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THE THEORY OF BOOK KEEPING AND ACCOUNTANCY - PART 4
F1NAL ADJUSTMENTS

EXAMPLE %)

In this example we simply take the Income and Expenditure Account
and Balance Sheet as shown in Example 30 and meke further necessary
adjustments to these. In doing Example 30 we did. for the sake of
simplicity, ignore these nccessary adéustments, and now we simply go
back and pick them up,

ANCOUT /1D EKPENDIZQRE ACCOUNT

Let us look again at the debit side of the Income and Expenditure
Account, As stated alrrady the debit entries should represent the expense
of MEST end SERVICES actually used up in the Period, Now let us examine
each debit account again to see if ench Account does correctly show the
amount of MEST or SERVICES actually used up in the Period,

chasa BOOKS
The expense of $1100,00 is made up ofs

100 DMSMH. * at cost #3.00 ¢ ° 300,00
. 10 E-Meters st cost. f80.00 .. 800,00

i

But the sales of Books and Meters weres
- 10 DMSMH
2 E-Meters

Thercfore by simple arithmetic we know that we have a store or
supply of E-Meters and Books in hand at }lat March of 90 DMSMH and 8
E-Meters,

This store or supply of Books and E-Meters is known as the Stock,
Now this Stock does. not ropresent MEST used up in the perijod because,
factually. it was not uced up. It is still there and available for sale
in the following Period, Therefore it is an ASSET, As such the value of

this Stock must come out of the Income and Expenditure Account and be
placed in the Balance Shect as an Asset, .
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Now let us work out the value of this Stock and use the cost price
to work this ocut. We haves

Stock
90 DMSM'H at cost price #3.00 = 270,00
8 E-Meters at cost price £80,00 640,00

910,00

If you lonk at the Income nnd Expenditure Account and Balance Sheet
it is casy to see the effect of the entry we now need to make, You will
ser that we wish to reducc the Purchases of Booka and Meters of $1100,00
by $910,00 and then show this $910,00 on the Balance Sheet as an Assct,

Now final adjustments of this nature are usually noted in a Note Book,
beforo altering the BOOK KEEPING, so that a permonent record of the
adjustments are kept in one place, This note book is called the Journal.
The Journal records exactly the BOOK KEFPING entry that has to be made,

The Journal entry is only a notej it then has to be entered into the
accounts concerned - exactly as written,

In this case the Journal notc will bve:

Journal
Debit Cradit
Journal 1. Stock Account 910,00
Purchases nf Books and Meters Account 910,00

The Stock Account debit entry of $910.,00 appears as an Asset on tho
Balance Sheet. The credit entry of $910.00 is cntered to Purchases of
Books and Meters Account to reduce thu cost of the BOOKs and Meters from
£1100,00 to $910,00

The Income and Expenditure Account will show this as followss

Purchases of Books nnd Meters 1106¢,00
Loas; Stock in Hand at 31st March 910,00 190,00

By these entries therefore we have reduced the Purchases of Books
and Meters Account in the Income and Expenditure Account to $190,00 and
shown the valuc of the Stock of $910,00 on the Balence Shest,

WAGES
The wages figure of #80,00 on the Income and Expenditure Account is

for salary for Silwell at the rate of $40.00 e month for January and
February.,

Therefore we can sce that The Organization owes a further months
salary to this staff mcmber for the month of March i.e., & further $40.00.
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In this case the Wages figure of $80,00 does not fully reflect the
value of the SERVICES received for the pericd - it is #40.00 short,
Further it is apparent that The Organization owed this amount of $40,00
to staff member Silwell,

Therefore if we now mode an entry to increase wages by $40,00 to
make & total of $120,00 and, at the same time, made en entry of a
1iability onto the Balance Sheet nf 40,00, then we would have correctly
stated the position, o '

The Journal note will bes

Journal 2, Wages Account 40,00
Accrucd Expenses 40,00

The Debit entry to Wages Account will increase the figure to
£120,00; the credit entry brings the liability onto the Balance Sheet.

Note that the credit entry has been made to an "Accrued Expenses
Acoount" rather than Account for Silwell -~ although it could equally well
have been made to an Account for Silwell, :

"Accrued Expenses" simply means. expenses for which The Organization
is liable i.e. a liability iAccount,

Nermally at the end of the Finaneial period The Organization has to
onter meny additiomal linbilities of the above nature and, rather than
open individual Personal Accounts for all the Outside Persons concerned,
it often lumps all such 1iebilities into an "Accrued Expenses Account",
If thie Actount is. regarded =8 a collective. Personal Account for all the
Outside Porsons concerned then the matter will bepome clearer,

ELECTRICI

The Electricity Aecount on the Income and Expenditure Account shows
an amount of #70.00 but this only covers Flectricity SERVICE for the months
of January and February,

Thus the iccount does not fully reflect the cost of SERVICES received
in the Period since the service received in March is nci yet entared.

Therofore we have to mako an estimate of what the cost of the
SERVICE for March will be., Since the cost fot two monthe supply was
570.00 then we estimate that the cost of the one month of Maxch will
be £35.00,

If we now make an entry to increase the Flectricity Account by
£35,00 and at the same time rucord the 1liability due to The Electricity
Co, then we shall have corrected the situation., The Journal Note is
thereforas

Journal 3, Flectricity Account 35,00
Accrued Expenses Account 35,00
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" Note that the credit entry has again been made to "Accrued Expenses"
Account - although it could equally well have been made to the Personal
Account of the "Electricity Co.",

RATES

The Income and Expenditure Account shows an amount for Rates of
$£200,00, But we see that this $200,00 covers a six month period from
January to June. In this instance therefore the Income and Expenditure
Account records more then the value of the Rates SERVICES received in the
Period i.,e, it includes the cost of the SERVICE to be received by The
Organization in the following period for the months of April, May and
June,

In this instance we have recnrrded the value of a SERVICE befors it
was received by The Organization - this is known as a Prepayment,
"Prepeyment" meens to pay an expense in advance.

A “"Prepayment" is an Asset in that The Organization will not receive
the benefit of THE SERVICE until the following period. Another way of
demonstrating that this is an Asset is to consider that if The
Organization closed down at 31st March then it would receive a refund
for the unexpired portion of rates,

The amcunt of The Prepeyment in this case will be a $100.00 since
this amount covere the unexpired months of April, May and June i,e. one
half of the six months period that has been recorded,

If we therefore reduce the Rates Account on the Income and
Expenditure Account by $100.00 and, at the same time, show an Asset for
this emount on the Balance Sheet then we shall have corrected the
position,

The Journal Note will be:

Journal 4. Prepaymentis 100,00
Rates Account 100,00
The debit entry to Prcpeyment Account will appear on the Balance

Sheet as an Asset and the credit entry to Rates Account will reduce the
Rates Account by $100,00, _

We have now examined The Income and Expenditure Account and made
necessary adjustments to those Accounts, Now, let us examine the Assets
on the Balance Sheet.

An Asset has alrcady been defined as the value of something owed
by The Organizetion at the end of the Financial Pericd,

We now look at the Assets recorded to sce if they are worth the
value of whioh they are recorded,

FURNITURE

This is recorded at the cost value of $500,00 and the consideration
is whether it is worth this at 31st March,
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The answer is, no! The Furniture has already been in use for
three months from January to March and it will be considered to have lost
value by reason of usege this lost value is known as "Depreciation”,
Depreciation means a fall in value by reason of the wear and tear cf
usage or eny other factor that reduces the value of an assetl,

In BOOK KEEPING and ACCOUNTANCY the recording of Depreciation almost
always has to be done by the use of some arbi.rary method, The most
common one for Asseta such as Furniture, Equipment, Motor Cars, eto., is
to estimate the useful life of the Asset and to depreciate the cost of
the Asset equitably over this estimmted period,

In this case, lat us assume, the useful life of the Furniture is
estimated to be 5 years or 60 months,

In this period we have used the Furniture for just three monthe and
thus we can, arbitrarily state, that 5/60the of the value has expired,
This is calculated as followss '

3/60ths of cost price $500 = 25,00

This depreciation figure of $25.00 is then reckoned to be the value
of the amount of Furniture used up in the Period., Therefore this usage
must be entered into the Income and Fxpenditure Account as an expense
since the Income and Expenditure Accounts records the value of MEST and
SERVICES used .up by The Organization in the Period. In this case it is
the value of MEST used up,

At the seme time we must reduce the value of the Asset shown in the
Balance by $25.00 since otherwise it will be overstated in value to this
amount .

Therefore the Journal Note is:

Journal 5. Depreciation Account 25.00
Furniture Account ‘ 25.00
The debit entry shows as an cxpense on Income and Expenditure Acocount
and the credit entry shows as 8 reduction of Furniture Account on the
Balance Sheet, 1t is usual to show tlie reduction on the Furniture Account
of the Balance Sheet as follows:
Furniture at cost 500,00
Less; Depreciation 25,00 475.00
Debt due to The Organization - $100.00

Now let us examine the Debt due from Beal on the Balance Sheet of
£100,00 and consider whether the value stated of F100.00 is correct.

If we are certain that Beal will pay this debt then it is correct;
if, on the other hand, we have some doubt as to whether all or part of
the Debt will be paid then it can be considercd to be overstated in
value. In this case we must provide for a possible "Bad Debt" - a "Bed
Debt" gimply means one that is not paid,
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A Debt can be provided for either partially or wholly depending
upon the degree of doubt that exists sbout the payment of it, One cen
only evaluate this by all the revelant circumstances,

In this cese let us assume that we are slightly doubtful about
Beal paying this debt and thus decide to make a provision of 50% =
i.,e. Sﬁoooov

The Journal Note would bes

Journal 6, Income and Expenditure Account (Provision
for Bad Debtage 50,00

Provision for Bad Debts (Balance Sheet) 50,00

The debit entry goes into the Income and Expenditure Account and
can be regarded as that part of an asset used up in much the same way
as Depreciation., In this case it is not the usage of the assef which has
caused the depreciation - as in the case of Furniture - but the financial
status of Beal, and this has indicated a depreciation of the value of the
debt.

Such & provision may turn out to be completely wrong since Beal
mey well pay the debt in full but one can only work from the dete available
at the time of preparation of the Income and Expenditure Account and
Balance Sheet. If the provision does turn out to be wrong then an
adjustment is always made in the subsequent financial period,

The credit entry is made to the Belance Sheet and has the effect
of reducing the value of Beals debt from 100,00 to #50.00. Since we
consider the debt is only to be worth 50,00 then this is obviously
ocorrect,

The showing of the debt on the Balance Sheet now becomest

Debt to the Organization 100,00
Lese; Provision for Bad Debt 50,00 50,00
SUMMARY

We have now made six Journal or adjusting entries and it is well
to summarise what has been achieved by these,

Journal 1 - Stocks, This reduced the expense of Purchases of Books
and Meters by 910,00 and brought-this amount.into the Balance Sheet as
an Asset., As such it was an adjusting entry as betwcen two Impersonal
Accounts ~ 1,8, Purchases of Books and Meters on one hand and Stock
Account on the other, There was no INFLOW or OUTFLOW of MEST involved.
It was simply an adjustment to differentiate between MEST used up and
MEST not used vp.

Jowurnal ¢ and 3. - Wages and Flectricity

These Journals recorded the further INFLOW to The Organization for
Wages SERVICES and ELECTRICITY SERVICES. The Organizationts Impersonal
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Accounts of wagea and’ Electricity were debited to récord the INFLOW and’
the Personel Accounts 6f Silwell and Elactricity Co, were credited, How=
over instead of recording separate Personal Accounts for each one a
collective Personal Account was used ror them both i.,8, YAccrued Expenses
Account",

Journal 4 - Rates

This reduced the expense of Rates in the' Income and Expenditure
Account by $100,00 and brought this amount into the Balance Sheet as an
Asset, In the same way that Stocks had not been used up in Journal 1
above 80, in this oase, SERVICES had not been used up, It is an adjusting
entry as batween two Impersonel Accounts - Rates Account on one hand and
Prepaymentd Account on the other, There is no INFLOW or OUTFLOW of
SERVICES involved; it is simply an adjustment to differentiate between
SFRVICES wused up and SERVICES not used ups

Thie entry brought into the Income and Expenditure Account the
value of that part of the Asset - Furniture, « which was. oonsidered to
have been used up. At the same time it reduced the value of the Asset
in the Balance Sheet by this amount.

It is an adjusting entry between two Impersonal Accounts i.e.
Depreciation Acrount on one hand and Furniture Accourit on:the other,
There is no INFLOW or QUTFLOW of MEST involved. The entry is simply
an adjusting one to differentiate as between that part of the Asset used
up and that part of the Asset not used up. ‘

Journal 6 -« Debt Due to The Organizatiog

In tho same way as Deprociation this entry merely differentiated as
between that part of the Asset (i.e. Debt from Benl) considered to have
been used up and that part of the asset which was considered not to have
been used up, It was merely an adjusting entry. The debit entry to the
Income and Expenditure Account reflected that part of the Asset used up
and the credit entry to Balance Sheet was used to nmeduce the debt from
Beal to what was oconsidered to be its correct value., Again it was an
adjusting entry as between two Impersnnal Accounts, i.e, a dedit to
Provision for Bad Debts on the Income and Expenditure Account to record
the cost of the Asset used up and a credit to Provision for Bad Debts
Account oh the Balance Shect which is used to reduce the value of the
debt from Beal,

' We have now te alter the BOOK KEEPING as shown in Example 30 to
record these six Journal entrics numbered 1 to 6.

This is new done and then the Income and Expenditure Account and
Balance' Sheet is agein prepared from the amended Aconunts ahown.

In recording those Journal entries only those Accountl which are
effected by them are shown below. Accounts which arc not effected remain
as in Example 30 and are ‘brought into this Income and Expenditure Account
and Balance Sheet as shown in that example, .
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Those Accounts which are effected by the Journal entries are shown
below with any entries already made in Example 30 as well as the entries

cauged by the Journal adjustments, The Journal entries are entered with
reference to the Journal number i.e,

Impersonal Accounts

"Journal 1", etec,

Purckases of Books and Meters Account

T« 12th Jan Books & Meters 31st Mar Journal 1 910,00
received from Pubs
Org. 1100.00 Tranafer to Income
& Expenditure A/C 190,00
1100,00 110,00
Stock Account
31st Mar Journel 1 910,00 |
Wages Account
15, 31st Jan Bank Account 40;00 o 31gt Mar Transfer to
18, 28th Feb do 40,00 - Inoome &
* ‘ e Expenditure A/C  120.00
31st Mar Journal 2 40,00, ‘
120,00. 120,00
_E_;_.ectricity Account
19. 17th Mar Electric .- 31gt Mar Transfer to
Service received Inocme & :
. for Jan & 70.00 Expenditure 105,00
Feb
31st Mar Journal 3 35,00
| 105,00 105,00
Rates Account
6. 3let Jan E«G.UsDeCo " 31st Mar Journal 4 100,00
rates for six " -
\ ansfer to
‘ months to J\fm 299.09; Income &
‘ L Expenditure
Account” 100,00
P e
200,00 200,00
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Depreciation Account
31st Mar Journal 5 25,00 318t Mar Transfer to
Income and
Expenditure
Account 25,00
2500 | 25,00

Provision for Bad Debts (Income end Expenditure A/C)

31st Mar Journal 6 50,00 31at Mexr Transfer to
Income and .
Expenditure Account v
Account 50,00
Furniture Account
11, lst Jan Furniture from 31t Mar Journal 5
Simons & Co, 500,00 Depreciation 25,00
" Balanoce 475.00
500,00 500,00
318t Mar Balance 475,00

?the: it is quite usual for this Bepreciation to be kept separately
in its own Account. In this case a balance of $500,00 would show on this
Account and a separate Account would record the credit for the depreciation
of $25.00 against it,

Pre nte

31at Mar Journal 4 100,00

Provision for Bad Debts (Balance Sheet)

31st Mar Journal 6 50,00

Personal Accounts Suppliers

Accrued Expensgs Account

31st Mar Journal 2 for
Wages for
Silwell 40.00

®  Journal 3 for
Klectricity Co, 35.00

75,00
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The Income and Expenditure Account and Balance. Sheet are now altered
by the above sdjugiments te the following:

-

Income and

John Smith .

Exvenditure Accoqnt

S e e e s R TS eSS
For the ithres manths to 31st March

Purchaees of Boeks .
und Meters 1100,00

Leap; Stocka 91C.00

Wages

Rates

Rent

Plectricity

Telephone

Stationery
Depreciation

Prciisioﬁ for.Ead bebte
Profit for the Period

Balence Sheef

Aosets

furniture at cost S50C,0N

Less Depreciation 25,00

Bzlanco at Benk

190,00
120,00
106,00
250,00
105.00

[

475.00

2180,00

Tebt Que to The Organiéation‘

50,00

910.00

00,00

100,00
Lees; Provis!~u for Bad
Debt 50,00
Stock
Frepsyments. . -

e

. 3715.00

.. Sales of Training and.

Processing 1000.00
Sales of Books and Meters 330,00
1350,00

As at 31st March
Liabilities

John Smith « Capital Account

~ Balance
Add; Profit

350,00

1750,00

‘Ameunts duc to Suppliers  1390.00

Accrued Expences 75.00
Advence Pavmente 500,00

3715.00
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If you examine this Income and Expenditure Acccunt and Balance Sheet
and compere it to that shown in Example 30 then the edjustments made
should become apparent,

Ench of the adjustments made involved an interplay as between the
Income and Expenditure Account on one hand and the Balance Sheet on the
cther, oo

If an Account on the Income and Expenditure Account was debited then
a corresponding ocredit entry wes made to a Balance Sheet Account, If an
Account ¢n the Income and Expenditure Account was credited then e
cnrresponding debit was made to a Balanoe Sheet Account,

Each of these adjustments does alter the Profit or loss shown for
the Period and the final result is to shcw a profit for the Period of
#350,00, Compariscn of this with the loss of $510,00 shown in Example
30 emphasiser the necessity for these correcting Journal entries.

This profit is brought down to the Balance Sheet and is added to
the amount owed to the owner, John Smith, This is correct because The
Organization is regarded as cwing this amount tc Smith,

The Balance Sheot will, obvinusly, balance out again, as shown, and
in fact it is quite impossidble for the Palance Sheet to fail to‘balance.

Every transactien in BOOK KEEPING is entered as to both a debit and
a credit entry. ' .

The Income and Expenditure Account and Balance Sheet include ell
the debit entries made and all the credit entries made, Since the Income
and Expenditure Account merely summarises a section of the BOOK KEEPING
and then carries its result to the Balance Sheet then this letter sheet
must obviously balance,

The carrying of the Profit or Less (in this case & profit of
£350.00) from the Income and Expenditure Account to the Balance Sheet
does close off the entire Income and Expenditure Account for that
PGI'iOd .

This whole section has been terminatedly hendled and its mesult
i,e, either profit or less is then shown in the Balance Sheet where
it represents either an asset or a liability as noted above,

Thus the only "Balances" left in the Accounts are those shown on
the "Balance" Sheet. And BOOK KEEPING for the subsequent period commences
with these "Balances",
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