatever amounts may have accrued within the organization
in favor of or against these parties.

With the exception of assets representing the result of conver-
sion or sale by the organization of property or service, other assets
are valued at what they have cost the organization less the portion
of that cost which has been charged against income of past periods.

The assets which are the result of sales or other conversion of
property or service by the organization are valued at the amount

S o s o0
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of their expected realizability. It is now customary in business
to value any asset which represents within itself a legal right to
demand cash at the amount of cash thus evidenced. If merchan-
dise costing $6,000 and carried on the books at that amount is sold
on open account for $10,000, the resulting asset may be carried
at the latter amount. The organization has not yet received cash,
but, instead, has an open account with the debtor known as an
account receivable or a trade-debtor account. This sale has given
to the organization the right to demand from the debtor $10,000
in cash, and modern business allows the organization to list this
asset as $10,000 less a reserve for any probable loss in the collection.

2-23. This recording of the asset ‘“account receivable” at an
amount in excess of the asset ‘“merchandise’”’ exchanged therefor
results in an addition of $4,000 to the total assets of the organi-
zation. Such additions to assets constitute gross profit, which is
offset to some extent by decreases in other assets or by obliga-
tions to decrease assets — in other words, by expenses.

If, in the illustration above, a note receivable instead of an ac-
count receivable had resulted from the sale, the treatment would
have been the same. The receivable would have been listed at the
amount of cash to which it gave the legal right of collection.

2-24. 'There was a time when it was not considered correct to
record a profit on the books until it was represented by cash. Ac-
cordingly, in the above sale, no profit would have been recog-
nized when the merchandise was converted into a receivable, but
only when the receivable was converted into cash. Such profit is
known as realized profit — that is, profit which is made real by
being present in the form of cash.

Another accounting principle that has come into prominence in
recent, years has had an effect upon this method of valuation. This
principle is embodied in the attempt to apportion justly to the
respective years or other financial periods the profit or income
earned in those periods and the cost or expense which properly
offsets such income.

In the illustration above, if the sale of the merchandise had oc-
curred in one year and the conversion of the receivable into cash
had occurred in a subsequent year, the latter year would have
shown the profit or income of the whole movement from merchan-
dise into cash. Whereas, the cost or expense of converting the sale
into a receivable, which occurred in the prior year, was probably
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very much greater than the expense of carrying the receivable and
of converting it into cash. It is, therefore, much fairer to allow to
the year in which the burden of the expense occurs the profit that
results therefrom, less an amount estimated as being sufficient to

care for any possible loss in collection. )

Therefore, at the end of the year in which the above sale oc-
curred, the receivable would stand on the balance-sheet at the
amount of $10,000 less a reserve for possible loss in collection, thus
bringing into the year just ended the profit upon the transaction.
(Some accountants advocate that an additional amount should be
withheld to represent the cost of carrying the receivable, that is, an
amount corresponding roughly to interest on the capital tied up in
the receivable until it is made available again in the form of cash.
This principle is treated fully in the chapter on cash discounts.
See Chapter XXIV.)

2-25. The proper valuation of assets for the balance-sheet may
be briefly expressed as being based upon cost for all assets, except
cash and assets representing legal rights to collect cash, which are
valued at their expected realizability. This basis is subject to ad-
justments such as the reductions discussed in Chapter V and to
adjustments described in later pages in the discussion of the
specific classes of assets to which they may apply.



CHAPTER II1
ELEMENTS OF A BALANCE-SHEET

8-1. In the preceding chapter we discussed the development of
a balance-sheet and used accounts typical of the various classes of
items which appear therein. It is the purpose of this chapter to
discuss these elements on the basis of the group names under
which they are ordinarily collected in balance-sheet presentation.

ASSETS

3-2. Assets is a term used in accountancy to cover all property
owned, all legal rights to collect property and all prepaid rights to
service.

Property owned covers all property such as real estate, ma-
chinery, merchandise, supplies, etc., legal title to which is vested
in the individual or the organization classifying it as an asset.

Legal rights to collect property cover what are frequently called
receivables. They embrace what are termed in law ‘“‘choses in
action.” They are not tangible property of themselves but they
represent the right of appeal to the courts to enforce the collection
of certain stipulated amounts of property. They include accounts
receivable, notes receivable, accrued interest, ete.

Prepaid rights to service appear wherever payment for a service
has been made before the service is received; for example prepaid
rent, unexpired insurance, interest paid in advance.

At various times in balance-sheets certain items will appear
among the assets which do not comply strictly with the definition
above, Stch items should not be so included unless to classify them
otherwise would result in an injustice to individuals or to the results
of certain accounting periods. An illustration of this might be the
organization expense of a corporation. This is not property owned
nor legal rights to property, nor does it strictly represent a prepaid
service, though frequently it is treated as though it came under
the latter classification. Nevertheless, it is accepted by account-
ants as a proper asset, if other treatment of it would result in a
violation of any accounting principle. (See later discussion of pre-
paid expense and deferred charges, § 3-7, 134, 13-9.) Similarly
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“goodwill” may not come under the above definition, yet it is fre-
quently included in the assets of an organization purchasing it.
(See Chapter XII.)

CURRENT ASSETS

3-3. Current assets are sometimes known as liquid assets or
floating assets. The group embraces cash and all assets held for
the purpose of converting into cash. It includes merchandise held
for sale, either in finished or unfinished form, together with the
elements such as raw materials and supplies which enter into it,
and all other classifications resulting from its sale until finally
realized in the form of cash.

The chief function of mercantile or manufacturing concerns is to
convert commodities or service into sufficient cash to cover the
cost thereof, the expenses necessary for operations and a profit to
the proprietorship. This conversion may be direct or the sale may
be on open account creating a balance-sheet item called accounts
receivable or perhaps notes receivable. Such classifications are
valueless to the organization, save as they may later be converted
into cash or its equivalent. Presumably all assets listed under the
current classification move gradually toward a realized condition.
In the period following the balance-sheet the merchandise will
presumably be turned into receivables and the receivables be
turned into cash. The length of time required for this process of
conversion varies with the type of organization, the seasons and
the efficiency of operation.

Current assets are sometimes defined as those which are most
readily converted into cash. This is an erroneous definition. Fre-
quently real estate may be very readily converted into cash, yet
it belongs essentially in the group of permanent or fixed assets.
On the other hand, inventory of merchandise is a current asset,
yet often it is not readily convertible into cash, requiring, instead,
the constant effort of a large organization to effect conversion. In
fact, the conversion of merchandise into cash constitutes the chief
problem of many great organizations whose staff is maintained
and operated primarily to accomplish that purpose. (See Chapter
VL)

QUICK ASSETS

3-4. The term ‘“quick assets’” is sometimes used as almost
synonymous with current assets. It includes cash, receivables



30 THE BALANCE-SHEET

from others than officers, stockholders and employees, inveutories
and other items held for the purpose of converting into cash.
When so used the total of the above groups appears as a sub-
head in the balance-sheet, to which may be added securities held
for sale or readily salable and receivables from officers, stockholders,
and employees. The total then obtained is known as “current
assets.” This is the use recommended by the Federal Reserve
Board in its bulletin of April, 1917. In practice the usage fre-
quently varies considerably, but the term always indicates assets
which in the ordinary course of operations will soon be converted
into cash.

Fixep or PERMANENT ASSETS

3-5. These are sometimes known as ‘““capital assets.” Whereas
current assets are of value to an organization only if they are con-
verted or convertible into cash, permanent assets include those
which are themselves of use to a business. Their value to an organ-
ization lies in their use or service, rather than in their conversion.
Buildings, furniture, machinery and equipment of various kinds
may be held by an organization, not for the purpose of directly
converting into cash, but because of their usefulness in aiding the
process of realizing the current assets. (See Chapter X.)

INVESTMENTS

3-6. In addition to the assets directly related to a business,
organizations may own various other forms of property or
documentary rights to property, which although owned by the
organization play no essential part in its operations. Under this
classification would come investments in the securities of other
companies. These are preferably displayed in the balance-sheet
under a separate grouping, so that they do not appear in the total
of the permanent assets, nor of the current assets. There may be
times when these investments are held purely as current items: that
is, if they are of a readily convertible character they may be held in
lieu of cash and as such may be grouped among the current assets.
Amounts invested in United States government bonds or in cer-
tificates of indebtedness or in other bonds of a readily realizable
character come under this group.
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Again there are times when these investments are practically in
lieu of permanent assets, as in the case of a publishing house which
owns capital stock of a bindery. This stock ownership may enable
it to make very favorable contracts for binding and so is treated
as a permanent item, as it takes the place of the direct ownership
of binding machinery and equipment. Unless there is some such
close relationship between the investment and one or other group
of assets it is preferable to treat the investment as a separate
classification on the balance-sheet. (See Chapter VIII.)

Prepap EXPENSES

3-7. Prepaid expenses are sometimes included by accountants
with deferred charges. (See later Y 3-8, 13-1.) However, unless
the amount is insignificant, prepaid expenses deserve a separate
heading, for they are quite different from deferred charges, — dis-
cussed later. Prepaid expenses include those for which settlement
has been made but for which the service has not yet been re-
ceived by the organization. They are akin to receivables but
different in the sense that receivables represent a legal right to
collect cash, whereas prepaid expenses represent a legal right to re-
ceive service. They represent an investment of working capital in
advance of receiving the service. Prepaid rent, prepaid interest
and unexpired insurance are illustrations.

DEFERRED CHARGES

3-8. Deferred charges include those costs or expenses which for
certain reasons are not charged against the income of the period
in which the service is received but are temporarily capitalized,
that is, set up as assets to be written down over future periods
on some arbitrary basis. As previously stated, it is not desirable
to include prepaid expenses under this heading unless they are
small in amount. Deferred charges do not represent any legal
right to collect from any one the amount shown in the form of
cash, commodities or service; whereas prepaid expenses do involve
such right. If an organization rents a building and pays $6,000 a
year in advance, that constitutes a prepaid expense and the organ-
ization has the right to demand the service — that is, the use of
the building — for the period covered by the contract. This pre-
paid rent is definitely chargeable to the particular months men-
tioned in the contract, the agset account being correspondingly
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reduced month by month. On the other hand, if the organization
paid out $10,000 as the cost of moving from an old location to a
new, it might properly set up this amount as a deferred charge.
It can write off the amount against expense over a number of years
determined arbitrarily. The organization hopes that the new loca-
tion will prove profitable and justify the expenditure which it pro-
poses to charge against the increased profits of the future years,
but it has no legal right to collect the $10,000 from any one, in the
form of service or of other value.

As this point has not always been brought out as clearly as it
should be, perhaps it justifies another illustration. Let us say that
in 1922 a business firm spent $30,000 for advertising in periodicals
and all of this advertising appeared in the year 1922. On De-
cember 31st it might decide that the advertising should be ex-
pected to bring in additional business in 1923; therefore it might
further decide to let the year 1922 stand only half of the cost, cap-
italizing $15,000 as a deferred charge to be written off in 1923.
Note that at December 31, 1922, it includes this item among its
assets under the heading ‘‘deferred charges.” This item does not
represent property owned nor a legal right to collect property nor a
legal right to receive service. It does not represent at that date
any legal right to compel any one to pay anything or render any
service in 1923. This is a typical deferred charge.

Suppose, again, that the same organization makes a contract in
1922 with a magazine to run advertisements during 1923 and for
certain reasons makes a prepayment of $30,000 for this advertising.
This amount is strictly a prepaid expense. On December 31, 1922,
it represents an amount paid for a"service which has not yet been
received. The organization has at that date a legal right to receive
during future months a specified service. Month by month as this
service is rendered the advertising expense for the month may be
debited and the prepaid advertising account be credited so that
at the expiration of the contract period the prepaid expense will
have been written down to zero. (See Chapter XIII.)

INTANGIBLES

3-9. Intangibles, such as franchises, goodwill, copyrights,
trademarks, ete., frequently appear in balance-sheets. These may
be placed under the heading “intangibles” or they may appear with
the permanent assets. They are discussed in detail in Chapter XI.
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They are items presumably having some value to the organization
but not in tangible form. They may be represented by some doc-
ument or contract. The amount at which they properly appear
upon the balance-sheet may have little relation to their true -
worth to the organization owning them.

LiaBILITIES

3-10. The term “liabilities” includes all legal obligations in-
curred by an individual or organization to pay values to others
than the proprietors, either at once or in the future. There is an
increasing tendency to draw a more definite line between the legal
rights of proprietors and the legal rights of others. The obligations
to the latter group comprise the liabilities, though the term was
once used in a broader sense to include proprietorship rights as
well. The distinction between the rights of creditors and the rights of
proprietors is recognized in law and is sufficiently vital to justify
carrying the distinetion accurately into the accounting records and
statements.

CURRENT LIABILITIES

3-11. Liabilities also are divided into two groups, sometimes
given the same group names as the two chief divisions of assets,
namely, current and fixed. The distinction here, however, is purely
an arbitrary one, depending upon when the liability must be met.
Current liabilities are those which should be paid within the current
financing period, which is usually from sixty to one hundred and
twenty days or perhaps one year. Those which do not mature for a
longer period or those which are readily renewable in character are
classed in the second group. For instance, a bond or a mortgage
might fall due within thirty days after the date of a balance-sheet,
but if arrangements had been made for renewal it would be tab-
ulated among the fixed rather than among the current liabilities.

It is difficult to give any rule fully covering the difference between
these two classifications of liabilities. Long-time notes and bonds
are unquestionably fixed liabilities. On the other hand, the lia-
bilities resulting from purchases on open accounts, short-time loans
from banks or other sources should be grouped as current. Judg-
ment and common sense must play a part many times in making
the right grouping and it is a fundamental of accountancy that in
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case of doubt the preference must lie with the more conservative
line of action. To list a liability as current is more conservative
than to list it as fixed if there be a reasonable doubt as to its proper
classification. Among the current liabilities are found all short-
time notes payable, open accounts resulting from purchases, ac-
crued payables and similar items. (See Chapter XIV.)

FunpED OR LONG-TIME LIABILITIES

3-12, Funded and long-time liabilities are sometimes called
“capital liabilities,” but there is danger of confusing such a term
with the use of capital as applied to proprietors. Again, the terms
“fixed liabilities” and “permanent liabilities” are frequently used.
Objections may be found to any adjective yet suggested as part
of this group name. “Long-time” or “funded” seem convenient
words, but against the latter the point is raised that confusion may
result because of the more limited application of this term in
Europe.

The group includes all liabilities which do not have to be paid in
the current financing period. The distinction has been discussed
under the preceding heading. Among these liabilities are grouped
mortgages payable and the various kinds of bonds payable and
long-time notes payable. (See Chapter XV.)

ACCOUNTING CAPITAL

PROPRIETORSHIP

3-13. Proprietorship is a group name for all the accounts which
measure the rights of the proprietorship of a business to the assets
thereof. “Accounting capital’’ is another term with the same mean-
ing. In balance-sheets the amount frequently appears with the
designation “net worth.” Accounting capital measures the excess
of asset value over the liabilities. In other words, it is the measure
of what should be left of the assets after the creditors are paid.

The accounts which may appear in a balance-sheet under this
general heading depend upon the form of proprietorship. A balance-
sheet of a sole proprietor might display only one account under
this heading. Similarly one account might be used to report the
combined proprietorship of the several partners in the balance-
sheet of a partnership, or there might be separate accounts for
each partner. In the balance-sheet of a corporation there might
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appear under this heading separate accounts for each class of pro-
prietors or stockholders and as many accounts for the surplus and
subdivision thereof as may have been authorized by the corpora-
tion. These points are discussed in Chapter XVI.

CAPITAL

3-14. The account called “capital’”’ frequently appears on the
balance-sheets of sole proprietors or of partnerships and represents
the full amount of the accounting capital. In the case of partner-
ships it may be subdivided into separate accounts for the various
partners. It isused as an abbreviation for the more complete term
“accounting capital.” Where there are restrictions upon the ele-
ments of capital as in the case of a corporation, more distinct terms
(as given below) should be used in the balance-sheet.

CAPITAL STOCK

3-15. In corporations the term “capital stock’ indicates cer-
tain rights to assets acquired by stockholders through their very
act of becoming such. These rights are represented by stock cer-
tificates issued and outstanding. There are various classes of cap-
ital stock, such as preferred stock, common stock with par value,
common stock with no par value and other classes which are dis-
cussed in Chapter XVII.

SurPLUS

3-16. 1In the case of corporations any excess of asset value over
the total of liabilities and capital stock constitutes what is known
assurplus. Ina balance-sheet this may appear under various classi-
fications, such as earned surplus, paid-in surplus, appropriated sur-
plus, capital surplus, etc. These items are discussed in Chapter
XVIIIL

Dericit

3-17. A deficit is the excess of the sum of liabilities and capital
stock over the book value of the assets. In other words, it is the
deficiency or the amount by which the asset total fails to equal the
sum of the liabilities and the capital-stock accounts. It is, there-
fore, the reverse of the surplus account. It is a surplus account
with a debit balance instead of a credit balance. It is sometimes
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displayed among the assets on a balance-sheet, but this is confus-
ing and apt to be misunderstood. It is preferably shown in the
proprietorship group as a subtraction from other items therein.
(See § 18-26.)

CONTINGENT ITEMS

3-18. Aside from the items which may definitely be classified in
the balance-sheet under some of the headings just discussed, atten-
tion frequently must be given to contingent items. These are ele-
ments involving uncertainty — not as to their classification, but as
to their future status. It is possible that they will affect the finan-
cial condition of the company in the future, but at the date of the
balance-sheet that possibility has not yet been made a certainty.
There may be items with asset potentialities, which do not as yet
justify asset classification. Certain facts may result in true lia-
bilities, but that result is yet too doubtful to justify inclusion among
its positive liabilities.

As a rule no “contingent” heading is used in the balance-sheet
unless as a footnote. Each contingent item must be studied and
displayed or not, as seems right and proper. Such items may be of
an asset, liability or proprietorship nature.

CONTINGENT ASSETS

3-19. Items which represent contingent assets — items which
may or may not become the property of the organization — must
not be expressed in the financial accounts and statements unless
offsetting reserves are set up so that the profit-and-loss accounts
will not be affected by improper inclusions. Damage claims which
are not.in the nature of conversion of assets would come under this
heading. Damage claims which merely represent attempts to col-
lect from certain persons instead of from others, or claims which
are in lieu of other assets not in the balance-sheet, may properly
be expressed by accounts. They are not contingent assets. If a
building has been destroyed by fire, the account representing that
building should, of course, be closed. In its place there is a claim
against the insurance company for a certain amount. Such a claim
is a legitimate asset. However, the two assets must not both ap-
pear upon the balance-sheet; otherwise there would be a duplica-
tion.
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A claim or suit which might result in producing an asset addi-
tional to those in the balance-sheet, but is of a contingent nature,
should not be set up in an asset aceount, unless it has advanced to a
stage where there is a legal claim for collection, such as a court
judgment. It would be legitimate, however, to express such a con-
tingent asset as a footnote on the balance-sheet if the accountant
deems it of sufficient validity to justify such attention.

CONTINGENT LIABILITIES

3-20. Contingent liabilities are much more common than con-
tingent assets in financial statements. It is the duty of the account-
ant to call attention to any liability which may accrue against
the organization. Investigation should be made to determine, if
possible, any suits that may be pending or any judgments that may
have been filed against the proprietorship. Indication of these
things should be made by footnotes on the balance-sheet, even
though they are not sufficiently definite to justify setting them up
in liability accounts.

Contingent liabilities because of endorsement of negotiable paper
should also be expressed by footnotes if not shown in the accounts
under the heading ‘“‘notes receivable discounted” or some similar
account. (See Y 14-10.) In this case, any possible liability because
of endorsement would result in a corresponding asset in the form
of a claim against preceding endorsers or the makers of such paper,
which would be expressed on the asset side of the balance-sheet.
The method, therefore, of carrying both the asset and the lia-
bility items with regard to all endorsed commercial paper has the
sanction of good usage and is considered preferable to the mere
footnote display on the balance-sheet.

CONTINGENT-PROPRIETORSHIP CLAIMS

3-21. 1t has been held that dividends payable to stockholders
do not become liabilities of a corporation until they have been
definitely voted by the board of directors from surplus or profits
properly applicable to such use. This apparently applies to div-
idends on preferred stock as well as to dividends on common stock.
When any dividends have been passed, if they are cumulative, they
constitute a claim which becomes effective whenever the board of
directors authorizes such distribution of profits. Until that time
it is not desirable to display such accrued but unauthorized div-
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idends as a liability. In a balance-sheet, it is proper to indicate such
a condition by means of a footnote, so that proper warning is
given to possible purchasers of common stock that certain pri-
orities must be recognized before distribution in the form of div-
idends can be made to them. It should be kept in mind that if the
holders of preferred stock have a positive claim to accrued div-
idends in the ultimate distribution of profits, it is not a contingent
liability in the sense of one which may or may not become a lia-
bility; rather it is certain in character and amount but indefinite as
to time.



CHAPTER 1V
VALUATION OF ASSETS

4-1. While the proper method of valuing assets in a balance-
sheet may be subject to some difference of opinion among account-
ants, the chief controversy centers about the valuation of those
which are held for service and ordinarily classified as fixed or per-
manent or capital assets. (See Chapter X.) Present accounting
practice requires that these shall be valued at cost less adjust-
ments for decrease in value, discussed in Chapter V, and other
adjustments, discussed in the following chapters with the partic-
ular assets to which they apply. This basis of valuation is not yet
universally accepted and many business men find difficulty in see-
ing its logic as applied to some of their assets. They feel that assets
should be listed at what could be obtained for them if they were
sold, and they will frequently argue strenuously for such a method
of valuation. Others are confident that an asset acquired under
unusually favorable conditions should be listed on the books at the
amount it would normally cost to obtain.

Again, business men manufacturing or constructing assets for
themselves feel that they should carry such assets on their books
at the amount required to purchase them from others, even though
this amount is in excess of what the assets actually cost them.

Since no matter how carefully balance-sheets be arranged, nor
how accurately their elements be classified, nor how scientifically
the various relations be displayed, the vital results depend upon
how the assets are valued therein, there will always be much dif-
ference of opinion upon this basic matter. However, various
methods that have been tried have been found wanting and have
gradually been discarded. Various theories have demonstrated their
impracticability and have been cast aside. Today there is more
uniformity of opinion, on the part of business men, accountants,
legal authorities and others who have gone deeply into this matter,
than is generally recognized.

Practically all methods that have been widely advocated for
asset valuation concern one or more of the following bases:
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(a) The amount that might be realized by sale of the assets.
(b) The amount that might be required to replace or repro-
duce the assets at the date indicated.
(¢) The amount which the assets cost the organization now
owning them.
Lengthy, labored and learned arguments have been frequently
presented with regard to these bases, but we can do no more in this
chapter than consider them briefly rather than exhaustively.

Basis oF REALIZATION

4-2, Every accountant finds some business men continually
arguing the theory of realization value with regard to certain assets,
especially if its application to their business would result in a higher
amount than the one which the accountant thinks proper. There
are two vital objections to this method. The first is that it offers
no definite basis which can be unquestionably applied. How much
a particular asset would bring at any time is a question of opinion
which can only be confirmed by definite bids from third parties.
To apply this method to all the assets would mean that a contin-
uous succession of bids would have to be obtained or the realizable
value would have to be estimated. But who would make the esti-
mate? If this were left to the proprietor, evidently the balance-
sheet of any business would show it to be worth just so much as the
proprietor chanced to think it worth. Days when he was partic-
ularly pessimistic would show a marked fluctuation from other
days when he felt optimistic. Balance-sheets prepared at a time
when the proprietor desired a loan from the bank might differ tre-
mendously from balance-sheets prepared for property taxation or
for other similar purposes. A luncheon chosen unwisely might
produce.startling results in the display of net worth.

The valuation might be left to so-called experts, so that at each
date of presenting a balance-sheet persons presumably qualified
would pass upon the probable realizability of each item of the asset
group. But even this would not overcome the second objection
which is that the application of such a method would destroy com-
pletely one of the chief functions of accounting records, which is to
measure the periodic results of activities as to gain or loss. If the
valuation of assets be left to guess or appraisal, the resulting profit
or loss for the period between two such balance-sheets would be
correspondingly left to guess or appraisal, and the control over
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custodianship built up by the double-entry method would be al-
most entirely lost.

Basis or RepracEMENT CosT

4-3. A like method, though differing slightly from the one just
discussed, is urged by some business men with regard to assets; that
is, to value them at the cost of acquiring similar assets at the date
of the balance-sheet.

To illustrate: A certain proprietor bought a great number of ma-
chines at a forced sale and for a price considerably lower than would
normally be demanded for them. He desired the value of them
written up on his books to the normal price. He was holding these
machines for sale, and when they were eventually sold the difference
between cost to him and the amount received for them would be
his gross profit. To write up the value prior to the date of sale
would merely result in taking part of his profit then and a less
amount of profit when the sale was made. Such anticipation of
profit is contrary to good accounting and to conservatism.

The same manufacturer acquired some machinery for use in his
factory. Later the price of this machinery was considerably ad-
vanced. He wished his accounting records to show the advanced
price instead of the cost price, under the delusion that he had made
a profit because of the advance in the price of the machinery. Man-
ifestly there was no profit in such a case as there were no additional
assets that he could pay out in dividends or pay to himself as in-
come. The machinery was no more efficient because it had ad-
vanced in price. It would not turn out any better product nor turn
it out faster. Moreover, the whole cost of the machinery, less re-
claimable value, must eventually be charged to operations in the
form of depreciation. To record it on his books at an amount in
excess of cost would merely result in a larger charge to operations.
To take an alleged profit at the time of the purchase would only in-
crease the cost of his later product. This would violate not only
conservatism and good accounting, but also common sense.

The advantages which he really gained in buying machinery at
the low price were twofold: (a) it tied up less of his working capital,
and (b) it resulted in a lower charge to depreciation than if he had
been compelled to buy at a time when prices were higher. It did
not require any manipulation of his financial records to enable him
to receive these benefits. With these advantages he must be con-
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tent. This theory is discussed further in the chapter on “theory of
asset reduction” ¢ 5-3. :

4-4, If an organization should attempt the method of valuing
its permanent assets on the basis of the fluctuations in market price
of such assets, it would be defeating the basic purpose of the finan-
cial records. If the general market prices for machinery advanced
or receded, and if these changes were reflected by writing up or
writing down the assets on the books of this organization, it would
be distorting its records to show things with which it is not con-
cerned. If Corporation “B’ has to pay more for a certain machine
than would Corporation “A” this is no reason why Corporation “A”
should write up machinery value upon its books, for at a later date
it might be that Corporation “C” would buy the same machinery
at a much lower figure.

To follow such a theory to its logical conclusion would mean
that Corporation “A” would be kept so busy adjusting its ma-
chinery prices up and down to agree with the purchase price to
other organizations that it would seriously impair efficiency in
recording true transactions. If Corporation “A” invests a certain
sum in a machine the records should show that amount as being
the cost of that machine and this record should not be influenced
by what other organizations may have to pay for similar machines.
The expenses of an organization are based on the cash or equivalent
value which that organization pays or obligates itself to pay for
service. This principle applies just as much to machine service as
it does to payroll or rent or taxes, and it is doubtful if there is any
organization which would insist on recording these latter elements
at the amount which some other organization might be called upon
to pay for them. (See { 10-14.)

P

AsseETs HAVvE MANY VALUES

4-5. In advocating valuation of assets for balance-sheet pur-
poses on bases other than cost, two facts are frequently overlooked.
These are:

1. That an asset may have more than one value at a particular

date, and

2. That a balance-sheet has certain recognized functions to per-

form which limit the range of asset values that may properly
be used therein.

Consideration must first be given to the purpose back of the
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valuation. Anyone who appreciates the complications of modern
commerce must also appreciate that assets in business can no longer
be considered as having only one value at a given time. In con-
sidering forced realization, as in bankruptcy, a certain value may
be correct. In valuing for purposes of replacement, an entirely dif-
ferent amount may rightly be found. For purposes of determining
a base for fair return in rate-making, the just value may be yet
another amount. The proper value for a balance-sheet may be
different from any of these. The purpose to be served must de-
termine the method to be used.

The special purposes mentioned above must be kept distinct
from the purposes of the balance-sheet as now recognized com-
mercially. The attempt frequently made in the past to combine
many of these functions in the regular balance-sheet and account-
ing records of business concerns has been illogical and confusing and
has not produced satisfactory results. Whenever the need arises
for a special method of valuation, such as those just noted, special
statements may be prepared for that purpose; but it is seldom de-
sirable to allow these special valuations to affect the amounts used
for balance-sheet purposes.

4-6. In forced realization, where the owner of the assets is under
stress of circumstances, the advantage in bargaining is all with the
possible purchasers. If these be few or if competition be lacking the
price obtained may have little relation to the value of the assets to
the business had it been able to continue as a going concern. This
must be considered in any statement made in expectation of forced
realization, such as a statement of affairs (see Chapter XXV),
but it has no place in the ordinary balance-sheet.

When valuing for replacement, as for insurance, or for damages
under the enforcement of the right of eminent domain, the basis
will be the cost of obtaining assets of similar character and ef-
ficiency brought to as similar conditions as may be. The purpose
here is the determination of proper reimbursement, a function
quite different from that of the balance-sheet.

When the assets of public service organizations are being valued
for the purpose of allowing a fair refurn thereon in rate determina-
tion, due consideration must be given not only to the cost but also
to the efficiency of the assets with regard to the purpose which they
must serve. A management which has been skillful, has used good
judgment in the acquiring of assets, has made few expensive mis-
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takes and has kept its equipment in excellent condition must be
allowed some reward therefor. On the other hand it would not be
just to penalize the users of the service of another organization with
an opposite type of management, whose costs had run far beyond a
proper figure because of ignorance, mismanagement or poor judg-
ment. Neither cost nor balance-sheet value alone is a sufficient
basis for the determination of both a fair return to the proprietor-
ship and a fair rate to the users of service.

4-7. Distinct from these, the balance-sheet valuation has its
own functions to perform. These functions are being more and more
generally understood and recognized, and the essential benefits
that may be derived from balance-sheets account at least in part
for the place these financial statements play in the world of com-
merce today. As progress is made in increased accuracy of business
classifications and in increased accuracy of the measurement of
such classifications, there must be more definite limitations upon
the method of valuation used in the various statements of a finan-
cial nature, especially in the balance-sheet.

Some of the needs of business which are being met by the balance-
sheet are:

1. An expression of the financial condition of running — that is,
continuing — organizations, which will be commonly under-
stood by the various parties interested therein.

2. A means for comparing conditions at a given date of various
similar businesses or conditions of the same business at vari-
ous dates.

3. A display to those, such as creditors or proprietors, who have
advanced values to a business, showing what has been done
by that business with the values so advanced.

4. A statement of the balances of the accounting records of the
“organization showing in condensed form the financial facts as
revealed by those records.

The valuation, therefore, that is used in the balance-sheet is
fundamental as a basis of business operation and of business rec-
ords. It must be a continuing valuation repeated year after year
on the same basis, so that progress may be measured by compari-
son. The nearer uniform the method of valuation in all businesses
the more accurate is the information obtained by comparison of
balance-sheets. Any fluctuations in the assets of an organization
must be reflected in the balance-sheet by some account or accounts
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upon the obligations side, that is, by liability or proprietorship
accounts. Fluctuations in proprietorship that do not represent con-
tributions or withdrawals of capital must be gains or losses. There-
fore, if the basis for recording assets is not stable it will result in a
showing of gain or loss not justified by accounting practice and dis-
astrous to conservatism and administrative control.

4-8. Of the three bases suggested above for valuation of assets,
only one is capable of accurate determination and that is the
amount which the assets have cost the organization. The amount
they might bring if sold can not be determined until they are sold,
and this amount is of little interest to an organization which does
not expect to dispose of its assets, unless the sale price should chance
to exceed the worth of the assets to it as a running company. In
that case the actual sale should be made and the value received
therefor should be duly recorded. Unless such sale is made the
amount can only be estimated.

No matter how expert the appraisers may be nor how fair their
judgment as to realizability, the use of the appraisement method
would destroy the value of balance-sheets for comparison and
would prevent their chief function of measuring the periodic re-
sults of activities as to gain and loss. Conditions might be such
at the end of one period that the fixed assets if sold would realize
more than at the beginning of the period. If such appraisals were
reflected in the records it would indicate a gain for the period and
yet that gain would not be usable in any form. It could not be
paid out to stockholders without disaster to the business; neither
would it be represented by any increased capacity or increased
efficiency of production. It would violate rules for determining
gain which have been developed by long experience of the business
world and are now accepted both commercially and legally. The
general adoption of such a valuation would destroy the character
of the balance-sheet as an expression of accounting records unless
these changes were made also upon the accounting records. It
would seem that if business organizations undertook to record on
their ledgers every fluctuation in the realizability of any of their
assets, the bookkeeping staffs would be so busy that they could
devote little time to the recording of true accounting trans-
actions.

4-9. Similar observations might be made with regard to the plan
of recording assets at what it would cost to replace them. Such cost
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is of slight interest to an organization unless it is going to replace
its assets and even then the question has no place in the accounting
records until replacement is accomplished, when the new assets may
be brought into the records at cost.

It must be noted that the business world has tried these methods
to greater or less extent and has found them unsatisfactory. It is
sometimes urged that cost is the proper basis for certain assets, ap-
praisal for others and realizability for others. The writer suggests
that the purpose for which the asset is acquired or held must de-
termine to some extent which of these is the logical method, but it
certainly seems the advantage obtained by uniformity of valu-
ation, not only in the successive balance-sheets of a particular
organization, but also in the comparison of the balance-sheets of
various organizations is so great that it should not be violated save
in most unusual circumstances.

4-10. Flexibility is desirable in the application of rules to bus-
iness as well as in the application of rules to everything else, such
for example as building construction; but over-flexibility is as dis-
astrous in the construction of sound accounting records as is over-
flexibility in building construction. Evidently, if financial state-
ments are to have any value, the basis of valuation of assets must
be definite and sound. It must be one that will enable the inter-
preter of the balance-sheet to determine as accurately as possible
the financial policy of the organization by revealing to him how the
concern has invested the sums that have been raised by loans from
creditors, by proprietorship contributions and by profits not with-
drawn.

The present methods of accounting are the result of develop-
ments during years of bookkeeping experience. No czar of business
or of law has declared that any basis shall be dropped and any
other basis used. Instead, the commercial world itself has grad-
ually discarded those methods found undesirable and has con-
tinued those which come nearer to expressing its true needs. The
general bases of business records now used, which this book at-
tempts to describe so far as they are represented by the balance-
sheet, are not perfect. Changes will unquestionably be made in
them as further experience evolves more satisfactory methods.

It is not the purpose of this book to attempt to give any new
method for asset valuation, but rather to portray and emphasize
the methods which seem to be most logical and most valuable and
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already have the sanction of the best financial authorities and the
approval of business and of accounting usage.

Throughout this book the words ‘“worth’” and “value’” are used
in the sense in which they are ordinarily understood in business
today and as though they were more or less synonymous. There is
no attempt to limit them to that exclusive and highly technical
usage recognized by higher economists.



CHAPTER V
THEORY OF AsSSET REDUCTION

5-1. Inthe chapter on theory of assets, an attempt was made to
explain the principles governing the recording of asset value and
to demonstrate that service assets in reality represent a prepay-
ment for service over a period of usefulness. The difference be-
tween the cost price and the recoverable value is an amount which,
during the periods between purchase and sale must be transferred
from asset elements to nominal elements. This chapter is con-
cerned with the various methods of accomplishing that transfer,

The various causes of decrease in value of service assets may be
grouped under the five heads Depletion, Depreciation, Obsoles-
cence, Inadequacy and Accidents,

DEPLETION

5-2. In some assets, which are of a tangible nature, the actual
asset itself or at least the ownership thereof passes away during the
period of use. Such assets are known as wasting assets, and the
continuous decrease in value is referred to as depletion. (See
9 10-10.) Common illustrations coming under this classification
are timber lands, mines, oil lands and development lands. As these
assets are developed and as the sales are made, each sale transfers
title to a certain portion of these assets. Some of the assets which
made the timber land valuable pass from the ownership of the
company with each sale of timber. Similarly, in each of the other
illustrations, a portion more or less great, of the asset itself passes
from the ownership of the company with every sale of the com-
pany’s product.

It is quite customary to effect this transfer, not at the time of
sale, but at the time when the product is prepared for sale. To
illustrate: With every ton of coal that is mined the estimated
amount of asset value is transferred from the asset of coal mines
to the current asset of coal ready for sale. The result is that the
passing from permanent asset value to the current inventory asset
or, a step further, to the profit-and-loss account, is in proportion
to the quantity of product rather than in the ratio of the passing

48
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of time. The estimated amount of eoal which the land will pro-
duce is calculated prior to the beginning of operations. The cost
of the land divided by the estimated number of units gives the
amount by which the asset is depleted with each unit removed.

It has become common practice in regard to oil lands and min-
eral lands to calculate the estimated amount of oil or of minerals
producible from particular tracts and to capitalize this upon a
definite unit value. The asset so set up should be shown as ad-
ditional to the cost of the land or lease and should be so designated
as to make clear its character, as, for example, “appreciation of de-
veloped leases.” The credit from this entry should be carried to
an account “surplus from revaluation,” which should be carried
on the balance-sheet separate from the surplus from other sources.
(See 7 10-11, 18-21.) As operations are carried forward, a pro-rata
amount is transferred periodically from the surplus from revalua-
tion account and credited to the profit account or to the surplus
account under the designation of realized appreciation. (See
9 18-25.)

DEPRECTATION

5-3. Under the head of depletion we have discussed assets
which dwindle or diminish or waste away with the process of op-
eration. There are other assets, however, whose value decreases
over a period of usefulness, but without any great decrease in their
physical quantities. A building that has been used for ten years
may be just as large as it was in the beginning. Similarly, a ma-
chine after ten years of use may occupy just as much space, weigh
just as much, have exactly the same parts, and even perform the
~ same kind of work as at the beginning, yet its usefulness to the
organization may have passed away and its value, therefore, has
decreased from cost price to whatever price may now be obtained
for it. This decrease of value is usually referred to as depreciation.
Depletion involves an actual decrease in the quantity of the asset
owned, whereas the phrase ‘‘decreased asset value” as used with
regard to depreciated assets refers only to the decrease in the
amount shown as an asset representing prepaid service cost. It
does not necessarily imply that the intrinsic worth or effectiveness
has been correspondingly decreased. This constant reduction of
book value because of depreciation is no more than a measure of
the “expired portion” of the outlay represented by the asset.
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There are always at least three factors in the determination of
the amount of depreciation: first, the cost of the asset; second, its
ultimate recoverable value; third, the period of usefulness. The
first of these is the only one that is definitely known at the time
when the depreciation charge is determined. The other two at
that time can only be estimated and the factors involved in this
estimate are engineering rather than accounting in character.
Nevertheless, the accountant frequently has to make such esti-
mates or to give effect to those determined by engineers. In esti-
mating, he must be guided by whatever engineering information
he can obtain, supplemented by experience with regard to the
various classes of assets, which have been condensed into tables
of more or less general acceptance.

There are many methods of apportioning depreciation over the
various accounting periods between the date of acquisition and the
date of retirement. The amount to be depreciated is the dif-
ference between the proper cost of the asset at the beginning
(which, as has been said before, may include legitimately all of
those costs needed to bring the asset to a position and condition
for rendering service), and the final recoverable value. (See also
¢ 10-11, 10-12, 18-25.)

SmMPLE METHOD

5-4. One of the simplest methods of apportioning depreciation
is to divide the amount of depreciation by the estimated number of
accounting periods of usefulness. To illustrate: If a machine which
costs $4,000 should have an estimated recoverable value of $400
after ten years of service, the amount of depreciation, $3,600, could
be apportioned equally to each of the ten years, or at the rate of
$360_a, year. The accounting procedure would be to set up the
asset at cost, $4,000, when acquired. At the end of the first year
a journal entry would debit the operation accounts with $360, and
credit an account ‘“reserve for depreciation of machinery.” After
this entry the balance-sheet would appear thus:

Machinery . . . . . . . .. . . . $4,000
Less Reserve for Depreciation . . . . . 360 $3,640

At the end of the ten years this reserve for depreciation would
equal $3,600. On the balance-sheet the effect would be shown
thus:
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Machinery . . . . . . . . .. . .. $4,000
Less Reserve for Depreciation . . . . . 3,600 $400

If the machine be then retired and accepted for $400 by some
purchaser, the journal entry would be:

Debit Credit
Account Receivable . . . . . . . . . $400
Reserve for Depreciation to Machinery . 3,600
To Machinery . . . . . . . $4,000

This entry would eliminate the machinery item and the reserve
for depreciation thereon when the machine itself was eliminated,
which is the correct treatment.

The above method operates on the principle that the machine
will be equally useful in each of the years of its use, and therefore
an equal amount of expense because of depreciation should be
charged to each of the years. However, the method overlooks the
probability that repairs and maintenance expenses will increase
year after year and that the expense will therefore be much greater
in the later years than in the earlier years. The actual cost of the
service of a machine includes repairs and maintenance as well as
depreciation. This means that although the later years of opera-
tion will be charged with a greater amount of cost than the earlier
years, the value of the service of a machine will not be greater in
those later years and, in fact, may be even less than in the earlier
years.

DEPRECIATION AND REPAIRS METHOD

5-5. Many methods have been adopted in attempts to over-
come this difficulty. One method involves an advance estimate of
the probable amount of repairs which a machine would require
during the years of its use, this estimate being based upon experi-
ences with regard to similar machines under similar conditions.
Each year of operation would then be charged with an equal amount
sufficient in the number of years to cover the estimated amount of
repairs and also to reduce the value of the asset to its recoverable
amount. To illustrate: If for the machine mentioned above, it was
estimated that repairs and similar maintenance costs to the amount
of $800 would be required during the ten years of its use, the charge
to each of the years should be sufficient to cover the $3,600 of de-
preciation, plus $800, a total of $4,400. The operating expenses for
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each year, then, would be charged with $440. In some businesses,
the credit for this $440 would be made to the reserve for depre-
ciation of machinery, called in this instance “reserve for depre-
ciation and repairs,” and against this reserve the repairs are
charged.

If the estimate prove to be exactly correct this method works
satisfactorily. In the above illustration a total of $4,400 would have
been credited to the reserve account in the ten years, against which
$300 would have been charged because of repairs, so that the bal-
ance on the account at the end of the time would be $3,600, the
same as under the first method. However, such an exact estimate is
almost impossible, and in the absence of exactness this method fre-
quently proves to be illogical and unsatisfactory. If the repairs
should be much in excess of the estimated amount, the excess
charged to the reserve would reduce the balance of that account,
which, in turn, would result in showing upon the balance-sheet a
greater book value for the machine. In other words, the greater
the amount of repairs upon a machine the greater the book value of
that machine would be, and viee versa — which would be a result
quite contrary to fundamental accounting principles.

5-6. Some accountants use the method outlined above, except
that the credit for the $440 is split between two accounts, one called
“reserve for depreciation of machinery’ and the other “reserve for
repairs.” This latter reserve is more in the nature of a contingent
reserve, but it must be maintained with a credit balance. A debit
balance upon it would indicate that the repairs had already become
greater than the amount reserved to care for them, and such an ex-
cess would be an expense which could not rightly be carried over to
later periods, but should be absorbed in the period of its incurrence.

If the reserve for repairs be made great enough there would seem
to be no serious objection to its use, as it is as logical as any other
reserve which is of an estimated character. Any excess upon it at
the end of the period which it was intended to cover is an adjust-
ment to surplus, as is any excess of a reserve for depreciation over
the amount shown to be the true depreciation when the recoverable
value is realized. The reserve-for-repairs method is merely an at-
tempt to apportion the cost of repairs of a particular asset uni-
formly over the period of its usefulness, instead of having to charge
to one period the cost of a repair made in that period which may
have been the result of the strain of previous operating periods.
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SLIDING-SCALE METHOD

5-7. Another method of apportioning the depreciation with the
intent to equalize the charges, both for depreciation and for re-
pairs, to the various accounting periods involves charging the de-
preciation on what may be called the sliding-scale plan, by which
the greatest amount of depreciation is charged to the first year, a
less amount to the next year, and so on, on a constantly decreasing
scale so that the years in which the repairs are presumed to be the
greatest will be the years in which the depreciation charge is least.
This gives effect to the idea that in the first years of use the ma-
chine is probably more efficient and that the efficiency decreases
year by year.

AnNvUITY METHOD

5-8. A method sometimes employed for recording the deprecia-
tion of equipment is known as the annuity method, by which de-
preciation is periodically charged with a constant amount calcu-
lIated to be sufficient to write off the cost during the period of use
and also to write off the annual interest charges on the decreasing
investment as shown by the book value of the asset. This method
involves the problem of calculating the proper annual charge cor-
rectly to accomplish this result. It is not the function of this book
to go into the method of making this calculation; instead, the
reader is referred to any of the text-books which explain annuities,
especially as applied to the calculation of depreciation. (See also
discussion of the annuity method of amortization of leaseholds,
9 9-6 et seq.)

The following table illustrates the application of this method to
$1,000 investment in machinery, estimated to have a scrap value
of $20 at the expiration of five years:

Debit Credit Reserve Book

Year Depreciation Credit Interest for Depreciation Value
$1,000.00
1st $233.85 $60.00 $173.85 - 826.15
2nd 233.85 49.57 184.28 641.87
3rd 233.85 38.52 195.33 446.54
4th 233.85 26.79 207.06 239.48
5th 233.85 14.37 219.48 20.00

It will be noticed that under this method the amount debited to
depreciation is uniform in all years, but this nominal element is
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partly offset by another nominal element, interest. The credits to
interest decrease year by year and the net effect upon the profit of
each year exactly equals the amount credited above to the reserve
for depreciation. This amount constantly increases during the
period of use of the machine, and therefore this method, so far as
its effect upon profit and loss is concerned, is the opposite of the
method discussed previously in which the greater charge to oper-
ations was in the earlier years. It will be noticed that the total
amount charged to depreciation is $1,169.25 and therefore exceeds
by $189.25 the true cost of the machinery less the salvage value.
This excess which is charged to depreciation is offset by similar
credits to interest as shown.

5-9. This method of computation is based on the theory that
the proprietorship is entitled to interest on its investment in the
machine, that is, on the amount of the book value. The net profit
or surplus for the five years is not affected by the method, as the
net difference between the charge to depreciation and the credit to
interest is $980. This is the excess of the investment cost over the
estimated scrap value. However, if any portion of the nominal
element, depreciation, has been merged into an asset which re-
mains upon the books, such as inventory or construction, then it is
clear that this asset has been more or less inflated depending upon
the amount charged to it as the result of the credit to interest.

For an organization to charge itself interest so that the charge is
set up as an asset and the credit is carried into the profit account is
a violation of accounting fundamentals. It is based on the idea that
capital deserves an interest return; but the acceptance of that idea
does not justify one in considering that such a return has actually
been earned, and that the assets are thereby increased, unless they
have been converted into cash or into a legal claim upon some one
for cash.- .

Such a theory is like that of a man having $1,000 in cash in his
possession, but not invested, who says at the end of the year: ‘Now,
this $1,000 is worth 69}, that is, $60 for the year that is past. I am
entitled to that much on the theory that money is worth an interest
return. Therefore, I will credit myself with profit, $60, and debit
an asset aecount for the same amount. My assets are therefore
$1,060 instead of $1,000 and, behold, I have made a profit of $60!”’

Such an argument sounds absurd. Yet it is quite in keeping with
the theory often expressed in business which sets up just such a
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profit of interest, debiting some asset account as an offset. It is
found most frequently, perhaps, in charging to cost of goods pro-
duced an estimated amount of interest upon certain elements of
investment, crediting the same amount to interest as an income.
So much of the merchandise as remains in inventory is therefore
inflated by whatever amount of such interest is included.

UNIT-0F-PRODUCT METHOD

5-10. In some cases, machinery and similar assets may have a
life dependent upon the quantity of their output rather than upon
the number of years of estimated life. In such cases the amount of
depreciation for each accounting period would be based upon the
number of units produced during that period.

5-11. Many other methods of apportioning the amount of de-
preciation to the various periods may be found. All are more or less
arbitrary. It would be dogmatic to assert that any particular
method of depreciation is the best. Rather, one should be governed
by the circumstances of a particular case and the attempt should be
conscientiously made to use that method which will be conserva-
tive and in keeping with good accounting practice and will at the
same time apportion to each of the accounting periods involved as
just an amount as may be ascertainable.

OBSOLESCENCE

5-12. Assets sometimes cease to have, to the organization which
owns them, a value commensurate with their cost less reasonable
depreciation. This may be due to developments of invention or to -
changes of taste on the part of the public. For instance, machinery
designed for the manufacturing of certain electrical equipment was
rendered almost immediately obsolete by improvements which
rendered this equipment unmarketable. New machinery had to be
built to produce the newer type of equipment required by the
progress of invention.

The decrease in the value of the old machinery was not due to
any of the causes recognized above as depreciation. However, the
decrease in asset value had to be written off as a deduction from
surplus. Such a decrease is known as obsolescence. Obsolescence
also applies frequently to certain types of merchandise to which
depreciation is not applied. It usually results from circumstances
that cannot be definitely foreseen, and therefore does not enter
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into the calculation of preceding periods. As a rule, therefore, no
reserve for obsolescence is built up, although provision for this con-
tingency might be made by reserves of a broad nature such as “re-
serves for contingencies,” which would be in the nature of surplus
appropriations rather than resulting from debits to any expense
accounts.

INADEQUACY

5-13. Assets may have to be taken out of use merely because of
their inadequacy to perform the full work for which they are in-
tended. This may be due to a number of causes, such as the mis-
calculation of the efficiency of certain machines or unexpected de-
mand for product, necessitating larger equipment.

As a result of any such cause, the value of machinery may drop
below its purchase price to an extent not justifiably chargeable as
depreciation for the period of use. As it would be unfair to charge
the product of that period with this abnormal amount, the latter
must be offset by direct reduction of surplus or must be capitalized
as a deferred charge to future periods. The latter is sometimes ac-
complished by merging the loss in the capitalized cost of the new
machinery which succeeds the old, or the amount may be capitalized
under a specific name indicating its cause. The former method is
questionable in that it inflates machine value by an amount not
properly to be included therein.

ACCIDENT

§-14. Any asset may be wholly or partly destroyed, or its value
be wholly or partly eliminated as a result of accidents of various
kinds, such as explosions, fires, tornadoes, or other incidents which
may not have direct effects but may reduce the value of assets in a
way that cannot be definitely anticipated. A loss of this character
should not be merged with the results of operation but should be
shown as a distinet item resulting in a reduction of surplus or of
some other form of proprietorship.

Provision against losses of this kind may generally be made to a
greater or less extent by insurance. In that case the value recov-
ered from the insurance companies takes the place of the asset
value destroyed, any difference being adjusted through the surplus
account or through the profit-and-loss account, distinet from the
results of operations.
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InsuRANCE CLAIMS

5-15. After the result of any accident is determined, claims
against the insurance company may be set up on the books in lieu
of the asset value destroyed and prior to the collection of these -
claims. Such claims are in the nature of receivables and usually
appear upon the balance-sheet either among the current assets or
adjacent to them.

AMORTIZATION

5-16. Amortization is defined as a periodic writing down of an
amount. Inits more general usage it is applied to financial accounts
other than those representing tangible assets. However, in recent
years its use has been broadened to include some kinds of assets
built or acquired under the unusual conditions attendant upon war,
and the term is applied to the periodic writing down of the excess-
ive costs necessitated during that period so as to reduce assets to a
normal cost. This is discussed further in  10-7.



CHAPTER VI
CURRENT ASSETS

6-1. Under the head of “current assets” may be grouped cash
and other assets held by an organization for the primary purpose
of conversion into cash. The essential characteristics of this group
are described in Chapter III. The term “floating assets” is used
occasionally instead of ‘“‘current assets.” Assets in this group are
sometimes designated by the terms “quick assets” or “liquid
assets.”

The arrangement on the balance-sheet usually follows the logical
order of realization. For this purpose current assets group them-
selves into three broad classes. At one extreme of the group stand
cash and those items which may be regarded as the equivalent of
cash. At the other extreme should be placed inventories of items
held for purpose of sale or for the purpose of conversion into goods
or service to be sold. Between these two groups are those of an
intermediary character such as the receivables which usually have
resulted from the sale of inventories but have not yet reached cash
form.

The most common classifications coming under current assets
are discussed in this chapter and in Chapter VII.

Cash

6-2. In modern balance-sheets the term ‘“cash” includes all
amounts of money in bank subject to the cheque of the organiza-
tion, together with any other items which would be accepted as
deposits by a bank. It includes money on hand, cheques from in-
dividuals or other organizations, drafts, money orders and other
items which may be deposited in a cheque account without special
negotiation with the bank. It does not include notes, acceptances
or other promissory documents. Evidently it should not include
1.0.U’s, as banks could not be expected to accept these as de-
posits. It does not usually include certificates of deposits, savings-
bank accounts or other moneys in bank which are not subject to
cheque.
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If at the date represented by a balance-sheet there is a net over-
draft of cash in bank by the organization, the amount should
appear on the balance-sheet as the first item in current liabilities.
On the other hand, if the organization has two or more cash ac-
counts, it does not seem to be necessary to set up an overdraft in
one or more of these accounts as a liability, unless it be greater
than thereceivable balances of the other accounts. Rather it seems
desirable to display under the heading ‘“cash in bank” the net
amount resulting from adding the various bank accounts and
subtracting any overdrafts.

The amounts in the cheque accounts of banks, as shown by their
statements of the same date as the balance-sheet, should be reduced
by whatever cheques have been issued against them by the organ-
ization and are outstanding, that is, unpaid by the bank at the
date of the statement. Some organizations follow the practice of
considering the bank account for balance-sheet purposes as being
equal to the balance shown on that date in the bank statements,
thereby eliminating any outstanding cheques. The argument given
in support of this is that at such a date these cheques were still
under the control of the organization as it could have stopped pay-
ment upon them had it so desired. Good accounting practice,
however, holds that the drawing of a cheque and the sending of it
to the creditor should be considered for accounting purposes as a
reduction of the bank account and a corresponding reduction of
the liability. In other words, it treats the sending out of the cheque
as a valid transaction for accounting purposes. This theory accords
with general business practice and has the sanction of good ac-
counting,

Cash on Deposit

6-3. Cash deposits, that is, deposits in bank in special accounts
for specific purposes, frequently appear upon the balance-sheet.
Their position thereon depends upon their purpose. Cash deposited
in advance of the due date for the payment of interest is a current
asset offsetting to that extent the current liability for accrued in-
terest. To illustrate: On January 1st, following the date of a
balance-sheet as at December 31st, interest upon bonds may be
payable. To provide for such payment cash may have been set
aside in a bank account before closing the books for the period.
As a result the balance-sheet will display the accrued interest
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among the current liabilities. The cash deposit to meet the obli-
gation should therefore be classed as a current asset. The working
capital, that is, the excess of current assets over current liabilities,
should not be disturbed because of this liability which the organi-
zation is fully prepared to meet. Similarly, deposits of cash for
other purposes may properly appear under current assets if the
deposits are for the purpose of liquidating any current liability.

On the other hand, eash deposits for the purpose of liquidating
permanent liabilities, or for any purpose other than payment of
current liabilities, which can not be drawn upon for current opera-
tions, should not be grouped among the current assets but should
be separately displayed upon the balance-sheet.

Overdrafts (Asset account on balance-sheets of banks)

6-4. Deposit accounts appear on balance-sheets of banks as
current liabilities, as they represent amounts which are in the
bank’s possession subject to the orders of the depositors as repre-
sented by cheques drawn on the bank. Whenever a bank pays
cheques drawn by a depositor to an amount in excess of the funds
which such depositor has to his credit at the bank the result is an
overdraft, which of course appears as a debit account. It is really
an informal loan to the depositor. State laws against unsecured
overdrafts are becoming more rigid, and bankers endeavor to keep
such amounts at the minimum.

Bank Accounts — Foreign.

6-5. Any moneys belonging to an organization must be carried
into the balance-sheet at their value in dollars or in whatever unit
of value the balance-sheet itself is expressed. Money in foreign
banks, therefore, or any other sums in foreign units of value
must b& converted into dollars at the rate applicable on the date of
the balance-sheet.

Any profit or loss arising from such adjustment of cash items in
normal times is carried to an account known as “‘reserve for foreign-
exchange adjustments,” which is frequently carried as a balance-
sheet item on the theory that fluctuations at a particular date will
probably be offset by other fluctuations at another date. However,
during recent years when the fluctuations in exchanges have been
so great, and when there is little certainty as to what future quo-
tations will be, these adjustments preferably are considered as
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gain or loss items and therefore are merged into the profit or loss of
the period and do not appear on the balance-sheet. Some ac-
countants advocate treating a debit balance in this exchange-ad-
justment account as an expense and treating a credit balance, not
as a gain, but as a reserve appearing on the balance-sheet to be
offset by possible future debits.

Specie

6-6. Specie is a term occasionally found in the balances of
financial institutions covering the amount of coined metal money
on hand. It does not include any paper money nor any item ordi-
narily included in cash other than actual coins. These may be of
gold, silver, copper, nickel or other metal of which the money of
the country in whieh the bank is situated may be legally coined.

Currency

6-7. The term ‘‘currency” generally refers to all forms of
money metal and paper in circulation, but in some cases a more
restricted application of the word indicates any form of legal
tender other than specie. Its use in balance-sheets is limited to
the statements of financial organizations.

Accounts Receivable

6-8. All amounts owed to an organization as the result of sales
or other services rendered and for which no promissory note or
similar document has been received may be classified as “accounts
receivable.” They are sometimes referred to as “open accounts.”
Upon the balance-sheet they may be classified as to source. Ac-
counts receivable resulting from the ordinary operation of the
business should be shown distinct from those resulting from other
causes. Any accounts receivable from officers or employees should
appear as a separate classification. Subdivisions may be shown by
indention, carrying the total into a major column. From this total
may be deducted an amount as reserve for possible loss in the col-
lection of the accounts, usually designated ‘‘reserve for bad debts”
or “reserve for accounts receivable,” so that a net amount may be
carried to the main asset column of the balance-sheet.

There is much difference of opinion as to whether or not the
possible loss because of cash discount should also be deducted from
the amount of accounts receivable for balance-sheet purposes.
(See discussion of cash discount, Chapter XXIV.)
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As an illustration, these items might appear on the asset side of
a balance-sheet as follows:

AccounTs RECEIVABLE:

From Customers . . . . . . . . . .. $217,350.00
From Officers and Employees . . . . . . 8,920.30
From Other Sources . . . . . . . . . . 1,864.00

$228,134.30

Less: Reserve for possible loss in collecting . . 2,900.00  $225,234.30

Open accounts with debtors are sometimes used by organizations
as a security for current loans. When accounts are specifically
pledged the fact must be made evident in the balance-sheet, the
loan itself appearing among the liabilities. If only a portion of the
accounts receivable be pledged, the item may appear upon the
balance sheet as follows:

Accounts Receivable: Pledged . . . . . . $96,500
Unpledged . . . . 71,800 $168,300

Or the accounts receivable may be carried out at the full amount,
and a line in parentheses beneath the classification may read
“pledged to secure loans, $96,500.”

Loans Receivable

6-9. In a commercial balance-sheet any receivable item repre-
senting loans should carry a title which will indicate the class of
loan covered, for example ‘“loans to employees.” Also the accounts
should show whether the loans are secured or unsecured. They
will usually appear under the general head of ‘““accounts receivable”
or “notes receivable” instead of under the designation ‘loans.”
Howéver, in the balance-sheet of a bank or other financial institu-
tion the term “loans” is frequently used to express the total of all
amounts lent by the bank to its customers for which the cus-
tomers’ notes are held. (See ¥ 6-17.)

Notes Receivable
Bills Receivable

6-10. Negotiable instruments of a promissory nature payable
to the organization should be carried under the designation “notes
receivable’” until they are settled. The term “bills receivable’ is
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also used for this classification. As the word “bill” is applied to
many different kinds of accounting forms it is not so definite in its
meaning as the term ‘“note.” American practice, therefore, leans
toward the latter designation.

If a note receivable is discounted by the concern holding it, it
should not be credited to this account but instead should be set up
in an account called “notes receivable discounted.” Such an
account represents a liability of a contingent character. If the
original signer of the note pays it when due, the liability on the
part of the company which discounted it is eliminated. If such
notes are not paid when due, they become true liabilities to the
organization discounting them. In the latter case, it is preferable
that the amount of the note be taken out of the notes-receivable
account and charged back as an account receivable, so that the
amount shown on the balance-sheet as notes receivable will equal
the face value of all notes which will be payable to the organiza-
tion but have not yet matured and are still negotiable. Notes which
have been discounted and have been paid by their signers in due
order should be eliminated from both the notes-receivable and
notes-receivable-discounted accounts. This should be self-evident,
but accountants often find that it has not been done.

Interest accrued on notes receivable should be set up under
a different classification instead of merging the amount with the
notes receivable.

Notes signed by officers or employees of the company should be
displayed in the balance-sheet distinet from notes signed by others.

Any reserve which may have been withheld from profits to meet
possible loss in the collection of notes receivable should be indented
_in the statement and deducted from the total of the notes. An
amount which represents the accountant’s opinion of the collect-
ible value of this item should be carried to the asset column.
Some organizations prefer to carry one reserve for all receivables.
In such cases the accounts receivable, notes receivable and other
receivables would be added in an indented column, the amount of
the reserve would be deducted and one item representing all
classes of receivables would be carried into the asset column.

Acceptances Receivable

6-11. Acceptances receivable are frequently merged with notes
receivable but it is better practice to indicate them on the balance-
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sheet under the distinct heading “acceptances receivable.” Any
acceptances which may be discounted should be credited to an
account “‘acceptances receivable discounted.” The treatment of
this account is the same as that of notes receivable discounted.
(See 9 6-10, 13-10).

Accounts with Consignors

6-12. Consignees frequently make payments, such as for in-
bound freight or for similar expenses, because of merchandise held
on consignment. Such expenditures are in the nature of advances
to the account of the consignor and are represented on the books
of the consignee by accounts in the name of the individual con-
signors or possibly by accounts bearing the title “consignments
inbound.” These accounts may properly be listed on the balance-
sheet of the consignee as accounts receivable. They are a more
certain asset than trade accounts receivable because as a guarantee
of their realization the consignee has a lien on all the property of
the consignor held by him.

Advances

6-13. Advances appearing on a balance-sheet should be accom-
panied by qualifying words to indicate more definitely their
character. The term is generally recognized as properly applying
to moneys which have been advanced either to employees or to
others, to be converted into expense items rather than to be re-
turned in cash. For instance, money advanced to an employee for
traveling expense might properly be classed under this heading
until the employee accounts for it. When the traveling expenses
are definitely ascertained and vouchers properly prepared, ad-
vances would be credited and the proper expense accounts debited.
Any bglance remaining after expenses might be refunded.

There is some difference of opinion as to the proper place on a
balance-sheet for such items. Usually, however, they are classed
as current assets. If at the time of the balance-sheet, the exact
amount of advances which at that date have been converted into
expenses is known, an adjustment should be made so that the item
appearing among the assets would represent only the unexpended
balance of advances. That which has been expended would, of
course, be carried to the proper debit account. If this is a nominal
account, that is, an expense account, the effect will be to reduce the
profit for the period preceding the balance-sheet.
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Advances on Purchase Contracts

6-14. Any advances which have been made on purchase con-
tracts should not be subtracted from other liabilities but should
appear on the asset side of the balance-sheet under a specific
heading such as “advances on purchase contracts.” To illustrate:
An organization which posts such advances into the accounts-
payable ledger may find that on a certain date this ledger will con-
tain credit accounts totaling, say, $325,000, and debit balances
resulting from such advances totaling, say, $40,000, giving a net
total as shown on the trial balance of $285,000. Merely to show
this net amount among the liabilities would be incorrect. It
would violate the accounting rule against deducting assets from
liabilities and showing a net amount on the balance-sheet. In-
stead, the $325,000 should be shown among the liabilities and the
$40,000 among the assets.

Accrued Assets

6-15. There are certain assets which accumulate by the passage
of time so that their value at any date is the result of an exact
calculation. For instance, interest which a company may earn
upon its loans accumulates day by day, and the amount accumu-
lated or accrued up to the date of the balance-sheet, even though
it is not due and payable, may readily be determined. This amount
would appear under the title ‘“accrued interest” or “interest
accrued.” Some accountants insist upon the use of one of these
terms, while perhaps as many accountants prefer the other. There
seems to be at present no uniformity in the matter. Since adjec-
tives in English ordinarily precede the noun which they modify,
there seems to be no very good reason why the rule should not be
followed in this case.

The accumulating value set up under the head of accruals must
not be confused with the increase in market value of assets which
may take place with the passing of time. The latter is known as
“appreciation.” (See § 10-11).

Subscribers to Capital Stock
Subscriptions to Capital Stock

6-16. Either “‘subscribers to capital stock’ or “subseriptions
to capital stock” may be used in the balance-sheet to indicate the
amount of outstanding subscriptions which have been accepted
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for capital stock. Such an account in the general ledger is debited
when the subscriptions are received; the credit is to ‘“capital
stock subseribed,” or some similar account. As the money is paid
in, this account is credited and cash is debited. When the sub-
scriptions are fully collected, the account is eliminated.

If the account represents money collectible at an early date, it
may be classified among the current assets. If, however, the money
to be received from subscription has been or is to be set apart for
some specific purpose other than current financing, the item should
not be grouped among the current assets but should be given a
distinct heading to indicate the use to which it is to be applied.
Instead of listing the account among the assets on a balance-sheet,
it may appear as a deduction from the credit account showing the
amount of capital stock subscribed. (See § 17-21.)

Loans and Discounts

6-17. “Loans and discounts” on the balance-sheets of banks
represent the total amounts due the bank because of loans it has
made to customers covered by the notes payable of the customers
or by the discounted notes receivable of the customers. This
account may be subdivided as to time loans, demand loans, etc.

Time Loans

6-18. Moneys that banks have advanced to be repaid at
specified dates are known as time loans. The time usually is from
thirty to ninety days.

Demand Loans

6-19. Loans made by banks or brokers, the payment of which
may be demanded at any date, appear on the balance-sheet as
“demand loans.” This item is more liquid, that is, more readily
converted into cash in case of need, than the time loans.

Sight Exchange

6-20. Drafts or other forms of demand paper, payable “at
sight”” may be classified under the heading “‘sight exchange” on
the balance-sheets of financial houses. It is somewhat analogous
to demand loans in that it is quickly convertible into cash when
desired.
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Customers’ Liability on Acceptances and Letters of Credit

6-21. The amounts due to banks because of sums advanced on
the endorsement by customers of acceptances and letters of credit
appear under appropriate heading on the banks’ balance-sheets. .
The liquidity: of the account depends upon the time that must
elapse before maturity of the endorsed documents.

Exchanges for Clearing-house

6-22. At the close of a banking day all items which will be
- exchanged the following day through the clearing-house appear
on the balance-sheet of the bank under the heading ‘‘exchanges for
clearing-house.” A bank cashes or accepts on deposit not only the
cheques drawn upon itself but various cheques drawn upon other
banks. These are exchanged daily with the clearing-house for the
cheques drawn upon the bank and cashed by all other banks. Any
excess one way or the other is covered by an actual transfer of
cash or its equivalent between the bank and the clearing-house.
In other words, to each bank the clearing-house represents all
other banks save its own direct correspondents.



CHAPTER VII
INVENTORIES

WHAT INCLUDED — As To Purrose

7-1. While the term “inventories” may be applied to any list
of items with values, its use in the balance-sheet is properly
limited to those items which are owned by the organization and
held for purpose of sale or those which are to be converted into
commodities or services intended for sale. Such inventories may
properly be classified under “current assets.”

Current assets properly include only those items which are held
for purpose of conversion into cash. It is evident, therefore, that
it is incorrect to include in such inventories items which are
neither for sale nor to be converted into items for sale. Inventories
of supplies which are not in the nature of raw materials are often
classified under the head of “deferred charges” or “prepaid ex-
pense”’ and not under the current-asset group. However, in prac-
tice, if such inventories are very small, they frequently are so
included.

WaAT INCLUDED — AS TO OWNERSHIP

7-2. Inventories should include only items title to which is
vested in the organization. They include purchases not received,
if the purchase contract is such that title has been transferred to
the organization. If goods have been purchased f.o.b. point of
shipmept. and have been delivered to the common carrier at that
point they may properly be included in the inventories of the pur-
chaser.

Orders for future delivery should not be included in inventory
unless title has been acquired by the purchaser.

Consignments that have been sent out should be included in
inventory, preferably under a separate heading, unless they have
been converted into sales.

Merchandise sold but not shipped may be included in the in-
ventory only if an offsetting reserve is shown either on the lia-
bility side of the balance-sheet or as a deduction from inventory

68
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total. Otherwise an inflation of assets with a corresponding infia-
tion of profits would result.

CLASSES OF INVENTORY

7-3. Commodities owned by an organization and properly
included in inventories for balance-sheet purposes may fall under
one or more of three broad classifications.

First, goods still in the same condition as when purchased from
others.

Second, goods that have entered into the convertive stage but
have not yet reached the form in which they are marketed by the
owning organization.

Third, goods that have passed through the convertive changes
of this organization and are completed ready for sale or delivery to
purchasers.

7-4. Under the first heading the following sub-headings may
appear:

Merchandise is a term which in its broadest sense may be used
to embrace all commodities held by an organization for purpose of
sale. An item which is a permanent asset to one organization may
have been a merchandise item to another. Office furniture is
classifiable as merchandise by an organization which deals in such
- furniture. Another organization which buys this furniture for its
permanent use should consider it as a permanent asset, not as a
current asset. Whether or not a particular item is properly classi-
fied as merchandise does not depend upon any element or charaec-
teristic of the item itself, but it depends instead upon the purpose
- of the owning organization with regard to it.

7-5. Raw Material is a term used by a manufacturing or other
convertive industry to include those items which it expects to
convert into its product or some element thereof. The thought
expressed above with regard to merchandise may be applied also
to raw materials. In other words, that which is the finished product
of one organization may be classified properly as raw material by
another organization. Leather fully treated and ready for sale
may be the finished product of a tannery, but the same leather
purchased by a shoe factory would be classified as raw material.
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7-6. Factory Supplies include the various items which a factory
may utilize or consume during the process of manufacturing but
are not properly classified as raw materials. The line of demarca-
tion between the two classes is not readily drawn. However, it
may be stated generally that commodities which actually enter
into and form a part of the finished product should be classified
as raw materials, whereas items that are used up in the process
incidentally but form no part of the finished product may appear
as factory supplies. To illustrate: Lubricating oils would be classi-
fied by a factory under the head of supplies. They are used up in
the manufacturing process, yet they do not form any part of the
finished product.

7-7. The second group, as classified above—that is, goods that
have entered into but have not completed the convertive opera-
tions of an organization—includes the following:

Finished Process

Where the convertive work performed by an organization con-
sists of several processes, items that have finished one or more of
these processes and are in a state of rest so far as the operations are
concerned may be classified under this title. It indicates that
these goods have still other processes to pass through before they
are completed ready for sale or delivery to purchasers.

Completed Parts or Component Parts

7-8. Items manufactured by an organization to be assembled
to form a complete product are usually classified under the head
of “completed parts” or “component parts.” As an illustration:
A finished machine may consist of a number of different parts,
cranks, wheels, shafts, frames, etc., all of which may be manu-
factured by the same organization. All these parts, having passed
through the processes of manufacture and being ready for assem-
bling, belong under such headings.

7-9. Work-in-process may properly be applied to work which
has left the raw material stage but has not yet reached the com-
pletion of process or part. Work which has entered into a conver-
tive process maybe classified in this way until the process is finished.

Since the inventory which is classified as a current asset is
supposed to include only items which are to be sold or converted
into cash, care must be taken not to include therein items of con-
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struction work which an organization may be carrying on for its
own permanent use. To illustrate: A factory might be manu-
facturing for itself machinery or other equipment or might be
constructing a new factory building. These jobs might appear on
its records among other work in process. They should not so
appear in the balance-sheet but should be separated and shown
among the capital assets under some designation such as “con-
struction in process” or ‘“uncompleted construction work.”

7-10. The third group into which we have classified commodi-
ties includes those that have passed through the convertive or
assembling process of an organization and are completed ready
for sale or delivery. These are usually referred to in inventories
as “finished goods.” The use of this term differs from that of the
term “merchandise’” previously discussed in that the latter usually
signifies commodities held for the purpose of sale which have been
acquired in the same state from other organizations; whereas
“finished goods” usually indicates commodities that have passed
through some convertive or assembling process by the organiza-
tion now owning them.

It must again be noted that the classifications above discussed
are not based upon any inherent element or characteristic of the
goods so classified, but rather upon the use made of the com-
modities by the organization or its purpose with regard to them.

BASIS OF VALUATION

7-11. There are two generally accepted bases for valuing in-
ventories; one is to value each item at cost and the other is to
value each item at cost or market, whichever is the lower. In
. addition, special methods of valuing frequently have to be applied,
as in the case of deteriorated merchandise or in cases where the
above methods give a value in excess of selling price.

CosT As A BAsIs oF VALUATION

7-12. Since the term “inventories,” as used in balance-sheets,
applies strictly to items held directly or ultimately for purpose of
sale, items listed therein may properly be valued at what it has
cost the organization to render them available for sale. Such
cost in the case of merchandise or of raw material may be expressed
as follows:
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Purchase Invoice Price
Less Trade Discount
Less Cash Discount (if a consistent plan be followed). (See
724-1)
Plus Transportation
Plus Duty and other importation cost (if any)
Plus any other costs directly applicable to the items and
necessary for bringing them into condition for use or sale.
These several items will be discussed in their proper places in the
ensuing chapters.
In the case of goods produced, either in finished form or in
process, the elements of value may be expressed as follows:
Raw Material and Supplies (valued as above)
Plus Direct Labor of conversion
Plus Overhead costs necessary to bring the material to its
present condition.

CosT OR MARKET, AS A BASIS OF VALUATION

7-13. Some business men have construed the so called “cost-
or-market” basis of valuation to mean that the whole inventory
should be valued at cost and a total obtained and again valued at
market and a total obtained, followed by adopting the lower of
these totals. That is incorrect. Instead, both the cost price and
the market price at the date of the balance-sheet for each item in
the inventory should be determined and the lower amount for
each item should be taken as the inventory valuation. It may be
that in one inventory some items will appear at cost and other
items at market price. In preparing an inventory for balance-
sheet purposes by this method, it is desirable to use three unit-
value ecolumns. Each item tabulated should show in the first
column the cost price and in the second column the market price
at the date of the inventory. In the third column the lesser of these
two amounts should be used in the extension.

The method of applying this base to goods-in-process and to
other items in the inventory will be discussed under their respec-
tive headings.

IRREGULAR BASIs OF VALUATION
7-14. Where the application of the above methods results in
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a value greater than can be obtained by realization it would be
incorrect to use such values in the balance-sheet. It is a funda-
mental principle of accountancy that known losses should be taken
at once and not postponed until later periods. No item, therefore,
should be included in the inventory at an amount in excess of what
it will bring when sold.

Using cost or market, whichever is lower, for an inventory is
considered more conservative than using cost alone as the basis.
There are times, however, when one should not insist upon this
method. If, at the time when an inventory is taken, there is a
general depression in market price and it seems probable that the
depression is only temporary, great injustice might result to the
organization from insistence by the accountant that the inventory
must be written down to cost or market, whichever is lower. Such
a method would result in throwing into the past period a loss
which might never become a true loss. If the market should react
there would also be shown in the following period an abnormal
gain which was not a real gain. There are few rules indeed that
must be applied inflexibly. Common sense and judgment must
always have their proper influence.

ReTaiL METHOD OF DETERMINING INVENTORIES

7-15. The retail method of valuation does not differ radically
from the methods previously discussed. It is nothing but a sub-
stitute for taking a physical inventory and valuing it at cost, and
it deserves only brief mention in this book. It is used by organiza-
tions which have great quantities of merchandise of many kinds
operated by departments. Under this heading would come depart-
ment stores, large chain stores, etc.

Briefly, the method consists of recording on summary sheets
all purchases by departments and indicating the expected retail
price in a parallel column. At the end of each month the ratio of
purchase price and marked retail price is obtained for each depart-
ment. A separate record must be maintained carrying the total
value of all “mark-ups” and all “mark-downs” of retail prices.
At the end of any period the total of the opening inventory at
retail value, plus purchases at retail value, plus ‘“mark-ups,”’ minus
“mark-downs,” minus sales equals the retail value of the closing
inventory. This amount multiplied by the average ratio of pur-
chase price to retail price gives the estimated cost of the inventory.
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This method has its advantages where it is desirable to carry all
inventory values at retail price so far as branch stores are concerned
and further where it is impracticable to take complete physical
inventories. The method, when properly applied, furnishes a
good control over inventories of branch stores where the keeping
of a continuous inventory proves too expensive. Retail-value
inventories, however, for balance-sheet purposes must always be
reduced to a cost basis or to the basis of cost or market, whichever
is lower.
VALUING RAW MATERIAL

7-16. As previously stated, the method of valuing merchandise
at cost or at market, whichever be the lower, is based upon the
principle that known losses may be anticipated if the loss is reason-
ably sure to oceur. If merchandise drops in market value the pre-
sumption is that the selling price will also drop so far as the owning
organization is concerned, and this drop will either cause a net loss
from sale or will reduce the net profit when the sale is made to
a point below the normal figure. Therefore, many accountants
consider that it is more desirable to throw this loss into the period
in which the drop in market value occurred than into the period
in which the sale is made.

It is not so probable that the owning organization will ultimately
receive less for its product because of a drop in market price of a
raw material as it is in the case of a drop in the price of merchandise.
Therefore it is frequently correct to carry raw materials at cost,
regardless of market fluctuations, unless the selling price of the
finished article or service will be affected by such fluctuations.

7-17. The same rule holds when the organization produces
some of its own materials — in other words, when an organization
produees a commodity, usually a natural resource, such as oil,
timber, minerals, ete., which it later converts into some other
commodity. It is generally considered that organizations should
be allowed to carry such items at the cost of production or at
market price, if the latter be less, or at the cost without regard to
market price until completion so long as the cost does not exceed
the realizable value. Any loss in the early stages of operations may
be overcome in later stages of the manufacturing process. To
shrink the value of the elements entering into the manufacturing
or convertive process would show an incorrect cost upon comple-
tion which might lead to incorrect conclusions or policies.



INVENTORIES 75

VALUING WORK-IN-PROCESS

7-18. Goods-in-process have incurred certain expenses addi-
tional to the value of the raw materials entering into them. These
additional costs are usually divided into two groups, one of which
includes direct labor, which with the cost of the raw material con-
stitutes what is commonly referred to as “prime cost.” The other
group is known as “overhead” or “burden.” It includes all ex-
penses, other than material and direct labor, necessary to the
carrying on of the convertive process.

These costs, being necessary to the convertive process, may
properly be included in the value of the work in process as rapidly
as they are incurred in the production of it, whether they be
applied directly or indirectly. It is well recognized that the cost
of a finished product may properly include all the various costs
of performing the conversion, whatever they may be, including the
cost of all raw materials or supplies utilized or consumed in the
process.

To apportion to goods-in-process the exact amount of indirect
expense applicable at the particular stage which they had reached
at the inventory date is one of the problems of cost accounting.
Goods so valued are evidently valued at cost. Market price is
concerned only so far as the prices of various elements which enter
into the goods have decreased at inventory time below actual cost
to the organization. Usually this is applied only to raw material
and labor, as the elements constituting overhead can not well
have a recognized market value. To illustrate: If a certain job
in process at an inventory date consists of the following:

Material Cost . . . . . . . . . .. $200.00
Direct Labor . . . . . . . . . . .. 120.00
Overhead . . . . . . . . .. ... 180.00

$500.00

and if material has gone down, say 109 and labor of the kind used
in this process has decreased, say 5%, market price upon this job
in process might be considered as being:

Material Used . . . . . . . . . .. $180.00
Labor . . . . ... ... .... 114.00
Overhead . . . . . . . . .. ... 180.00
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It may be mentioned that the writing down goods-in-process to
market price as illustrated above is not common in practice. It
is much more customary and perhaps as good accounting to treat
goods in process at cost without regard to market price of the
elements entering therein, except in unusual circumstances when
an injustice would result from failing to give consideration to
decrease in market price. '

Varving FiNisaep Goops

7-19. Under preceding headings we have expressed the prin-
ciples of valuation which apply to all products of convertive work.
Finished goods may properly be valued on one of the following
bases:

First, cost of all the elements which have entered into the prod-
uct.

Second, the above value less whatever effect a decrease in market
price at the date of inventory may have upon these elements. -

Third, the selling price of the finished product, less the cost of
selling, if such amount be less than either of the other two methods.

To illustrate: It may be found that the sum of the costs of
material, labor and overhead of a finished item may be $1.00. If the
material and the labor that entered into this article were rated at
the market value at the date of inventory it might produce a
lower value, say, 95 cents a unit. If the selling price of the finished
article has dropped to, say, 97 cents, and selling expenses of the
organization amount to 6 cents a unit, the value, 91 cents, should
be used instead of either of the other values. This condition seldom
appears. When it is found, it must govern the valuation, as it
would be a violation of good accounting to value finished goods at
an gmbunt in excess of their receivable worth. This receivable
worth is the sale value at that date, less the cost of obtaining such
value — that is, the selling and collecting expense.

7-20. There is so much discussion as to what properly con-
stitutes the Costs of Manufactured Goods that certain points should
be emphasized here.

These costs include not only the material that entered into the
product directly but perhaps other materials which are of necessity
wasted in the process of conversion. The costs include not only
that labor which applies directly to the items of product but also
the labor of superintendence and management which has to be
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distributed to the product upon some arbitrary basis. Other costs
such as power, light, heat, rent, depreciation of equipment and all
the other costs which are necessary in order to operate the factory
must be borne by the finished product. This conclusion is based
upon the theory that assets held for purpose of sale may be carried
at what it has cost to obtain them or at market, whichever be
lower.

Illustration: If a factory in order to produce a number of articles
for sale has used raw materials which cost $1,000 and in the pro-
duction of the finished article has employed labor costing another
$1,000 and has incurred various other costs and expenses amounting
to $500, the finished product has cost $2,500 and may be carried
at that figure upon the books until it is sold or is converted into
some other asset, unless the factory uses the method of adjusting
to market price if that be lower. If at the expiration of the period
when these costs were incurred some of the commodities are fully
finished and others are not completed, the value of the completed
goods and of the goods in process taken together equals $2,500.
To determine how much of the value belongs to the finished product
and how much to the product in process is a question of measure-
ment. It is evident that accuracy in valuing factory produects
must depend upon the accuracy of the measurements of the
various elements that enter into the cost of the products.
Thoroughly to discuss the question of measurement of cost ele-
ments would involve a complete book upon cost accounting. Here
one can mention only the essential principles; but emphasis should
be laid upon the fact that since the inventory often embraces a
large proportion of the asset values of a manufacturing enterprise,
the worth of the balance-sheet will be greatly affected by the
aceuracy or inaccuracy of the cost-accounting system and its opera-
tion. Probably more business men have been deceived by incorrect
values of manufactured products than by any other inaccuracies
in accounting systems.

It is essential that nothing shall be included in the cost of goods
in process or of finished goods that is not a true cost. Nothing
should be included that does not represent value paid out or to be
paid out by the organization. Some manufacturing enterprises
own their own factory buildings but charge into cost a rental for
the buildings, in addition to the depreciation thereof, holding that
they are entitled to receive additional income because of the money
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invested in plant. And there are manufacturing enterprises which
charge in the factory cost interest upon all their investment, not
only in the factory itself but in the materials and other cost neces-
sary for its operation, holding that they are entitled to receive such
interest on their investment, and that they should consider as
profit only such sums as are received in excess of charges for interest
and rental. If such organizations carry into their balance-sheets
inventories of finished goods or of goods-in-process at values which
include charges for interest and for rental, they are giving incorrect
values to inventories and are inflating their assets by income which
has not yet been earned. (See ¥ 5-9.)

After organizations have sold the goods which they manufacture
they may separate the excess of selling price over true costs into
whatever elements they choose, calling a portion of this ‘“rental,”
if they wish, calling a portion “interest’” and calling the remainder
“profit.” Accountants would probably allow them to make such
division of earned profit without question; but to anticipate
profits and to set up as an asset any value which has not yet
accrued to them is to misstate asset value. By accrued value is
meant a value realized or to which a legal claim has been estab-
lished by contract.

IHustration: If an organization lends $100,000 and the recipient
obligates himself to pay interest thereon, the organization has the
right to accrue such interest as time passes. Or if this organization
has $100,000 invested in 2 building and rents it to another organiza-
tion which legally obligates itself to pay a periodic rental therefor,
the first organization has the right to accrue the rental as income
as time passes. But if the organization holds the $100,000 for its
own use or holds the building for its own use it violates a funda-
mental-principle of accounting and of good business if it sets up
acerued interest on the investment or rental of the building among
the assets in its balance-sheet. Yet that is what organizations do
when they add to their inventory values interest on investment
and rental upon the equipment owned, which was employed in
production.

As the amounts of interest and of rental are largely questions of
agreement between owner and user, evidently if both parties are
the same, almost any amount of interest or of rental might be
agreed upon and the inventory be inflated to a corresponding
degree. If business men were allowed to set up on their balance-
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sheets constantly increasing values because of interest which they
thought they might have earned upon their assets, there would
no longer be any definite foundation for balance-sheets. The infla-
tion would soon cease to be limited to interest and rent, and could
readily spread to a point where the absurdity would be manifest
to every one.

If organizations wish to measure their results in order to see
whether or not they are obtaining a profit in excess of any given
rate of interest on investment or an arbitrary rental on property
utilized, it is proper that such factors shall be computed for com-
parative and statistical purposes. With this accountants are in
sympathy, but these factors must not enter into inventory valua-
tion for balance-sheet purposes, nor must they enter into the sur-
plus which appears upon the balance-sheets, until they are repre-
sented by realized assets or legal claims upon debtors.

INVENTORY—IMPORTED GOODS

7-21. There is difference of opinion as to what elements of cost
other than purchase price shall be included for inventory purpose
in the book cost of merchandise imported. Probably the most
generally accepted rule is to include all ordinary costs necessary
to bring the goods into the warehouse or place of business of the
organization concerned. These include:

The inventory price abroad

Ship or other freight charges necessary to bring the goods
into the country

Customs duty

Marine insurance, and perhaps

Other costs necessary for dockage and transportation from
wharves to warehouse or place of business.

This is not a universally accepted rule but it seems to be logical
and in keeping with accounting principles. Some organizations
go further than this and include the cost of the receiving depart-
ment as well as the cost of maintaining purchasing agents in other
countries.

It would seem in accord with good accounting principles that
cost of merchandise should be shown so that the relative advan-
tages of purchasing in one country or in another could be revealed
by comparison of costs. Any expenses that are necessary for the
purpose of bringing merchandise to form and location ready for
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sale would thus enter into the proper cost of that merchandise.
(See Cost of Manufactured Goods,  7-20.)

The proper treatment of the foreign invoice price in valuing
imported goods deserves special consideration.

ForeieN INVOICE PRICE

7-22. If merchandise be imported, the cost in this country is
based upon the cost in dollars, because the inventory is to be
valued in dollars. Frequently imported goods are received and
the entry made upon the books before the foreign exchange is
purchased with which to effect settlement. When foreign exchange
fluctuates greatly these entries will have to be made at an arbitrary
rate. When the exchange is purchased an adjustment must be
made for any difference between the amount recorded and the cost
of the exchange. These adjustments must apply not only to the
debit on the purchase account but also to the inventory value, if
any of these goods are on hand when the inventory is taken.

To illustrate: A certain importer bringing in goods from France
in 1919 entered the purchase at the intrinsic value of the franc, 19.3
cents. The franc had depreciated heavily, and the draft to cover
the purchases cost 7 cents a franc. The account payable was
settled in full, so the difference of 12.3 cents per franc was carried
to an account called ‘“foreign-exchange adjustment.” When the
books were closed the foreign-exchange-adjustment account was
offset against foreign purchases, thus bringing the latter account
to its true condition. Any of these goods which remain in inventory
should be listed at the cost of 7 cents per franc and not 19.3 cents.
It is essential that all adjustments not only be made in the pur-
chase account but also be carried into effect in the inventory, other-
wise misstatement will result.

This principle of valuation sometimes involves many difficulties
of calculation as it may not be easy to apply specific foreign ex-
change purchases to particular invoices of imported goods. Also
it is difficult to identify specific goods remaining on hand at in-
ventory dates with the invoices of the settlements correctly apply-
ing to them. However, so far as possible the exact cost in dollars
of the goods on hand at the date of inventory should be calculated.

Some organizations keep records in the money of the country
from which goods have been purchased so that at inventory
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dates merchandise brought from France will be listed in franecs,
goods from England in pounds, ete. The rate of exchange apply-
ing to foreign money at the date of the balance-sheet is then used
to convert the amounts into dollars. This method is not tech-
nically correct as the inventory is one of merchandise and not of
foreign moneys. Changes that may have taken place in the rate
of exchange since the goods were purchased should not be applied
in determining the cost of the goods nor in determining their market
value. It is entirely possible and often is true that the market
price of commodities changes inversely to the variation in the
exchange rate of the moneys in which they were invoiced.

To illustrate: Certain merchandise might be received from
France invoiced at 10,000 francs, and settlement might be made
for, say, 8 cents a franc. The purchase price of these goods in
America is $300. At a later date when a balance-sheet is prepared
the franc may be listed at 7 cents. If these goods were inventoried
at that price a loss of $100 would appear which might not be an
actual loss at all. It is entirely possible that the same amount of
merchandise at the date of the balance-sheet would have a market
value in France of, say, 12,000 francs, which at 7 cents would
mean a cost in this country of $840. Therefore, these goods would
be correctly listed in the inventory at cost — that is, $800 — and
not at $700.

Firms are frequently under the necessity of listing their inven-
tories of imported goods at cost, even though their inventories of
domestic goods are taken at cost or market, whichever be lower.
The reason for this is the practical difficulty of determining at an
inventory date the correct figure to use as market price for many
goods which are imported. This was especially true during the
years immediately following the war when very little standardi-
zation of market price of exports from European countries was
possible.

Imported goods, for which payment has not been made, on
hand at the date of the balance-sheet may be valued (a) at the
quoted price for the foreign money on that day or (b) at the number
of dollars needed on that day to buy a foreign draft payable on
the day when settlement for the imported goods is required by the
terms of the invoice.
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Merchandise out on Consignment

7-23. When one organization ships merchandise to another
upon the consignment basis no transfer of title to the merchandise
passes until the merchandise is sold by the consignee. Upon the
books of the consignor this merchandise remains as an inventory
asset, even though not on hand. It has not been converted into
any chose in action. There seems to be little uniformity in the
accounts used for recording consignment merchandise. Perhaps the
most common method is to charge individual accounts of con-
signees with the merchandise sent to them, the credit being to
some such account as “shipments” or ‘“‘consignments outbound.”
The latter account is nominal in nature and at the end of the
accounting period should be closed into the trading account. The
debit accounts, however, unless they have been offset by sales,
represent merchandise in the hands of agents and for balance-
sheet purposes they should be accumulated under some heading
such as “merchandise on consignment” or “consignee accounts.”

Care must be exercised to see that these accounts are not in-
correctly valued on the balance-sheet. If the consigned goods’
have been invoiced on memorandum bills or consignment bills at a
figure in excess of the cost of the merchandise as carried on the
books of the consignor, this inflation must be eliminated for
balance-sheet purposes. It is a recognized fact that the sending of
merchandise from the consignor to a consignee does not in itself
create any profit. The profit can come into existence only when the
consignment is turned into an actual sale and the title to the
merchandise passes.

7-24. Consignment trading is an ancient form of commercial
activity and many of the customs of earlier days still find effect in
consignment records. One is the carrying, with regard to each
group or lot of merchandise sent out, a single account very much
like the old-fashioned merchandise account. To this account is
charged, not only the cost of goods consigned, but all additional
expenses related directly to this consignment, so that the total of
this account at any time represents the accumulated investment
in the particular merchandise. So long as these accounts are
properly operated under this principle they find approval in the
accounting world. Such accounts appearing on the balance-sheet
represent merchandise at cost plus additional items of expense
which have been incurred because of this merchandise. The
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practical result is merely that certain expenses are treated as cost
of merchandise, and therefore reduce gross profit when the mer-
chandise is sold, instead of appearing as expenses deductible from
the amount of gross profit during the period when the costs are
incurred. The ultimate effect upon profit and loss is the same. As
to just how far this idea can safely be carried, however, a reasonable
doubt appears.

Illustration: “D,” a consignor, ships merchandise costing $1,000
to “E,” consignee. This results in a debit to an asset account which
we may call “merchandise consigned.” “D” also prepays freight
amounting to $100 which he charges to the same account. In a
balance-sheet this merchandise would now appear as $1,100. If
one half is sold by “E” the proper asset would be debited, a credit
of $550 would be made to ‘“merchandise consigned account” and
any difference would be treated as a profit or loss on this consign-
ment. If “E” can sell no more of this merchandise the balance may
be shipped at “D’s” orders to “F”’ and an additional expense of,
say, $50 may be incurred, so that the account will stand as an asset
of $600. So far this treatment is generally accepted by accountants.
Suppose, however, that “F’’ has no success in the sale of the article
and returns it to “D”’ at a cost of, say, $60. Should this merchan-
dise now appear on “D’s” records at $600 or at $660, the total ac-
tually expended on this particular merchandise, or should it appear
at $500 which was its cost before making its several journeys?
Doubtless, a variety of replies to this question could be obtained,
depending upon the viewpoint of the one making the reply. How-
ever, the point is evident that somewhere along the line we must
cease adding to merchandise value the expenses needed to transport
it from one consignee to another. Some hold that these expenses
may be considered as cumulative so long as the merchandise is
still in the hands of some consignee but must be eliminated when
returned to the consignor. Others hold that when merchandise is
transferred from one consignee to another expenses incurred must
all be eliminated save those needed to place it in the hands of the
latest consignee.

MEeRCHANDISE CONSIGNMENTS ON HAND

7-25. An organization should not include among its assets
merchandise in its possession which belongs to other parties. This
includes merchandise received on the consignment basis when no
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title has passed to the consignee. It is held by him for purpose of
sale or other disposition for the benefit of the consignor. Whatever
records have been kept by the consignee relative to receipt and
control of such merchandise are merely memoranda and do not
form a part of the final records. Merchandise so held is not an
asset of the consignee nor is the responsibility for it a liability.
If the consignee makes any expenditures because of merchandise
held on consignment such expenditures may properly be treated as
assets. They do not belong under inventory classification, however,
but are in the nature of accounts receivable and should be so
classified upon his balance-sheet.

7-26. Whenever a consignee makes a sale of consigned mer-
chandise any values received by him are properly recorded as
assets. The true liability to the consignor thus created must be
set up as such and whatever profit or loss results to the consignee
must be properly displayed in his records. If the liability is credited
to the asset accounts with the consignors the effect is either to
reduce the amount of such assets or to convert the account into a
liability. Illustration: If “H” receives on consignment merchan-
dise from “J” and pays $80 for expenses, such as drayage, no
financial entry appears upon ‘“H’s” books save the one for the
payment. This will be debited to some account representing this
consignment, such as an account with ““ ‘J,” consignor.” If “H” then
sells for $500 cash some of this merchandise, for which he is to
receive $100 as his commission or profit, the entry will be debit
cash or accounts receivable $500, credit commissions earned $100
and credit account with “‘J,’ consignor’” $400. Prior to this sale
the item of $80 would appear among the assets under some classi-
fication such as ‘‘accounts with consignors.” After the sale the
account with “H’ has a credit balance of $320 which represents
a liability to ‘J,”” the consignor, and should appear among
the current liabilities as an account payable on the balance-sheet
Of UH‘))

INVENTORY VERIFICATIONS

7-27. The public accountant before certifying to a balance-
sheet may or may not make complete verification of the inventory
as to count, classification and pricing. If he does not make such
verification he should obtain from the organization a certificate
in regard to these essential points signed by proper officers of the
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organization and by those responsible for the accuracy of the in-
ventory. A typical certificate of this character follows:

“We certify that the inventory as at December 31, 1922, totaling
$876,921.34, was taken under our direction; the pricing was at
cost or market, whichever was lower; the count, extensions and
footings were double-checked; and to the best of our knowledge
and belief this amount of $876,921.34 represents the true and
correct value of merchandise on hand and owned by the Jones
Mercantile Company at December 31, 1922.

Signed)........cooi i
(Signed). ... ...t
(Signed)..........co i ”

If, on the other hand, the public accountant holds himself com-
pletely responsible for the count, pricing and completion of an
inventory, very specific technical knowledge of the elements of
such inventory will be required of him so that the classifications
may be properly made. It is questionable whether the public ac-
countant always has available the technical knowledge required
for actual verification of inventory. Distinctions not always dis-
cernible to the layman may have great bearing upon values. An
error in classification, even though the count were correct, might
result in serious error in the total value. This phase of the matter
is of such importance that in many cases the accountant much pre-
fers to obtain such a certificate as was mentioned above and then
to make such tests of count and pricing as he deems desirable. In
all cases the accountant should verify extensions and footings.



CHAPTER VIII
INVESTMENTS AND FUNDS

8-1. The term “investments” is so broad that it might be con-
strued to include all the assets of an organization. Its use in the
balance-sheet, however, is usually limited to securities — such as
mortgages, bonds and stocks — of other organizations owned by
the one represented by the balance-sheet. This term should not be
applied to securities issued by the owning corporation. When a
company re-acquires its own bonds they should be classified under
the heading of ‘“treasury bonds” which on the balance-sheet would
appear as a deduction from bonds outstanding. (See  154.) An
exception to this sometimes is made when the re-acquired bonds
form a part of a sinking fund or other specific fund in the hands or
under the control of a trustee. Similarly if a corporation re-acquires
its own stock it should be listed under the head of “treasury stock”
and in the balance-sheet this item would appear as a deduction
from capital stock issued. (See § 8-13.) Treasury stock and treas-
ury bonds are discussed in detail later in this chapter.

An organization having surplus funds may invest them tem-
porarily in securities of various kinds so as to produce income until
the funds are needed for other use. Similarly, investments may be
made of a more or less permanent nature for the purpose of pro-
viding readily convertible assets to meet some far distant need,
such as the paying off of a bond issue. In either of these cases the
chief elements considered are the income-producing factor and the
realizability of the investment.

8-2. Again investments may be made in the capital stock of
other organizations for the purpose of control. If more than 509,
of the voting stock of a corporation is acquired, that corporation
becomes a subsidiary under the control of the investing company.
Frequently in such cases, instead of placing the investment item
on the balance-sheet of the owning company, a consolidated
balance-sheet is prepared in which the actual assets and liabilities
of the subsidiary are combined with those of the holding company.
(See Chapter XX1I.) If the character of the subsidiary, however, is

86
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entirely different from that of the holding company, consolidation
may not be desirable. As an illustration: A large factory having
considerable trackage and motive equipment in its yards might
find it advantageous toincorporate the latter as a railroad company. |
In that case the balance-sheet of the latter might have to be drawn
in accordance with the public service commission requirements and
a consolidated balance-sheet might not be as desirable as it would
be to display among the permanent assets a single amount repre-
senting the investment in the railroad company.

Again, the element of control may apply even when one organi-
zation buys only a small proportion of the stock of another. If
the stock so acquired is sufficient to enable the owners to have one
or more directors upon the board of the second corporation it may
be sufficient for the purpose. These directors may enable the own-
ing company to influence the policy or at least to be kept posted as
to probable policies of the second corporation. Illustration of such
investment may be found in the case of manufacturing companies
owning sufficient stock in corporations producing raw materials to
enable profitable contracts to be made and to assure the manufac-
turing companies of constant supply of needed materials.

PLACE IN THE BALANCE-SHEET

8-3. It is evident that investments may be in the nature of
current assets representing items readily convertible into cash at
will, such, for instance, as investment in government bonds. On
the other hand, investments may belong properly under the per-
manent asset group as the investment may have been made in
lieu of acquiring actual assets of a permanent nature. Under this
head would come the investment in the railroad company men-
tioned above. In this case the factory shows an investment in the
stock of a railroad company instead of displaying the actual track-
age and equipment among other permanent assets. With regard to
some investments there may be doubt as to whether they are
current or permanent. Quite often accountants do not attempt to
separate investments as to their current or permanent nature but
instead display them all under a group heading in the balance-
sheet. Such a group should usually appear between the current
assets and the permanent assets.
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Boox VALUE oF INVESTMENTS

8-4. The value at which owned securities should properly ap-
pear on the balance-sheet depends to a certain extent upon the
purpose for which they are held. Stocks or bonds representing
merely a temporary investment to be re-sold if the market turns
favorably or as need arises may be carried at cost. In case of sale
the proceeds may be credited to the account representing the
investment. The resulting balance in the account will show the
profit or loss upon the transaction which must then be trans-
ferred to profit and loss account. Occasionally securities are ac-
quired as a result of a settlement or compromise of indebtedness.
In such cases it is usually desirable to carry them on the books at
the same value as the asset which they replace unless it is evident
that there will be an ultimate loss in their realization. It is always
the practice of conservatism to anticipate such loss if it is reason-
ably certain. Therefore the expected realizability must govern the
value at which such securities are carried.

Bonps HELD FOrR INVESTMENT

8-5. In the case of bonds held for long time investment — that
is, held until maturity or redemption — the difference between
the cost price and the amount ultimately to be received represents
a profit or a loss which applies to the periods between those two
events. Such a profit must not be taken in advance of its being
earned. It may be deferred, however, until ultimate realization.
In like manner, a loss from such a transaction might be carried at
once to the profit-and-loss account. Neither of these procedures,
however, is strictly correct and if the amounts be large they should
be spread equitably over all the periods in which they accrue. In
the case™of a bond purchased, say ten years before maturity, the
difference between its cost and its ultimate proceeds should be
spread over the ten years rather than be applied to the profit-and-
loss of one of those years. This apportioning of discount or pre-
mium over a number of periods is accomplished by a process
called ‘“‘amortization.”

In determining the cost price of bonds purchased, care must be
taken to make proper adjustment for accrued interest, as a certain
amount of this may have been included in the price paid for the
bond and is not an element of cost but is an offset to the interest
received upon the bond at the next interest date.



INVESTMENTS AND FUNDS 89

8-6. The cost of the bond may be recorded in either of two
ways. It may be recorded in one account as the asset value of the
bond, which will be subject to periodic writing up or down as the
case may be until it ultimately reaches par value or redemption
value at the date of maturity. Or it may be recorded in an asset
account at par or redemption value, the difference between this
amount and cost being recorded in a different account called ““dis-
count on bonds purchased” or “premium on bonds purchased.”
Under this method the discount or premium account will represent
the amount to be amortized over the life of the bond.

The simplest method of amortizing such an amount is to spread
the difference between cost and redemption value equally over the
intervening accounting periods. Illustration: If Corporation “A”
acquires for $900 a 69, bond of Corporation ‘“B,” maturing ten
years later and redeemable at that date at par value of $1,000, the
difference between the cost, $900, and the redemption value, $1,000,
may be spread equally over the ten years. (Note that this is prac-
tically the reverse of the treatment of depreciation previously
discussed.) The $100 gain is a value received because of investment
and therefore is classified as interest. Annual interest of $60 is also
received according to the contract. Considered from the stand-
point of simple amortization, Corporation ‘A’ receives in the ten
years 2 total of $700 interest which may be considered as $70 per
annum. If the interest is received annually the effect upon the
accounts will be a debit to cash of $60, a debit to bond-investment
account of $10, and a credit to interest earned of $70. These annual
debits would bring the bond-investment account to $1,000 at the
date of the bond maturity, and the payment of the bond would

eliminate this account.
~ 8-7. Instead of recording the book value of the purchase in one
account, the same result may be accomplished through two
accounts. The investment account may be debited with par value
of the bond $1,000 and an account called “reserve for discount on
bonds purchased” (see | 19-30) may be credited with $100. This
reserve is in reality a deferred credit to the investment account.
If two accounts be used the amortization will be applied to the “re-
serve for discount on bonds purchased” instead of to the “invest-
ment’”’ account. As a result the reserve account, being reduced by
$10 a year, will disappear at the end of the tenth year, leaving the
investment account at the par value of $1,000. The result of the
second method is therefore exactly the same as the first.
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If the investment represent bonds purchased at a premium the
amount of the purchase price in excess of the redemption value
should be so spread over the periods that the book value of the
investment will be equal to the redemption value at the maturity
date.

IMustration: If Corporation “A’” should purchase for $1,030 a
69, bond of Corporation “C’’ redeemable at par value of $1,000
five years later, the excess of cost over redemption value ($30),
would be spread over the five years as a part offset against the
interest received annually. In other words, Corporation “A”
would receive during the five years a total of $300, plus the $1,000
principal of the bond. This $1,300 is the result of an investment of
$1,030. The difference, $270, is classifiable as an interest earning
which accrued by the simple method at the rate of $54 a year.
Therefore if the interest be received annually the effects should be
recorded as follows: cash debited $60, interest credited $54, and
the investment account credited $6. Amortization would result
at the end of the fifth year in reducing the investment account to
the par value of $1,000. The redemption of the bond at the ma-
turity date would eliminate this account.

8-8. The illustration above involves only the simple method of
amortization, which consists of spreading equally over the inter-
vening periods whatever net premium or discount may apply to
the investment. A more accurate method of amortization should
be applied if the amounts are sufficient to justify it. The amount of
amortization applicable to each period under the more exact
methods, such as effective-rate method, usually may be obtained
from tables prepared for the purpose. Without such tables the
amounts are obtainable only by intricate calculations.

The net results of these methods of amortization are the same
at the end of the period involved. The difference lies in the appor-
tionment of the amounts to be amortized in intervening periods.
In the case cited the amortization is distributed equally to the
periods. In exact amortization the amount applied to each period
is based upon the net investment at the beginning of that period.
As a result, the amount amortized during each accounting period
is used either to increase or decrease the investment for the ensuing
period and therefore jncreases or decreases the amount to be
amortized in that period. The resulting effects upon interest each
year bear a fixed ratio — known as the effective rate — to the net
investment at the beginning of the year.
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INVESTMENT IN STOCKS

8-9. Since capital stocks usually have no maturity date, the
difference between the purchase price and the par value is not
amortized, but the items presumably remain at cost until realiza-
tion. For balance-sheet purposes, it is desirable that the par value
be indicated but this may be done parenthetically without affect-
ing the asset value.

The investment value may or may not agree with the net book
value of stocks owned. There is sometimes little relation between
market and book values. In some cases accountants have felt that
the amount of investments should be written down to correspond
with any decreases in the market value or the book value of the
stocks represented. However, the value to the organization own-
ing the stock may not be greatly affected by any such fluctuations.
For instance, one corporation may own stock in another for pur-
pose of control, and in that case the book value of the stock may
have very little bearing on its value to the owning corporation.

InvEsSTMENTS BY FINANCIAL COMPANIES

8-10. Companies organized for the purpose of dealing in securi-
ties, such as stock and bond brokerage houses and other organiza-
tions of similar character, usually display securities periodically
at market price, taking as profit or loss whatever differences may
result. This is one generally recognized exception to the rule that
profits should not be recorded on the books until they are realized
in cash or in legally enforceable rights to property.

Securities Owned

8-11. The term “securities owned” is applied generally to docu-
‘ments representing ownership or indebtedness of a formal nature.
It includes capital-stock certificates, bonds, mortgages and similar
documents. As there is a great difference in the character of such
documents they should usually be displayed separately unless
they are all of a readily marketable nature, such as the stocks and
bonds listed on established stock exchanges. (See discussion of
specific items in this chapter.)

Treasury Bonds

8-12. The term “‘treasury bonds” is used to designate the par
value of bonds that have been re-acquired by the organization
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issuing them. It is occasionally used in a further sense to cover
unissued bonds of a negotiable nature that have been signed and
sealed and only await delivery. In either case the amount signifies
merely a reduction of the offsetting liability. This item should not
appear among the assets on a balance-sheet, but it should appear
on the opposite side as a deduction from the liability for the bonds
to which it applies. On the balance-sheet the essential thing to
display is the net liability to creditors for the amount of bonds
issued and outstanding. The re-acquiring of a bond correspond-
ingly reduces this liability.

Many organizations and some accountants list treasury bonds
as an asset instead of deducting them on the opposite side of the
balance-sheet from the security to which they apply. The reason
usually offered for this procedure is that the treasury bond is an
asset which can perhaps be converted into cash by sale. The error
of this opinion is that the treasury bond is not an asset. It is
nothing more than an evidence of indebtedness to a creditor and
a promise to repay. It is in the nature of a promissory note.
When re-acquired by the issuing corporation the obligation in-
volved in the contract has been completed. The creditor has been
paid. There is no longer a liability. To call such a document an
asset would be akin to calling an unissued promissory note or a
re-acquired promissory note an asset. A signed promissory note
might perhaps be turned into cash if the signer could induce some-
one to lend him the cash for the note. In the same manner the
treasury bond may perhaps be converted into cash if the owner
can find some one to lend cash upon it. “Selling” bonds is an
excellent term for psychological effeet but that does not alter the
fact that it is merely borrowing money and giving a promissory
note (the bond) as evidence therefor. A treasury bond does not
represent any property nor any legal claim to any property or
serviee not otherwise shown in the balance-sheet. Therefore, it
does not possess the characteristics of an asset which would justify
its appearance on a balance-sheet.

Treasury Stock

8-13. It is not desirable to include any unissued stock under
the heading ‘“treasury stock.” Instead, the use of the term should
be limited to capital stock issued and re-acquired. This account:
should be carried at par in the case of par value stocks, and on the
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balance-sheet it should appear, not as an asset, but as a deduc-
tion from the capital stock account, resulting in the net amount
of capital stock issued and outstanding.

For treasury stock of no par value there does not seem to be any
uniformity of method adopted by the business world as to valua-
tion. It is usually stated in one of the following ways:

1. At the amount paid for its re-acquirement.

2. At an amount equivalent to the original value at which the

particular shares re-acquired were issued.

3. At an amount per share equal to the average book value of

the no-par stock at the time when such stock was re-acquired.
(See discussion of no par stock, § 17-20.)

The reasons why treasury stock should not appear among the
assets on a balance-sheet are similar to those applying in the case of
treasury bonds. (See Y 8-12.)

DoNaTED STOCK

8-14. TFinancial needs sometimes induce corporations to call
upon their stockholders for additional contributions. As the stock-
holders may not be in a position to contribute cash, the desired
result is sometimes achieved by a donation by the stockholders of
a portion of their stock to be re-sold to the public. Stock so re-
ceived may be carried on the balance-sheet as donated stock. This
account should appear at par value. Or the stock received may be
included under the heading treasury stock. The rules for the treat-
ment of treasury stock apply equally to donated stock. (See
q17-7.)

Funds

- 8-15. A fund has been defined as an aggregate of assets set
aside for a particular purpose. It will be noticed that there are
three essential elements of a fund: first, that it consists of assets;
second, that these assets are ‘“‘set aside,” that is, specifically
separated from other assets; and, third, that they are so segregated
to accomplish a specific purpose. The term is broad in its scope. For
instance, all the assets of a corporation might be considered as a
fund, as they are specifically set aside for the use of the corpora-
tion. However, the designation is usually limited to more specific
groups of assets. As ordinarily used in business, the term ‘“fund”
suggests that the assets of which it consists are in the form of cash



94 THE BALANCE-SHEET

or of something which may readily and without sacrifice be con-
verted into cash when the purpose for which it is set aside demands.
A mere resolve to use a certain sum of money in a certain way does
not of itself constitute a fund. An amount of surplus formally
withheld from distribution for a specific purpose does not con-
stitute a fund, though the term is sometimes misused in such cases.
If the action results in a specific setting aside of actual assets, a
fund is created. Otherwise, the effect is no more than to create an
item of appropriated surplus which appears on the liability side
of the balance-sheet under some proper designation.

Sinking Fund

8-16. The term ‘‘sinking fund” is frequently applied to any
fund periodically set aside for the purpose of liquidating specific
liabilities. Such a fund consists either of cash or of securities which
may readily be converted into cash when the need arises. The
amounts periodically set aside are usually determined upon a basis
of time, though occasionally some other basis is employed.

If it is the purpose of a sinking fund to meet a bond issue due, say,
in twenty years, a sufficient amount should be set aside each year
to equal the retirement value of the bonds at the date of their
maturity. This may be accomplished by the so-called “straight-
line method” in which the amount to be obtained, divided by the
number of years, gives the amount to be set aside each year. Or
it may be determined upon a basis of time and interest wherein the
amounts set aside, together with interest earnings thereon, will
equal the required amount at the proper date. A bond issue based
upon some extractive industry such as mining or lumbering might
be cared for by a sinking fund set aside periodically upon the basis
of minerals or timber produced during that period.

Whatever the method of determining the amounts, the prime
purpose of all sinking funds is to accumulate over the period of
indebtedness an amount sufficient to liquidate the liability at its
maturity and in a form which will be available for that purpose.

Sinking funds may remain under the control of the organization
owning them, or they may be put in the hands of trustees under
conditions limiting their use to the specific purposes for which they
are intended. The latter unquestionably furnishes the better
security for the creditor, for if the sinking fund remains among the
available assets of the organization, it may become subject to lien
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because of the claim of some other creditor than the one for whose
protection it is intended. Usually, therefore, the purchasers of
bonds of corporations will insist upon protection by the placing of
sinking-fund payments in the hands of responsible trustees. Failure
to set aside sinking-fund amounts in any period usually brings the
whole bond issue to maturity in the same way as failure to pay
interest when due.

Usually, a clause in the bond provides that sinking funds shall
be set aside ‘“‘out of profit.”” This, however, may not always be
construed literally, as even when there are not sufficient profits
out of which to set aside the funds the obligation remains and the
funds must be provided from other sources. Even though such a
clause may not be followed literally, its intention is excellent. It
is to avoid paying out all the profits in dividends which would mean
that the sinking fund would represent no more than a setting aside
of a portion of the original assets. It is good accounting, as well as
good business poliey, to insist that the sinking fund be set up from
assets produced by the corporation in addition to those existing
prior to its inception. This purpose is accomplished by means of
the combination of sinking fund and sinking fund reserve. (See
q19-17.)

The total of a sinking fund at any time may consist of four
classes of assets: (1) cash, (2) securities of the issue protected by
the sinking fund, (3) other securities and (4) accrued interest.

It is seldom necessary to present an analysis of the sinking fund
on the balance-sheet, but if such an analysis is made the amounts
of the various elements as grouped above may be indicated by
indention, carrying the total into the final asset column. It is
sometimes desirable to display the amount of the sinking fund rep-
resented by the securities of the issue protected by the fund, even
if no further analysis is made. This may be shown as already in-
dicated, or the item may be brought over to the other side of the
balance-sheet and deducted from the bond issue, as is done in the
case of treasury bonds.

For instance, a sinking fund containing all the elements men-
tioned above might appear in any of the following ways:

(1) Bond Sinking Fund . . . . . . . . . $200,000

(2) Bond Sinking Fund:
Treasury Bonds . . . . . . . .. $100,000
Cash and other securities . . . . . 100,000  $200,000
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(3) Bond Sinking Fund . . . . . . . . . $200,000
Less Treasury Bonds deducted contra . 100,000  $100,000

But on the liability side would appear:

BondIssue . . . . . . . . . . .. .. $500,000
Less Bonds re-acquired and held in Sinking
Fund . . . ... .. ... ... 100,000  $400,000

(4) Bond Sinking Fund:

Cash . . . ... ... ... . $ 49,000
Accrued Interest . . . . . . . . . 1,000
Treasury Bonds . . . . . . . .. 100,000
Other Securities . . . . . . . . . 50,000  $200,000

It will be noted that under the above methods the bonds will
appear at the full amount on the liability side of the balance-sheet,
except under the third method, in which the bonds re-acquired
and held in sinking fund are deducted both from the sinking fund
and from the bond issue.

8-17. Usually, the bonds which it is the purpose of the sinking
fund to retire form the best security which may be carried as a
part of the fund, as they will generally bear a higher rate of interest
than any other investment which would be absolutely certain of
realization without loss. To illustrate: The XY Manufacturing
Company may have issued $500,000 of 79, bonds due in twenty
years. The sinking fund may be set up at the rate of $25,000 a
year. Evidently, if this sum is kept in the form of cash on deposit,
it will yield only the income paid by banks for time deposits,
which will be considerably less than 79,. In order to increase its
earnings, the fund may be invested in bonds which will produce
more than the interest on cash on deposit. The greater the safety
of these bonds, the lower the rate of interest. The character of a
bond yielding 79, would probably be such that there might be a
doubt as to realization of the full amount of principal and interest
at the time when the sinking fund would have to be applied to the
retirement of the bonds for which it was created.

However, if some of these bonds were available for investment —
in other words, if the trustee should find bondholders willing to
dispose of their bonds at par or thereabouts — such bonds could
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be held as a part of the sinking fund and the full 79, earned thereon
could be added to the sinking-fund earnings without any possi-
bility of loss, as the retiring of the bonds — that is, the re-acquiring
of them by the corporation for the purpose of retirement — would
already have been accomplished so far as these bonds were con-
cerned. In other words, for every bond acquired there is a saving
to the corporation, from the date of purchase onward, of the
amount of interest on that bond, which in almost all cases is
higher than could be obtained by the corporation for its sinking
fund in cash form or in the form of securities other than its own
which would comply with the restrictions upon investment of
the fund.

SINKING-FUND RESERVE

8-18. There is much confusion between the terms sinking fund
and sinking-fund reserve. They are sometimes used more or less
interchangeably, although they differ entirely in character.

A sinking fund is an aggregate of assets specifically accumulated
for the purpose of sinking, that is reducing, a certain liability. A
sinking-fund reserve, on the other hand, is not an asset but is a
credit account properly used to measure the amount of profit or
surplus which has been set aside for meeting the liability. Instead
of being alike, the two terms are opposite in character. The term
sinking fund should not be used for an item on the liability side of
the balance-sheet, nor should the term sinking-fund reserve be
used to designate an asset on a balance-sheet.
~ The entries on the accounting records for these accounts are as
follows:

Sinking Fund . . . . . . . . . . ... $000,000

ToCash . . . . . . . .. .. ... $000,000
For amount of cash set aside in hands of

trustee for sinking fund for retirement of

7% bonds due 19— as per contract.
Surplus . . . . .. .00 $000,000

To Sinking-fund Reserve . . . . . . . $000,000
To record appropriation of surplus profits

equal to amount set aside in sinking fund

as authorized by Board of Directors at

meeting of (date). Minute book page 00.
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SINKING-FUND REVENUE

8-19. If the revenue earned by the sinking fund were added to
the amount in the hands of the trustee, the journal entry on the
books of a corporation would be:

SinkingFund . . . . . . ... L. $000,000

To Sinking-fund Revenue . . . . . . . $000,000
For interest earned on sinking fund in the

hands of the trustee during period —.

The sinking-fund-revenue account is usually current in its
nature and closed at the end of each year. Generally, it is used to
reduce the amount transferred from other profits to the sinking-
fund reserve. For instance, the entry might be:

Surplus . . . . ... ... ... $000,000
Sinking-fund Revenue . . . . . . . . . 000,000
To Sinking-fund Reserve . . . . . . . $000,000

Under this method each credit to the sinking-fund reserve is
the same as in the preceding period, but the amount debited against
surplus profits is reduced by the amount which the sinking fund
itself has earned during the period.

As was stated under “sinking funds,” there are many different
methods of determining the amount of the periodic charge to
sinking fund and credit to reserve. However, the above usage is
common.

Sinking-fund Trustee — Cash
Sinking-fund Trustee — Securities

8-20. Instead of displaying the sinking fund in a single account
it is sometimes carried in two or more accounts. One such account
may represent the amount of cash in the hands of the trustee.
The other may represent all securities held as part of the fund.
Or the latter may be divided, one account carrying the amount
invested in the bonds which it is intended to retire, and one account
carrying other securities in which the fund may have been invested.
These accounts may be combined on the balance-sheet or may be
listed in detail as explained in ¥ 8—16. When the trustee converts
any cash into securities, or vice versa, he should notify the corpora-
tion so that it may embody his transactions in the accounts.

It is sometimes held that, so long as the corporation has placed
in the hands of the trustee designated in the indenture the full
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amount of the sinking fund required, it is of no financial interest
in what form the trustee may carry such funds, and that it is not
necessary to record on the books of the corporation the various
sub-classifications of the fund. Against this contention it is argued
that since the revenue on the sinking fund is an item in which not
only the bondholders but the corporation also will be vitally in-
terested, it is essential that the corporation should carry on its
records sufficient data to enable it to check the accuracy of the
periodic sinking-fund revenue as reported by the trustee.

Redemption Fund

8-21. The term ‘“redemption fund’”’ may be given to any fund
set aside for the purpose of redeeming an obligation. Such a fund
is similar in character to a sinking fund though it may be more
variable in its use. If bonds are issued with a stipulation that
certain numbers or proportions of them may be redeemed periodi-
cally at the option of the bondholder, the fund set aside for this
purpose is more properly called a redemption fund than a sinking
fund, though the terms are frequently used interchangeably.

Redemption funds may also be set up for other purposes. For
instance, organizations issuing premium certificates may carry
under the name of redemption fund the amounts which they set
aside for the purpose of settling the periodic claims of the premium
companies for certificates redeemed. This is usually only a small
percentage of the value of the certificates given out. The amount
depends upon what experience shows for a particular type of
premium scrip.

Redemption funds appearing in balance-sheets should have
sufficient description to indicate the purposes for which they are
set up.

Investment in Life Insurance

8-22. It is a constantly increasing practice in modern business
to insure the lives of officers in favor of the organization, The
premiums paid upon such policies result in the creation of an asset
of the organization. The question frequently arises as to the value
at which such an asset should be carried. There is not as yet com-
plete agreement among accountants as to how the value should be
determined. There are three plans chiefly in use, as follows:

First method: To charge to an account “investment in life in-
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surance” the full premiums paid. The argument in favor of this
method is that the account should show the total amount expended
in the creation of the asset. It is further supported by the idea
that if the policy is maintained until the death of the insured, the
amount obtainable will always be greater than the amount of this
account. Some advocates of this method go even further and add
annually an amount for interest calculated upon the preceding
balance at the rate used for accumulation by the insurance com-
pany, usually about 39, or 314%,. This addition of interest, how-
ever, is not justified in good accounting as it results in setting up
a book profit which is not supported by any legally enforceable
claim, as at no particular instant could the amount so set up be
claimed from the insurance company or from anyone else, except
on the death of the insured or at the maturing of the policy. Such
a profit, therefore, being only contingent, is not justifiably included
in the profit-and-loss account for the period.

Second method: The method approved by more conservative
accounting is to record as an asset only so much of the annual
premium as represents cash-surrender value according to the terms
of the policy. This has the advantage of expressing an amount
realizable at any time by surrendering the policy. The excess of
premium over cash-surrender-value increase is charged to expense.
The objection offered to this method is that the carrying of a
policy ought not to result in a charge to expense, and also, since
there is no cash surrender value for the first two years, that no asset
would be built up during that length of time. If this method be
followed, it seems desirable on the balance-sheet to qualify the
classification with the words ‘“‘at cash-surrender value.”

Third method: Some organizations charge the excess of pre-
mium paid over cash-surrender values to a deferred asset account.
By this plan the cash-surrender value is carried as an asset under
investments, as in the second method, but the amounts which
under the second method would be charged to expense are capital-
ized as deferred assets. The total of the two asset accounts is the
total paid out in premiums and equals the amount carried as invest-
ment under the first method.



CHAPTER IX
INVESTMENTS IN LEASED PROPERTY

Leaseholds

9-1. Instead of buying real estate, that is, purchasing title to it,
organizations frequently rent real estate for their operations. Any
amount which may be paid in advance for such use of real estate is
legitimately listed as an asset which is reduced as the time for which
it prepays passes, reaching zero at the expiration of the prepaid
period. To illustrate: If in January an organization paid $6,000
rental for the use and occupancy of certain land and buildings for
the current year, this $6,000 would be legitimately set up as an
asset under the head of “prepaid rent.” As each month passes this
asset would be reduced by $500 (using the straight-line method)
which would be charged to the operating expenses of that month.
At the end of the year the asset account would be reduced to zero.
Such an item on the balance-sheet should be stated as a “prepaid
expense.” (See § 13-1.)

Tre LEessor’s PosiTioN

9-2. There are times when organizations find it desirable to pre-
pay their rent for a period longer than one year. Sometimes such
payments cover all or a part of the rental for the entire period of
the lease. Any amounts so paid may properly be set up under the
term “leaseholds.” The amounts thus prepaid usually are in lieu
of certain annual rentals over the period of the lease, and represent
the cost of an annuity of as many terms as there are years in the
lease at some agreed rate of interest.

To illustrate: If ‘“A” leases property from ‘“B”’ for a period of five
years at an annual rental of $1,000, they may mutually agree that
“A” shall make one payment in the beginning instead of the an-
nual payments of $1,000 each. If they agree upon a 59, interest
rate, and if the annual payments are due at the beginning of each
year, then “A” should make a prepayment of $4,545.95. If “B”
puts this sum out at interest at 59, and at the end of each year de-
ducts from the amount of principal and interest $1,000 the total will
be exactly exhausted at the beginning of the fifth year. In other

101
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words this would have exactly the same result as if “B” had re-
ceived the $1,000 annually. The following table illustrates ‘“B’s”
position:

Balance,
Annual principal
rental Remaining Interest and
deduction principal at 5% interest
$4,545.95
st year . . . .. $1,000.00 3,545.95 $177.30 $3,723.25
2nd year . . . . . 1,000.00 2,723.25 136.16  2,859.41
3rd year . . . . . 1,000.00 1,859.41 92.97 1,952.38
4th year . . . . . 1,000.00  952.38  47.62  1,000.00
5th year . . . .. 1,000.00 none none none
$5,000.00 $454.05

During the four years the total interest earned, amounting to
$454.05, added to the prepayment of $4,545.95 makes a total of
$5,000. Evidently if “B”’ earns less than 59, on the money, he loses
under this prepaid-leasehold plan, but on the other hand he gains by
it if the money is worth more than 59, per annum to him.

9-3. When “B” receives the prepayment indicated above it
would be incorrect to consider it as income of the year in which
received. Instead the entry should be to debit cash and to credit
reserve for prepaid leasehold $4,545.95. Another entry debiting
the same reserve and crediting rental $1,000 may be made bringing
into the gain accounts the $1,000 received for that year. At the
end of the year an entry should be made debiting interest $177.30
and crediting the same amount to the reserve. These entries,
whereby $1,000 is credited annually to the income account called
“rental” and proper credits for interest are made to the reserve,
will result during the five years in crediting $1,000 a year or a total
of $5,000 to rental and in charging interest with a total of $454.05.
If the amidunts of money represented by the principal during each
year were actually invested at 59, the interest earned would be
credited to the interest account and would offset the above charges.
Periodic writing down of the reserve for prepaid leasehold is known
as amortization on the compound-interest method.

9-4. Instead of using the annuity method of amortization “B”
could amortize the amount by making an equal distribution over
the years involved. Under this simple method of amorlization,
when the prepayment was received the following entry could be
made:
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Cash . . . .. ... ... .... $4,545.95
ToRental . . . .. ... ... $ 909.19
Reserve for Prepaid Leasehold . 3,636.76

Each year thereafter the amortization would be set up by the
entry:

Reserve for Prepaid Leasehold . . . $909.19
ToRental . . . ... .. ... $909.19

These entries in the fifth year reduce the reserve for prepaid
leasehold to zero. This method has the advantage of simplicity, as
the amount to be amortized is found by dividing the amount of the
prepayment by the number of years of the service. It does not,
however, recognize the interest element. During the first year the
organization has the use of $3,636.76 in addition to the amount
allotted as rental revenue for that year from the property owned,
whereas in the fifth year there is no such amount available for use,
yet the various years have been credited with the same amount of
revenue.

In practice this method is usually adopted, however, unless the
amounts involved are large.

THE LEssSEr’s Position

9-5. When “A,” the lessee, prepays an amount as in the fore-
going illustration, he will debit an asset account called leasehold or
prepaid leasehold, $4,545.95. This amount is to be amortized over
the periods of the lease. The amortization may be on the straight-
line method or on the compound-interest or annuity method. Under
the first, equal amounts ($909.19) would be transferred each year
from the leasehold account to an expense account representing
rent. Under the second method, the determination of the periodic
entries is somewhat more complicated.

9-6. In practice one frequently finds erroneous methods of
setting up amortization. One very common method is incorrect.
It is probably desirable to illustrate it.

IncorrECT METHOD
The prepayment under this method is set up as follows:
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Thereafter, at the beginning of each year, the following entries

are made:

(Second year)

Rent
To Interest

Leasehold

(Third year)

Rent
To Interest

Leasehold

(Fourth year)

Rent
To Interest

Leasehold

(Fifth year)
Rent
To Interest
Leasehold

.......... $1,000.00

.........

$1,000.00

$1,000.00

$177.30
822.70

$136.16
863.84

$ 92.97
907.03

$ 47.62
952.38

It will be noticed that this method gives the following amortiza-
tions of the prepayment and credits for interest:

First year
Second year
Third year
Fourth year
Fifth year

Amortization Interest credit

........... $1,000.00
........... 822.70 $177.30
........... 863.84  136.16
........... 907.03 92.97
........... 952.38 47.62

$4,545.95 $454.05

The error is self-evident when displayed in this manner. The
year in which the greatest amount of investment in leasehold is out-
standing receives no credit for interest. Further, the amounts of
amortization should be on a constantly ascending schedule and
therefore the $1,000 charge should be in the fifth year and not the
first. These points are so evident that we would not be justified in
giving space to them, were it not that the method is so frequently
approved without realizing that it is illogical.
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CORRECTED METHOD

9-7. The error in the above entry lies in the fact that an at-
tempt is made to journalize the debit against rent and the credits
to interest and to leasehold by one entry for each year. According
to the theory on which this illustration is based the rental for each
year is presumed to be paid in advance. Therefore, the leasehold
account should be amortized by that amount on the first day of
each year. The interest, however, does not accrue to the leasehold
until the end of the year and therefore should appear as a separate
entry on that date. As a result, the item, interest on the balance
of $3,545.95 the first year, amounting to $177.30, should be
debited at the end of the first year instead of at the beginning of the
second. As a result, it partly offsets the rental charge of $1,000
made at the beginning of the year, resulting in a net amortization
of the principal sum for the first year of $822.70.

The following schedule shows the correct application of the
theory to the leasehold account:

At FirsT oF YEAR At END oF YEAR

YEAR Credit by  Remaining - Debit by Debit
rental balance interest at 5%  balances
1 $1,000.00 $3,545.95 $177.30  $3,723.25
2 1,000.00 2,723.25 136.16 2,859.41
3 1,000.00 1,859.41 92.97 1,952.38
4 1,000.00 952.38 47.62 1,000.00
5 1,000.00

Total $5,000.00 $454.05

It will be noticed that by this method the interest credited to the
respective years is equal to 59 of the book value of the invest-
.ment in the leasehold at the beginning of the year; also that the
amortization of the leasehold increases in exactly the same ratio as
that in which the book value decreases. In other words, the amount
of amortization each year increases by 5% of the amount amor-
tized in the preceding year. This may be shown by the following
table and is in keeping with the annuity theory:

Amortization 5% of same

First year . . . . . . . . . .. $ 822.70 $41.14
Second year . . . . . . . . .. 863.84 43.19
Third year . . . . . . . . . .. 907.03 45.35
Fourthyear . . . . . . .. .. 952.38 47.62

Fifthyear . . . . . . .. . .. 1,000.00
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The net effect on the profit-and-loss account is evidently the
amount of amortization for each year shown in the above table.

9-8. It will further be noted that by this method the amounts
outstanding at the end of each year, that is, the balance-sheet
amounts, differ considerably from those shown in the first illus-
tration. This is shown in the following comparison:

BALANCES ON THE LEASEHOLD ACCOUNT AT CLOSE OF YEAR
First method Second method

Firstyear . . . . . . . ... $3,545.95 $3,723.25
Second year . . . . . . ... 2,723.25 2,859.41
Third year . . . . . . . ... 1,859.41 1,952.38
Fourthyear . . . . . . ... 952.38 1,000.00
Fifthyear . . . . . . . . ..

From the lessee’s point of view the compound-interest method
rests on the idea that the prepayment of a leasehold is in reality
lending a sum at interest so that annual deductions from the cumu-
lative amount of principal and interest will reduce the amount to
zero in the final year. In other words, of the prepaid amount, $1,000
is supposed to represent the rental for the first year. The remainder,
$3,545.95, at 59, interest would earn $177.30 the first year. This
added to the principal would amount to $3,723.25. From this at
the beginning of the second year, $1,000 would be deducted for
rental and the remainder would again earn interest. This process
continued would result during the five years in a total charge of
$5,000 to rental and a credit of $545.05 to interest.

9-9. Under the annuity method of amortization the charges
to rent are uniform but the deductions from the prepaid-leasehold
account differ with the years. Also in each year the expense ac-
count for rent is partly offset by a credit to interest. It will be
noticed, therefore, that the net effect on the profit-and-loss account
of each year exactly equals the deduction from leasehold for that
year. Shifting a certain amount as a credit to one nominal account
(interest) and at the same time transferring a debit to another
account (rent) is no more than a fiction. Some accountants and
many industrial engineers, however, take great pride in this fiction
and rejoice in the discovery they have made. Since these nominal
entries offset each other, no effect is evident in the balance-sheet
results unless a portion or all of one of these nominal elements
be carried into an asset account.



INVESTMENTS IN LEASED PROPERTY . 107

To illustrate: If the rent amount were considered a manufactur-
ing expense and therefore an element of cost of merchandise, the
inventory of such merchandise in the balance-sheet would contain
an element which was not a true cost but was offset by a credit to
a nominal account (interest). This would be a violation of the
principles of valuation as laid down in Chapter IV. It is evident
that if an organization is justified in crediting profit with interest
upon an amount which it has paid out as prepaid rent it would be
justified in crediting profit with interest on any other amounts
which it has invested in machinery, merchandise, receivables, or in
any other asset. If such fictitious credits are used to inflate the
assets themselves, the organization would merely be chasing itself
around a vicious circle and would be misstating the amounts which
it had actually invested in its assets.

Leasehold Improvements

9-10. Permanent fixtures which are installed in leased properties
may be of such a character that they will pass out of the possession
and ownership of the lessee with the expiration of the lease. Evi-
dently such amounts set up on the balance-sheet of the lessee
should be amortized over a period not to exceed the remaining
years of the lease. Usually this amortization is on the straight-line
method — that is, the amount to be amortized is distributed
equally over the accounting periods involved. If the amount is
large, the annuity method described in preceding paragraphs may
be used.

Before expiration a lease may be renewed and thus the number of
periods over which the balance of the account is to be spread may
be greatly increased. One result of such a condition will be a smaller
" charge for amortization of leasehold fixtures in the later than the
early years. This seems like incorrect accounting practice, but
these apparent inaccuracies are unavoidable. It would be incorrect
to charge off the fixtures during the period of the first lease at a
rate based on the assumption that the lease would be renewed,
unless there were some binding agreement whereby such contin-
uance of occupancy was assured. Otherwise, if the lease were not
renewed, it would be apparent that the fixtures had not been suf-
ficiently depreciated. Such treatment would not be conservative.

Another complication arises when the period of useful life of the
fixtures is less than the period of the lease. This frequently occurs
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as in the case of the finishing and decoration of leased retail store
buildings. Improvements which, it is estimated, will be exhausted
before expiration of the lease must be amortized or depreciated on
the basis of their estimated life, whereas improvements that will
outlast the lease must be amortized on the remaining life of the
lease.

9-11. Improvements of a fixed nature made on leased lands are
usually held to belong to and at once become a part of the real es-
tate so leased. Legally, therefore, they belong to the owner of the
land rather than to the lessee of the property. The possession, how-
ever, of the property during the period of the lease belongs to the
lessee, and this includes the possession of the improvements. It is
entirely correct, therefore, for the lessee to include such improve-
ments among his assets at cost, to be charged off to expense daring
the period of the lease or during the period of the life of the im-
provements if that be less than the life of the lease.

On the books of the lessor of property upon which fixed improve-
ments have been made, it is usually desirable to give effect only to
such asset value as will become his through possession at the expi-
ration of the lease.

To illustrate: If “C” owns a piece of real estate which he leases
to “D,” and, twenty years before the expiration of the lease, “D”
erects upon the land a building costing $100,000, “D”’ is really
prepaying $100,000 as an expense over twenty years, and this
$100,000 should be apportioned to his expenses over the twenty-
year period. This may be done at the rate of $5,000 a year or ac-
cording to any other proper method of amortization.

Let us assume, however, that this building is estimated to have
a value of $50,000 at the expiration of the twenty years. “C,” at
the expiration of the lease, will come into possession of an asset of
$50,000." It would be proper for him to build up such an asset dur-
ing the twenty-year period, which might be done by writing up
even amounts each year or by some other method of cumulation on
a compound-interest basis. The accumulation would be credited
to his income account and would be the equivalent of additional
" rental upon the leased property.



CHAPTER X
F1xEp or PERMANENT ASSETS

10-1. “Fixed” or “permanent’ assets are frequently referred
to as “capital” assets. The terms are practically synonymous. The
group embraces assets held for use of the organization in carrying
on its activities rather than for purpose of conversion. It includes
both tangible and intangible assets of this character. For conven-
ience, intangibles are discussed in a separate chapter.

Property

10-2. This term “property’’ often appears as a single item on a
balance-sheet, embracing all the physical property with which an
organization operates. If it is so used, care must be taken in pre-
paring the balance-sheet to see that intangibles such as goodwill
are not included under the heading. It should include no more than
real estate, machinery, equipment and such other tangible items
as properly are related to the operation of the business. Since even
when so restricted it includes a group of assets varying greatly in
their essential elements and in their depreciation, it should be ac-
companied by a schedule in which a more complete analysis is
made.

Real Estate

10-3. Real Estate is legally understood to include not only land
but also buildings erected thereon. In accounting records however,
their treatment must be distinct. The decrease between the cost of
a service asset and the amount estimated as recoverable therefrom
at a later date constitutes a cost which must be spread over the
intervening periods of service. (See Y 5-3.) This distributable cost
varies greatly between buildings and the land on which the build-
ings stand.

Land

10-4. All land owned by an organization — that is, land to
which it has title — may properly be listed under this heading
“land.” Leaseholds or other assets which merely involve the right

109
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to use land or to derive certain elements from it should be listed
under distinet headings. Land owned essentially for the use of the
organization, such as the land on which its factory stands, or land
which is necessary for the proper operation of its factory should be
indicated apart from other lands owned which could be sold with-
out interfering with the operation of the factory. Land held for
speculation or investment purposes differs in its bearing on the
financial status of a company from land which is essential to the
company’s operation.

In the case of a partnership, real estate title to which is vested
in one of the partners should not appear as an asset on the balance-
sheet of the partnership unless the title holder is acting as trustee
for the partnership and the trusteeship is evidenced by proper
documents. This introduces another point which it is difficult to
reduce to absolute rules. In preparing a balance-sheet for a sole
proprietorship how much of the land owned by the proprietor may
properly be included? (See sole proprietorship, § 1-5, 16-9.)

Land should be carried on the balance-sheet at cost, unless there
is some definite reason for using a different valuation. If there is
such a reason, and an appraisal by properly qualified experts indi-
cates that the land is worth more than cost, it may be recorded at
this appraised amount. The excess over the cost price, however,
must be represented by a credit account called “surplus from land
appreciation,” or with a similar title, which will indicate clearly its
source, so that it will not be confused with surplus arising from
earnings or from contributions. Writing up of the value of an
asset is contrary to the fundamental asset theory as explained
in Chapter IV. (See appreciation of developed properties.) It is not
conservative and should not be approved, except in cases where
the customary treatment would be unjust to the organization or to
other parfieS. For instance, if an organization whose land has in-
creased greatly in value since the date of its purchase desires to
issue bonds, it is right and proper that the bond purchasers should
know the full value of the land which may form the chief asset for
their protection. To treat such appreciation as profit or to allow it
to be merged with earned surplus would be erroneous and could not
be approved by accountants. An account on the liability side of the
balance-sheet showing distinctly appreciation as a factor in val-
uation serves notice that while the land is carried at a figure esti-
mated to be its present value, the organization did not pay that
amount for it.
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On the other hand it is not usually necessary to depreciate values
of land. There are times, however, when this also must be done.
The value of land sometimes reaches a high figure and then, be-
cause of general movements of commerce, perhaps, that value is
not maintained. Holders of such land who have paid high prices )
for it are justified in writing off depreciation as they would in the
case of any other asset whose recoverable value will eventually be
less than its cost price.

Land Development Assets

10-5. 1If a tract of land is bought and developed as a whole with
the expectation of selling it in smaller units, the principle of de-
pletion must be applied to the accounts controlling it. (See I 5-2.)
The term ‘“‘depletion’ is usually limited in practice to values pro-
duced from land, such as minerals and timber. But the principle is
broader. Costs necessary to development should be added to the
original cost of the property, and the total cost should be pro-
rated over the units to be sold. As each unit is sold the operating
accounts will be debited with the cost that has been apportioned to
this unit, and a corresponding credit will be made to the cost of
the developed property. When the last unit is sold, the cost ap-
portioned to it, if the principle has been properly applied, should
reduce the developed-land asset to zero.

For example, this principle should be applied, but is frequently
overlooked, as in the case of cemeteries, where lots are sold out-
right but under a guaranty of maintenance over a period of time.
Here the total cost of the property, plus proper development ex-
penses, constitutes an asset or a group of assets which form the real
subject matter of the corporation. Theoretically when all the lots
are sold these assets will have disappeared. However, there will
still be upon the company the burden of maintaining the lots and
grounds in a certain condition for the time agreed upon in the con-
tract with purchasers. If the contract be perpetual, assets sufficient
in amount to provide an annual income which will defray the cost
of maintenance must be reserved. If the contract is for a limited
period, say fifty years, the fund must be large enough to produce in-
come which, with the annual amortization of the fund itself, will
cover the cost of maintenance during the period.

10-6. Therefore, from the sales of all the lots there must be
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reserved an amount sufficient to cover the original cost and to
provide a maintenance fund. The excess of selling price over this
amount is the gross profit from which selling expenses and other
expenses not included in maintenance must be deducted before
net profit can be ascertained. The cost and maintenance fund
should be prorated to each lot so that as each lot is sold the proper
accounting adjustments may be made. The determination of the
amount of a maintenance fund involves many difficulties. First,
there is the difficulty of determining how much may be needed
periodically for maintenance purposes. The years 1914 to 1921
proved how difficult it is to estimate in advance the payroll require-
ments for a given amount of work. Second, there is similar difficulty
in calculating in advance the amount of income which a given in-
vestment will continually produce. As a result this fund must be
made large enough to provide with certainty for such contin-
gencies as may arise. (See reserve for maintenance of sold property,
19-11.)
Buildings

10-7. Buildings erected on owned land should be carried in the
balance-sheet at cost, less the portion of that cost which has been
charged to service in the past. The rate of depreciation — that is,
the rate at which the cost of buildings less ultimate recoverable
value is spread over the intervening periods — will vary according
to the character of the building and the use to which it is put. Brick
or stone buildings will last longer than frame buildings. Buildings
housing vibrating machinery will deteriorate more rapidly than
buildings not subjected to such a strain. These and kindred ele-
ments must be taken into consideration in determining the length
of service which a building will render so that the net cost may be
properly spread. Occasionally some unusual element has a marked
bearing upon the apportionment of depreciation to the various
periods. During 1918 and 1919 concerns producing war supplies
were frequently compelled to construct additional buildings to in-
crease their capacity. Because of conditions then prevalent these
buildings cost a great deal more than they would cost in normal
times, and they were mostly of inferior construction. Such con-
ditions often justify charging off the excess cost of buildings over a
very brief space of time, allowing the remainder of the cost to be
spread over the estimated life of the buildings. Such additional
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charge to earlier periods has been called “amortization” instead of
depreciation. Specific rulings were issued by the government in
regard to income and excess-profits taxes under the general heading
““Amortization of wartime facilities.”

Illustration: If a building which normally would cost $200,000
was built during an abnormal period at a cost of, say, $300,000, the
excess cost of $100,000 was amortized in the first four years, and
the remaining cost was spread over the estimated life of the build-
ing. Suppose that this normal depreciation was at the rate of 5%.
Three years after the building was constructed it would appear on
the balance-sheet in one of the following forms:

Buildings . . . . . . . . . .. $300,000

Less: Three years amortization . $75,000
Reserve for depreciation . 30,000 105,000 $195,000

If the amortization was credited directly to the building account
it would appear as follows:

Buildings . . . . . . . . . ... ... $225,000
Less; Reserve for depreciation . . . . . 30,000 $195,000

By the latter method, the building account at the end of the
fourth year would have been reduced to $200,000, which was de-
termined as the proper first cost for a building of this type, instead
of carrying it at the unusually high cost due to its construction in
time of emergency.

Buildings that are directly employed in the operations of an or-
ganization should be shown distinct from other buildings owned by
the organization but not indispensable to its operations. The reason
for this separation is that the latter constitute an asset which might
be sold without handicapping the activities of the organization.

10-8. Buildings in course of construction, which when com-
pleted will constitute permanent assets of the company, must be
classified as such in the balance-sheet and must not be classified as
current assets. A factory organization may decide to erect some of
its own buildings instead of having them constructed by others.
During construction they may be grouped with other work in proc-
ess, which is a current asset. For balance-sheet purposes a sep-
aration should be made and the construction work should be listed
among the permanent assets.
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The book cost of a building properly includes every expense
necessitated because of its construction or acquisition. This may
comprise not only the cost of materials, labor and overhead ap-
plicable to the construction, but also the cost of razing a preceding
building or otherwise preparing the ground for construction. These
costs, however, may be added to the cost of the land instead of to
the cost of the buildings erected thereon. If money has been bor-
rowed in order to construct a building, most accountants consider
it legitimate to include interest paid upon such money during the
construction of the building as a legitimate part of the cost. It is
an oft-repeated accounting principle that the cost of any service
asset may properly include all expenses incurred in bringing that
asset to such a condition that it may render the service for which it
was intended. This cost less any recoverable value is the true cost
of the service during the period of its use. (See { 5-3.)

Buildings on Leased Land

10-9. A man or an organization may erect a building on land
which he or it does not own but has leased for a certain number of
years. Since the building will pass to the lessor at the expiration of
the lease, its cost must be spread over the period of the lease instead
of over the period of its estimated life. This is in agreement with
the theory stated in § 5-1. The cost of the building to the
lessee is a prepaid expense somewhat similar to rental of the real
estate. At the expiration of the lease there may be no recoverable
value to the lessee; therefore, this prepaid expense — that is, the
cost of the building — is apportioned to the years during which it
renders service to the lessee. If there is a contract whereby the
lessee receives from the lessor a return of value in any form, this
reduces the net expense to the lessee and should be taken into con-
sideratiorim calculating the cost of service applicable to each inter-
vening period. As to the method of apportioning this cost, see dis-
cussion of leasehold, Chapter IX.

If the lease is of such long duration that the building as a usable
asset will expire before the expiration of the lease, the cost of the
building must be apportioned over the shorter period. If a building
whose normal life would be thirty years is erected on land leased
for a longer period, say for ninety-nine years, the building cost must
be apportioned to the estimated thirty years of service without any
regard to the length of the lease. In other words, the building cost
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should be apportioned over the length of life of the building or the
remaining life of the lease, whichever is the shorter.

It has been contended that a building upon leased land is never
the property of the lessee; that title to it is not in his name, and
therefore that it should not appear among his assets, as it imme-
diately becomes an asset of the owner of the property at the time
of its construction. This argument was in fact once advanced by
some officers of the Bureau of Internal Revenue in attempting to
exclude such property from the invested capital of certain lessees.
The contention was futile and was immediately overruled by
higher officers of the department. The reason for mentioning the
argument here is that the same opinion seems to be held by some
people in business. While it is legally true that the lessee does not
hold title to buildings erected upon leased land, nevertheless the
cost of such buildings represents a prepaid investment for service.
It is akin to a prepayment of additional rental and is therefore
properly chargeable — not to the period in which the building was
erected, as an expense item — but equitably to the various periods
which will obtain the benefit of the use of the building. It is, there-
fore, a legitimate asset of the lessee during the period of its useful-
ness to him.

Depleting Assets

10-10. There is a kind of asset which differs somewhat from the
permanent assets already discussed and also from the current asset
“merchandise.” Such assets are associated with fixed property, such
as real estate, but are either sold directly or at least enter into and
become a part of the commodity or service sold by an organization.
To an extent they are like merchandise. Merchandise, however, is
a term usually given to all commodities which are continually being
bought to be sold. Merchandise is something which the organiza-
tion is continually restocking. The assets which are the subject of
this paragraph are sometimes called “wasting assets” and are
usually acquired en bloc. They may form a part of the assets with
which the organization begins business. Among the most common
examples of such assets are timber lands and oil and other mineral
lands. Real-estate development properties also may be placed in
this group.

Prices paid for timber lands usually include the real estate itself
and all the timber growing on it. As the latter is worked and sold,
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a portion of the value of the initial purchase is properly applicable
to the sale as a cost of the thing sold. At the end of each accounting
period the proportions of the cost of the land applicable to the
quantity of timber cut during the period is added to other factors of
cost and subtracted from the cost of the property retained as a per-
manent asset. The deduction is usually made by crediting an ac-
count called “reserve for depletion of timber land,” rather than by
crediting the amount directly to the asset account. In the balance-
sheet, the timber lands are carried in an indented column at cost,
and from this the amount of reserve for depletion is deducted.
The net amount representing remaining value is carried into the
asset column.

Since the amount of timber that will be obtained from such land
cannot be known positively in advance, it has to be estimated as
nearly as may be by expert appraisal. The estimate is used as the
basis for calculating the amount of depletion per unit of lumber cut.
If a piece of land costs $25,000 and it be estimated that 1,000,000
feet of lumber can be cut from it, after which the land will be
worth $15,000, the decrease in the value of the land, $10,000, must
be apportioned over the lumber cut, which would be at the rate of
$10 per 1,000 feet. If during the first year 200,000 feet of lumber be
cut, these items will appear upon the asset side of the balance-sheet
as follows:

Timber lands . . . . . . . . . . . . .. $25,000
Less: Reserve for Depletion . . . . . . . . 2,000 $23,000

Similarly, in the case of oil and other mineral lands experts cal-
culate the probable amount of oil or other mineral reserve. The
total cost-of the land or its value fixed after discovery of minerals,
less its remaining value after exhaustion of minerals is the amount
of total depletion. This divided by the number of estimated units
in the property gives the ratio of depletion to be applied to the
periodic output of the wells or mines. (See § 5-2.)

Appreciation of Developed Properties

10-11. Certain properties such as those containing coal, metal,
oil or gas,acquire a greatlyincreased value because of development.
It has been conceded that the owners of such properties have the
right to display appreciated values on their balance-sheets, pro-
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vided the proprietorship accounts are not diverted from their true

function. A special item representing the estimated amount of

the appreciation, based upon the estimated probable production

of minerals, may be introduced among the asset accounts. The off-*
setting credit to this asset would appear as ‘“‘unrealized apprecia-

tion,” “surplus from re-valuation,” or under some similar title.

(See ¥ 18-21.)

Many methods of determining the amouunt of appreciation are in
use, but it is not the author’s intention to discuss them in this book.
They are essentially engineering problems, but the federal revenue
acts and treasury rulings offer to the accountant valuable informa-
tion on the subject.

The total value fixed for property less its remaining value after
exhaustion gives the amount of depletion to be spread over the
products of operation. This is usually accomplished on the unit
basis. At the end of each accounting period the number of units
produced multiplied by the amount of depletion applicable to each
is credited to a reserve for depletion and debited to the production
cost. So much of this amount as represents a depletion of the
appreciation — that is, of the excess of the re-valuation amount
over the cost — is debited to the reserve which was set up at the
time of appreciation and is credited to ‘‘realized appreciation.”
The latter is a part of surplus. As an illustration, assume that cer-
tain property has been appraised at an amount representing twice
the cost price, the excess being credited to ‘“unrealized apprecia-
tion.” If the amount of depletion due to production of a certain
period is $1,000, it is evident that half of this amount represents
a return of investment and half represents a conversion of appre-
ciation into true surplus. Therefore the second journal entry dis-
cussed above would debit “unrealized appreciation” $500 and
would credit ‘‘realized appreciation” $500, thereby adding that
amount to true surplus. If the estimates as to production have
been correctly made, at the time of the exhaustion of the product
all of the amount originally credited to ‘““unrealized appreciation”
will have been transferred to surplus through this method. Mean-
while the balance of the unrealized appreciation account is kept
distinet from true proprietorship. It is not surplus in the strict
sense of the word, as it is not available for dividends or other use.
It is no more than the amount which it is estimated will be con-
verted into realized profit during the life of the appreciated asset.
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10-12. It may appear to the reader that this procedure is some-
what in violation of the principles of accountanecy. A careful study,
however, will show that it is in strict keeping with those principles.
To illustrate: A man, familiar with the oil industry, decides that a
certain tract of land possesses great possibilities of oil production
and acquires a lease to the property. It requires a good deal of
money to develop the property by the sinking of wells, ete., and
this investment is entirely worthless unless oil in paying quan-
tities is reached. Assume that these experimental wells strike a rich
flow of oil which it is estimated by engineers, will produce a certain
number of thousands or millions of barrels. The property is no
longer an experiment and the formerly hidden resources are now
manifest. In a sense, they are tangible. It would be a violation of
accounting principles, rather than conformity thereto, to restrict
the asset value of this property to the cost of obtaining the lease
and of development. The oil is there and it has a recognized market
value. It should be capitalized at what engineers have found to be
a fair value. When this is properly expressed by the account “ap-
preciation of developed leases,” the balance-sheet will display a true
valuation of assets for purposes of capitalization or sale.

The value may be ten times the actual investment in the lease.
It would not be correct to add this excess over the investment to
true surplus. As has been said above, it does not represent any
amount which has yet been realized and it has not been converted
into any assets which could be used for the paying of dividends or
for any other purpose for which surplus may be legitimately used.
To merge it with the earned surplus would result in distorting that
account and in giving a false impression. The excess is therefore
carried, as already described, in a special account indicating its
nature. “Unrealized appreciation” or ‘“surplus from revaluation”
seem to be the most common titles for such an account. As these
values are converted into usable assets by production and sale, the
proper portion of zfpprecia.tion applicable to them may legitimately
be added to true surplus by an entry such as the one previously in-
dicated.

Perhaps a further illustration will make this point clearer. For
the sake of brevity, all items other than those directly involved
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will be grouped under the fewest possible headings. The balance-

sheet might be expressed briefly as follows:
ASSETS

$ 300,000

1,000,000

31,300,000

Assume that 5,000,000 units will be recoverable at a value of
$1 each. Further assume that in a certain period 500,000 units are
produced and sold for $2 each, the expenses being $300,000.
Disregarding other possible transactions the balance-sheet at the

end of the period would be:

ASSETS
Other assets (in detail) . . . . . . .
Developed Leases . . . . . . . . $ 900,000
Appreciation of Developed Leases . . 5,000,000
$5,900,000

Less Reserve for Depletion . . . . . 500,000

LIABILITIES AND CAPITAL
Liabilities . . . . . . . .
Capital Stock . . . . . . $1,000,000
Surplus:
Net Profit . . . . . . . $200,000
Realized Appreciation . . 500,000 700,000

Surplus from re-valuation

$1,100,000

5,400,000

$6,500,000
$ 300,000
1,700,000

4,500,000

36,500,000

In this instance the value of the developed lease is not depre-
ciated as it is not the purpose to illustrate this item here. Such
depreciation would result in an increase of the reserve for depre-
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ciation on the one hand and a decrease of the net profit on the other
hand.

Machinery and Plant Equipment

10-13. The implements or equipment of a more or less fixed
and durable nature in a factory are usually grouped under the head-
ing ‘“‘machinery” or “plant equipment.” They should be carried
on the books as an asset at cost and a reserve for depreciation should
be set up to care for that portion of the decrease in asset value which
is transferred to expense account in the operating periods. The
principle of valuation involves three elements: first, cost; second,
recoverable value; third, period of use or service. These are dis-
cussed fully in Chapter IV. The machinery cost, less the recov-
erable value, is the total cost of machinery service in the periods of
usefulness. The amount of this cost apportioned to each period is
known as depreciation. Various methods of distributing this cost
are discussed under the head of “Depreciation,” Chapter V. The
cost of machinery properly includes not only the original purchase
price but all other costs necessary to bring the asset to a state of
usefulness. These additional costs may include inbound freight,
trucking and all expenses incidental to installation and testing.

10-14. Machinery manufactured by the factory itself should be
placed on the books as an asset at cost only. The cost includes not
only material and direct labor but so much of the overhead as prop-
erly applies to it. It should not, however, include interest on in-
vestment, theoretical rental on an owned plant, nor any other
element that is not a true cost. Occasionally companies will put
such machinery on their books at the price which they would have
had to pay some other company had they purchased it complete
instead of manufacturing it themselves. This may be an amount
in excessof cost. They attempt to justify this action by saying not
only that if they had not manufactured it themselves they would
have had to pay such a price but also that their factory forces could
have been utilized in making a profit on other work. The conten-
tion is of course erroneous. Accounting records must show what
is — not what might have been. Also they overlook the fact that
if they have manufactured anything for less than it could have cost
elsewhere they have saved the difference and have it either in the
form of cash or some other asset. To list the manufactured machine
at an inflated price would be to show the saving twice.
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Ilustration: Suppose an organization has $100,000 in cash and
needs a machine which would cost $60,000. After buying this and
paying for it, omitting all other transactions, the concern would
have:

Cash . . . . . . . . ... ... ..., $ 40,000
Machine . . . . . . . . . . ... ... ... 60,000
$100,000

Instead of purchasing the machine suppose the concern manu-
factured it at a total cost, paid in cash, of $55,000. After this
transaction the records would show:

Cash . . . .. ... ... ..., $ 45,000
Machine. . . . . . . . . . .. ... ... .. 55,000
$100,000

The organization has saved $5,000 by manufacturing the ma-
chine and this saving is shown by the actual cash which it has in
addition to the cash it would have had if it had purchased the ma-
chine from others. Thisis a legitimate showing. On the other hand,
suppose this machine were listed on the books at $60,000 even
though it had cost only $55,000 to produce. It would result as
follows:

Cash . . . . . . i $ 45,000
Machine . . . . . . . . . . . ... .. .... 60,000
$105,000

Such a statement would be a violation of the principles of ac-
counting. It would misrepresent facts. It may be given as a gen-
eral principle that profits are made when values are transferred to
others. They are not made directly by purchasing. Efficient pur-
chasing may be essential to profit making, but the profit is not
made at the time of the purchase, however advantageous. It is
made when the thing purchased has been converted into a greater
value in money or right to collect money.

Whatever amount is paid for a machine is in reality a pre-pay-
ment for the service which the machine is expected to render. The
cost of this service is deducted periodically in the form of depre-
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ciation from the gross income of the periods receiving the service.
The profit of each period is decreased by the amount of depreci-
ation charged to that period. Let us assume the machine to
have a recoverable value of $5,000 after ten years of service. If
it be listed at a cost of $55,000 there will be a total service cost of
$50,000 to be apportioned to the ten years — that is, the income
of the ten years will be reduced by $50,000 which represents
the cost of this machine. On the other hand, if the machine be
listed at $60,000 its recoverable value, $5,000, leaves $55,000 as
the amount to be charged against the income of the ten years. As
a result, if the machine, which actually cost only $55,000, is listed
at $60,000 it will mean that a $5,000 profit will be taken at the
beginning and that the profit for the ensuing ten years will show
$500 less for each year, a total of $5,000. The final result will be
the same, and the ultimate net profit of the company at the expi-
ration of the ten years will be identical; but in the first year a fic-
titious profit of $5,000 will be shown which finally will be offset by
a fictitious loss of $500 a year for ten years. (See § 4-4.)

Small Tools

10-15. The designation “small tools” usually refers to those
smaller implements of a factory which are not durable in their na-
ture or may readily be lost or carried away by workmen. Since the
life of these tools is uncertain and depends more upon the use to
which they are put and the skill of the operator than upon their
inherent characteristics, it is considered better to write down the
asset periodically than to attempt to carry it at cost and to set up a
reserve for depreciation. If one attempts to follow the latter plan
it will require great care to prevent overstatement of the asset on
the balance-sheet. An excellent method is to charge all tools to the
tool account at cost; at the end of the fiscal year to take a physical
inventory of the tools, valued according to their estimated de-
preciated worth, and to adjust the asset account to this figure
charging the difference to expense of the period.

Patterns

10-16. In every factory where the product has to be shaped
from metal it is customary to have patterns from which to make
the molds. In the case of job foundries, however, the cost of mak-
ing patterns is usually charged to the customer for whom they are
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made, and in that case they should not appear on the balance-sheet
of the foundry, even though they are kept on hand for the con-
venience of customers. There is an income-producing value at-
tached to the possession of these patterns by a foundry, as such
possession practically assures future work for which these patterns
are to be used. However, like other service assets they should be
carried on the books only at what they have cost, and if this cost
or any portion of it has been charged to the customer, the book
value of the asset should be correspondingly decreased.

Such patterns become the property, and therefore true assets,
of the company for which they have been made and to which they
have been charged. Such companies may justly carry them upon
their books as assets at cost price. As this cost is small there is
usually no reserve for depreciation. After a pattern has served its
purpose, that is, when it is no longer used in manufacture, its value
should be written off. The value on the books should represent only
the cost of patterns still useful to the organization.

Tracings, Drawings and Models

10-17. The manufacture of some products is preceded by the
making of models of the things to be produced; and these models
are usually preceded by drawings showing the things to be pro-
duced and the relation of all their parts. These models and draw-
ings are a valuable part of the factory equipment. It is justifiable
to list them as assets at cost. Their asset value generally ends
when the factory ceases to manufacture the articles for which they
were required or when changes and improvements necessitate new
drawings and models. The account on the balance-sheet should
appear at the cost price of models, ete., related to or useful in
current manufacture. Those related to articles no longer produced
have no place in this account. As the cost of these items is rela-
tively small no reserve for their depreciation need be established.

Furniture and Fixtures
Office Equipment

10-18. Desks, chairs, filing cabinets, typewriters, adding ma-
chines and other equipment required for the administrative pur-
poses as distinet from directly productive activities are represented
by the account “furniture and fixture” or ‘“office equipment.” The
asset will be carried in the books at cost and a reserve for depre-
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ciation will be set up by a periodic credit, offset by a debit to de-
preciation, which is an expense element. As the rate used is often
higher than actual depreciation, the reserve sometimes reaches the
amount of the cost before the equipment reaches the end of its use-
fulness. The reserve must never exceed the cost. When the reserve
reaches that point no further charges can be made to depreciation.
This merely means that the total cost of service as represented
by this asset has been distributed too rapidly.

Some organizations, especially those of a financial character such
as banks, carry furniture and fixtures into the balance-sheet at
$1. This is merely for the purpose of showing that they have in-
vested money in such equipment but that it has all been charged
to the expense of past periods, save the amount of $1, which per-
mits the item to be displayed on the balance-sheet.

Delivery Equipment

10-19. “Delivery equipment” is a general term applied to all
equipment used by an organization for the purpose of delivering
merchandise to customers or delivering purchases to its own ware-
houses or stockrooms. Instead of this general term, more specific
phraseology may be used, such as ‘“horses and wagons,” “auto
trucks,” etc. One reason for separating this class of assets from
other classes is that it is not as a rule directly productive. Depre-
ciation rates applicable to it deserve special consideration. Motor
trucks, for instance, depreciate much more rapidly than ordinary
machinery equipment. Liability to accident with resultant losses
and claims for damages is much greater than with many other kinds
of equipment.



CHAPTER XI
INTANGIBLES

11-1. The term “intangibles,” used not only in business ac-
counting but also in the income-tax law, refers to asset values which
have not a tangible, that is, a physical existence; or, rather, to
values not limited to physical entity. A trademark may have a
physical existence, yet its value does not lie in such existence but
in the right to its exclusive use. The value would not be lost
through the destruction of any existing physical trademark, but
it would be lost if the right to reproduce and use the trademark
should pass to others or if its use should be no longer productive.

The term ‘‘intangibles” includes franchises, formulas, trade-
marks, patent-rights, copyrights, goodwill and other similar assets
which may be created or acquired by an organization. Some of the
more important are discussed in detail in this chapter. Goodwill,
perhaps the most important of the group, is discussed in Chapter
XII.

Formulas

11-2. Secret formulas for processes or for compounding prod-
ucts are often indispensable. If these formulas are owned by the
corporation or if it has a contract involving the right to use them
they become assets of the corporation, which, like other assets, it
may record on its books at the amount expended to acquire them.
Ordinarily it is not necessary to depreciate their book value.

. An example may be given here of an erroneous method sometimes
used by organizations in regard to such items. A corporation ob-
tained the right to use a specific formula on a royalty basis — that
is, the corporation agreed to pay the owner of the formula a stip-
ulated amount for each unit of product manufactured according to
the formula. These amounts were set up on the books as an asset
under the heading “cost of formulas.” As each period passed the
amount of royalty paid during that period was added to this ac-
count. This was incorrect, as the amounts paid were expenses of
the period in which they were incurred and they did not give to the
corporation any rights other than those held previously. In other
125
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words, these amounts did not create a right or an asset of the com-
pany. Instead, they represented payments for the rent or use of
the formula and should have been treated as cost of product. No
accumulating asset was acquired.

Formula rights may be acquired by an organization on the pay-
ment-and-royalty basis — that is, the organization may pay a
specific sum for the right to use aformula and in addition may pay
a royalty based on production. The original sum paid for the
right may properly be capitalized, but the royalty should be treated
as an expense of the period in which it is incurred.

If the formula is a secret one and the organization does not ac-
quire the secret but only the service of the one who knows the
secret, amounts paid to him should be treated as expense unless
they give additional rights not otherwise owned, which may be
capitalized. If a large amount is expended to acquire rights it
would be conservative to provide an offsetting reserve. At any
time death or accident may cause the secret to be lost and in such
case the value would disappear with effects which might be disas-
trous to the business. Arrangements should be made in any such
case for the full protection of the organization. For instance, the
secret might be fully recorded, sealed and placed in the hands of a
trust company to be delivered to the corporation on conditions
specified in the agreement between the parties concerned. This
would prevent the loss of the secret through the death or dis-
ability of one knowing it.

Patents

11-3. A patent is an exclusive privilege granted to an inventor
to make and sell his invention for a certain number of years. Since -
this privilege is supposed to be granted by the government for the
purpose-of encouraging and promoting discovery, only nominal fees
are demanded for this grant. The inventor frequently has to employ
attorneys and is put to other expenses for drawings and patterns.
He therefore has a right to list as an asset all costs which were
necessary in order to obtain the privilege. Patent rights are trans-
ferable and the organization acquiring them may list them as as-
sets for whatever amount it may pay for them in cash or its equiv-
alent or the obligation to pay cash, which may be in the form of a
true liability or of capital stock issued. Generally the largest item
entering into the original cost of patents is the experimental work
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required to perfect the article or process. These costs may legiti-
mately be included in the amount at which the patent is recorded
on the books of the inventor. (See § 11-6.)

A patent in the United States at present is little more than an
official certificate of registration of what purports to be the dis-
covery or origin of the thing patented. Others may produce a sim-
ilar thing and sell it without opposition by the government. The
burden of fighting infringements lies with the holder of the patent,
who must appeal to the courts for protection. As a rule a patent is
of little value until its priority has been established by infringe-
ment suits. It is, therefore, considered proper to add the cost of
such suits to the asset value of the patent rather than to treat it
as current expense. The benefits of a suit usually accrue to future
periods rather than to the periods in which the cost is incurred.

APPRECIATION OF PATENTS

11-4. In the excitement of obtaining a new patent and in keep-
ing with the high hopes of fortune it may represent and also with
the apparently worthy desire of building up an asset, holders of
patents sometimes write them up on their books at a value greatly
in excess of cost. This is not in accord with sound accounting policy
for balance-sheet purposes although for purpose of sale the capital-
ization of probable future earnings would ultimately be one of the
factors to be considered. If the patents are appreciated — that is,
are written up to a value in excess of the amount actually ex-
pended — it would result in a credit to an account which might be
confused with profit. This might lead to disastrous consequences
. such as have followed the payment of dividends out of such ap-
preciation. '
~ To illustrate: If an organization has expended a total of $20,000
in perfecting a device and securing a patent, it may legitimately be
recorded as an asset of that amount. However, if in enthusiasm it
is decided that the patent is worth $100,000 and it should be so
recorded, there would result a credit entry of $380,000 which might
become confused with surplus, and a surplus account is always
a temptation to a board of directors. Careful thought will make it
clear that this $80,000 is not profit nor anything akin to profit and
- has no more real tangibility than the thinnest of thin air.
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DEPRECIATION OF PATENTS

11-5. Since the exclusive privilege conferred by a patent expires
in this country at the end of seventeen years, it is generally con-
sidered desirable to spread depreciation of a patent over that period

-of time — in other words, to transfer from the asset value to an
expense account each year one seventeenth of the cost of the patent
as carried on the books. Thus at the expiration of the patent the
asset value and the reserve for depreciation would equal each other
and the book value would be reduced to zero.

On the other hand, it is often held that operation of an exclu-
sive right for a period of years builds up a goodwill equal at least
to the patent value itself and that, therefore, the patent need not be
written off. This is based on the theory that in seventeen years
the organization will have built up such a reputation and such fa-
cilities for producing and marketing the patented product that any
other organization attempting to produce it would be handicapped,
and that the value thus created gives the organization an advantage
even after the expiration of the patent equal at least to the asset
value at which the patent was carried. There are probably cases
in which this is strictly true, but in the absence of evidence in its
favor it is much more conservative and desirable to depreciate the
book value of the patent during the life of the grant.

Instead of depreciating for a period of seventeen years, the cost
may be spread over the number of years remaining after the pat-
ented product has been brought to a profitable stage of develop-
ment. If such a stage were not reached until the fourth year of the
patent, the cost would be apportioned on a thirteen-year basis.

Experimental Expenses

11-6. _Many organizations spend a great deal of money in ex-
perimental work, hoping to develop new processes or formulas or
to better old ones. If these experiments prove successful the new
discovery may legitimately be capitalized for the full amount of
its cost. Such costs are usually carried under “experimental ex-
penses’’ or a similar heading until the final result is determined. If
experimenting be unsuccessful the total costs of such work should
not be capitalized, but should be written off. The account ‘‘experi-
mental expenses” in a balance-sheet indicates costs which may
eventually be capitalized or may be written off as losses, depending
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upon results. It is, therefore, an uncertain asset and is usually given
little weight for credit purposes. (See Y 13-15.)

Trademarks

11-7. A trademark is a special distinguishing design, picture or
device, by which certain products of a merchant or manufacturer
may be readily identified or distinguished from the products or
merchandise of others. To prevent the use of this trademark by
anyone other than the owner, the latter usually registers it with the
government.

Trademarks may become very valuable because of the goodwill
associated with their use. They are therefore frequently merged
with the item “goodwill” on the books of a company. If set up
separately they should be valued only at cost, which usually is
only a nominal amount.

Some organizations make a practice of charging to “trademarks”
all or a part of the cost of the advertising used for the purpose of
developing a demand for trademarked articles. Naturally the ef-
fect of this is to increase profits above what they would have been if
the advertising outlay had been charged as expense. It is recog-
nized in accountancy that the cost of bringing any service asset up
to the proper condition and position to render service is a legitimate
asset value at that moment, which must be apportioned to the
later periods of use. Whether this theory can also be correctly ap-
plied to intangible assets, such as the value attaching to a trade-
mark, is another question. All accountants admit that it may be
done to a certain extent and that expenses incurred in the organ-
ization of a company may be carried as assets to be written off dur-
ing the early years of operation. Some believe that the cost of de-
veloping a trademark name may be capitalized. If so, apparently
this amount also should be written off during the early years against
the profits resulting from the demand created by such advertising.

On the other hand, the true value of a trademark does not usually
decrease from year to year, but rather, like goodwill, it should in-
crease with the passing of time, and should not be depreciated.
The more conservative accountants prefer to apply advertising
expenses to the periods in which they are incurred unless they are
abnormal in amount and in that event to carry them as a de-
ferred charge to be written off as quickly as profits will allow and
not at any time to add them to the permanent asset called “trade-
mark.” (See ¥ 13-1.)
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Copyrights

11-8. A copyright is a grant by the government conferring ex-
clusive rights to original compositions such as literature, music and
products of art. The owner of copyrights may list them on his
books as assets at cost. In most cases this amount is written off over
the life of the copyright which in this country is twenty-eight years.
Occasionally the value of a copyright based upon its royalties for
a period of years is set up as an asset. This method is discussed
under the subject ‘“‘goodwill,” I 12—4. Most accountants deprecate
this method of valuing copyrights for the balance-sheet. If it is
used the offsetting credit entry should be to a reserve account,
such as “reserve for appreciation of copyright,” and this reserve
must be transferred to profit during the life of the copyright, the
amount so transferred being a partial offset to the annual depre-
ciation of the copyright.

Franchises

11-9. The term “franchises’” on the balance-sheet represents
the asset value of some special right or privilege granted by a state
or community to a private corporation, firm or individual. In re-
turn for this special right or privilege the granting power retains
certain control over the operations, rates and policies of the com-
pany to which the franchise is granted. A city may grant to a cor-
poration the exclusive right to operate cars on certain streets
belonging to the municipality. It may grant to a corporation the
exclusive privilege of supplying gas or electricity to the citizens or
industries in the city. Governments may grant franchises giving
the right to develop power from water falls or to develop other
properties, the control of which lies with the granting government.

The rules-of -valuation which apply to other intangibles dis-
cussed in this chapter apply to franchises. There are times when
1t is desirable to set up a franchise at an appraised valuation. In
such cases the entry would be offset by a corresponding credit under
some explanatory designation such as “government grant.” Public-
service corporations to which such franchises are granted are usu-
ally under the control of public-service commissions which dictate
how the accounts shall be kept. The rules so laid down may or
may not be in accord with good accounting principles, but they
must be followed by the controlled corporations.



CHAPTER XII
(GOODWILL

12-1. One of the well-recognized laws of physics is that sta-
tionary objects tend to remain stationary until some force is ap-
plied to move them, but once set in motion they tend to continue
forever in a straight line. This continuing is only theoretical, for,
practically, there are many things to stop this movement, which
is known as momentum, and therefore force is required to keep
physical objects in motion. However, this force is much less than
the force required initially to overcome the static inertia. It is very
much the same in business. It requires a great deal of expense to
set a business in motion, but when the business has begun to roll
along smoothly, it accumulates what might be called “momen-
tum,” and the expense or effort necessary to keep it in motion is
not so great as that needed to start it. Therefore an organization
desiring to enter certain activities sometimes prefers to buy a going
business — that is, one which has already acquired momentum —
and is willing to pay for such a business an amount in excess of the
net book value of its assets.

In accounting this amount is termed “goodwill.” It is that value
more or less intangible and undefinable which causes any business
to be considered worth more than the investment which it repre-
sents. Many attempts at definition have been made, and the def-
initions have varied greatly not only in their wording but in their
intent. Lord Elton’s definition made in an English court long
ago was to the effect that goodwill is nothing more than the prob-
" ability that the old customer will return to the old stand.

In those days trade was dependent largely on location and good-
will was presumed to be built up about that location. The class-
ification of such a value as goodwill was upheld by the courts of
that day. If people acquired the habit of dropping into a shop for
their tobacco, they would probably continue that habit at least to
some extent, even though the tobacco shop changed ownership.
Presumably the purchaser of such a well-established stand would
pay more for its possession than the mere stock and fixtures jus-
tified. This investment based upon a capitalization of the habit of
the old customers was known as “goodwill.”’

131
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12-2, Sometimes the reputation of the owner rather than the
location is the cause of goodwill. For instance, a certain restaurant
might become famous for the excellence of its service, a reputation
which would probably draw not only the old customers but new ones
who had been told of its qualities, even though it moved across the
street or a few blocks away. Even in this case the location would
play a part but the name would be a greater factor. The pur-
chaser, therefore, would be more anxious to retain the name and
the equipment than merely to obtain the location. There have been
many cases in which large sums in excess of the actual value of the
assets were paid for the right to continue the name of a famous
restaurant. The purchaser in setting up the assets of his invest-
ment would list this amount quite properly under the name ‘“‘good-
will.”” Nowadays, so far as most great businesses are concerned,
location is a minor element. The name has become of increasing
importance and bears directly on goodwill. There are two funda-
mental elements which must still apply to goodwill in order to jus-
tify its inclusion among the assets. These elements are well ex-
pressed by Dicksee when he states: “The only necessary elements
appear to be these: a positive element, enabling the person who
acquires it to represent himself as the successor to the business of
the person from whom he acquired it; and a negative element en-
titling him to restrain the transferror of the goodwill from soliciting
the old customers of the business which has been transferred.”

This view of goodwill assumes a transfer in order to justify the
setting up of goodwill as an asset and that is a view widely held by
American accountants. The accounting rule to conform to this
opinion is that the purchaser may list as an asset the amount which
the goodwill costs him. This may be the result of an actual pay-
ment of value or the obligation to pay value whether in the form of
a true liability or, according to the law of most states, by capital
stock issued.

12-3. In addition to goodwill acquired because of & transfer,
accountants recognize the right of a partnership to enter goodwill
as an asset for the purpose of equalizing investments of the partners,
provided this value is represented by a contribution by one or more
partners. To illustrate: “A” may have built up a business whose
net investment is $20,000. “B’’ desires to go into partnership with
him and is willing to put in $25,000 for one-half interest. “A,” there-
fore, is presumed to contribute assets worth $20,000 and goodwill
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$5,000 which the partnership of “A” and “B” is justified in listing
as an asset.

Some organizations, believing or alleging that they have built up
goodwill which is salable, desire to write this item on their books
without making a sale to anyone. Such anticipation of amounts
which they think they might possibly obtain by sale is a violation
of the principle of asset valuation which has been elaborated in this
book and generally accepted in the business world.

12-4. There is a theory, which is widely accepted in some coun-
tries and has a certain following among the business men and ac-
countants of America, that an organization may calculate the
amount of goodwill by capitalizing at a certain rate the amount
by which the net profits for a term of years exceed a given per-
centage of the net investment. It will be noted in this caleulation
that there are three arbitrary factors: first, the percentage used for
capitalization; second, the period of time to be considered, and,
third, the percentage of investment to be allowed as a deduction
before capitalization.

To illustrate: Assume that an organization agrees upon 159,
five years, and 89, respectively, for the three factors mentioned.
If the average investment for five years is $100,000, 89, thereon
gives $8,000 as a deduction from the average profit before capital-
ization. If the average profit for the five years has been $15,500
there is an excess of $7,500, which capitalized at 15%, gives a value
of $50,000 for the goodwill.

Such a calculation may be justified for purposes of determining
an amount which a company might ask for its goodwill in case of
sale but it does not offer any logical reason for adding $50,000
of goodwill to the assets for balance-sheet purposes. General ac-
counting practice in America at the present time would not sanc-
tion such action. A balance-sheet containing such figures would
indicate that the company had invested $50,000 in acquiring the
element of goodwill. It is doubtful if the financial or credit stand-
ing would be helped in the slightest degree by any such entry if the
actual facts were disclosed. If accountants adopted generally such
a principle it would open a wide field for manipulation, and organ-
izations would be tempted to compete with each other in building up
a doubtful asset. Either goodwill set up on the books aids the credit
standing of the firm or it does not. If it does not, why include it?
If it does aid, why not make it as great as possible?
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Suppose the above organization decided to use 79, instead of 87,
and 129, instead of 159, — this would result in a capitalization of
goodwill at $70,833.33. Or if 7%, and 109}, were used the goodwill
would then appear to be worth $85,000. Evidently such a method
cannot be adopted unless uniform percentages and periods are also
adopted. Even then the results would be very questionable. Sup-
pose that two companies had the same average investment and the
same average income — their goodwill would be calculated as
identical. In one the profits may have been continually decreasing
during the five years, whereas in the other they may have been
continually increasing. Who would say that their goodwill assets
were of equal worth?

There is the constant temptation before business men and ac-
countants to leave the conservative ways of determining asset
value and to follow specious arguments along a thousand by-ways.
Sometimes this is done in all good faith without looking far enough
ahead to see that the path leads only to absurdity.

PurcHASE oF A GRoUP oF MIXED ASSETS

12-5. One important element in valuing goodwill is frequently
overlooked by both business men and accountants. It is the re-
sult of an erroneous idea, that the purchaser must carry into his
books all tangible assets at the same book value as that at which
they appear on the books of the seller. Illustration: Assume that
Corporation “A” agrees to pay $1,000,000 for the plant and bus-
iness of Corporation “B.” The assets acquired appear as a net
value on the books of Corporation “B”’ at that date as follows:

Accounts Receivable . . . . . . . . ... ... $ 50,000
Notes Receivable . . . . . ... ... .... 50,000
InVentories . . . . . . ¢« . v 0 o u e ... 200,000
Equipment . . . . . .. .. ... 100,000
Landand Building . . . . .. ... ... ... 200,000

Total . . . . . . . . ¢« o i i et $600,000

These assets might be brought on the books of Corporation “A”
at the same figure and an additional asset called “goodwill” might
be recorded at $400,000, thus making up the purchase price of
$1,000,000. This might or might not be a true record of the pur-
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chase as intended by the directors of Corporation “A.” It may be
considered as an acceptable rule that the purchaser of a group of
mixed assets for a single aggregate price is entitled to distribute
that aggregate sum over the assets purchased as he sees fit, sub-
ject to two restrictions: first, that in the distribution no account-
ancy principle be violated; and, second, that the sum total of the
values assigned to the assets shall not exceed the aggregate pur-
chase price.

Corporation “B’’ may have built up a valuable goodwill which
would pass to Corporation “A,” and this may have been the de-
ciding factor in the purchase. If so, the entry quoted may have
been correct. On the other hand some element other than good-
will may have made Corporation “A” feel justified in paying more
than the book-value for the assets. For instance, the real estate
may have been acquired many years before and may still be car-
ried at its cost price, whereas it may now be worth three times
the book-value to Corporation ‘“A” and the latter may have felt
justified in paying $600,000 for it. If so, Corporation “A” is en-
titled to record it on the books at that price. If the other assets are
recorded as on the books of “B,”’ this would exactly equal the pur-
chase price and the element of goodwill would not appear as an
asset purchased by Corporation “A.”’

12-6. The statement has sometimes been made that, if the
purchaser pays more for a group of assets than their net value on
the books of the seller, goodwill must be recorded to account for
the difference. This is an erroneous statement. In the illustration
above it might readily have been that Corporation “B’’ had no
goodwill or having it, it might have been of no value to Corporation
“A,” as the latter might utilize the plant and equipment for an
entirely different kind of work and not attempt to use name or
product or any other element which had been recognized as good-
will of the old company. The sole reason for the purchase might
have been to acquire the real estate because it was of special value
to Corporation “A” for certain reasons.

Or, again, even if the directors of Corporation “A” .consider
goodwill as an element of the value they may not consider it worth
$400,000. It may be that the equipment is of a type well adapted
to “A’s” needs and may be worth several hundred thousand dollars
to “A,” and it may have been depreciated on the books of “B” to a
far greater extent than its efficiency justified. If so, Corporation
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“A” may feel that of the purchase price, say, $200,000 or $300,000
may apply to the equipment, and the amount applicable to good-
will is correspondingly reduced.

If the receivables are good and collectible, Corporation “A”
should record them at their face value or at their face value less a
small amount for possible loss in realization.

Great care must be exercised by Corporation “A” in deciding
the amount at which the inventory shall be recorded. If it con-
sists of articles that Corporation “A” is continually purchasing
or producing and if it is of the same standard and in reasonable
quantity, it would be advisable to record it on the books at the
price which it would normally cost if acquired otherwise. If it is
carried at a greater amount it will lessen the normal profits of the
periods in which it is sold. If it is carried at a lower price it will
increase the normal profits of the periods in which it is sold. In
either case the profit and loss would be arbitrarily increased or
diminished by a transaction which cannot be expected to be re-
peated period after period. Current profit or loss should not be
allowed to fluctuate unnecessarily as the result of such transactions
as this.

To illustrate: If Corporation “A” decided to bring inventory
values on the books at $100,000 less than their current worth and
added that $100,000 to some permanent asset, the profit of the
ensuing periods in which the articles were sold would be increased
by $100,000 and, as a result, the assets at the end of that period
would stand at an inflated figure. This manipulation would show
for such a period a result far more favorable than the facts. Since
distribution of aggregate purchase price among mixed assets ac-
quired is a more or less arbitrary affair on the part of the pur-
chaser, it should never be utilized as an expedient for either in-
flating or deflating current profit-and-loss results.

The same reasoning must be applied to the valuing of such items
as equipment, which will be depreciated during succeeding oper-
ating periods. If equipment is set up at too high a value it will re-
sult in an excess charge for depreciation to the following accounting
periods, and if set up at too low a value it will result in a corre-
spondingly low charge for depreciation in the ensuing periods. All
these factors must be given careful consideration by the purchaser
in determining the respective amounts to be assigned to the va-
rious groups of assets acquired for an aggregate price.
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12-7. To summarize, the principles to be kept definitely in
mind are:

First: the purchaser of a group of mixed assets for an agreed
aggregate sum may distribute that sum to the assets acquired -
without regard to the value at which they were carried on the books
of the seller. Under the laws of most states the board of directors
has the right to apportion the values for the purchasing corpora-
tion.

Second: the total of the amounts assigned to acquired assets
should not exceed the aggregate sum paid.

Third: the distribution should be such that the profit-and-loss
results of the current and ensuing periods will be disturbed as little
as possible.

Fourth: if the aggregate purchase price exceeds the proper value
of the other assets acquired the difference may be recorded upon
the books of the purchasing company as the value of goodwill
acquired.

APPRECIATION OF GOODWILL

12-8. In the preceding chapter reference was made to the
tendency of some organizations to increase book value of trade-
marks as a result of expenditures for advertising. In like manner
some companies add to the asset values of their goodwill accounts
all or portions of their periodic costs of advertising and of promo-
tion expense. This is done on the theory that the publicity brought
about by these measures increases the goodwill. In many cases
this is undeniably true. It is equally true, however, that this plan
has been followed by organizations when there was little increase
in the value of goodwill resulting from advertising effort. Instances
could be cited in which the book value of goodwill showed a con-
stant increase during periods immediately preceding bankruptcy
or receivership. No capitalization of advertising costs should be
approved by the accountant unless the increased asset value is
unquestionable or unless any other treatment would work an in-
justice to anyone or present unfair records of operating results of
various accounting periods.

It must be noted that whenever items are capitalized that would
otherwise be charged to expense, the profits of the period are cor-
respondingly increased. The apparent increase in profit is repre-
sented by an increased valuation of an intangible asset. This is
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a condition that must always be watched with care as it is likely
to represent an inflation both of profits and of asset value.

DEPRECIATION OF GOODWILL

12-9. The question whether or not goodwill legitimately entered
on the books need be depreciated or written off over a period of
time is frequently discussed. Ordinarily it need not be depreciated,
especially if the organization makes reasonable efforts to maintain
its good name among its customers. However, there are organi-
zations which have apparently depended upon a good name pre-
viously created rather than apon present service for success. In
such cases the goodwill is doomed to early extinction and depre-
ciation would be properly chargeable against the profits of the
periods to take the place of some of the expense for service which
should have been but was not rendered.

Since goodwill has little value in a financial statement for credit
purposes, as bankers almost invariably eliminate it from consid-
eration, many organizations which have built up sufficient surplus
to justify it prefer to write off goodwill against surplus even though
goodwill represents a true investment. The accountant does not
insist upon this treatment nor does he discourage it unless it seems
unwarranted.

Evidently it would not be desirable to write down the asset good-
will if a deficit would be created thereby or if such procedure would
prevent the paying of ordinary dividends to stockholders. If the
earnings of an organization are sufficient only to meet the regular
demands for reserves and dividends that condition casts doubt upon
the value of the goodwill and therefore would seem to justify re-
duction of the asset. However, in such circumstances there would
be no excess profits and a reduction of asset value would involve
impairment of capital. On the other hand, if earnings are suf-
ficiently in excess of dividend demands to create an amount to
offset a reduction of goodwill, that fact itself implies that the value
of the goodwill is justified and that there is no reason for reducing
it. To put it briefly, if you can write it down, you need not; if you
cannot, you should! It is self evident that only in a profitable
business can the element of goodwill be rightfully claimed to exist.

PosiTION OF GOODWILL ON BALANCE-SHEET

12-10. If goodwill is listed among the assets of an organization
it is usually shown as the last item in that group on the balance-
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sheet. In balance-sheets prepared for credit purposes, however,
the item is sometimes omitted from the asset side and is brought
over to the other side as a deduction from the proprietorship or net
worth. That method is suggested in the treatise on the preparation
of balance-sheet statements issued by the Federal Reserve Board.

GoopwiLL IN CONSOLIDATED BALANCE-SHEETS

12-11. Sometimes one organization instead of buying the assets
of another buys a controlling interest in the capital stock of the
latter. If the purchase price is in excess of the book value of the
stock at date of purchase an element of goodwill is acquired. This
will not appear on the balance-sheet of the purchasing corporation
so long as the investment in the subsidiary is carried as a single
asset, but it will appear on a consolidated balance-sheet merging
the assets of the two corporations.

To illustrate: If Corporation “X” pays $140,000 for the capital
stock of Corporation ‘Y’ and at that date the books of Corporation
“Y” show capital stock $100,000 and net surplus $25,000,an element
of goodwill amounting to $15,000 is acquired by the purchase. So
long as Corporation ‘X"’ carries this investment at $140,000 among
its assets the element of goodwill is not manifest. In the case of
consolidation, however, the actual assets and liabilities of Cor-
poration “Y” are combined with the assets and the liabilities of
Corporation “X.” The net value of the assets so combined at that
date amounts to $125,000. If these be substituted for the invest-
ment item of $140,000 there will result an apparent deficit of
$15,000. It is contrary to accounting principles to create a def-
icit as a direct result of a purchase. Therefore, it is evident that
on the consolidated balance-sheet an item of goodwill, $15,000,
must be displayed to equalize the purchase price of $140,000. This
is in strict conformity to the principles relative to the acquisition
of goodwill discussed earlier in this chapter. The question is con-
sidered further in the chapter on consolidated balance-sheets. (See
9 21-5.)



CHAPTER XIII
PreEPAID ExPENSES AND DEFERRED CHARGES

13-1. In Chapter III the distinction between prepaid expenses
and deferred charges was discussed and illustrated. (See { 3-8.)
Under “prepaid expenses” should be classified those items which
represent service not yet received but for which settlement has
been made. They represent in all cases legally enforceable claims
for service. ‘‘Deferred charges,” on the other hand, represent costs
incurred and services already received, which are not charged to the
periods when they were received, but instead are held as assets,
even though they have no tangible existence nor any enforceable
right at law. (See § 3-8.)

A characteristic of the group known as “prepaid expenses” is
that the period of prepayment is definite and the amount should be
amortized over g period accurately determinable; whereas ‘“deferred
charges” include those costs which, if amortized at all, must be
amortized upon a purely arbitrary basis.

13-2. Since the terms “deferred assets” and ‘‘deferred charges”
are construed sometimes to include any item carried as an asset
which is to be charged to the expense of subsequent periods, some
accountants extend the designation to include tangible assets such
as inventory, not only of materials and supplies, but also of mer-
chandise. While it is permissible in condensed balance-sheets to
reduce the assets to as few classifications as possible, it is not de-
sirable in detailed balance-sheets. In the latter, assets should be
classified as nearly as may be under group headings which display
their essential characteristics. The more accurately these classi-
fications are made the more worth while the information obtainable
from study of a balance-sheet. Best accounting practice either
limits the term “deferred assets’’ to such items as are intangible or,
at the most, includes only such tangible assets as materials and
supplies which are chargeable properly to expense accounts in
subsequent periods and do not enter either directly or indirectly into
sales. It should be noted that even when materials and supplies
are included under deferred assets as mentioned above, this classi-
fication should not include the materials and supplies of a manu-
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facturing organization which enter into the factory product and
are properly chargeable to its cost.

The matter may be summarized by saying that deferred assets
should not ordinarily include any tangible items which later find
their way into the cost of goods produced or sold by the organiza-
tion. Such tangibles are preferably carried under the balance-sheet
heading ““inventories.” (See Chapter VII.)

13-3. Authorities differ greatly as to the position of these
groups on the balance-sheet. Many accountants make no distine-
tion between prepaid expenses and deferred charges but group
all such items under the latter heading, which they usually place
last on the asset side of the balance-sheet. In the case of items
properly belonging under the head of deferred charges this seems
to be the logical order, whether the balance-sheet follow the current
arrangement or the capital arrangement discussed in Chapter I.

13-4. The logical position of prepaid expenses is next to current
assets. Some accountants go further and include them in current
assets. There is an advantage in limiting the term current assets
to those which have a probability of conversion into cash within
the current financing period or, say, within one year. As prepaid
expenses are not to be converted directly into cash but rather into
service, some authorities hold that they should appear next to
rather than among the current assets. In the case of a manu-
facturing enterprise, however, it is evident that prepaid expenses,
so far as they relate to manufacturing process, will be converted
into product and thereafter into cash, like the raw materials or
other inventory items of similar nature which are included among
current assets. The distinction, therefore, seems to be one of
individual choice, there being no serious objection to either method
of treatment.

There are no definite rules as to the order in which the various
items should be arranged under “prepaid expenses” or “deferred
charges.” Tt is left to the judgment of the one preparing the state-
ment. The order of discussion followed in this chapter is not in-
tended as a guide to proper arrangement upon the balance-sheet.

Prepaid Interest

13-5. 1If at the date of the balance-sheet interest has been pre-
paid by an organization, so much of it as applies to the use of
money for periods subsequent to the balance-sheet date must be
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determined and displayed on the balance-sheet. It is an asset
representing the right to receive service in the form of the use of
money. It is therefore properly classified as a prepaid expense.
It must not however be confused with accrued interest, discussed
in §6-15. Accrued interest represents a service that has been
given by the organization, payment for which is receivable in the
form of money. Prepaid interest represents money that has been
paid by the organization for service yet to be received. Both items
are assets but are very different in character.

Prepaid Rent

13-6. At the date of the balance-sheet any amount of rent which
has been paid by the organization for periods subsequent to the
date of the balance-sheet should be determined and the amount
should appear on the balance-sheet under “prepaid expenses.”’

Prepaid Taxes

13-7. If taxes are paid in advance of the period to which they
apply, they may be set up in an account with the heading “pre-
paid taxes” and the amount may be distributed to expense for the
proper period. Care must be exercised, however, to see that no
taxes are included save those which really are paid in advance of
the periods to which they are chargeable. Such items are rare.

Unexpired Insurance

13-8. The account ‘“‘unexpired insurance” represents the
amount which has been paid as premiums on insurance providing
future protection. When an insurance policy becomes effective,
the premium thereon is debited to this account and represents a
prepaid asset. The amount of the premium is distributed over the
life of the policy on a pro-rata basis, that is, an equal amount is
charged to the expense of each month during the life of the policy.
The charge to expense is offset by a credit to the unexpired-in-
surance account, the balance of which is thus constantly reduced.
It is eliminated of course at the expiration of the policy.

It is sometimes said that this asset in the balance-sheet should
be carried at the amount which would be realized if the insurance
policy were cancelled, which would always be an amount less than
that obtained by the above method. The answer to this argument
is that it is not the function of the balance-sheet to carry assets
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at their realizable value. This matter is discussed in Chapter IV.

Unexpired-insurance account must be limited to the calculated
values of the unexpired portions of insurance premiums and must
not be offset by any liabilities because of other types of insurance. -
For instance, liability-insurance premiums accrued on the basis of
payrolls should be set up in a distinct account, should appear
among the liabilities and should not be used to reduce the amount
of the asset appearing under the term ‘“‘unexpired insurance.”

Prepaid Expenses

13-9. Instead of displaying in detail prepaid items such as
prepaid interest, prepaid salaries, etc., they may all appear under
one heading, “prepaid expense”’ in the balance-sheet. The term
has already been defined.

The rule that a liability and an asset must not be deducted the
one from the other with the difference shown as a net amount on
the balance-sheet is frequently violated in regard to prepaid
expenses. Accountants find that many organizations carry one
account for accrued interest, debiting it with accrued interest
receivable and crediting it with accrued interest payable. The net
balance of the account is shown on the balance-sheet as an asset
or a liability, depending upon whether the account has a debit or
a credit balance. This is a violation of the rule. Accrued interest
receivable is an asset. Accrued interest payable is a liability. The
same rule applies to all other prepaid items. Taxes paid in advance
should not be deducted from any liability on account of taxes
payable. A liability because of insurance payable must not be
reduced for balance-sheet purposes by any amount representing
unexpired insurance. The ratio of liabilities to assets is of great
importance for credit and managerial purposes. It can be properly
revealed only by including under each heading all the items that
belong there. The ratio would be seriously distorted if assets were
subtracted from liabilities or if liabilities were subtracted from
assets and net amounts were shown. It is not a violation of this
rule however to offset a receivable from a certain person or unit
and a payable of the same kind to the same person or unit.

Discount on Bonds Issued

13-10. The difference between the face value of bonds issued
and the proceeds received therefrom may be set up under the head-
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ing ““discount on bonds issued.” This amount should be amortized
during the remaining life of the bonds. The amount, if small, may
be amortized by charging equal amounts to the periods involved
or the more accurate principle of effective-interest rate may be
made the basis of amortization.

Premium on Bonds Purchased

13-11. If bonds are purchased for an amount in excess of their
face value or retirement value, this excess may be set up under
the head “premium on bonds purchased’” and be amortized in the
period between the purchase and the maturity or retirement date.
If the amount of this account be small it may be charged equally
to the various accounting periods concerned. Otherwise it may be
amortized on the basis of effective-interest rate.

Stores

13-12. The item “‘stores” among the assets of a balance-sheet
usually indicates the amount of supplies on hand that are to be used
in the ordinary course of business but are not to be converted into
sales. In an office it may include stationery, printing and other
items of a general character which will be converted into expense
as they are consumed. In other cases, it may include items of
larger amounts such as fuel, repair materials, ete. It should not
include items held for purpose of sale, nor should it include items
that are to be converted into commodities to be sold. If it be so
used some qualifying words must be added, such as “stores of raw
material”’ or “inventories.” With such explanatory qualification the
item has a totally different meaning and should be included among
current-assets.

The purpose of carrying an account such as ‘‘stores’ is that items
included in it may be charged as expense of the period in which they
are used, rather than of the period in which they are purchased.
When the supplies are acquired, the stores account is debited and
the lability is credited. As the stores are used, proper expense
accounts are debited and the stores account is credited. As a
result a debit balance on the stores account measures the value of
supplies acquired but not yet consumed. On the balance-sheet,
such an item may be classified under “prepaid expenses.”
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Organization Expense

13-13. When any organization is formed, it is necessary to
incur expenses before it reaches a revenue-producing condition.
Apparently, this would result in an immediate deficit, unless the
organization had sufficient paid-in surplus to cover it. However,
it would not be good business policy to treat such costs in that
way. Instead, it is an accounting fundamental quite generally
recognized that a new organization need not report a deficit during
its process of formation. Instead, all costs necessary to bring the
business to a revenue-producing stage may properly be capitalized,
that is, treated as assets, to be written off as expense during a
reasonable time if desired. Such cost, commonly known as or-
ganization expense, or by some other name intended to indicate
clearly its character, may properly be displayed upon the balance-
sheet as an asset.

Whether or not organization expense should be later charged
off — that is, apportioned to operating costs of subsequent periods
— is open to doubt. Only a comparatively few years ago it was the
custom to charge off organization expense during the first few
years following the formation of a corporation. Now there is a
tendency to consider that whatever it has cost to establish a cor-
poration and to get it under way may justly be treated as an asset
during the life of the corporation. However, if a corporation dis-
solves, this account having no further value would serve as a
decrease of surplus. It is therefore proper to anticipate such
reduction of surplus if no deficit is created thereby and if no rights
of individuals are jeopardized.

Organization expense may include, not only various fees to
officers, attorneys and accountants, but also the cost of original
financing, such as the promotion and sale of capital stock. It
should not include any costs other than those associated with
organizing, establishing and financing the corporation. It should
not include the costs of developing the business, nor of developing
patents or processes, nor of sales promotion campaigns other than
for capital stock or bonds. (See development expense,  13-14.)

Development Expense

13-14. Under ‘“‘development expense’”’ may appear those costs
incurred by a concern in developing its business after organization.
The development may consist of extensive advertising campaigns
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for its products or of other forms of publicity but it should not
include any costs chargeable to permanent tangible assets. ‘“De-
velopment expense” should not be used to cover items properly
chargeable to organization expense, discussed in ¢ 13-13. The
latter applies to the costs of forming the organization, whereas
development expense applies to the creation of a demand for the
products or service or the developing of such intangible assets as
formulas or trademarks.

Development experse may rightfully be written off against the
operating income of periods subsequent to its incurrence, the num-
ber of such periods being a question for arbitrary decision by the
management or by the accountants. It is not conservative to allow
this account to be built up to too large an amount. It is always an
asset of doubtful value except in most unusual circumstances and
there is always danger that it will be over-stated rather than under-
stated. It does not often rank high as an asset for credit purposes.

Experiment Cost

13-15. Many organizations conduct laboratories or other ex-
perimental departments for the purpose of developing or improving
formulas or patents. Cost as incurred may properly be chargeable
to the patents or formulas produced if they are successful. This
question is discussed in Chapter XI. Much of such experimental
work may not result in any successful product. All such costs
therefore may be carried as a deferred charge until they can be
transferred to a permanent asset account resulting from the work
or until other disposition can be made of them. (See | 11-6.)

Discount on Capital Stock, Original Issue

13-16. In some states original issues of capital stock with par
value may be sold at a discount. Since the account representing
par-value capital stock must always appear at the full amount of
the par value, it is necessary to set up a separate account to rep-
resent the discount on such an issue. This item is sometimes merged
with organization expense and is included in that account on the
balance-sheet. Wherever carried, it is not an amount subject to
depreciation — that is, it cannot be charged as an expense against
profits. It can be written off against surplus direct, if that seems
desirable. Some accountants record discount on capital stock as a
deduction from the capital items in the balance-sheet. Ordinarily,
however, it is displayed on the asset side among deferred charges.
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Discount on Capital Stock, Re-issue

13-17. When capital stock has been re-acquired by the issuing
organization, either for value received or as donation, it may be
re-sold below par value. Such a discount should be kept distinet
from discount on the original issue, as it is not an organization
expense but an offset to the credit account set up when the issued
stock was re-acquired. As an illustration: If stock with a par value
of $100,000 is donated to a corporation by its stockholders, the
entry may be:

To Stock Donation . . . . . . . . . $100,000

Cash . . . ... . ... ....... $80,000
Discount on Donated Stock . . . . . . . 20,000
To Donated Stock . . . . . . . .. $100,000

This treatment eliminates the donated-stock account. The
amount of the discount should then be carried to the stock-dona-
tion account, reducing the amount of that account to $80,000 which
is the real measure of the donation.

Deferred Assets (On Balance-sheets of Railroads)

13-18. 1In the classification prescribed by the Interstate Com-
merce Commission the heading “deferred assets” is used to cover
amounts advanced to agents or others as working funds, from which -
expenditures are to be made and reported, and amounts advanced
to demurrage and other bureaus. It also includes funds raised and
set aside for insurance, employees’ pensions, savings, relief, hos-
~ pitals and other similar purposes. Note that this use of the term
“‘deferred assets’’ has no relation whatever to the term ‘“deferred
charges” as used by other commercial organizations.

Unadjusted Debits

13-19. ‘“Unadjusted debits” is the name of an account appear-
ing on the balance-sheets prescribed by the Interstate Commerce
Commission. It is seldom used elsewhere. It is practically the
equivalent of the prepaid-expenses and deferred-charges accounts
discussed in this chapter. It includes expenses such as rents paid in
advance, discount on capital stock, discount on funded debt and va-
rious items which are to be charged later against operating expenses.



CHAPTER XIV
CURRENT LIABILITIES

14-1. In Chapter III the distinction between current liabil-
ities and permanent or fixed liabilities was described and illus-
trated. The distinction depends largely upon length of time before
maturity of the liability. There is very little uniformity in prac-
tice as to arrangement of the various items which come under the
liability classification in the balance-sheet. Some accountants
hold that the liabilities should be listed in the order of their legal
priority as established by the various bankruptey acts. Such an
arrangement would place first any elaims of the federal govern-
ment, followed by claims of state governments, of other govern-
mental subdivisions, claims of employees for salary and wages,
secured creditors, unsecured creditors, etc. This order is desirable
in preparing statements for receivership or in bankruptcy, but
there seems to be no reason why it should be followed by organiza-
tions which are not facing such contingencies.

Many accountants attempt to arrange liabilities in the order of
their security, placing those that are covered by specific mortgage
at one end of the list and unsecured obligations at the other. This
is a simple arrangement in the case of some liabilities, but it in-
volves much uncertainty with regard to the proper position of
others.

Some accountants attempt to tabulate liabilities in the general
order of their probable liquidation, listing first items that are most
apt to be paid first, such as current trade accounts, followed by
items whose payment will probably be longer deferred, such as
notes payable, and so on. Still others tabulate current liabilities
in the order of their importance as to amount, putting first those
items which are largest.

In the following discussion of items found under ‘“‘current lia-
bilities,” no attempt is made to follow the order in which such
items should logically appear on the balance-sheet.

148
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Accounts Payable

14-2. Amounts which an organization owes as the result of
purchases or of expenses incurred, and for which no promissory
note or similar document has been given, may be classified as .
“accounts payable.”” As these payables frequently arise from a
variety of sources, it may be desirable to classify them upon the
balance-sheet. This is particularly true in regard to classes which
might rank differently in case of insolvency.

Instead of grouping them under accounts payable, it is usually
desirable to display expense payable items, such as for interest,
for payroll, and for other expenses, under separate headings, as
explained later.

There is some difference of opinion among accountants with
regard to cash discounts on purchases. A few hold that since the
term ‘“accounts payable’ is presumed to measure the amount of
money needed to pay such liabilities, a deduction may be allowed
for cash discounts which are certain to be taken. This is based upon
the theory that if you reduce the accounts receivable because of
expected discounts to be taken by customers, it is only logical to
reduce the accounts payable in a similar way. If customers pay
their accounts with sufficient promptness to take a discount, it will
enable the organization to pay the accounts payable with sufficient
promptness to deduct the purchase discount. On the other hand,
if the customers do not pay promptly, they will not be entitled to
their discounts and therefore more money will be collected from the
accounts receivable than is indicated upon the balance-sheet, and
this additional money will pay the additional amounts of the
accounts payable caused by failure to deduct the purchase dis-
counts. Such reasoning, however, is very faulty and opposed to the
principle of conservatism. While it is true that the chief desire of
the accountant is properly to express the values of all assets and
liabilities, yet in case of doubt as to which of two values is correct,
the rule of conservatism is to use the lower of the values for assets
but the higher for liabilities. More progressive business methods
regarding cash discounts are sometimes approved. These are
discussed in Chapter XXIV.

In the preparation of a balance-sheet, great care must be
exercised to see that everything is included in accounts payable
which should be and that nothing is included which should not be.
On the very date of the balance-sheet there may be a variety of
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conditions. Merchandise may have been received but for some
reason the invoice may not have been fully approved, and therefore
no entry may have been made upon the books. If the merchandise
has been accepted, it must be included in the inventory and the
liability therefor must be included in the payables. On the other
hand, accountants sometimes find invoices approved and recorded
when the goods have not been received and therefore are not in the
inventory. Such a condition will result in distorting the financial
records unless proper adjustment is made. If title to the goods
purchased has passed, the merchandise should be included in the
inventory and the liability should be included in the payables, but
if title has not passed to the organization the amount should not
be included either in the inventory or in the payables.

If goods were ordered f. 0. b. point of shipment and were de-
livered to the common carrier so that title had passed at the date
of the balance-sheet, the amount should be included in the inven-
tory and in the payables.

An error is sometimes made in regard to goods received on con-
signment. If goods are so received, but the consignor still has title
to them, they should not be included in inventory nor should any
liability be set up therefor unless the organization has committed
itself to a liability for sale of the goods or under contract.

Briefly summarized, the principle is that any merchandise, title
to which is in the hands of an organization, should be included in
its inventory under a heading which will indicate its true status,
and any obligation which has been incurred by the organization
and is unsettled at the date of the balance-sheet should be dis-
played among the payables.

Accounts Payable Contracts
Purchase Gontracts

14-3. Organizations sometimes enter into contracts for the
future purchase of merchandise in order to take advantage of
what they consider a favorable price or to insure prompt receipt of
merchandise when needed, in case there is a scarcity in the market.
Usually it is not necessary to enter anticipatory contracts in the
balance-sheet as there should be no liability in such a case without
a corresponding asset in the form of merchandise, and the asset
should not be shown until title is obtained to the merchandise
either by actual receipt or by constructive receipt. However,
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there may be times when the price of merchandise under contract
has dropped to such an extent that the merchandise when received
will not be equal in balance-sheet value to the liability which will
result. Under such conditions the balance-sheet should show a
reserve set up to care for loss on purchases.

Purchase Commitments

14-4. During the period preceding a balance-sheet, an organiza-
tion may have entered into contracts for the purchase of merchan-
dise which it may not be able to fulfill. This inability may have
resulted from such a drop in market price as to make the completion
of the purchase contracts disastrous, or it may have resulted from
some other inability. In such instances, the amount of definite
Liability because of these commitments must be displayed in the
balance-sheet. If the contracts are of an optional character and
can be cancelled without penalization no liability need be shown;
but if there is a penalty indicated in the contract, or if in any other
manner the amount of the liability is calculable, it constitutes a
liability which should be displayed. Frequently this liability is
the difference between the contract price and the market price of
the date of the balance-sheet. If the amount can not be accurately
computed, it should be estimated as nearly as possible, and the
amount should be set up under the heading “estimated liability
on purchase commitments’ or “‘reserve for purchase commitments.”

Warrants Payable

14-5. The term “warrants payable” is limited almost entirely
to municipal accounting, and here its usage varies in different
sections of the country. Ordinarily, it is the equivalent of vouchers
payable, except that in the case of warrants payable authorization
has been given by the proper municipal officer for payment of the
vouchers. In other words, a city may use a voucher system, like
any commercial house. When the proper officer of the city — who
may be the treasurer, the comptroller or some other officer or
group of officers — has authorized the payment for a particular
voucher, a warrant is issued therefor, which immediately becomes
a warrant payable until it is actually paid.

In some cities, however, the drawing of a warrant is considered
the equivalent of the drawing of a cheque by a commercial house,
and the cash funds in the general ledger are reduced immediately
by the amount of warrants drawn. In such cases, unpaid warrants
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would be the equivalent of outstanding cheques of a commercial
house, and the item would not appear on the balance-sheet.

Accounts Payable in Foreign Moneys

14-6. When organizations import goods from other countries,
a question frequently arises as to the amount at which the goods
should be set upon the books and the amount which should be
shown as a liability for them. This question is discussed under the
head “inventories,” Y 1-22. At this place, it is probably sufficient
to say that liabilities of this nature may be carried on the balance-
sheet at the amount which it would cost to settle them at the date
of the balance-sheet. For instance, if a bill payable in London for
£1,000 may be settled at any date, it may appear on the balance-
sheet at the value of a £1,000 draft on the date of the balance-
sheet. However, if the £1,000 is not due for ninety days after the
date of the balance-sheet, it may properly be set up at the cost on
the date of the balance-sheet of a ninety-day draft for £1,000.
This will be less than the cost of a sight draft for the same amount,
unless unusual conditions offset the ordinary consideration of
interest in the calculation of long-tenor drafts.

Vouchers Payable

14-7. Business firms which use the voucher system for record-
ing current liabilities frequently dispense with accounts-payable
ledgers. On the general ledger, an account, usually known as
“vyouchers payable,” ‘“unpaid vouchers” or “audited vouchers,”
is credited periodically with the total of all items approved for
current payment and is debited with all payments or other settle-
ments made. As a result, the balance always equals the amount
of items on the books which remain unpaid. The detail is repre-
sented by individual documents known as vouchers, one for each
liability, to which are attached all papers validating the obligation.

In passing, it may be well to call attention to the purpose of the
voucher system. Business men sometimes have the idea that its
purpose is only to eliminate the accounts-payable ledger. It is
true that this result is often accomplished by use of the voucher
system, but that is not by any means the primary purpose. The
purpose of the system is to bring together into one place, in a form
convenient for handling, all of the evidences of liability. These
include evidences of the fact that the goods or services were
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ordered; that they were received; that the qualities and the prices
are acceptable; that the quantities and the mechanical calcula-
tions are correct. These documents may be copies of purchase
request, copies of purchase order, copies of receiving tickets, the
bills of lading, receipts of stockkeeper, O.K. of purchasing agent °
and of other parties concerned and of clerks who have verified ex-
tensions and footings.

The voucher with its attached papers may supply all or any
part of this evidence, and additional information may be given.
Such data could not be advantageously recorded in an accounts-
payable ledger. The voucher may also show terms, date of pay-
ment, and may have attached to it the cheque used in payment or
a copy of the cheque. The system provides a complete history of
a transaction in convenient form for filing and reference.

On the balance-sheet, the term ‘“vouchers payable” or any of
its equivalents presumably takes the place of the term “accounts
payable.”

Notes Payable
Bills Payable

14-8. Negotiable instruments of a promissory nature signed
by an organization should be carried upon its records as ‘‘notes
payable’’ until they are liquidated. If the notes are of a particular
nature involving liens upon specific assets they should be carried
in an account which clearly indicates the facts. To illustrate:
Serial notes for the purchase of equipment will be carried as “equip-
ment notes payable.” Notes supported by mortgage on certain
properties should be carried under the head “mortgage payable.”

Generally speaking, the term ‘“notes payable” indicates notes
signed by the organization on whose balance-sheet they appear
but not involving specific liens on any property. As labilities they
evidently rank second to all specific liens so far as the enforcement
of payment is concerned. The amount appearing under the head-
ing should be the face value of the notes — that is, the principal
sum expressed therein. Interest which may accrue upon such notes
should be carried in a distinct account, not merged with the notes
themselves. : '

Some organizations include in notes payable their acceptances
payable and also the amounts of any notes receivable which they
may have discounted. It is a better practice, however, to separate
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these classes of liabilities, especially notes receivable discounted.
Whether the term be “notes payable” or “bills payable” is purely
a question of choice, not of principle. In America, the word ‘“‘notes”
.is gradually superseding the word “bills.” Consistency naturally
dictates that whichever term is used for the receivables upon a
balance-sheet will also be applied to the payables.

Acceptances Payable

14-9. The use of acceptances instead of open accounts is a
method of finance which has much to recommend it. By this
method, instead of merely charging the purchaser in the accounts
and carrying the item as an account receivable, the seller requests
the purchaser to sign an instrument known as an ‘“‘acceptance.”
By his endorsement upon this instrument, the purchaser formally
accepts the obligation of settling the account at the date stipu-
lated, which is usually a certain number of days after sight or
acceptance.

The seller should carry such items as “acceptances receivable.”
They are worth more to him than the open account would be,
because they may be converted more readily into cash. He may
discount them at a bank on approximately the same terms as
those on which notes receivable would be discounted. Since the
document itself states that it is a settlement of a trade transaction,
it is frequently given preference in re-discounting. The use of
acceptances enables selling organizations to carry on larger opera-
tions with the same working capital. The purchaser who has signed
the acceptance should make a record of the amount and the due
date, carrying these amounts under the head “acceptances pay-
able.” They should not be allowed to appear as accounts payable,
which ordinarily do not have to be met at a particular date. An
acceptanee has a definite maturity date, like a note payable, and
is a negotiable instrument. To fail to pay an acceptance at its due
date would affect more or less seriously the credit standing of any
organization.

Notes Receivable Discounted

14-10. Instead of giving their own original notes to a bank for
loans, organizations frequently endorse notes receivable which
they are holding, and the bank allows them to anticipate the pay-
ment of such notes. To illustrate: Assume that Corporation “A”
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is the payee of a note for $1,000 signed by “B’’ and bearing, say,
89 interest for three months. When this note matures, the
amount due to Corporation “A” will be $1,020. If the corpora-
tion desires the money in advance of that due date, it may endorse .
the note and present it to the bank, which will credit the corpora-
tion’s account with $1,020, less the bank discount for the number
of days between the date of discount and the date of maturity.
Corporation “A” at the date of discount will not make an entry on
the notes-receivable account, but instead will set up a credit for
$1,000 to an account called “notes receivable discounted.” The
$20 and the bank discount will be offsetting entries affecting the
element of interest.

At times organizations credit discounted notes to the notes-
receivable account instead of setting up the account ‘“notes re-
ceivable discounted.” This is on the assumption that they have
sold assets to the bank and that there is no liability resulting.
This is incorrect, however, for if the signer of the note does not pay
the bank at maturity, the bank will look to the endorser for pay-
ment, and the liability will have to be met as if the note had been
an original note payable given by the endorser. The true state of
the case may be indicated by continuing the above illustration:

After discounting the note, Corporation ‘“A” owes the bank
$1,000 and accrued interest. This liability appears under the head
“notes receivable discounted.” Offsetting this, Corporation “A”
has an asset in the form of a note receivable from “B.” If “B”
pays the note at maturity, Corporation “A” is relieved of liability
and has no longer any interest in the note receivable. Therefore,
Corporation “A” at that time should remove the $1,000 from
both the notes-receivable and the notes-receivable-discounted
accounts.

The notes-receivable-discounted account therefore should always
equal the face value of the notes which have been endorsed by the
organization and have not yet been paid by the signers.

Accommodation Paper

14-11. When a business organization endorses a note which
has not been received in the ordinary course of trade but is en-
dorsed purely to aid the credit standing of some other party this
transaction does not always appear on the balance-sheet or other
records of the endorsing company. However, it is an item which
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may have an effect upon the financial standing of the concern,
which may be called upon to pay if the paper is dishonored by its
maker. If the existence of such paper is known to the maker of the
balance-sheet it should appear at least as a footnote thereon. If
placed among the actual balance-sheet classifications it should be
recorded upon both asset and liability sides in equal amount as it
embraces a contingent asset consequent upon a contingent lia-
bility — that is, if the endorsing company is called upon to pay,
that fact gives it a right to collect a similar amount from the
person accommodated. As such paper does not owe its existence
to a transaction in the ordinary course of business bankers and
accountants frown upon it, and its existence reduces the credit
standing of the endorsing company because a liability which may
become real is offset by an asset of doubtful worth. A paper which
has been dishonored by its maker is of questionable asset value to
the endorser who has redeemed it.

Accrued Liabilities

14-12. There are liabilities which increase in amount from day
to day without the occurrence of any specific transaction or as a
result of transactions chiefly affecting other things. For instance,
interest upon promissory notes accumulates merely with the pass-
ing of time. Commissions may accumulate as the result of sales or
other primary transactions. At the date of a balance-sheet such
accrued items should be accurately determined and displayed
under suitable terms. It is not necessary to use a sub-title under
liabilities specifically for such items. Rather the accounts repre-
senting them should be displayed under current liabilities, unless
they are of a nature which does not permit such classification. The
names used should indicate the character of the liability, as for
example “accrued interest”’ or “interest payable,” “accrued taxes,”
“accrued payroll,”’ ete.

Bond Interest Accrued

14-13. The item ‘“bond interest accrued” on a balance-sheet
represents the amount of interest upon all outstanding bond issues
accrued up to and including the date of the balance-sheet, whether
paid directly by the corporation or to be paid through a trustee or
other agent. For example, in the case of a bond issue having
interest coupons payable January 1st and July 1st, a balance-
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sheet as at December 31st would show under the head “bond
interest accrued’’ the total interest upon the bonds outstanding
which would be due and payable the following day, that is January
1st. In other words, it would be the total of six months’ interest
upon the bonds outstanding for that period of time together with
interest for fractional periods upon any bonds issued during the
six months’ period. When bonds are not coupon-bearing, cheques
for the interest are usually drawn the last day of the period in
which the interest accrues. Such cheques debited to the accrued-
interest account will eliminate it, and no such item will appear
upon the balance-sheet prepared at that date. Coupon bonds are
usually made payable at some designated depository. Prior to
their presentation a deposit is to be made sufficient to meet all
coupon requirements at date of maturity. Therefore, on De-
cember 31st all interest due on coupons maturing January 1st
would appear as a liability. And on the asset side of the balance-
sheet would appear the deposit for exactly the same amount.
Some accountants prefer to offset one of these items against the
other so that neither the asset nor the liability appears on the
balance-sheet. However, to show both the asset and the liability
gives a true presentation of the facts. At December 31st the
coupons are still unpaid and are therefore liabilities of the corpora-
tion. The deposit is at that moment an asset of the corporation,
even though upon the following business day the coupons will
actually be redeemed by this asset.

In the case of bonds maturing at a date other than that of the
balance-sheet, all interest upon outstanding bonds accruing from
the last interest payment must be determined and set up as a
liability under “bond interest accrued.”

Matured Interest Coupons Unpaid

14-14. The account on the balance-sheet which represents the
total of interest coupons past due but not presented for payment
is headed “matured interest coupons unpaid.” As payment for
coupons can not be made until they are presented by holders the
organization can not liquidate this liability of its own accord.
Usually this account in the balance-sheet is offset by an asset
account of the same amount representing funds deposited for the
purpose of redeeming the coupons.
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Corporations use either one of two methods for handling matured
coupons. By the first method, when a coupon matures, interest as
an expense is debited and accrued interest payable is credited. If
payment is made through a disbursing agent a cheque is drawn to
the agent for the full amount of coupons maturing. This is debited
to accrued interest payable and credited to cash. There remains
upon the records of the corporation no account showing whether
or not the disbursing agent has paid all of such funds to coupon
holders.

By the second method, the value of maturing coupons is credited
to an account called “matured interest coupons.” When payment
is made to a disbursing agent, an account, such as “deposit cover-
ing matured interest coupons,”’ is debited, and cash is credited.
After the paid coupons are received from the disbursing agent,
credit is given to the account representing the deposit and ‘“‘ma-
tured interest coupons” is debited. By this method the value of
coupons unpaid appears as a credit balance on the balance-sheet,
and the amount still in the hands of the disbursing agent appears
as an offsetting debit among the assets.

Royalties Payable

14-15. A royalty is a sum paid for the use, either exclusive or
limited, of some patented or copyrighted process, machine, article
or production, or for the right to the products of oil or gas lands,
mines or timber lands.

A company which agrees to pay royalty may periodically set
up its liability and offset it as payments are made to the owner of
the patent or copyright or land. Any credit balance in this account
represents the accrued liability.

Dividendg Payable

14-16.  When a dividend has been declared by formal action
of the board of directors of a corporation, the amount of the
dividend should be set up as a liability under the head “dividend
on preferred stock payable January 15, 1923,” or similar deserip-
tive heading. In the balance-sheet such an item would be classed
as a current liability. Dividends which have not been declared
should not be set up as liabilities.

It is apparent that many men, even business men, think that a
preferred-stock dividend which is of a cumulative nature consti-
tutes a true liability in itself, without action by the board of direct-
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ors. This is not true. A cumulative dividend which has been
passed does not constitute a liability and should not appear under
the head “dividends payable’” until it has been formally voted by
the board of directors. It may, however, be mentioned on the
balance-sheet either in footnote or otherwise, so that people
studying the balance-sheet will know that there are dividends upon
preferred stock which must be paid before dividends can be de-
clared upon the common stock. Such notations, however, do not
affect the amount of the liabilities on the balance-sheet.

Guaranteed Dividends

14-17. A corporation can not guarantee dividends upon its
own stock. To attempt to guarantee such dividends would be
futile, as dividends can not be legally declared unless sufficient
available net profits or surplus has been accumulated from which
they may be paid. A corporation attempting to guarantee its own
dividends would be equivalent to guaranteeing that it will make
a profit of a certain amount — which, of course, would be absurd.

However, one corporation may guarantee dividends upon the
stock of another corporation. In that case the dividends would
become a true liability of the guaranteeing company if they were
not paid by the company whose dividends were so guaranteed.
Ilustration: The “X’ Railway in absorbing the “Y” Railroad
guaranteed dividends at a stipulated rate upon certain stock of
the “Y”’ Railroad. On a balance-sheet of the “X’ Railway at
the expiration of a year in which the “Y”” Railroad had not earned
sufficient to pay the stipulated dividend, it would be proper to set
up the amount among the liabilities under the designation “divi-
dends guaranteed upon stock of ‘Y’ Railroad.”

Customers’ Accounts

14-18. The term ‘“‘customers’ accounts’ on the books of stock-
brokers has a significance slightly different from that understood
by other commercial organizations. As used in trading concerns
“customers’ accounts’”’ merely means accounts receivable — that
is, amounts due from customers. In the case of stock-brokers,
however, these accounts include two distinct classes, ‘“long’ ac-
counts and “short” accounts.

Long accounts are those with customers who have purchased
securities on margin, the broker still holding the securities. The
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value of such securities, displayed on the liability side of the
broker’s balance-sheet, less the balance upon the long accounts,
gives an amount representing the “customers’ margins”’ which is
carried out into the liability column. Short accounts are those
with customers who have sold securities in advance of their pur-
chase, the broker being protected by a margin advanced by the
customer. The excess of the balance upon a ‘“‘short” customer’s
account over the value of the securities which he must purchase
indicates the amount of his margin. As the broker is liable for
both the securities and the margin, the total of the balances upon
the short customers’ accounts should appear as a liability upon
the books of the broker. It may be displayed as the sum of two
items, one being the market value of the securities concerned and
the other being the customers’ margins.

Bank Overdrafts

14-19. Bank overdrafts sometimes appear on the balance-sheet
of organizations, even though the bank’s books at the given date
would not show such an overdraft by the organization. This
difference is due to cheques drawn by the organization against the
bank account before the date of the balance-sheet, which have not
reached the bank at that date.

If the organization has a number of bank accounts, it is correct
for the balance-sheet to display a single net total. In other words,
asset balances in certain banks may be reduced by overdrafts
on other banks, and the net asset total may be shown. However,
if the net result is an overdraft, it must be displayed among the
liabilities and should rank first in the current group. To illustrate:
The “X” Manufacturing Company on December 31, 1922, might
have the following balances on its accounts with banks:

— -

First National Bank Debit Balance . . $20,000
Second National Bank Overdraft . . . . 5,000
Importers & Traders Bank Debit Balance . . 10,000

This might very properly appear on the asset side of the balance-
sheet under current assets as-

CashinBank . . . . . . ... ... ... ... $25,000

It would not be necessary to display the $30,000 on the asset side
and the $5,000 on the liability side, as a cheque from one bank to
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the Second National for $5,000 would reduce the total to a debit
balance of $25,000. This is, apparently, an exception to the rule
that a liability must not be deducted from an asset and a net
amount be shown unless both the asset and the liability attach to
the same party. The purpose back of the rule is that assets are
subject to shrinkage, whereas liabilities are not, and to make such
a display would distort the ratio between assets and liabilities.
That reasoning scarcely applies to the subject of this paragraph,
as the asset ‘““cash in bank” is not ordinarily subject to shrinkage,
and it is considered conservative to deduct the overdraft at once
from the cash in other banks rather than to display it among the
liabilities.
Unfunded Debt

14-20. In the balance-sheets of public service corporations the
term ‘“‘unfunded debt” is sometimes used as the equivalent of

current liabilities. It is a group name and the various classes of
payables, accruals, etc., are classified under it.



CHAPTER XV
FunDED OR LONG-TIME LIABILITIES

15-1. Funded or long-time liabilities are frequently referred to
as “permanent liabilities,” “fixed liabilities” or *‘capital labil-
ities.” (See ¥ 3-12.) These terms embrace liabilities which do not
mature during the current financial period and those which, be-
cause of their character, are presumed to be readily renewable. It
is evident that for the protection of creditors such liabilities must
be represented by more formal documents than would be neces-
sary for liabilities of a current nature.

Since some of the obligations in this class do not mature for
many years after the date of their incurrence it is desirable that
documents representing such obligations should be specific as to
all terms, method of payment, both of principal and of interest, and
protection that is offered to creditors. This is especially true of
corporations or other organizations in which individual liability
is limited.

The financial condition of the borrowing company may change
greatly during the life of the obligation. Therefore to avoid dis-
sipation of assets prior to the maturity of such obligations the
creditors are usually safeguarded by a lien upon certain definite
assets of which no disposition can be made by the organization with-
out giving recognition to the claims of the creditors.

To avoid any dispute which might result from changes in official
personnel before the maturity of the obligations, documents in
evidence of long-term liabilities of corporations usually bear the
corporsdte seals.

Selling of a bond issue for cash is the equivalent of borrowing
that amount of money and giving the bonds as evidence of the loan
and as promise of repayment. However, as a bond issue is gener-
ally for a large sum of money it nearly always involves borrowing
from a great number of people. If a corporation desires to borrow
$1,000,000 it may be difficult to find an individual or an organi-
zation that will lend that sum, but there may be two hundred
people who will lend $5,000 each or one thousand people who will
lend $1,000 each. The bond issue, therefore, instead of being a single
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note, is made up of a series of notes identical in all essential terms
and characteristics, each being given a distinct number for pur-
poses of record and of identification.

Each lender will have to be protected, and if a mortgage be de-
manded to protect the loan, no one creditor should be given pref-
erence over any other. Therefore a blanket mortgage will have to
be prepared to safeguard equally the rights of all lenders — that is,
bondholders of this particular issue. An impartial third party,
known as a trustee, must be appointed who will hold the mortgage
for the benefit of all persons interested. The contract should be such
that the corporation can not dispose of the mortgaged property
until all the claims protected thereby have been settled by the cor-
poration. In order that a bond may be protected under such a con-
tract it must be registered by the trustee, who keeps a record of all
registrations and will not release the mortgage until all obliga-
tions of the corporation so registered have been liquidated and
proper proof of such liquidation has been presented to him.

To summarize: A long-time obligation of an individual or of a
partnership is usually in the form of a mortgage or a bond and mort-
gage. Long-time obligations of corporations are in the form of
mortgages or of promissory documents, such as long-time notes or
bonds, issued in series, usually under seal and secured by mort-
gages and bearing on their face detailed stipulations as to terms.
Some specific types of documents of this class are discussed below.

Mortgages Payable

15-2, Mortgages are obligations constituting specific liens upon
real estate or upon personal property. Until these obligations are
~ paid they must appear among the liabilities of the individual or
organization owning the property so mortgaged. The property
must be displayed at proper value among the assets. Some men in
business subtract the amount of the mortgage from the value of
the land upon the asset side of the balance-sheet, carrying only the
net equity into the total column. Such a display does not correctly
present the facts. It must be kept in mind that if the mortgage is
signed by the individual or organization it constitutes a general
lien as well as a specific lien. In other words, if under foreclosure
proceedings the property specifically mortgaged fails to realize a
sufficient amount to liquidate the mortgage any balance remaining
unpaid on the mortgage would constitute a lien against the other
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assets of the individual or organization. In addition to this fact, if
the mortgage is not included among the liabilities, notice is not
given that it will be necessary to meet the amount of this mortgage
and that interest upon the mortgage must also be taken into con-
sideration. These are vital facts which the liabilities shown on the
balance-sheet must reveal. A fundamental principle of accountancy
frequently repeated in this book is that a liability must not be de-
ducted from an asset and the net amount be shown on the balance-
sheet. Such a display fails to disclose the proper relation between
total assets and total liabilities.

If the organization has acquired only an equity in the land with-
out assuming a previously existing mortgage it is then permissible
to display the item by showing the amount of the mortgage as a
deduction from the cost of the property, extending the net differ-
ence or equity as an asset. This may only be done where the organ-
ization making such display is not liable for the amount of the
mortgage.

In nearly all states mortgages may be placed upon personal prop-
erty as well as on real estate. These are called ‘“‘chattel mortgages,”
and as they are almost always of short duration or are payable on
demand they are classed among the current liabilities.

The term mortgage appears more frequently on the balance-
sheets of sole proprietors or of partnerships than on those of cor-
porations. In case of corporations if a mortgage exists at all it will
nearly always be associated with a bond issue and will appear under
that designation on the halance-sheet. In certain states the term
“bond and mortgage’ is used instead of “mortgage.”” The term
bond so used is entirely different in significance from bond issues
discussed later in this chapter.

- BONDS

15-3. The word “bond” has many different usages in law and
business. As used in the balance-sheet it is limited to a certain type
of document which is in the nature of a promissory note but usually
has certain additional characteristics. It is generally issued in
series, is protected by lien on certain properties, is usually under
seal, does not mature for a number of years from date of issue, and
is formal and complete in its expression of terms. The reasons for
these various characteristics have been discussed in preceding
paragraphs.
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Bond issues are ordinarily authorized for an even amount, such
as $200,000, $500,000, $1,000,000. The issue consists of a number
of bonds of the same class, identical as to date, rate of interest,
interest maturity, principal maturity, terms and denomination. A
bond issue, however, may contain two or more series, usually iden-
tical in all particulars except face value. For instance, one series
may have a face value of $1,000 each, another of $500 each and
another of $100 each, the three series making up the one bond
issue.

People often assume that the term ‘‘bond” used in the balance-
sheets of various corporations always signifies the same form of
security. There are many classes of bonds differing greatly from
each other, ranging all the way from bond issues that are no more
than series of glorified promissory notes up to bond issues pro-
tected by direct lien on all assets of the corporation. Some bonds
are protected by sinking funds; some are not. Some that are so
protected contain provisions that sinking funds shall be placed
periodically in the hands of a third party known as a trustee; in
other cases sinking funds may continue under the control of the
corporations. These facts must be kept in mind when preparing a
balance-sheet so that factors which vitally affect the rights of bond-
holders may be shown. When it is difficult to display these facts
on the balance-sheet proper they may be disclosed by comments
accompanying the balance-sheet.

Whether a bond issue is registered or coupon-bearing is not of
vital importance in a balance-sheet, but it is quite important to
indicate an income bond or a debenture by specific wording. The
name in the balance-sheet may also indicate the maturity date, the

. interest rate and perhaps other characteristics as for example
“Bonds, General Mortgage 5’s of 1930.”” Most bonds provide that
if the interest is not paid at the due dates the whole issue becomes
due and payable. Protection by mortgage usually applies not only
to the face of the bond but to the interest as well.

15-4. Mere authorization of a bond issue does not justify an
entry on the financial records. However, as soon as bonds are duly
signed and sealed by the corporation, even though they have not
yet been delivered to any purchaser, they may be set up on the
books of the company, the bond issue being credited and an ac-
count called ‘“unsold bonds” debited. This is for the purpose of
fixing responsibility upon the treasurer.
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In the balance-sheet, unsold bonds would be shown as a deduc-
tion from the bond issue. The net amount would indicate the face
value of the bonds outstanding in the hands of creditors. To illus-
trate: A bond issue for $1,000,000 might have been authorized, of
which, say, one-half has been signed, sealed and delivered to pur-
chasers, and an additional $50,000 may have been signed and
sealed but not yet delivered. On the balance-sheet this should
appear as follows:

Bonds issued (authorized $1,000,000) . . . $550,000
Less: held in treasury . . . . . . . .. 50,000
Bonds outstanding . . . . . . . . . $500,000

After bonds are issued and delivered they may at times be re-
acquired by the corporation without cancellation. When so re-
acquired they are debited to treasury bonds. This account appears
as a debit on the trial balance and is sometimes carried into the
balance-sheet as an asset. This is incorrect treatment. (See Treas-
ury Bonds, 7 8-12.) It should be deducted from the bonds issued,
showing a net amount outstanding. Re-acquirement of bonds is
in reality a liquidation of a certain amount of indebtedness, and this
reduction of indebtedness should be made evident on the liability
side of the balance-sheet. It is true that the bonds may be resold
but that would be no more than incurring a new liability. When
that time comes it will be soon enough to set up the new asset re-
ceived and display the resulting liability. To argue otherwise is
equivalent to saying that a payment to a creditor should not be
deducted from the liability because one might borrow from him
again.

15-5. There are many categories of bonds the names of which
relate to the protection offered to the bondholders, such as
debenture bonds, mortgage bonds, collateral-trust bonds, sinking-
fund bonds and guaranteed bonds. Other names refer to the
method of evidencing ownership, such as registered bonds or bearer
bonds. Still others refer to unusual characteristics, such as income
bonds and profit-sharing bonds. These classes are discussed below.

Debenture Bonds

15-6. Debenture bonds as the term is used in America are not
secured by a mortgage upon any particular property or group of
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assets. They may contain all the other elements common to bonds,
such as issuance in series; they may be registered or bearer bonds,
and very formal in appearance; but they are only a sort of notes
payable “de luxe.” As a rule they rank no higher than other notes
payable.

Mortgage Bonds

15-7. Mortgage bonds are protected by mortgage upon specific
property. They take precedence over other types of obligations
excepting those given priority by statute, such as debts due to
governments, etc. The mortgage protecting the bond issue may
be upon all the assets of the corporation or it may be upon some
assets only. A corporation may authorize more than one issue of
bonds protected by mortgage upon the same property. In such a
case the earlier issue will be known as first-mortgage bonds, a later
issue second-mortgage bonds. If first-mortgage bonds be redeemed
the issue that has been second-mortgage bonds automatically be-
comes a first-mortgage bond issue. Frequently the phrase ‘“junior
bond issue” is applied to second-mortgage bonds, indicating that
the bonds are junior in rank or secondary to another issue fre-
quently referred to as the “underlying’ issue.

Collateral-trust Bonds

15-8. Collateral-trust bonds are secured by specific collateral
in the form of securities and notes signed by parties other than the
corporation issuing the collateral-trust bonds. The value of this
protection evidently depends upon the character of the collateral
security.

- Sinking-fund Bonds

15-9. Bond issues are usually large in amount and the com-
plete issue usually matures at a given date. It is essential to the
protection of the bondholders that the corporation shall be able to
redeem in cash the complete issue at the date of its maturity. To
accomplish this, corporations generally set aside each year during
the life of the bonds cash or assets of an equivalent nature so that
the total will equal the amount of the bond issue at the required
date. Such assets constitute a sinking fund. (See Y 8-16.) In
order that this may be obligatory upon a corporation, bonds often
contain a clause stipulating the amount which must be added an-
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nually to the sinking fund and the conditions governing the fund.
Bonds with such provisions may be known as “‘sinking-fund bonds.”
(See discussion of Sinking Funds, Chapter VIII.)

Serial Redemption Bonds

15-10. A bond issue, instead of maturing in entirety at one
date, may be issued in series maturing at different dates. For in-
stance, a bond issue of $300,000, running a maximum of twenty
years might be divided into fifteen series. The first series might
mature at the end of the sixth year, the second at the end of the
seventh year, and so on, the last series maturing at the end of the
twentieth year. In such a case, instead of setting up a sinking fund
each year for the ultimate redemption of the bond issue, fixed
numbers of bonds are actually redeemed year by year. The serial
plan of bond redemption offers some advantages over the sinking-
fund plan to the issuing corporation. Under the latter plan it is
seldom that the sinking fund set aside annually can earn an interest
rate as great as that paid upon the outstanding bonds, unless these
bonds themselves are acquired as a part of the sinking fund. (See
4 8-18.) It is seldom that a sufficient number of such bonds can
be acquired without paying a premium.

In case of serial redemption bonds each issue stipulates the date
when it may be re-acquired at par or at a fixed premium, almost
always moderate in amount.

Gold Bonds

15-11. Any bond which stipulates within the body of its con-
tract that it is redeemable in gold coin may be referred to as a
gold bond. The term, however, is not frequently used. Such a bond
is not in a class distinct from others. The gold redemption clause
may be inserted in any type of bond already discussed.

Convertible Bonds

15-12. Convertible bonds contain provisions whereby they may
be exchanged in certain circumstances for other securities of the
issuing corporation or of some affiliated corporation. Such bonds do
not necessarily constitute an issue separate from other bonds
described. The convertible privilege may be added to any type of
bond.
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Guaranteed Bonds

15-13. Guaranteed bonds are those issued by one corporation
but guaranteed as to payment of principal or interest or both by
another organization.

Registered Bonds

15-14. Proof of the ownership of a bond, that is, evidence of
the right to receive interest when due, and at maturity date the
face value or redemption value of the bond, may be accomplished
by having the name of the owner registered on the books of the is-
suing corporation or of some agent thereof, or such evidence may
lie in the mere possession and presentation of the bond itself.

Registered bonds are recorded in the name of the owner either on
the books of the issuing corporation or on records kept for that pur-
pose by an agent of the corporation known as the ‘‘registrar” of
the bonds. When ownership of such a bond is transferred the bond
is sent to the corporation or to the registrar for cancellation. In its
stead a new bond, identical in all particulars save as to number
and name of owner, is issued and the name and address of the
new owner are duly registered. A bond may be registered as to
principal only or it may be registered as to both principal and in-
terest. In the latter case cheques for the amount of interest due
to each registered holder are sent by the corporation at interest
dates to the persons whose names and addresses appear upon the
records. If bonds are registered as to principal only they will be
issued with interest coupons attached. Cheques for interest are
not sent to holders of such bonds, but the interest is paid either
by the corporation or by the disbursing agent upon presentation
of the interest coupons at the proper interest dates.

Coupon-bearer Bonds

15-15. Coupon-bearer bonds may pass from one owner to
another without record of any change of ownership on the books
of the corporation issuing the bonds. Possession of the bond or of
the coupon is presumed to be evidence of ownership. Interest on
coupon-bearer bonds is payable upon presentation (at the proper
dates) of the interest coupons attached to the bonds at date of is-
suance. On the face of each coupon is printed the number of the
bond to which it is attached, the amount of the interest, the date
when payable and the name and address of the disbursing agent.
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Usually the coupon contains within itself all the essential elements
of a promissory note and is a negotiable instrument.

15-16. Classification of bonds as registered or as bearer has no
effect upon the other characteristics that have been discussed. In
other words, registered bonds and coupon bonds are not classes
distinct from the other kinds of bonds which have been mentioned
in this chapter. A mortgage bond may be in registered or coupon
form — the distinction does not affect the mortgage characteristic
in any sense. Bond indentures often provide that bonds may be of
either form. Part of the issue may be registered; part may be
coupon-bearer; and any bond of one class may be exchanged for a
bond of the other class upon request of the owner.

15-17. Income Bonds are a sort of hybrid between bonds and
preferred stock. The principal sum has practically the same char-
acteristics and protection as the principal sum of any other bond.
The interest, however, does not accrue and become payable un-
less the issuing corporation has made net profits from which the
interest may be paid. Interest may be either cumulative or non-
cumulative and usually ranks before the dividends upon preferred
stock of the corporation.

15-18. Profit-sharing Bonds contain the ordinary provisions as
to definitely accruing interest rate and, in addition, give to the
bondholders the right to participate in the net profits of the is-
suing corporation.

Matured Bonds Unredeemed

15-19. When bond issues mature owners do not always present
the bonds for redemption, even though no further interest accrues
to theéir benefit. In the case of registered bonds, the owners can be
reached, but in the case of bearer bonds the corporation has no
way of knowing the owners or the whereabouts of bonds that are
not presented for redemption. Why owners of such bonds should
fail to present them is a matter for psychologists, not for account-
ants. The fact remains that unpaid bonds frequently remain out-
standing for years after the date of their maturity. Such bonds
should not be carried after maturity date in the account with bonds
that have not matured. They should appear on the balance-sheet
under some heading such as “matured bonds unredeemed.”
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When a bond issue is protected by a blanket mortgage in the
hands of a trustee covering all the registered bonds, the mortgage
may not be released until all the bonds so registered have been re-
deemed. However, if a bond has not been presented for redemp-
tion at the maturity date this fact would prevent the organization
from relieving itself of the mortgage even though it were fully pre-
pared to redeem the bond and had deposited money sufficient for
that purpose in the hands of trustees. Provision may usually be
made to overcome this difficulty by a special bond by the issuing
corporation (usually for twice the face value of the unredeemed
bonds) which may be held by the trustee as security, thus allowing
the mortgage to be released. Were it not for such a relief measure
as this, corporations might be seriously handicapped in their financ-
ing by the failure of a single bondholder to present at maturity
date a bond registered under a blanket mortgage.

Long-time Notes

15-20. Corporations frequently issue long-time notes instead of
bonds. These notes when issued in series are similar to debenture
bonds. They usually run for periods of three, five or possibly ten
years. As a rule they are not secured by any mortgage on specific
property, but they may contain stipulations regarding sinking
funds for their redemption.

Collateral Trust Notes

15-21. Collateral trust notes are similar to long-time notes but
are secured by certain collateral. This collateral may be in the
form of securities of other organizations or securities of a different
class of the same corporation.
. Equipment Obligations

15-22. Equipment obligations in the form of either notes or
bonds are secured by lien on specific equipment, such as railroad
cars, etc. These notes are usually issued by transportation com-
panies or by other organizations, such as oil refineries, which oper-
ate their own railroad cars.

Coupon-bearer Notes
Registered Notes

15-23. Long-time notes issued in series may be either registered
or bearer as to principal sum and registered or coupon-bearing
as to interest. (See Y 15-14, 15-15.)
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Funded Debt

15-24. The term “funded debt” as used in the balance-sheets
of public-service corporations in America applies to indebtedness
maturing more than one year after the date of its incurrence. In
other lands the term “funded” has a quite different meaning, but
apparently in America it involves no more than is covered in the
above definition. It must be noted that in the balance-sheet it
appears as a long-time liability and is so classified even though it
may mature soon after the date of the balance-sheet. The presump-
tion apparently is that funded debt can be renewed or a new and
equivalent funded debt be created to care for the payment of the
old. Therefore it is never classified as a current obligation.



CHAPTER XVI
CAPITAL

16-1. There is a deplorable tendency to use one word or term
for many different meanings instead of devising a new term when
occasion arises. In this respect accountancy sins as greatly as any
of the other arts or sciences. One of the most abused and over-
worked words in business is ‘“capital.” It is applied to so many
different things of such marked dissimilarity that it is necessary
for one to know quite definitely in which sense it is used in order
to avoid serious misinterpretation. It is not the purpose here to
indicate all these usages but rather to discuss the word as an
abbreviation of the more technical term “accounting capital.”
Accounting capital may be defined as the excess of the asset value
over the liabilities of any commercial entity. It is used synony-
mously with the terms “net worth,” “proprietorship’” and “owner’s
equity.” It is a broad term expressing the net investment of the
proprietors. This investment may have been put into the busi-
ness by the proprietors or may have accrued to them within the
business.

16-2. To all the assets of a business there are legal claims or
rights that can be enforced in certain circumstances to obtain
complete and free title to the assets. These legal claims consist of
two broad groups: claims of creditors, known as liabilities, and
claims of owners, known as accounting capital. These two groups
differ from each other as to priority of legal rights to the assets
involved and their presentation on the balance-sheet should be
such as to separate them distinctly.

The dividing line between the two groups is not always easy to
draw. One may merge into the other so that even the courts
sometimes find it difficult to determine whether relationship be
that of creditor or of proprietor. When doubt exists as to a par-
ticular obligation of an organization there must be careful con-
sideration to determine whether there is a preponderance of the
characteristics associated with creditorship or of those associated
with proprietorship. The chief items thus to be considered are:
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1. Control;

2. Periodic return;

3. Risk;

4. Maturity and certainty of claim.

It must not be understood that all these elements are sharply
differentiated in business. No one of them alone is sufficient defi-
nitely to determine the status of any relationship. The discussion
of these elements is not an attempt to fix inflexible rules. It is
undertaken in the hope that it will aid those who are conscien-
tiously striving to make the proper classification in particular in-
stances.

CoNTROL

16-3. The element of control is essentially one of proprietor-
ship, whether it be exercised directly, as in the case of a sole
proprietorship, or indirectly, through the representatives of the
stockholders of a corporation. The proprietors of an enterprise
exercise operative control not only over the values which they
have advanced and the values which have accrued to them, but
also over the values advanced by creditors. All the assets of an
organization constitute a fund under the control of the proprietors
so long as they comply with the regulations laid down by law and
by business practice. Failing in these the priority of creditors’
rights may become effective, certain rights of the proprietors may
be temporarily taken away from them and the business may be
operated by the courts until creditors’ claims are satisfied. In
other words, proprietors presumably contribute values to an or-
ganization and retain control over those values. Creditors in
advancing values to an organization put those values out of their
own control and into the control of the proprietors. In return for
this creditors are allowed special rights. If the proprietors fail to
comply with rules of law and of practice, creditors may appeal to
the courts for aid in recovering control of the values advanced to
the organization or accrued to them within the organization.

To illustrate: In the case of a corporation the control of all
assets and the selection of methods and policies rest with the
proprietors (the stockholders), who operate through a board of
directors and officers appointed or elected thereby. Bondholders,
although they have advanced assets to the corporation, have no
vote nor any power in the determination of corporate policy so
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long as the contract in the bond is fulfilled by the corporation.
However, if the corporation fails to pay interest on the bonds when
it is due or disregards other stipulations of the bonds, action may
be taken whereby proprietary rights, such as the right of control,
may be temporarily taken away from the proprietors and may
pass under the jurisdiction of a court which will appoint agents to
exercise the proprietary rights for the benefit of creditors. After
obligations to creditors are fulfilled control of the remaining assets
may pass back to the stockholders.

16-4. The element of return upon values advanced, as appli-
cable to creditorship, is definite as to amount and maturity. Pro-
prietorship, on the other hand, does not have a fixed return but
must be content with whatever amount the business may produce
above the claims of creditors.

Bonds constitute a definite liability to creditors and interest
upon them ordinarily is at a fixed percentage per annum payable
whether the organization makes a profit or not. It is possible that
this relationship may be modified, as in the case of “income bonds,”
the interest on which depends upon the earnings of the corporation.
To this extent the relationship of the bondholder resembles that
of a proprietor, but this is not sufficient to classify him as a pro-
prietor in the absence of other proprietorship functions.

The return to the proprietor — such as the stockholder of a
corporation — is indefinite as to rate, amount and time and depends
upon the available profits of the organization. This relationship
also may be modified, as in the case of a preferred stockholder
whose return is fixed as to rate. His status is somewhat like that
of a creditor. This resemblance however is not sufficient to give
creditorship rights to the preferred stockholder. He can not,
therefore, demand a dividend unless it be voted by the directors
of the corporation.

Risk

16-5. An element of risk is assumed to a certain extent by
anyone advancing values to a business. There is always the pos-
sibility that the sum advanced may never be fully recovered or that
no income or profit may be received. This is a primary risk in pro-
prietorship but is presumably secondary in creditorship. If a
business makes a loss, it must be borne by the proprietorship. It
does not reduce the rights of creditors to their principal sum or to
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their fixed return. However great the loss made by a business
there is no loss to creditors until after the values of the proprietor-
ship are completely exhausted. In return for the primary element
of risk any profits of the business add to proprietorship. However
great these profits may be there is no increase in the fixed return
to creditors, except by special agreement. An example of special
arrangement is found in “profit-sharing bonds”” wherein this
essential element of proprietorship is made a part of the agreement
with the bondholders.

MATURITY

16-6. Maturity of a fixed amount at a fixed date is a char-
acteristic of the claims of creditors rather than of those of pro-
prietors. Values advanced by creditors or accruing to creditors are
to be paid at certain determinable dates and are definite in amount.
Advances by proprietors have no such definite maturity, save with
the dissolution of the organization, and are with few exceptions
indefinite in amount. After an organization has paid all claims of
creditors all assets remaining belong to the proprietors. When these
are fully and rightly distributed the proprietors have no further
claim against anyone even if the amounts so distributed are less
than the original values advanced.

It is possible to have a maturity date for advances by pro-
prietors, as in the case of some preferred stocks redeemable at
fixed dates under special conditions. Such stock has in this respect
an element of creditorship. Similarly when a dividend upon capital
stock has been lawfully authorized by the board of directors it
becomes definite both as to amount and maturity date and should
be classed among the liabilities. Stockholders are also creditors so
far as this amount is concerned. They are secondary to other
creditors, however, and can not press their claim if the rights of
other creditors are jeopardized.

SUMMARY

16-7. The proper presentation of the financial condition of an
organization on a balance-sheet necessitates separation of the
liabilities and the proprietorship. This is becoming increasingly
necessary as business makes progress in accuracy of classification
and in . accurate determination of amounts belonging to these
classifications. There was a time when the items of liabilities and
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those of proprietorship were listed on the balance-sheet without
attempt to separate them. This was when a balance-sheet was no
more than a list of the balances of the accounts in the general
ledger. All debit balances were displayed on one side; all credit
balances upon the other side. Business long ago outgrew such a
balance-sheet. Whether an item is a debit or a credit is of little
importance compared with the question whether it represents a
true asset, a liability or a capital item. Unfortunately some leading
accountants still hesitate about changing from the ancient method.
The tendency, however, of balance-sheet development lies along
the lines indicated in this book.

In order to make proper segregation of liabilities and of capital
items, the character of each such item must be determined. They
may be combined in such a way that it is difficult to decide to
which group the items belong. No one characteristic is sufficient
of itself to determine classification. Consideration must be given
to all.

A person may act in dual relation to an organization, being both
a creditor and a proprietor at the same time. One of the partners
may lend a sum of money to a partnership with the understanding
that the sum is not to be considered as a part of his capital invest-
ment. In such a case the individual is a proprietor and also a sort
of creditor, so far as the other partners are concerned. The sum
lent to the partnership should be displayed on the balance-sheet
following the liabilities to other creditors but preceding the state-
ment of the capital accounts of the partners. In case of liquidation
it ranks in that order. After other creditors are paid in full this
partner has first claim upon the assets for the sum lent before any
distribution may be made to proprietary interests.

Similarly, in the case of a corporation a person may be both a
stockholder and a bondholder. In the latter capacity he ranks with
other bondholders. This relationship has no bearing whatever
upon his status as a stockholder. In the case of corporations it is
seldom necessary to separate from other creditors those who are
also proprietors.

CLASSES OF PROPRIETORSHIP

16-8. Three classes of proprietorship are recognized in America:
sole proprietorship, in which the proprietary functions are centered
in one person; partnerships, in which the proprietary functions of
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an enterprise are vested in two or more persons; corporations, in
which the proprietary function is centered in an artificial person
created by state law. This artificial entity, the corporation, has a
legal existence separate from that of the individuals composing it;
yet from the operative point of view this is a fiction, as the re-
sponsibility of proprietorship ultimately must rest upon persons.
In a corporation these persons are known as stockholders. They
exercise proprietary rights by means of authority delegated by
them to a limited group known as directors and to certain chosen
officers. Technically the corporation itself is the proprietor. The
functions of proprietorship are exercised by stockholders with
limitations upon their rights and their responsibility prescribed by
law.

SoLE PROPRIETORSHIP

16-9. In the accounting records monetary extent of the sole
proprietorship is shown by a capital account in the name of the
proprietor. This account is credited first with the net book value
of all assets contributed by the proprietor and later with all addi-
tions thereto either by contributions or from net profit. It is debited
with all amounts withdrawn by the proprietor and with all net
losses. As a result the balance of this account at any time after
proper adjustment must represent the net book value of the assets
less the amount of liabilities to creditors.

On the balance-sheet this amount appears with the designation
“capital”’ or with the name of the proprietor or both. The amount
may appear as a single item or it may be analyzed in any manner
that conveys suitable information about it. As an illustration,
this account might appear on a balance-sheet as at December
31, 1922, as follows:

Jonathan Jones, Capital:

Balance, January 1,1922 . . . . . . .. $ 6,000
Profit during year . . . . . . . . . .. 5,000
$11,000

Less: Withdrawals during year . . . . . . . 4,000 $7,000

If Mr. Jones does not desire all this information upon the balance-
sheet, his capital may appear as follows:

Jonathan Jones, Capital . . . . . . . ... ... $7,000
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For commerecial purposes it is desirableto consider the proprietor-
ship of an enterprise as a distinct entity and to prepare financial
records accordingly. However, there is no legally approved line
of demareation between the assets used in the enterprise and other
assets of the proprietor, nor between the liabilities of this activity
and other of the proprietor’s liabilities. Attention is called to this
fact in Chapter I. It must be kept in mind both by the person
preparing a balance-sheet for such an enterprise and also by the
reader of the balance-sheet.

PARTNERSHIP

16-10. In a partnership each partner having any legal claim
to any of the partnership assets must be represented on the finan-
cial records by a capital account. The account with each partner
performs essentially the same function as does the capital account of
the sole proprietor. It is credited with the net book value of all
assets contributed by the partner, with his proportion of the profits
and with any other claims. It is debited with the amounts of his
withdrawals and with his share of the losses. Each partner’s
capital account at any time, after proper adjustment, displays the
net amount of the assets to which he is entitled. The total of the
partners’ capital accounts equals the book value of the assets in
excess of the liabilities of the business.

In the balance-sheet of a partnership the total proprietorship
may be displayed as one item called “‘capital’”’; or each partner’s
capital account may appear; or the total capital account may be
analyzed so as to display the elements which are desirable.

This may be illustrated by the following three statements of the
capital of a partnership:

First
Partnership Capital . . . . . . . . . . .. .. $100,000
Second
Partnership Capital:
Balance, Jan. 1, 1921 . . . . . . . . $85,000
Net Profits for year 1921 . . . $32,000
Withdrawn by Partners . . . . 17,000

Added to Capital . . . .. . 15,000 $100,000
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Third
Partnership Capital:
A.B.Carter . . . .. ... ..... $40,000
D.E.Frank . . . . . .. . ... .. 35,000
GHIwn ... .......... 25,000 $100,000

CORPORATIONS

16-11. The proprietorship of a corporation may be expressed
in a single account if the capital-stock certificates representing the
proprietorship do not indicate a par value. If the capital-stock
certificates are stated in terms of par value a separate account for
each class of capital stock must appear on the balance-sheet. The
excess of proprietorship over par value of outstanding capital stock
is “surplus.” On the other hand, if the par value of the capital
stock outstanding is in excess of the proprietorship or accounting
capital the excess is expressed on the accounting records by a
debit account called “deficit.”

Even in case of no-par capital stock proprietorship may be ex-
pressed in two items on the balance-sheet. One account “capital
stock” may show the net value of the assets contributed to the
organization in return for the issuance of capital stock. Any excess
over this amount may be stated as surplus.

Surplus also may be subdivided into many groups depending
upon origin of the surplus or upon the intentions of the corporation
with regard to its disposition.

The various classes of capital stock are explained in Chapter
XVII. Subdivisions of surplus are discussed in Chapter XVIII.



CHAPTER XVII
CAPITAL STOCK

17-1. In Chapter XVI it was said that the financial statement
of a partnership might display a capital account for each partner or
owner. In the balance-sheets of corporations one account only ap-
pears for each class of capital stock outstanding. Individual owner-
ship is not given expression in such balance-sheets. If the capital
stock is issued with par value, the amount in the balance-sheet will
be expressed in terms of par value, regardless of whether or not the
amount is equal to the value paid to the corporation for such stock.
If the stock is issued without par value the amount to be expressed
in the balance-sheet is discussed later in this chapter under the
head “no-par stock.”

Booxk VALUE OF SHARES

17-2. When the accounting capital of a corporation is divided
into several accounts they are frequently represented upon the
balance-sheet by indented amounts, and the total is brought into
the last column. A name may be applied to this total to indicate
that it expresses the complete amount of the accounting capital of
the corporation. The idea may be carried further and the net
worth of a share of outstanding capital stock may be expressed
parenthetically, usually as “book value per share.” If there is only
one class of capital stock outstanding this method may be em-
ployed with accuracy. If there is more than one class of capital
stock outstanding the rights of each class must be carefully de-
termined. Any rights of preferred stockholders to dividends that
have not been voted must be recognized. If the balance-sheet con-
tains paid-in surplus the rights of the respective stockholders in
such paid-in surplus must be observed.

CariTaL SToCK AS ProTECTION TO CREDITORS

17-3. If the assets of a partnership prove insufficient to meet
the legal claims, creditors by proper legal process may obtain liens
upon any other assets of the individual partners even though such
assets have never been part of the partnership fund. Since assets
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withdrawn by partners from the partnership fund may still be
available as protection to creditors, there are few legal restrictions
upon the amount which partners may withdraw.

In a corporation the liability of stockholders is limited to their
original investment, except as in the case of bank stock when a
double liability attaches. Evidently, therefore, there must be some
legal limits to the withdrawal of corporate assets by stockholders.
In the case of stock with par value fully paid stockholders may not
withdraw assets from a corporation if such withdrawal reduces the
net proprietorship below the amount of the par value of capital
stock issued and outstanding. The amount of the capital stock is
the fund invested in the corporation not only for purposes of oper-
ation but also for the protection of creditors.

Assets may be lost as the result of business operations without
any compulsion upon stockholders to restore the amount lost, ex-
cept in the case of assessable stock or stock with double liability;
but there may be no legal distribution of dividends to stockholders
except from current earnings or from surplus. In other words, assets
represented by capital stock may not be distributed to stockholders
except at time of liquidation or of authorized reduction of capital
stock. There is an exception to this rule in the case of corporations
organized under the mining laws of a few states, which permit cor-
porations to distribute dividends from the capital sum instead of
limiting them to distributions of profits or of surplus. Such distri-
bution may never be legally made if the rights of creditors are jeop-
ardized thereby.

In the case of no-par stock the amount that may not be legally
withdrawn by stockholders is measured by the nominal value per
share fixed by the statute of the state under whose laws the cor-
poration i’s organized.

Par VaLUue

17-4. In the simplest form of corporate organization the
amount of capital needed is expressed in some round amount, such
as $5,000, $100,000, $1,000,000, etc. The charter granted by the
state expresses the capital authorization. The capital is divided
into a fixed number of units known as shares, identical as to value,
rights and privileges.

The amount of the authorized capital divided by the number of
shares indicates the authorized or par value of one share. This may
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be any number of dollars unless the state granting the charter
limits the amount of par value. The most common par values as-
signed to stocks are $100, $10 or $1 each. A corporation begin-
ning with an authorized capital stock of $100,000 might decide to
divide this into one thousand shares of $100 par value each or ten
thousand shares of $10 par value each, or some other par value
might be selected. Par value once fixed and approved by the state
can not be changed except by legal process and an amendment of
the corporate charter.

17-5. There was a time when par value expressed the actual
amount of assets contributed by stockholders. If stockholders of
the corporation above mentioned contributed exactly $100,000 in
cash or other assets and certificates for capital stock to this amount
were issued to them, the accounting capital of the corporation at
that moment would be the same as the capital stock. If the cor-
poration made no losses and if all profits were distributed as
earneq, the par value of all outstanding certificates would con-
tinue to express the worth of the proprietorship. Such a condition,
however, is hypothetical and seldom exists. The par value of the
capital stock is fixed. The accounting capital increases or decreases
with the fluctuations of business. Accounts other than “capital
stock” must be provided to express the difference. If the par value
of capital stock is in excess of the accounting capital the difference
with a few exceptions is expressed by an account called ‘‘deficit.”
If the accounting capital is in excess of the par value of capital
stock the excess is expressed by “surplus.”

17-6. It is not necessary to set up an account in the financial
records to indicate the amount of capital authorized. As subsecrip-
tions for stock are received, financial accounts must be set up and
properly named. For instance, ‘“subscriptions to capital stock”
may be debited and “capital stock subscribed” may be credited.
As capital stock is issued “capital stock subscribed” should be
debited and “‘capital stock issued” should be credited. All the
accounts referring to capital stock with par value are expressed in
terms of par value. They are discussed in their appropriate chap-
ters of this book. If all the stock is paid for and issued, the amount
of assets received should equal theoretically the amount of the
capital-stock account. Formal documents called ‘‘certificates of
capital stock” are issued to each stockholder indicating the num-
ber of shares for which he has paid.
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If all corporation accounts were so simple the par value in stock
certificates would have a real meaning; but unfortunately it is
seldom that such a condition exists. Among the things which com-
plicate procedure are : (1) issuing stock before it is fully paid; (2)
issuing stock at a premium or at a discount; (3) giving stock as a
bonus; (4) dividing capital stock into classes differing from each
other as to rights and privileges; (5) issuing stock with no par
value; and (6) accumulating undistributed surplus or deficit.

ASSESSABLE STOCK

17-7. Under the corporation law of some states capital stock
may be issued to subscribers who have not paid in full, provided
the payments made equal or exceed a certain percentage of the par
value of each share. Such stock is subject to further assessments
up to the amount remaining unpaid. The stock certificates issued
should indicate the amount that has been paid so as to serve notice
to any possible purchasers of such stock that they may be liable
for additional assessments upon it.

Capital stock of some corporations, such as those issued under
the banking laws of the various states, may be subject to assess-
ments in addition to the par value expressed in the certificate. If
necessary for the protection of creditors, holders of stock subject
to double liability — even though their stock is fully paid at par
value — may be called upon for further amounts up to but not
exceeding the par value of the stock.

It was originally intended that the par value expressed in a cer-
tificate should be the amount paid in to the corporation as the
basis for issuance of its stock.

In either case noted above the par value in the certificate does not
equal the value of the assets contributed. Stock is not always paid
for in cash. Most states allow capital stock to be issued for prop-
erty of any kind and for services. The value fixed upon such prop-
erty or services for capital-stock purposes may differ greatly from
actual cash value.

In most states which forbid the original issuance of capital stock
at a discount the spirit of the statute may readily be evaded. For
instance, capital stock may be issued for property which the di-
rectors have appraised at an amount in excess of its true value.
After receipt of this stock the holders may donate a portion of it to
the eorporation. Such donated stock, having been originally issued
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for what was alleged to be a value equal to its par, may now be
sold at whatever value is obtainable without violating the law for-
bidding the original issuance of capital stock at a discount.

PrEMIUM OR DIscoUNT ON STOCK

17-8. Stock may be issued at a premium and in many states
may be issued at a discount. If assets received for capital stock
have a true value in excess of the par value of stock issued that
excess must appear in the records as “premium on capital stock.”
It is of the nature of contributed capital or paid-in surplus. It
must not be confused with earned surplus. It is not an earning of
the corporation. It is an amount invested by the stockholder but
not represented in the par value of the capital stock which he re-
ceived. If the amount of assets contributed is less in value than
the par of the stock issued for them, the difference must appear as
“‘discount on capital stock.” This is not a deficit and must not be
confused with losses from operations. It merely represents the
amount by which capital contributed fails to equal par value of
stock issued. It is sometimes treated as organization expense or
used to offset any “premium on capital stock.”

Bonus Stock

17-9. Corporations, if allowed to do so by their charter and by
the laws of the state in which they are organized, occasionally issue
capital stock as a bonus. The bonus may consist of common stock
given with subseriptions to preferred stock, or common stock may
be given as a bonus with the sale of bonds. Such stock does not
constitute a separate class upon the balance-sheet. It does not
differ in any way from other shares of the class to which it belongs.
Evidently its par value may have little relation to the value of the
services which were the reason for its issuance.

CLASSES oF CAPITAL STOCK

17-10. 1If a corporation has only one class of capital stock, it is
known as “‘common stock.” The rights, privileges and values rep-
resented by the stock are held by the stockholders in common.

Corporations frequently find it desirable to issue two or more
classes of capital stock. Such a division is of no effect unless one
or more classes are given preferences or privileges. In that case
they are called “preferred stocks.”
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Capital Stock — Common

17-11. Common capital stock is the controlling stock of a cor-
poration. It includes all capital stock except such as has been
granted special privileges. It is known as common stock because
it indicates that the net assets are represented in common by these
shares, and that each share ranks with any other share as to value,
authority and earning power.

Common stock may be with par value or with no par value. In
the case of par-value common stock, the account on the balance-
sheet indicates the number of shares outstanding, multiplied by
the par value of each share. If the values received by the organiza-
tion for this stock were greater or less than the par value, the
premium or discount would be applied to a different account and
would not affect the capital-stock account. In the case of no-par
stock, the account on the balance-sheet may indicate either the
value paid for the stock issued or the net proprietorship represented
by it. The number of shares must be indicated in such a balance-
sheet, because the number of dollars in the account would not
enable the observer to determine how many shares had been
issued.

Capital Stock — Preferred

17-12. The preference accorded to preferred stock may lie in
the distribution of profits or in the distribution of assets at time
of liquidation or in both. There is no uniformity of practice with
regard to the preferences. The preferred stock of one corporation
may have little in common with the preferred stock of another
corporation. Preferences must be designated specifically in each
case. They are usually expressed in the body of the stock certifi-
cate itself and also in the certificate of incorporation of the
company. In a few instances they appear only in the by-laws.
Prospective owners of any preferred-stock issue should ascertain
definitely the particular preferences attaching to the stock.

Preference in the distribution of profits means that in each year’
dividends of a certain amount must be voted to preferred stock-
holders before any dividends may be voted to common stock-
holders. This amount is usually a percentage of the par value of
the preferred stock. It may be a certain number of dollars per
share. In the case of preferred stock without par value the divi-
dend must be determined by the latter method. Preference in the
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distribution of assets at time of liquidation means that after lia-
bilities of the corporation have been fully liquidated, the remain-
ing assets must be applied to redemption of preferred stock at par
or at other agreed amount. Not until this has been done may the
remaining assets be distributed to holders of common stock.

17-13. Preferred stock is a cross between common stock and
a bond. It is neither the one nor the other but partakes somewhat
of the attributes of each. It is often issued by corporations in the
attempt to provide securities which will be attractive to investors
and yet will not commit the corporation to obligations which cir-
cumstances may not allow it to fulfill. Such stock must therefore
be relieved of some of the risk of proprietorship and be given some
of the advantages of creditorship.

Control is a natural right of proprietors. As each share of cap-
ital represents proprietorship it carries with it the right to con-
trol — that is, the right to vote — in corporation matters unless
this right is specifically taken from it. Voting rights naturally
attach to all proprietors. If the number of shares of preferred
stock exceed the number of shares of common stock the voting
control will pass out of the hands of the common stockholders.
To avoid this, preferred stocks are often issued without voting
powers. Or they may be issued with the provision that no voting
powers shall attach to the preferred shares unless the corporation
fails to pay dividends upon them for a stipulated number of
periods.

The element of risk to investors is greater in preferred stock than
in true liabilities but not so great as in common stock. If pre-
ferred stock is given priority in disposition of assets it will rank
next after liabilities and no payment may be made in liquidation of
common stock until after preferred stockholders have been fully
reimbursed. If the preferred stock has been given priority as to
dividends no dividends can be paid upon common stock in any year
until after the full dividend requirements of the preferred stock
have been met. The income risk therefore is greater than in the
case of bonds but not so great as in the case of common stock.

17-14. Some preferred stocks contain provisions whereby the
common stockholders, so far as they are able, guarantee dividends.
This means that if there have not been sufficient profits to pay
cumulative dividends upon preferred stocks at time of corporate
dissolution such unpaid dividends may be withheld from the prin-
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cipal sum otherwise applicable to the common stock. To illus-
trate this let us make the following assumptions. A corporation
is being dissolved. All liabilities are paid and provision has been
made for costs of dissolution. Capital stock outstanding consists of
preferred, $100,000 and common, $100,000. Assets to be divided
amount to $190,000. Two cumulative dividends of 6%, each re-
main unpaid. If the common stockholders have guaranteed these
dividends, $112,000 must be distributed to the holders of preferred
stock and the remaining $78,000 will be distributed to the com-
mon stockholders. Very few issues are so guaranteed. Without a
guaranty clause, preferred stockholders if given priority as to
assets would receive $100,000 and ecommon stockholders $90,000.
If the preferred stock was preferred only as to division of profits,
both common and preferred would share alike in the asset dis-
tribution and each shareholder would receive 95 cents for every
dollar of par value.

Occasionally the element of fixed maturity is involved, as some
preferred-stock issues contain provisions for redemption by the
corporation either at a fixed date or upon call. It must be kept in
mind, however, that the corporation can not be compelled to meet
such obligations if the rights of others would be jeopardized. How
far this fixed maturity date creates an absolute obligation upon the
corporation is a question that must depend upon the terms of the
contract.

Preferred stock may be classed as cumulative and non-cumula-
tive, and as participating and non-participating.

Capital Stock — Preferred Cumulative

17-15. In the case of cumulative preferred stock the claim on
profits accumulates year after year. A seven per cent cumulative
preferred-stock must receive seven per cent dividend in any given
year before any dividend is paid to the common stock. If in any
year this dividend is not declared, the right accumulates and the
amount passes on to the next year so that in the latter year four-
teen per cent dividend must be paid to the preferred stockholders
before any distribution of profits can be made to the common
stockholders.

To illustrate: A corporation has outstanding $100,000 in com-
mon stock and $100,000 in 69, cumulative preferred. If these
stocks were issued to become effective in 1919 and no dividends
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were paid until 1922, the preferred stockholders in that year
would have to receive 249, that is, 69, for each of the years 1919,
1920, 1921 and 1922, before any dividends could be paid on the
common stock. If preferred dividends are paid regularly every
year, there is of course no accumulation. The cumulative provision
is of great importance, however, when circumstances do not permit
the continuous payment of dividends.

It must be noted that the preference is only against stock-
holders of lower rank. It is not a right which places preferred
stockholders in the class of creditors. To set up a Hlability for
cumulative dividends that have not been voted is an error. No
liability attaches to the corporation because of dividends which
have been passed. No liability is created until the board of direct-
ors declare the dividend. On a balance-sheet any cumulative divi-
dends in arrears should be shown beneath the capital stock item
in parenthesis or by footnote. Otherwise the respective rights of
stockholders would not be made clear by the balance-sheet.

Capital Stock — Preferred Non-cumulative

17-16. When preferred stock is not cumulative priority as to
dividends in any year expires with the end of that year and does
not carry over to the following year. To illustrate: If in 1918 the
dividends of a corporation having 79, non-cumulative preferred
stock were passed, neither preferred nor common stockholders re-
ceived any distribution for that year. If in 1919 conditions jus-
tified the board of directors in voting dividends, no dividend could

be paid on the common stock until 79} had been voted to the pre-
" ferred stock then outstanding. It would not be necessary to ap-
portion an additional 79}, because of the lack of dividend in 1918, as
it would be in the case of cumulative stock.

If the common stockholders have the power to do so, and if the
preferred stock is non-participating, advantage may be taken of
non-cumulative stock by allowing profits to accumulate and by
declaring dividends, say, in alternate years. This would give the
preferred stockholders only half the amount which they would
receive were dividends voted annually, and to which they are ap-
parently entitled.
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Capital Stock — Preferred Participating

17-17. Corporations may give to preferred stockholders right
to a share in the profits in addition to the fixed rate of dividend.
There is little uniformity with regard to the amount of such par-
ticipation. As an illustration: A stock issue may be preferred as to
7% regular annual dividend with an additional participating fea-
ture that in any year, after the common stock has also received a
dividend of 79, the preferred stock and the common stock shall
thereafter participate in any further dividends, share and share
alike. A stock may be preferred as to a set dividend, say, 69}, and
after an equivalent dividend to the common stock the preferred
may participate further to a limit of, say, 109, the common stock
not being so limited.

Participating preferred stock has the advantage of a regular
income somewhat similar to bond interest so long as the profits of
the corporation enable such dividends to be paid, and in addition
it has a speculative feature, in that increased corporate profit
leads to increased dividends to such preferred stockholders. The
participating feature may apply either to cumulative or to non-
cumulative preferred stock though it is more commonly found with
the former.

Capital Stock — Preferred Non-participating

17-18. A preferred stock issue whose dividend rate is definite
and limited, no additional participation in profits being allowed,
is a ‘“non-participating preferred stock.” Most preferred stocks
belong in this class. They may be either cumulative or non-
cumulative.

Sinking-fund Preferred Stock

17-19. It has been suggested already that certain classes of pre-
ferred stock are redeemable by corporations under specific con-
ditions. To provide a fund for this purpose corporations may set
aside annually certain amounts usually based upon a pre-deter-
mined percentage of profits. Such a fund may be known as a “pre-
ferred-stock redemption fund.” Ordinarily there is no obligation
upon the corporation to set apart such a fund if the interests of
other parties will be jeopardized thereby.

No-par Value Stock
17-20. Since the par value of capital stock does not always equal
the value of the assets received for it by the corporation, and since
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it seldom equals the book value and practically never equals the
market value, it is evident that par value is largely a fiction. It is
an amount printed on a certificate but it does not indicate actual
value. As complications have developed in the business world the
par value shown in stock certificates has become more and more
meaningless. In recent years this has led in many states to the
adoption of laws whereby corporations may issue stock without
any par value expressed in the certificates. If a corporation has only
one class of stock and there are one thousand shares outstanding, a
man owning ten of these shares owns one per cent of the corpora-
tion. The money amount written on his certificate may have little
relation to the true value of his ownership. Under a no-par stock
law there is no par value expressed on his certificate.

There are two common methods for expressing the amount of
capital stock without par value. Under the first method the no-par
capital stock account is carried at the net proprietorship repre-
sented by that stock. The account is credited with the assets orig-
inally contributed and with any additions because of net profits
and is debited with withdrawals and net losses. It is similar to the
capital account of a sole proprietor. Although this method prob-
ably reflects the original purpose of laws authorizing no-par stock,
it does not give all the information desired for accounting and
managerial purposes.

Under the second method the no-par capital stock account is
credited with the value of the assets contributed by stockholders.
Any increase because of net profits is carried in the surplus account
as in the case of stock with par value. The advantage of this method
is that it displays through the surplus account the net increase in
assets from operations as distinct from assets that have been ad-
~ vanced or contributed.

As an illustration: A corporation may be organized to buy the
assets and assume the liabilities of another organization. The
agsets are recorded on the books at a value of $250,000 and the
liabilities assumed total $80,000. If 10,000 shares of no-par stock
are issued for these assets the no-par stock account will be credited
with $170,000. This is equivalent to $17 a share. Later, if 10,000
additional shares are sold for $25 each, the no-par capital stock
account will be increased to $420,000. A balance-sheet displaying
this amount would show in parenthesis that 20,000 shares of
no-par stock were issued, giving an average value of $21 a share.
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This at the moment would be the book value of a share but if no
more stock were issued this amount would remain constant, whereas
the book value might increase because of accumulated profits. On
a balance-sheet the no-par capital stock account and the surplus
account would be expressed in an indented column, and the total
would be carried to the main column as the book value of the
20,000 shares of no-par stock.

Capital Stock Subscribed but Unissued

17-21. When subscriptions are received for capital stock, asset
accounts with the individual subscribers are opened. In a balance-
sheet, these amounts would be totaled under a heading ‘‘sub-
scribers to capital stock” or some similar title. The offsetting ac-
count would be to “capital stock subscribed but unissued.” As the
capital stock is actually issued, this account would be debited and
“capital stock’ account would be credited. This account, like all
other accounts affecting capital stock of par value, must be carried
at the par value, whether it represent the subscription price or not.
Any premium or discount must be carried in a different account.

Stock that is neither issued nor subscribed should not be in-
cluded in this account. In fact such stock has no legitimate place
in the balance-sheet. Some firms display the whole amount of the
authorized capital stock on the balance-sheet, deducting from it the
amount unissued and carrying out the difference as “capital stock
issued.” It is doubtful if any advantage is gained by such presenta-
tion, except in unusual cases. Ordinarily the amount issued and
outstanding, together with any amounts subscribed but unissued,
is sufficient. The amount authorized may be shown by parentheti-
cal comment.

On the balance-sheet the total of unpaid subscriptions, as shown
by the Account ‘‘subscribers to capital stock” (¥ 6-16), may be
deducted from the amount of stock subscribed, so that the differ-
ence will represent the payments that have been received on ac-
count of subscriptions, as, for instance:

Capital Stock Subscribed but Unissued .  $500,000
Less: Unpaid Subscriptions . . . . . 180,000

Capital Stock paid for but Unissued . $320,000



CHAPTER XVIII
SURPLUS

18-1. The surplus of a corporation is the amount by which the
assets properly valued exceed the sum of the liabilities and the
capital stock. It has within itself no characteristics subject to
measurement. It can only be determined by measuring all the other
elements on the balance-sheet. It is the balancing element. It is
the most sensitive item on the corporate balance-sheet. Every
fluctuation in the value of assets not equalized by a similar flue-
tuation in liabilities or capital stock affects the amount of surplus.

A question at once arises whether or not the business world has
yet reached a satisfactory method of determining surplus. The
very word ‘“‘surplus” seems to imply an excess of value over the
needs of an organization. If that is the proper construction to put
upon the term it is evident that its application should be more lim-
ited than present practice requires. Few corporations, indeed,
could pay out to stockholders the full amounts shown by their
surplus accounts without seriously handicapping, if not wrecking,
their business operations.

The word “surplus” as at present used is not intended to convey
its apparent meaning. It is no more than a measuring account indi-
cating, as defined above, the excess of asset value over the amount
advanced by creditors and in addition an amount represented in
capital stock which must be maintained for the protection of cred-
itors.

Surplus may be classified according to its source or according to
the intentions of the board of directors with regard to its disposition.
Under the latter classification would come also those apportion-
ments of surplus which may be required from time to time because
of contractual relations of the corporation with bondholders or
with other parties. Its presentation on the balance-sheet should
preferably be such as to give effect to both the above classifications.
It is a part of the proprietorship of the corporation, and, however
it be analyzed, the total surplus should appear adjacent to the
capital-stock accounts. The sum of the capital stock and the sur-
plus may be shown as the book value of the capital stock or the net
worth of the corporation.

193
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CLASSES OF SURPLUS

18-2. It is evident that the assets measured by the surplus ac-
count of a corporation can come from only four sources:

1. From contributions by the proprietorship. These are paid-in
surplus.

2. Contributions from parties other than the proprietors in such
circumstances that no liability is created nor compensating service
or value is rendered. These include subsidies granted to corpora-
tions. Items of this kind are infrequent and each one should be
given a name indicating definitely its source.

3. Receipts from the sale or conversion of capital assets for an
amount in excess of book value. Such amount may be called ‘“‘cap-
ital surplus.”

4. Profits or income earned in the operation of the business. This
is known as “earned surplus.”

A fifth classification as to source is sometimes created by apply-
ing the term “surplus’ to the credit item resulting from appreciat-
ing the book value of certain assets, the ownership of which is re-
tained by the corporation. This may be known as “surplus from
appreciation” or “surplus from re-valuation.” Perhaps a better
title is “reserve for unrealized appreciation.”

18-3. In addition to the classifications of surplus indicative of
its source, further classifications may be made showing the inten-
tions of the corporation with regard to the disposition of surplus.
The term “surplus” theoretically refers to assets which may be
distributed to stockholders. In practice, however, as has been
indicated, it is seldom that all surplus of a corporation may be
distributed without handicapping activities. A portion may be
reserved to provide sufficient working capital. A portion may be
held back because the assets are needed for enlarging facilities or
for meéting emergencies. Surplus for these purposes may be des-
ignated by such titles as “reserve for working capital,” “reserve
for new factory,” ‘‘reserve for contingencies,” etc. Such reserves
from available surplus may be created at the discretion of the
board of directors.

The corporation may be required by the terms of some contract,
such as that with bondholders, to withhold amounts of earned
surplus from distribution for the purpose of creating a fund for the
retirement of an obligation. Under this head come ‘“reserves for
bond sinking fund,” “reserves for redemption’ and other reserves
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of like purpose. Such appropriations of surplus are not optional
with the board of directors but are obligatory under contract.
When reserves of this character are not made obligatory by con-
tract they may be set up if deemed desirable by the board of di-
rectors. Instead of using the term ‘‘reserve’ as part of the titles of
accounts, other expressions such as “surplus appropriated for sink-
ing fund,” “surplus reserved for contingencies,” etc., may be
employed.

Paip-IN SURPLUS

18-4. Paid-in surplus consists of all values contributed to and
retained by a corporation as capital in excess of the par value of the
capital stock issued and outstanding. It does not include loans
made to a corporation by stockholders nor any other values re-
ceived for which definite liabilities are set up on the books of the
corporation.

Paid-in surplus may arise from

1. Original issuance of capital stock at a premium.

2. Re-acquiring capital stock at a discount.

3. Donation of capital stock to the corporation.

4. Donations other than of capital stock made by stockholders.

5. Forfeiture of part payments made on stock subscriptions.

Premium on Capital Stock of Original Issue

18-5. The account “premium on capital stock of original issue”
represents the amount paid to the corporation in excess of the par
value of stock.

If a portion of the capital stock is sold at a premium and a portion
is sold at a discount, the one should be used to offset the other, and
the difference should appear as net premium or net discount on
stock issued. (See Y 13-16.) If the amount paid for capital stock
is not in cash the excess of value over par of the stock issued there-
for must be unquestionable before a corporation can be justified
in creating a paid-in surplus account, such as ‘“premium on capital
stock issued.” If assets contributed for stock are intangible, it is
doubtful if the accountant can ever be justified in allowing a paid-
in surplus to be created. When intangible assets have been so
recorded on the books that a “paid-in surplus’ account results, the
accountant in preparing the balance-sheet should reduce the book
value of the intangible assets by the amount of the alleged paid-in
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surplus or should give some other designation to the credit account.
A designation such as “reserve for unrealized appreciation of
patents” or some similar title might perhaps be used. It is pref-
erable, however, to eliminate all more or less meaningless amounts
from the asset side of the balance-sheet.

Discounts on Capital Stock Re-purchased

18-6. The result of re-acquiring capital stock at a discount is a
reduction of the capital stock outstanding without a corresponding
reduction of asset value. After such a transaction the corporation
has in its possession assets contributed for capital purposes for
which there is no capital stock outstanding. Such assets evidently
constitute paid-in surplus. To illustrate: Assume that “A” has paid
$100 cash for one share of stock in Corporation “X.” Later Corpora-
tion ‘“X” re-acquires this share of stock for $80 cash. The net result
is that Corporation ‘X"’ possesses $20of assets received from astock-
holder but not represented by the par value of capital stock out-
standing. This $20 appears on the balance-sheet as ‘“discount on
capital stock re-purchased’” and is paid-in surplus.

Any premium paid in the re-purchase of capital stock constitutes
a decrease of surplus and should be so treated in the records.

Stock Donation

18-7. When stockholders give back some of their stock to a
corporation, usually for purposes of providing additional working
capital, an account called ‘“donated stock’ is debited and an ac-
count called “stock donation” is credited with the par value of the
stock so contributed. The reasons for this are discussed under the
heading ‘“‘donated stock.” (See § 17-7.) The purpose of the stock-
donation account is to measure the value of the gift received. If
donated stock is sold later at a discount the amount of discount
should be debited against the stock-donation account, so that
when the stock is finally disposed of this account will indicate the
value of the net assets received for the stock.

Different methods of finally disposing of this account have been
advocated by financial authorities. If capital stock has been is-
sued originally for property whose true value is evidently less than
the amount at which it is accepted in payment for par-value stock,
any donation of such stock to the corporation would seem to be an
admission of over-valuation. Accountants have insisted in these
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cases that the corporation should reduce the book value of the
property by the amount remaining in the stock-donation account,
thus eliminating the latter account from the balance-sheet.

This plan, however, is subject to criticism. For instance, the
lower the true value of the property concerned, the greater will be
the discount to be allowed on any sale of donated stock. This will
result in greatly lowering the balance of the stock-donation ac-
count and the value of the property will be written down by only a
small amount. On the other hand, if donated stock could be sold at
very slight discount, it would be evidence that the basic property
really possessed great value — yet the less the discount by which
the stock-donation account is reduced the greater will be the bal-
ance on that account, which will be used by this method to write
down the value of the property.

To illustrate: A corporation is formed to acquire certain prop-
erties and issues therefor common stock to the amount of $1,000,-
000. Later, in order to provide working capital, the stockholders
donate to the corporation one half of the stock received. The effect
of these transactions upon the balance-sheet would be

Assets Capital
Properties. . . . . $1,000,000 Capital Stock . $1,000,000
Donated Stock . . . 500,000 Stock Donation . . 500,000

Assume that this donated stock ultimately nets only forty cents
to the dollar, producing $200,000 of assets. The discount, amount-
ing to $300,000, will be charged against the stock-donation ac-
count, reducing it to $200,000. If this be used to write down the
cost of properties, the resulting balance-sheet will show assets of
$1,000,000, consisting of cash $200,000 and properties $3800,000.

On the other hand, assume the properties to have such an appeal
to the investing public that the donated stock nets $450,000. The
discount will reduce the stock-donation account to $450,000 and
if this be written against the value of the property the resulting
balance-sheet will show assets of $1,000,000, consisting of cash
$450,000 and properties $550,000 — yet it is quite evident that in
the latter case the properties are really worth more than in the
former. The method is, therefore, illogical.

However, if this method is not employed — in other words, if
the assets for which the original stock was issued are considered to
be worth the amount assigned to them by the board of directors in
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the original issue — the amount of the stock-donation account be-
comes paid-in surplus representing the value of assets of the bus-
iness resulting indirectly from stockholders’ contributions in excess
of the amount of outstanding capital stock. If the latter method
be applied in the illustration just given it will affect the balance-
sheet as follows:

Assets Capital
Cash . . . . .. $ 450,000 Capital Stock . . $1,000,000
Property . . . . 1,000,000 Paid-in Surplus . . 450,000
No-par Stock Donation

18-8. If the stock donated to the corporation is of no par value
some accountants hold that no financial entry need be made on the
books. The only effect of such contribution is to reduce the num-
ber of shares of no-par stock outstanding. The number of shares
is indicated on the balance-sheet by indention or parenthesis.
The total value is not changed by such donation.

If it is desired to set up a value for donated stock of no par value
the problem arises as to determination of the value. Either of the
following values may be used:

(@) The value per share at which the stock was credited when

it was issued.

(b) The average value per share of all no-par stock outstanding
at the date of the donation, found by dividing the amount
representing this stock on the balance-sheet by the number
of shares issued and outstanding prior to the donation.

It is possible that the two methods will produce the same result,
but when they result differently, judgment should be used to select
that which will be the more just to all concerned and will clearly
portray the true condition.

Donafed stock of par value is seldom resold at a premium; but
it is entirely possible that no-par stock donated may be sold for an
amount in excess of the figure at which the donation is recorded in
the books. If the disposal of donated stock results in such an
excess, it will be credited, of course, to the stock-donation account
and increase that account on the balance-sheet.

Surplus from Donations

18-9. Stockholders may contribute to a corporation assets other
than capital stock or may cancel true liabilities of the corporation to
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them. The effect of either action is to create paid-in surplus. This
is seldom done, however, unless there is urgent need, such as the
overcoming of a deficit, and in that case the surplus would be
credited to the appropriate account.

Surplus Arising from Forfeited Payments on Capital Stock

18-10. If subscribers to capital stock fail to complete payments
according to their contracts the payments which have been made
may be forfeited to the corporation. Instead of declaring all such
payments forfeited the corporation may issue capital stock for the
amount of payments made. Ordinarily this is optional with the
board of directors unless the contract with subscribers contains a
provision relative to the matter.

Any amounts forfeited should be transferred to an account “‘sur-
plus from forfeited payments on capital stock.” This forms a part
of paid-in surplus.

CAPITAL SURPLUS

18-11. There is no definition of capital surplus generally ac-
cepted. Different accountants use it to express quite different
things. It is desirable, however, that surplus arising from the sale
of capital assets should have a special designation, and it seems
logical that the term “capital surplus” should be used for the pur-
pose.

Some accountants apply the term to the amount created by
appreciation of capital assets. It is doubtful if such appreciation
is surplus at all and the use of the term in this way is apt to lead to
confusion. More conservative accountants prefer the designation
“reserve for unrealized appreciation” for such an account, if it is
brought into the records at all.

It is difficult to separate accurately surplus arising from the sale
of capital assets and surplus arising from earnings. If an asset sells
for more than its book value the excess may be called “capital sur-
plus.” However, the excess may be due to the fact that the organ-
ization has written off too much depreciation in past years. Depre-
ciation may have reduced net profit and consequently have reduced
earned surplus to an unwarranted extent. Conversion of the asset
by sale restores to surplus the amount improperly charged to ex-
pense in other years. Part or all of this amount in such circum-
stances is an adjustment of earned surplus. It is evidently impos-
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sible in such a case to determine to what extent the surplus arising
from the sale of the asset should be called capital surplus. It is
ordinarily sufficient to consider the whole amount as of this class-
ification, without attempting to analyze it further.

It is difficult also in analysis of surplus at a specified date, if both
earned surplus and capital surplus are involved, to determine to
what extent either of these has been reduced in the past because of
dividends. Presumably dividends to stockholders may be declared
not only out of earned surplus but also out of certain other kinds of
surplus. Unless past dividend payments have been ear-marked or
one arbitrarily assumes that they have been paid out of earned
surplus, great difficulty will be encountered in attempting to analyze
the surplus remaining on hand at any date.

Capital Surplus (Municipal Balance-sheets)

18-12. In municipal accounting, it is sometimes desirable to
present a balance-sheet consisting on the one hand of capital assets
only and on the other hand of long-time liabilities and reserves
applying against capital assets. Any excess of assets in such a
statement is frequently called “capital surplus.” This may not be
the best possible term, but it has been difficult to find a better that
is not too long and complicated. The objections to use of the term
are that this excess is not, strictly speaking, a surplus and that the
term has a different usage in the commercial world. Strictly speak-
ing, this account in municipal balance-sheets should be entitled
“excess of capital assets over long-time liabilities which are applic-
able against such assets.” (See current surplus | 18-22.)

FEARNED SURPLUS

18-13. The total amount of surplus representing values earned
by and still in the possession of an organization may be known as
“earned surplus.” The amountmay appear as one item on the
balance-sheet or it may be divided more or less arbitrarily. Usually
the division is into two items known as ‘‘available surplus”’ and
“appropriated surplus,” which are discussed later.

All earned surplus is presumably available for dividends unless
appropriated for some specific purpose. Appropriations of surplus
may be divided into two groups: those obligatory on the organiza-
tion and those optional with the board of directors.

Various surplus reserves, such as “reserve for sinking fund,”
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“reserve for betterments,” etc., come under appropriated surplus.
The common classifications of surplus appearing in balance-sheets
are discussed in this chapter and in Chapter XIX.

18-14. True determination of net earnings is one of the most
difficult and complicated questions in accountancy. After gross
earnings have been properly computed they must be reduced by all
costs or expenses applicable to the period in which they were pro-
duced before the amount of net earnings can be determined. Among
costs or expenses must be included not only those involving pay-
ments or obligations to parties other than the organization itself,
but also that portion of the reduction in value of the organization’s
assets which may properly be applied to the period concerned. In
other words, out of a particular dollar of gross earnings a certain
amount must be paid to others for services rendered and a further
amount must be considered as a return to the organization for
money already expended for such things as equipments, materials
or other assets which have decreased in value because of the crea-
tion of the gross income or because of the passing of the time dur-
ing which the gross income was earned.

The problems involved in the determination of the portion of
gross income which must be considered as a return to the organ-
ization for other values lost, include the various elements discussed
in Chapter V, such as depreciation, depletion, etc. With regard to
the basis of computation there is much conflict of opinion in the
business world. Some able authorities hold that there should be
held back from gross income periodic amounts based upon the esti-
mated cost of replacement of the assets used instead of a deprecia-
tion based upon actual cost. Their contention demands consider-
ation of the fundamental question: What constitutes surplus? If
" the word surplus is construed to mean the accumulated assets
which may be distributed to stockholders without handicapping
the business and without the necessity of calling for increased con-
tributions, it is evident that present accounting practice is unsat-
isfactory. So long as replacement cost for service assets is greater
than original cost, it must be evident that, if all profits above a
return of original costs are distributed, an organization will be un-
able to replace its service assets without additional financing,

To illustrate this point briefly: An organization has a factory
which cost $100,000, and during the years of its usefulness the com-
pany has been depreciating it according to the accepted principles
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of business practice. It has withheld for depreciation a total of
$100,000 less the estimated salvage value of the property. Profits
above this may have been added to surplus or distributed to stock-
holders. When the time comes to replace the factory the organi-
zation may find that it requires $200,000 to build and equip a
factory of the same efficiency as the old. Therefore, $100,000
additional must be taken out of surplus. The question is whether or
not this additional $100,000 should have been provided by heavier
charges to depreciation during the years of use of the old factory.
In other words, should depreciation be based upon cost price or
upon the estimated value of replacement? There are many ad-
vocates of the latter. Their arguments seem convincing if one
carries the question no further.

18-15. It must be kept in mind, however, that the balance-
sheet — in its present use, at least — must be an exposition of
present conditions based upon past transactions. Whenever a
balance-sheet begins to assume prophetic powers it ceases to per-
form efficiently the primary functions for which it is intended. These
functions are of such importance to the business world that they
must not be disregarded for the sake of adding an additional func-
tion of doubtful value.

Assume that the organization in the above illustration withheld
$200,000 as a reserve for depreciation of its factory. To accom-
plish this, profits year by year must be charged with twice the
amount of cost applicable to these several years. At the expiration
of the period during which the depreciation reserve has been ac-
cumulated the directors may decide not to rebuild the factory. They
will then have reserved not only the original $100,000 which was
put into the factory but also another $100,000. Presumably both
these amounts will be available for distribution to stockholders at
that date: This will be exceedingly unjust to those who have held
stock during the years preceding this particular year. There will
have been withheld from the book value of their stock year by year
an amount which is not a cost, nor a replacement of any cost, nor
an amount that has to be paid to anyone save to the stockholders
when it is declared available — a violation of justice as well as of
good accounting.

During the use of property, who can tell what it will cost to re-
place it? Carrying this idea further, why not increase the rate of
depreciation on the cost of a leasehold on the theory that it will
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cost a greater amount to renew it at its expiration? Why not
charge any other service as expense at an amount greater than cost,
on the theory that it will require a greater amount to purchase an
equivalent service for a future period? Labor is constantly in-
creasing in cost. Why not withhold from the profit of one year a
labor-expense item based on the estimated higher cost of equivalent
service in future years? Perhaps these questions are absurd; but
any one of them is as logical when applied to one cost of service as
to another. An expense must be based on what it has cost or does
cost, not upon what a similar service may cost in future years. A
machine used from 1910 to 1920 must be depreciated according to
its cost to the organization during those years, not upon what it
will cost the organization in 1920 to acquire a machine for the fol-
lowing ten years. That will be a consideration for the period of its
use.

18-16. It must be kept in mind that in accountancy, as in any
other profession, science or service, there may be many practices
which on casual observation seem faulty, but if the observation be
carried further they may be found correct. Students and prac-
titioners of accountancy should not be too ready to adopt proposed
changes in methods. Such changes often lead to absurdity. This
must not be construed to mean that present principles are the
final word in accountancy. They are not. Thought and experience
will constantly devise improved methods; but this does not justify
the acceptance of proposed changes until they have been demon-
strated to be an aid and not a hindrance in the development of
scientific business record. Any plan which suggests departure from
the well established principle that cost of capital assets is a prepaid
expense over the period of use must be regarded with caution.
Otherwise the balance-sheet will fail to do the things for which it is
intended, things which are essential to the business world. There
is a limit to what can be done with one financial statement. Per-
haps a new statement, supplementary to the balance-sheet, and de-
picting values according to efficiency rather than cost, may appear
in the commercial field. If so, deep study and the results of prac-
tical experience will be needed for its development. The balance-
sheet can not perform its present and this additional function.

18-17. Available Surplus on a balance-sheet represents the total
surplus of a corporation which may be distributed as dividends. It
includes all earned surplus not specifically appropriated for other
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purposes. It may include paid-in surplus, as in most states that
also may be distributed to stockholders by action of the board of
directors, provided no contractual agreement with any class of
stockholders is violated thereby.

18-18. Appropriated Surplus may be used in the balance-sheet
to indicate the amounts of surplus that have been set aside for
specific purposes. It is generally classified to indicate the respective
amounts so appropriated. Whether or not this account has a vital
meaning depends upon the method of appropriation. For instance,
portions of surplus appropriated as a reserve for sinking fund may
have been set aside as the result of a contract with bondholders so
stated that failure to comply with its provisions would bring pen-
alties upon the corporation or its stockholders. On the other hand,
a board of directors may, without any such compulsory contract,
appropriate certain sums from surplus, such as for ‘reserve for
betterments,” “reserve for contingencies,” etc., thus rendering
them not available for dividend purposes. Such impounding is
often more apparent than real. Usually the board of directors by
vote may reverse its previous action unless other persons are directly
involved. That a board of directors has set aside a certain amount
as a reserve for improvements is not of itself a guarantee that this
reserve will be continued, for at a later date the board by vote may
turn this reserve back into the general surplus again. This point
is frequently overlooked in consideration of balance-sheets.

The total of appropriated surplus may appear on the balance-
sheet as one amount or in various subdivisions indicating specific-
ally each purpose for which appropriation has been made. These
appropriations are for the purpose of liquidating liabilities or for
acquiring assets in addition to those displayed upon the balance-
sheet. Among the appropriations may be “‘surplus appropriated for
sinking fund,” “surplus appropriated for additional equipment,”
“surplus appropriated for redemption fund,” ete. Accounts repre-
senting these amounts are frequently designated as reserves. Be-
cause of this they are discussed in detail under their respective
headings in Chapter XIX. Reserves that are set aside to cover
shrinkage in the value of assets already owned do not come into
this category. Reserve for depreciation, as an illustration, is not
a surplus reserve. It represents amounts withheld from gross
profits before net income or surplus is determined. Therefore it.
must not appear in this group on the balance-sheet.
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Surplus Appropriated for Replacement of Assets

18-19. In paragraph 18-14 there is discussion of the possibility
that the replacement value of service assets will be greater than
cost. It is often desirable to retain in an organization assets suf-
ficient to make such replacement. The inconsistency of treating
such replacement value as the basis for depreciation expense has
been mentioned. No amount in excess of the actual outlay for the
service involved can be treated as cost or expense. An additional
amount, however, may be appropriated from surplus. Such appro-
priation is still a part of the book value of the stock; it is merely
withheld from dividends so that the assets may be retained in the
corporation. It must be noted that there is a sharp difference be-
tween withholding an amount from distribution and treating an
amount as expense. Failure to recognize this distinction has led
many commentators into error.

18-20. Undivided Profits may be the name upon the balance-
sheet for all the earned surplus not appropriated; or the term may
be used for only an arbitrary portion of such surplus. Some cor-
porations bring all their earnings into an account called “undivided
profits”’ and from this at times set aside specific amounts in another
account called “surplus.” As there is no generally accepted line of
demarcation, students of balance-sheets in which this distinction
is made can only guess at the intentions of the corporation, unless
they have specific information. As a rule it is the intention to con-
vey the idea that the amounts described as ‘“‘surplus” are to be
held in the organization for development or other purposes and are
not to be distributed as dividends. It is a distinction without much
value, because of lack of uniformity in practice. Some corporations
_ use the term “undivided profits’” in their annual balance-sheets
to indicate that portion of the net earnings of the preceding period
which has not been appropriated and transfer the undivided profit
of other periods to the surplus account.

Surplus from Revaluation
Reserve for Unrealized Appreciation

18-21. The credit entry resulting from an addition to asset book
value because of estimated appreciation has been handled in many
different ways. Some business men have treated it as a profit.
That is manifestly incorrect. Some have added it to surplus and on
the strength of it have paid dividends to stockholders. That is
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contrary not only to accounting principles but also to sound judg-
ment and business policy.

Others have treated the item as a reserve account. Evidently
it can be no more than that. It represents an estimated increase
in value which has not yet been realized. When it is realized it
will be surplus. Until that time it must be held back from true
surplus — in other words, “reserved.” The term ‘“‘reserve,” there-
fore, is correctly applied to the account. Reserve for unrealized
appreciation may be defined as an amount held back or reserved
from surplus because of estimated appreciation which may be
realized in the future. (See Y 18-25.)

Current Surplus (on Municipal Balance-sheets)

18-22, In municipal accounting, it is frequently worth while to
prepare a balance-sheet consisting, on the one hand, of current
assets, and, on the other hand, of current liabilities and reserves of
a current nature. Any excess of assets in such a balance-sheet
frequently is represented by an account on the liability side called
“current surplus.”

It differs from surplus in the ordinary commercial use of the
term, in that it is in reality nothing more than the excess of current
assets over the need for them. It is somewhat akin, therefore, to
the commercial element called “working capital.” (See Y 18-12,
234.)

Revenue Surplus

18-23. In municipal balance-sheets, the term “revenue surplus”
is sometimes used to indicate the excess of assets available for cur-
rent needs, such as available cash, current collectible tax levies
and unused supply inventories, over the obligations of a current
naturé applicable against such assets. The revenue-surplus ac-
count in such a case indicates that apparently there is an amount
of revenue available greater than is required by current needs.

Consolidated Surplus

18-24. The term “consolidated surplus” appears in consoli-
dated balance-sheets. It represents the amount of surplus of the
parent or holding corporation as revealed by consolidating the
accounts of the subsidiaries. It is discussed at length under the
heading “‘consolidated balance-sheets.” (See Chapter XXI.)
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Realized Appreciation

18-25. Under the heading ‘‘appreciation of developed proper-
ties” the setting up of a credit account called “surplus from ap-
preciation” or ‘‘reserve for unrealized appreciation’ was discussed.
As the appreciated property is converted into income through pro-
duction and sale any portion of that income which represents ap-
preciation may be transferred by journal entry from the “surplus
from appreciation” or “reserve from unrealized appreciation” and
credited to an account called ‘realized appreciation.” This ac-
count represents true surplus and is available for the purposes for
which other earned and unappropriated surplus is available. When
appreciation is the result of exploration or development, as in case
of mineral land, oil and gas wells, this method is followed.

Items must not be credited to realized-appreciation account un-
less they represent realization, that is, an actual conversion of
appreciation into other assets. If oil properties are developed and
a proper calculation of the value of the discovered oil leads to
appreciation in book value of the property above cost, any pro-
duction or sale of oil results in a depletion of the permanent asset.
The sale price of the oil should cover:

1. Any expenses applicable to the period of sale.

2. A return of part of the original investment.

3. A realization of the appreciated value.

4. Current profit.

The third item represents the amount which should be trans-
ferred from ‘“‘reserve for unrealized appreciation’” to “realized ap-
preciation.” The latter represents true assets and is a surplus item.
In other words, by this method the profit on oil produced is divided
into two parts. A portion is considered as current profit and a por-
" tion as realization of asset value existing when the property was
acquired but only brought to light by the discovery and develop-
ment.

DEFICIT

18-26. Any amount by which the assets of an organization fall
short of the total of liabilities and capital is known as a ‘““deficit.”
It is the opposite of surplus, and is usually caused by operating
losses. One of its distinctive characteristics is that it comes into
existence only after the formation of an organization. Organiza-
tions are not supposed to begin business with a deficit, but it is
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quite possible for them to begin with a surplus, such as a paid-in
surplus. To illustrate: If a corporation issued $100,000 of stock for
$120,000 cash, there would be a paid-in surplus of $20,000. But
if it issued $100,000 of stock for $90,000 in cash, the difference
would not be called a ‘““deficit.”’ Instead there would be created a
debit account, known as “discount on capital stock.” (See Y 13-
16.) If a corporation issued $100,000 worth of stock for $100,000
in cash or other assets, and as a result of a period of operation the
net assets shrank to $90,000, there would be a deficit.

As a deficit indicates a shrinkage in proprietorship, it properly
belongs in the balance-sheet to the proprietary group of accounts.
For instance:

Capital Stock Issued . . . . . . . . $100,000
Less: Deficit . . . . . . ... ... 10,000
Net Proprietorship . . . . . . . $90,000

Until recent years deficits sometimes appeared among the assets
on balance-sheets, not because a deficit was an asset, but apparently
because it was an account with a debit balance. If this practice is
followed the deficit should be shown distinet from the assets. Since
it possesses none of the attributes of an asset but instead is a shrink-
age that has taken place in the assets, it should be definitely sepa-
rated from them. It may be shown on the asset side as follows:

ASSETS
Cash . . . . . ... .. ... e e e e e $ 5,000
Merchandise . . . . . . . .. e 35,000
Equipment . . . . . . . . ... ... L. 50,000
Total Assets . . . . . . . . . . . ... .. $90,000
Defieit . . .. .. .. ... .. ... 10,000

But even this is subject to criticism. It is much better to show
a deficit as a deduclion in the proprietorship group.



CHAPTER XIX

RESERVES

19-1. “Reserve” is a term applied to many classifications dif-
fering greatly from each other. One might go so far as to say that
there is no one characteristic common to all accounts to which the
term reserve is at times applied, except that they all have credit
balances. On a balance-sheet one occasionally finds all the various
reserves grouped together without regard to their significance.
Such a thing, however, is a relic of the days before accurate classi-
fication and arrangement became a part of accountancy.

A study of the various accounts found in American balance-
sheets bearing as part of their titles the word ‘‘reserve’’ shows that
they may be divided into four groups. Three of these are well de-
fined. The fourth involves difficulties in classification. There are
three major divisions of accounts in balance-sheets, namely : assets,
liabilities and capital. To each of these reserves may apply. We
have therefore:

1. Reserves applying to assets.

2. Reserves that are true liabilities.

3. Reserves that are part of the accounting capital and are ap-

propriations of surplus.

A fourth group includes reserves which are of a deferred applica-
tion. Their ultimate character depends upon the result of future
‘operation. They may result in obligations of liability or in profit
or they may be a combination of these two.

The most common reserve accounts are discussed under four
groups. It is often difficult to determine in which class a reserve
belongs. As an aid to determination one should give considera-
tion to what the result would be in case of solvent dissolution of the
corporation. In such a dissolution, assuming that the estimates
represented by reserves have been correct in all cases, it can be
readily determined whether a reserve represents a decrease in the
realization value of an asset, an amount that must be paid to cred-
itors or an amount belonging to the proprietors.

209
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RESERVES APPLYING TO ASSETS

19-2. The word “reserve” indicates something that is held back.
Asset reserves are amounts held back from credit to specific asset
accounts. In case of certain decreases of assets, especially those
which are of a cumulative nature and are estimated as to amount,
it is customary to set up an account designated as a reserve for the
purpose of recording such credits instead of combining them with
the asset account itself. Such reserve accounts are in reality divi-
sions of the asset accounts to which they apply. Therefore, it is
desirable that such reserves be subtracted from the asset accounts
in balance-sheets and the net amounts, known as the book value
of the asset, be carried into the cumulative columns.

As an illustration, machinery in use is subject to continuous re-
duction in value. This is expressed by periodical credit entries.
If the credit entries were made in the asset acecount relating to the
machinery, the balance in that account would be reduced and
would at any time show the estimated book value of the machin-
ery. However, there are reasons why it is desirable that the cost
price of the machinery, as well as the book value, should be ap-
parent at all times. Consequently, the account for machinery is
divided and two accounts are used. One of these accounts displays
the cost of the machinery. It is debited with the cost of any ma-
chinery acquired and credited with the cost of machinery with-
drawn from use. The other account is used to record the credits re-
flecting the estimated decrease in value due to depreciation. This
credit account is called ‘“reserve for depreciation,” meaning that
it summarizes the depreciation credits and reserves or holds them
back from entry in the asset accounts to which they apply.

It will be noted that all reserve accounts applying to assets
represent an estimated amount of decrease in value due to some
operating element. They are, therefore, built up as offsets to debits
against nominal accounts, that is, against accounts which reduce
income in the various accounting periods. Reserves applying to
assets may be divided into two classes: first, those which reflect a
decrease in value known to be real, although the amount is esti-
mated rather than actual; second, those which make provision for
a decrease in value which is probable but not certain.

Reserves for such decreases in the value of assets as are dis-
cussed in Chapter V come under the first class. These reserves
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apply to capital assets. The most common are “reserve for depre-
ciation,” “reserve for amortization” and “reserve for depletion.”
They cover decreases in value, reasonably certain to have occurred,
the amount of which is not determinable until a future date. These
reserves, therefore, represent the best estimate that the organization
can make as to the amounts of decreases. These decreases in value
are known to exist when the reserve is created. Such decreases in
value as are discussed in Chapter V under the heads “obsoles-
cence,” “accident,” etc., also may be offset by reserves; but, in
such cases the reserves are usually known as “reserves for con-
tingencies” or by some similar title and they do not come within the
present class. They do not represent a loss known to be actual, but
rather one which may take place in the future. Reserves of this
type are “surplus reserves” representing an appropriation of pro-
prietorship. They are discussed later in this chapter.

In the second class come reserves representing decreases in the
value of accounts resulting from income operations which are con-
tingent and may not become real losses at all. “Reserve for loss on
receivables’ belongs under this head. This loss may not take place,
although experience may show that it is sufficiently probable to
justify anticipation by means of a reserve.

Reserve for Depreciation

19-3. A reserve for depreciation should reflect the accumulated
total of amounts which have been charged as expense of operation
measuring theservice cost of an asset. On the balance-sheet reserve
for depreciation should be subtracted from the asset account. The
difference brought into the final asset column is the value re-
~ maining to be charged to future operating periods, plus the value
* which, it is expected, will be recoverable after the period of service.
In case an asset is taken out of service and its cost is removed from
the asset account, the reserve for depreciation must be debited with
the amount that has been reserved on account of such asset. The
balance on this account should represent the amount of depreci-
ation of assets still owned and in use.

Reserve for Amortization of Capital Assets

19-4. Because of unusual conditions it is sometimes necessary to
write down the book value of assets more rapidly than ordinary
physical depreciation would justify. Such a decrease of book value
is usually represented by a reserve for amortization. (See discus-
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sion, § 5-16.) The reserve represents the amount by which it is con-
sidered that capital assets have decreased in value beyond the
amounts covered by depreciation or depletion.

The term “amortization” applies to the writing down of any
amount, and it is possible to have amortization reserves which do
not apply to capital assets. Their purpose should always be clearly
indicated.

Reserve for Depletion

19-5. The distinction between depletion and depreciation is
discussed in Chapter V. The amount of depletion of any wasting
asset which has been charged to operating cost is accumulated in
the credit account ‘“‘reserve for depletion.”

Reserve for Loss on Receivables

19-6. Itis possible that aceounts receivable and notes receivable
within a certain period may be collected in full, so that there will
be no loss because of bad debts. On the other hand, collection ex-
perience may show the probability that some of the accounts will
prove uncollectible in whole or in part; the reserve for bad debts
is an estimate of the probable amount of such loss. Like reserves
for depreciation, these reserves are an offset to charges against
operating income.

To illustrate: If a certain organization finds that it has been able
to collect, on the average, 999, of all accounts resulting from sales,
and if in the year 1920 its net sales amount to $100,000, it is jus-
tified at the close of that year in making an entry debiting an ex-
pense account and crediting “reserve for accounts receivable,”
$1,000. This is based on the idea that the year 1920, which is cred-
ited with the profit on the $100,000 sales, should also bear the loss
of $1,000 which is expected to occur in turning these accounts into
cash, instead of allowing the loss to be borne by the year 1921,
which does the collecting but receives no credit for the profit on
the $100,000. Or it may be considered that while the various
charges to customers amount to $100,000 and must be so recorded,
the real credit to income should only be $99,000 based upon past
experience in collection.

Charging to 1920 the estimated loss on collection of the accounts
incarred during that year and crediting $1,000 to the reserve for
accounts receivable allows the balance of that account appearing
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in the balance-sheet as at December 31, 1920, to be carried at a
conservative figure. The book value which appears thereon is the
amount which it is expected will be realized in cash. If in 1921 the
actual collection of accounts should prove the estimate to have been
correct, the bad accounts would be charged against the reserve,
thus reducing it during the year to zero. If, however, some of the
accounts believed to be good were not collected in that year, they
would still remain upon the books and form a part of the accounts
receivable at December 31, 1921. The amount of reserve applying
to them would also form a part of the reserve carried over at that
date, to which would be added any additional reserve set aside for
loss in the collection on account of sales of 1921.

If the loss in eollection of $100,000 should be less than $1,000, the
excess of the reserve over the amount of actual loss would be prop-
erly transferable to the profit account. It is usually adjusted to
current operations and no attempt is made to carry it back to the
year of its origin. This is true also of adjustments to the reserve
for depreciation or to any other reserves.

Reserve for Inter-company Inventory Profit

19-7. An account known as “reserve for inter-company inven-
tory profit” occasionally appears upon consolidated balance-sheets.
It represents the amount of inter-company profit which, it is esti-
mated, is in the inventory at the date of the statement. On a con-
solidated balance-sheet the total of the inventories of the various
companies concerned may be indented. From this amount the
reserve may be deducted, and the net total will be the value of in-
ventories for consolidated purposes. The reason for this is dis-
_cussed under the head “‘consolidated balance-sheets.” (See Chapter
XXI.) If one corporation includes in its inventory items, which
have been transferred from another affiliated company, at a price
above cost the effect, so far as & consolidated balance-sheet is con-
cerned, is that of having transferred merchandise at an enhanced
price from one department to another of the same company. The
advance in price is of course an unrealized item and must be elim-
inated both from the asset and from surplus. This is accomplished
by means of the reserve for inter-company inventory profit. Care
must be taken, however, that no inventory profit shall be elim-
inated except that which applies to the consolidated surplus. In
other words, any portion of surplus, accumulated from inter-com-
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pany transfers of merchandise, which belongs to stockholders out-
side the consolidation must not be eliminated from the inventory
value. Otherwise an organization would be penalized for transfer-
ring merchandise from one department to another. This of course
would be contrary to good business and to good accounting.

It is worthy of notice that this reserve does not appear upon the
books of the parent or of any subsidiary corporation. It is an item
appearing only on the consolidated balance-sheet. It automatically
reduces consolidated surplus by the amount of the reserve.

RESERVES THAT ARE LIABILITIES

19-8. There are times when liabilities must be recorded on the
books before the exact amount is determinable. Such estimated
amounts when set up on the books are frequently designated as
reserves. It must be noted that reserves which relate to liabilities
already recorded on the balance-sheet are not true liabilities and
should not be listed among them. They are discussed under ‘‘pro-
prietorship reserves.” As an illustration, a reserve for bond sinking
fund is a surplus reserve. The obligation which it is presumed to
protect is itself recorded among the liabilities. To reeord such a
reserve among the liabilities would be a duplication. The amount
that must be paid to creditors is shown by the bond account. After
such payment has been made the amount of the sinking-fund re-
serve becomes free and available surplus. The purpose for which
it was appropriated has been fulfilled.

Liability reserves may be exemplified by “reserve for taxes,”
“reserve for restoration of leased property’” and ‘“‘reserve for main-
tenance of real estate sold.”

Reserve for Taxes

19-9." Taxes are liabilities from the time of their incurrence until
they are paid. An estimated amount may be brought into the
records before the exact amount is known. Such an amount may
be called “estimated tax payable” or “reserve for taxes.”

To illustrate: In preparing the balance-sheet of a corporation as
at December 31, 1921, the amount of income and excess-profits
tax applicable to the taxable year then closed might not be abso-
lutely determinable, but an estimated amount might be set up under
the designation “‘reserve for income and excess-profits tax.”” This is
a true liability in character, although estimated as to amount, and
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should appear on the balance-sheet among the current liabilities.
To carry this account in the proprietorship group so that it enters
into the book value of proprietorship is an error, as it does not
represent an amount to which the proprietors have title at that date
nor one that will be payable to them. Instead, it is a definite obli-
gation to make payment to the government and is a liability rank-
ing even higher as to priority of ¢laim than the other liabilities
upon the balance-sheet.

Reserve for Restoration of Leased Property

19-10. Organizations sometimes desire to make extensive
changes in the condition of leased property to serve their own pur-
poses during the period of the lease. These alterations, however,
may render the property less valuable for other later tenants, and
the owner of the property may require the lessee at the expiration
of his lease to restore the property to its original condition. Under
such contracts the lessee should carry on the books a reserve of an
amount sufficient to make restoration at the expiration of the
lease.

Reserve for Maintenance of Real Estate Sold

19-11. Real estate is sometimes improved and sold with a
guaranty of future maintenance. From the amount of the sale,
after deducting the cost of developed land sold, a further deduction
must be made to provide for future maintenance. A cemetery de-
veloped by a private corporation which guarantees with the sale
of each lot that certain conditions will be maintained either in per-
petuity or for a specified number of years, is a typical case. If the
contract is for perpetual maintenance the sum withheld for this
purpose must be such that the income from it will be sufficient to
provide the maintenance required by the contract. On the other
hand, if the contract of maintenance is for a limited number of
years, the amount withheld must be such that the income, together
with the amortization of the principal sum, will be sufficient for
the maintenance required by contract. Under this plan at the end
of the specified number of years the maintenance cost will have ab-
sorbed the principal sum as well as all the income thereon.

Deferred Liabilities

19-12. On the balance-sheet prescribed by the Interstate Com-
merce Commission the account “deferred liabilities” represents the
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liability of a company for the amount of assets which it controls
for the administration of employees, pension, savings, relief hos-
pitals and other association funds.

Insurance-reserve Account (on Balance-sheets of Life-insurance

Companies)

19-13. The ““insurance reserve”’ account used by life-insurance
companies differs from any other account known to business. It is
difficult to describe briefly its full meaning. It is said to be the ac-
count recording the net assets which a life-insurance company must
have at a certain date in order to be solvent. It is the amount of
assets above other liabilities which an insurance company must
have so that if every holder of a policy on a given date continues to
pay his premiums as they fall due, and if the assets earn the net
amount of interest which has been used as the basis of the calcu-
lations of the actuary, and if all holders of policies die in the exact
ratios set forth in the mortality tables used in the calculations, the
organization will have exactly enough assets to meet each policy
as it matures.

There is not space enough in this book to devote to a full discus-
sion of how these amounts are determined. These are matters of
actuarial science. In the balance-sheets of life-insurance companies,
assets are valued according to the same principles that apply in
other organizations. The amount of the ‘““insurance reserve’ is cal-
culated by an actuary and is set up as one item on the liability side
of the balance-sheet, but distinct from the other liabilities. The
amount by which the total assets exceed the sum of this reserve and
the other liabilities is the real proprietorship of the insurance
company. If this is greater than the capital stock, the excess is
true surplus. In other words, the assets of the insurance company,
properly valued, are offset by four items: (1) the insurance re-
serve, (2) other liabilities, (3) capital stock, and (4) surplus. All
these items except insurance reserve are determined according to
ordinary accounting methods.

PROPRIETORSHIP RESERVES

19-14. 1In a corporation, the accumulated amount of profits and
of other increases of proprietorship constitutes surplus under the
control of the board of directors and is presumed to be looked upon
with yearning eyes by the stockholders, for out of it dividends may
be declared.
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It is nearly always desirable that portions of surplus be with-
held from dividends and be utilized for increasing effectiveness of
the organization, for building up new service assets, for safeguard-
ing the payment of fixed liabilities and for various other purposes
which may from time to time arise. In order that these purposes
may be accomplished, the board of directors will authorize setting
aside certain amounts of surplus for specific purposes, usually indi-
cating by the designation the purposes which such reserves are to
serve, for example ‘“‘reserve for new factory,” ‘“reserve for sinking
fund” and “reserve for contingencies.”

These surplus reserves or proprietorship reserves are usually for
the purpose of acquiring additional assets or to provide for liqui-
dation of liabilities. They may be for other purposes, such as a re-
serve for dividends, which is no more than setting aside in expecta-
tion of formal declaration of a dividend a certain amount which will
later be transferred from the proprietorship group to the liability
group. Until the formal declaration is made, however, the amount
should be retained in the surplus group. In the balance-sheet,
proprietorship reserves should appear under the proprietorship
heading and adjacent to other surplus classifications.

There is one type of reserve, “reserve for unrealized appreciation
of assets” which has been discussed under the subject ‘‘apprecia-
tion.” (] 18-21.) This reserve account is no more than an entry
to offset the amount by which assets have been written up as a
result of appraisal above their cost price. It is not of the character
of the other surplus reserves, yet in balance-sheets it may be in-
cluded in the proprietorship groups, provided it be not merged with
any other account or accounts so as to lose its identity. This is dis-
cussed also under the heading “‘surplus.” (See § 18-2.)

Reserve for Undeclared Dividend

19-15. As has been said, organizations sometimes set aside out
of surplus amounts to care for future declarations of dividends, es-
pecially those on preferred stock. Amounts so set aside may appear
under the heading “reserve for undeclared dividend.” They still
form a part of surplus and should appear with the proprietary
group in the balance-sheet, as setting aside these amounts does not
give them the characteristics of liabilities. A definite liability, how-
ever, is created when a dividend is legally declared by the board of
directors. The result of such action should be expressed by a div-
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idend-payable account which is a true liability. (See § 14-16.) Set-
ting aside a reserve of this kind does no more than indicate a with-
holding from surplus of an amount to care for dividends if and
when they may be declared.

19-16. Reserve for Debt Redemption is similar to the reserve
for sinking fund (see § 19-17) and is commonly used as an offset to
a redemption fund on the asset side of the balance-sheet. This re-
serve usually represents surplus profits set aside periodically and
accumulated for redeeming some specified obligation or series of
obligations. The methods of building up this reserve are similar
to those discussed under the head “‘sinking fund.”

19-17. Reserve for Bond Sinking Fund represents the amount
of surplus appropriated because of contractual agreement whereby
during the life of bonds there must be set aside out of profits and
withheld from dividends amounts sufficient together with the
earnings thereon to equal the face of the obligation at its maturity.
(See discussion under Sinking Fund, { 8-18.) Amounts set aside
in this reserve constitute true surplus and after the maturity and
liquidation of the bond issue they may be transferred to the open
surplus account.

19-18. Reserve for Betterments or Improvements may appear
under more specific headings, such as “reserve for new factory” or
any other title indicating the purpose. These reserves are portions
of surplus reserved from dividends to permit an accumulation of
assets from the profits of the corporation which will enable it to
acquire the desired betterment or improvement without creating
a liability or calling for additional contributions of capital. They
represent attempts to improve the facilities of the corporation by
withholding profits from the stockholders instead of borrowing
from creditors. Such reserves are portions of surplus and after they
have fulfilled their function the amounts remaining in them may be
transferred to the open surplus account.

19-19. Reserve for Contingencies is a term which maybeapplied
to amounts of earnings withheld from dividends for the purpose of
meeting any ‘“contingencies” which may arise. Sometimes these
contingencies are definitely in mind when the reserve is made. At
other times the board of directors merely creates a reserve in order
to be prepared for anything that may unexpectedly arise and will
require the expenditure of funds. Such a reserve generally indicates
foresight and conservatism on the part of the management, but,
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like any other surplus created only because of the action of the
board of directors, it may be eliminated and transferred to surplus
by later action of the board.

Reserve for Insurance

19-20. Instead of obtaining maximum insurance protection
through insurance companies, some organizations prefer to carry a
portion or all of the risk themselves. This is based on the assump-
tion that the amounts they would have to pay as premium for full
protection would probably be greater than the loss against which
protection is secured. The usual method of handling such accounts
is to credit a reserve account periodically with the amount of
premium which could be charged by insurance companies for the
protection which is self-carried. Any losses which the company may
have to bear will be charged against this reserve.

There is some question in the minds of accountants as to the
proper treatment of such a reserve. As before noted (see § 19-1),
reserves are classified in four 