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EDITOR’'S PREFACE

To understand properly any accounting system one
must begin at the bottom, with the initial transactions
of a business, and trace and analyze every step through
to the culminating point. Then, and not before, can
one be in a position to suggest either improvements or
a complete reconstruction of the system. In this vol-
ume the author has put before the reader various typical
systems and has explained their workings in detail and
the results achieved by their operation. It would be im-
possible in a single volume to describe all the systems that
are in use or that might be recommended by practicing
public accountants. This volume attempts no such task.
Its main purpose is to enable the reader, by numerous
concrete illustrations, to get a grasp of the underlying
principles of system-building and so to be able to ap-
praise justly any system in operation, to suggest needed
improvements, or to create a new system if the old is
found inadequate,

Any business man will find the voluine worthy of
careful reading, for it will give him a broader view of
the working of his own system and enable him to im-
prove it from time to time. To practicing accountants
it will be valuable because of its handy references for
many typical financial, mercantile and railroad organi-
zations. To the student of accountancy it will serve as
a guide and text book, illustrating and supplementing

the lessons taught in Volume ITI, AccouNTiNg THEORY
v
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AND PracTICE, and Volume XI, Auprring anp Cost
ACCOUNTS.

The author is a successful practicing accountant who
has had much experience as a teacher of adults in
university classes. The following chapters, supple-
menting Doctor Moxey’s work, were written by the
specialists named below:

Chapters IX and X, on the accounts of banking in-
stitutions, by Mr. Howard McNayr Jefferson, staff
lecturer on banking practice in New York University
School of Commerce.

Chapter X1, a system of accounts for a brewery es-
tablishment by Mr. Otto A. Grundman, special lecturer
in the New York University School of Commerce.

Chapters XXI-XXIII, on the accounts of estate
executors and administrators, by Mr. Harold Dudley
Greeley, staff lecturer in the New York University
School of Commerce.

There would have been little demand for a volume of
this sort a dozen years ago, for few business men then
realized the importance of system in the record of their
transactions. But during the last decade, largely ow-
ing to the intelligent activity of public accountants and
to the educative influence of their organizations, the im-
portance of scientific system-building, as well as of
scientific business management, is beginning to be ap-
preciated.

JosepH FRENCH JOHNSON.
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ACCOUNTING SYSTEMS

CHAPTER 1

INTRODUCTION

1. Installation of accounting systems.—The proper
installation of accounting systems requires an exacting
+ and difficult training, the power to accurately analyze
, new situations, to conduct independent research, and to
judge intelligently of the relative value of data.' A
successful accounting system is one created to meet the
particular needs of the business for which it is intended,
and not a general system forced on the business regard-
less of its individual requirements. ! Many accountants
are confused concerning the principles which should
govern the construction of an accounting system. The
public at large is completely ignorant upon this matter.
As a consequence, many concerns do a flourishing busi-
ness in installing “accounting systems” which are built
up around some mechanical device, such as a system of
filing cards or other patented article. Such firms make
a practice of building their accounting systems around
their product and making the business fit the system,
regardless of considerations of economy and efficiency.
Their work is most unfortunate, for the injury con-
tinues as long as the system is used. Unnecessary
expense is inevitable; losses and friction can hardly be
avoided; and the operation of the entire plant is neces-
sarilyxhifldered and restricted.

— 1



2 ACCOUNTING SYSTEMS

The professional accountant should have no hobbies,
nor be prejudiced in favor of any mechanical device or
system. He should approach the question with an open
mind, studying it as a scientific problem, and diagnosing
for its needs as the physician does for an ailing patient.
He must thoroughly acquaint himself with the mechan-
ical operations of the business. He must understand
the character of the records which are desirable and
then, as a final step, construct a system of accounts
which will present accurately the results of operation
and show clearly those facts which will be of value to
the executive officers. ,

2. Accounting systems similar—To approach the
study of modern accounting systems without a definite
plan of work, or some intelligent and logical grouping
of the many forms of accounts in common use, would
lead to unsatisfactory results. While each system dif-
fers from every other in minor particulars, yet a large
number of them are so similar in form as evidently to
have been created to meet similar needs. Instead,
therefore, of a multitude of systems each different from
the other, we have but a few groups radically different
from one another, each of which is in turn composed of
the accounting systems for many businesses which are
almost identical. The explanation for this close simi-
larity between accounting systems is found in the fact
that the organization of these businesses is so alike and
the problems of production and distribution so similar
that the same accounting system will suffice, with slight
alterations, for each unit within the group. The reason
why all the systems do not follow the same general lines
. is not due to the whim or caprice of the accountant, but
is because of the radical difference in the problems which
must be solved.



INTRODUCTION 8

8. Essentials of an accounting system.—The account-
ant in installing his system follows a few general prin-
ciples very simple in their character and scope. He
builds his accounting structure upon the humble foun-
dations of double entry bookkeeping. The general
principles of debit and credit should always be observed
and utilized for the recording of every business trans-
action. He selects'such books, from those in common
. use in double entry bookkeeping, as may be useful in
the particular situation with which he has to deal.
Those which have no place in the business he discards,
for the keeping of such books would serve no useful
purpose and be a useless expense. Around these gen-
eral books he builds up such auxiliary books and records
as in his judgment will secure the proper handling of
the business of the concern and be best fitted for the
summarization of its operations and the recording of
its results. He uses. vouchers, time cards, inventory
sheets, pay rolls, and every other device known to mod-
ern accountancy, whenever they will serve a useful pur-
pose. His aim, throughout his work, is to secure a
system insuring the most accurate records, giving the
most illuminating view of the condition of the business,
and requiring the minimum amount of expense and
time. This book has been planned with a view to show-
ing how this can best be accomplished.

Where any of the forms or books referred to are not
in such general use as to be familiar to the reader they
are reproduced, in order that he may have an accurate
knowledge of them. The businesses are considered in
the order of the difficulty of the accounting problems
which they present, the simplest organizations are
studied first, and the most difficult left until the last.
Each accounting system discussed, therefore, logically



4 ACCOUNTING SYSTEMS

follows that which has preceded it. Each business con-
sidered is, moreover, a type of many other industries
whose accounting systems are almost identical. We
find, for example, that the accounting system of a trust
company or a savings bank is in most respects like that
of a bank; branch store accounting is an almost direct
adaptation of the accounting system of the department
store; and the electric light company and the water
company use systems almost identical with that of the
gas company.

4. First group of accounts.—In private accounting
the natural method of treatment is to consider first those
concerns which do a strictly cash business, and whose
accounting systems, therefore, require only those gen-
eral books which deal with cash transactions—the cash
book and the ledger. The first records the receipts and
payments of money in chronological order, while the
second classifies the records and shows the nature and
extent of the assets and liabilities of the institution. The
ledger is used because it is a convenient way of rear-
ranging under certain accounts the records originally
shown by the cash book. This, in brief, is the account-
ing system of the building and loan associations, of
insurance companies and banking institutions. Upon
this foundation is built up a superstructure of subsidiary
books and records—some financial, others merely statis-
tical—adapted to meet the requirements of each busi-
ness.

5. Second group.—The second general grouping of
private accounts consists of those businesses which in
addition to a cash business deal also on credit. In such
businesses the accounting system is necessarily more
complex than in a strictly cash business. In addition
to the cash book and ledger the accountant installs a
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purcbase book and a sales book. The former is used
for keeping a record of goods received from various
vendors, and the latter records the disposition of the
good§ by the company to sundry customers. Finally,
in addition to the merchandise books, most businesses in
this group keep a journal for recording transactions
other than those connected with the purchase and sale
of goods and the receipt and payment of money. In
this book is recorded the entries showing receipts of
notes from customers and the giving of notes to cred-
itors, and the closing entries to show profit and loss for
any given period. The journal also furnishes a con-
venient place for making adjusting entries in correcting
errors which may have been discovered in the other
books. Around these principal books are built up a
system of auxiliary books which owe their existence to
the convenience and saving which they effect. This is
the skeleton of the accounting system of the retail and
the department stores and of all selling and manufactur-
ing concerns.

6. Subdivision of the second group. Tt seems ad-
visable to make several subdivisions of this general
group. The accounting for selling organizations fol-
lows closely the general lines already laid down. Those
businesses, however, which are engaged in manufactur-
ing find it advisable to keep an accurate account of the
detailed cost of production. This is done by a system
of cost keeping, which is in reality a set of subsidiary
records, whose results are summarized in the principal
books. Cost keeping is founded upon well-established
principles. The various methods of keeping costs, and
the relative value of each method, are discussed in detail
in Volume XI of Modern Business.

7. Third group.—The third group is composed of
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public utility corporations. These businesses use the
same general books as do all other industries, but special
problems in the collection of revenue and the handling
of operating expenses are encountered. This necessi-
tates a combination of the sales book with the customer’s
ledger, giving us a composite record known as the con-
sumer’s ledger. Because of the public interest in the
operation of these companies, the law has furnished a
more or less rigid classification of operating accounts
in the general ledger, to show accurately the results of
the operation of the business and the sources of the
funds invested in permanent improvements.

8. Final group.—The final group consists of public
service corporations. The steam railroad presents spe-
cial problems because of the enormous volume of trans-
actions that must be recorded and the consequent diffi-
culty in securing economical and efficient accounting
methods and a speedy summarization of results in the
general books. Street railway accounting is included
because it presents unusual problems and is a combina-
tion of a cash business with one dealing on credit. We
find, therefore, that its accounting system resembles
that of financial institutions in dealing with receipts and
that of trading companies in regard to disbursements.

Public accounting presents problems of a unique
nature and has, therefore, been treated independently.
The accounting for decedents’ estates also has little in
common with other methods of accounting and has been
given independent treatment.



CHAPTER II

BUSINESS OF A BUILDING AND LOAN ASSOCIATION

9. Origin of the building and loan association.—The
two financial institutions which have been of greatest
service to working men and others of moderate means
are the savings bank and the building and loan associa-
tion. The former, while of great value to the com-
munity, did not meet the demands of those in humble
circumstances who desired assistance in the construction
of their homes. The savings bank furnished the means
by which they could save the amount necessary to build
their houses, but it forced upon them a long delay while
this money was accumulating. A keen desire was felt
for some method by which the house could be built, and
paid for later. No financial institution, however, would
lend money to people whose chief asset was their health
and wage-earning capacity; and it was not until some
genius devised the building and loan association, and
instituted the first organization of this kind in Frank-
ford, a suburb of Philadelphia, in 1831, that this demand
was met.

The building society became a prominent part of our
financial organization in the decade between 1840 and
1850.

10. Differences between a savings bank and a busld-
ing association.—The building association differs from
the savings bank in that its investments are made in
real estate loans instead of in securities. The loans are
made to its members—who correspond to the depositors

T
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of the bank—and are later paid back in installments out
of the future savings of these people.

The two distinguishing characteristics of a building
association are, first, that every borrower is also a stock-
holder; and, second, that the capital of the association
is represented, not by the par value of the capital stock,
but by the combined savings of its members, together
with the interest and premiums paid to the association
by borrowing members, less a small deduction for ex-
penses. The ordinary association finds a sufficient de-
mand for its money among its members (who are always
given the preference in borrowing), with the result that
it is rare to have a society seeking outside investments.

11. Methods of issuing stock.—The stock is issued
according to one of several plans. The most commonly
used method is that of issuing various series of stock
starting at different dates. The face value of a share
is usually $200, but the actual value never reaches this
amount until the share is paid up and called in by the
association for cancellation.

The subscriber to the stock of a building association
pays for it in installments. These usually take the form
of dues which are generally $1 per share per month.
The total contribution of the shareholder from dues is
augmented by his proportionate share of the profits of
the association, which is credited to him according to
one of several methods. When the total of dues and
profits equals the face value of the stock it is said to
mature. If the member has borrowed from the asso-
ciation, the maturing of his stock marks the end of his
indebtedness; the stock is called in and canceled, being
taken by the association to satisfy the mortgage debt
upon the member’s property.

It will be seen from the foregoing that the value of



BUSINESS OF A LOAN ASSOCIATION 9

a share of unmatured building association stock is not
the par value printed on its face, but a constantly vary-
ing amount. In reality, the stock has two values—
first, the holding or “book value,” which is the accumu-
lated dues which have been paid in plus the member’s
proportionate share of the association’s profits; and, sec-
ond, a “withdrawal value” which the association agrees
to pay to a member who withdraws from the association
before his stock matures. The withdrawal value is
almost always less than the book value.

12. T'ypes of associations.—Building associations are
organized in numerous ways, but there are four prin-
cipal types in existence. These are associations organ-
ized upon, first, “the terminating plan”; second, “the
serial plan”; third, “the permanent plan”; and, fourth,
“the Dayton” or “the Ohio plan.”

18. The terminating plan.—The terminating plan
was the first to be worked out and is the simplest form
of organization. Under this arrangement all the stock
is issued at the time of organization of the association
and consequently all matures at the same time. With
the maturity of the stock the association goes out of
existence. Under this plan the association has but one
series of stock and any member who comes in at a later
date is required to pay, at the time of his admission,
not only the back dues, but also an amount correspond-
ing to his proportionate part of the accumulated profits
of the association; in other words, he puts in the book
value of his stock as though he had been carrying it from
the time of its original issue.

14. The serial plan.—The serial plan is an extension
of the terminating plan. Instead of one issue of stock,
there are several issues put out at different dates, usually
at some stated period—say once every year. The asso-
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ciation does not terminate with the maturity of the first
series, but continues in existence usually for an indefinite
period, for new series are constantly being issued which
must run their natural course to maturity. The stock
is classified according to the date of its issue. All shares
of the same series have an equal value at any given date.
When the total dues and profits of a share equal $200,
the series is paid off and canceled.

A building association conducted on the serial plan
is very much like a number of associations organized on
the terminating plan, but all operated under one man-
agement. The principal problems in building associa-
tion accounting arise from the co-existence of these series
of stock, each with a different date of beginning, and
possibly also each having a different number of shares.
Each of these series has a different value depending
upon its age, the older ones having claim to a larger
share of the association’s profits.

15. The permanent plan.—The permanent plan is a
further development of the serial plan. Under this
plan there are no stated periods for the issue of stock,
and a member may take out shares at any time. Each
member’s stock practically constitutes a separate series,
and is paid off when it reaches the book value of $200
a share. Under the permanent plan the problem of dis-
tributing profits is even more complicated than under
the serial plan.

16. The Ohio or Dayton plan.—The most complex
organization is that provided by the Dayton or Ohio
plan. The distinguishing characteristic of this plan is
the fact that members are not required to pay a stated
amount of dues on a given date, as in the preceding
plans, but may make payments in such amounts and at
such intervals as are most convenient.
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Under this plan the amounts contributed are first
applied to the interest on the member’s loan, while the
remainder, if any, is entered in his membership book
and -credited on his stock. There is practically no dif-
ference between such an association and a savings bank
except that the funds of the organization are lent to
the depositors instead of being invested in outside cor-
porate securities.

17. Method of deciding on the desirability of loans.—
An interesting part of the business of the building asso-
ciation is the method by which applications for loans are
decided upon. The security for the loans made to mem-
bers is twofold: First, a mortgage lien upon the prop-
erty to be improved; and, second, the borrower’s stock
in the association. Recently, building associations have
begun to accept collateral deposits of stocks and bonds
of other corporations instead of mortgages upon real
estate as a basis of money loans. Where this is done
the organization is not very different from a savings
bank. Temporary loans are made by most associations
on the security of the member’s stock, the amount lent
in such cases being usually less than the withdrawal
value.

The success of a building association depends very

', largely upon the business acumen and attentiveness of
}its board of directors, which is the governing body and
which decides upon all applications for loans.

When an application for a loan is received, the board,
either through a committee or in its entirety, reviews
the security offered. If the member proposes to con-
struct a house upon a lot which he owns, they take into
consideration the value of the lot and the value of the
property when completed according to the plans which
he proposes. They then decide whether the association
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would be safe in lending the amount applied for. The
loan is usually made in such cases so as to insure that the
money will be invested in the building. The association
takes a mortgage covering the house and lot.

Where the application is for a loan upon a completed
building, the board considers the selling price of the
building and determines the amount which can with
safety be lent upon it. In such cases it is usual to
require that some portion of the purchase money be
advanced by the member.

18. Security for loans.—Experience has shown that
building associations can lend with safety a larger per-
centage upon the value of properties than trust com-
panies or other financial institutions. There are two
reasons for this. The first is that the amount of the
risk is constantly diminishing from the day the loan is
made. The association holds the stock of the member
as additional security for the loan, and, as the value of
the stock is constantly increasing, the amount which must
be realized from the property in order to secure a return
of the loan grows smaller each month.

The second reason is that the building association
member will make a harder fight to meet his financial
obligations than the ordinary mortgage borrower. His
interest payments come once each month instead of per-
haps once or twice a year. The saving of the interest
is, therefore, a continuous matter. In addition, the
member sees his indebtedness being constantly reduced
through the increase in the value of his shares of stock
whose maturity will eventually cancel the mortgage;
he feels that he is making progress and will exert his
utmost endeavors to meet his association dues.

19. Methods of making loans.—The report of the
Commissioner of Labor already referred to describes
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seventy different plans of making loans to applicants.
There are, however, only a few of these in general use.
The simplest plan is to make loans to applicants in the
order in which they apply at a fixed rate of interest,
say 145 of 1 per cent per month, without premiums.
This scheme usually leads to friction and does not always
enable the association to make the largest possible
profits, -

A second plan was devised by which the loanable
funds are auctioned to the highest bidder in one of two
ways. The first is to fix a certain rate of interest, as
in the former case, and to have the bidding take the
form of an offer to pay a certain amount of interest in
advance. Take, for example, an association with 2,000
shares of stock. The monthly dues would be $2,000.
“A” wishes to borrow this $2,000 which is to be offered.
He subscribes for ten shares of stock whose par value
is $2,000, and then appears at the meeting of the direct-
ors to make his bid. Suppose that the interest has been
fixed at 1214 cents per week for each $100. “B” also
appears and offers to pay twenty-five weeks’ interest in
advance. No other bidders appear, and the money is
awarded to “B,” who receives in exchange for his mort-
gage and assignment of stock, $2,000, less 25 weeks’
interest in advance, or $1,987.50." “B”’ now has no in-
terest to pay upon his loan until the expiration of 25
weeks. During this time, of course, his dues have been
continuing in the regular manner. At the end of this
period he has to keep up his interest as well as continue
to pay his dues.

Another form of auctioning money is to have the
bids made upon the basis of premiums in addition to
the regular dues on the stock. Suppose that in an
association where this system prevails “C” wishes to bor-
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row $2,000. He subscribes for ten shares of stock, but
instead of offering interest in advance, bids a premium
of $1 per month on his ten shares of stock to secure the
money. Let us suppose his offer is accepted. “C’s”
total monthly payments in this case would be $10 inter-
est on the loan, $10 dues and $1 premium on his stock,
or $21 a month. This would be paid each month until
his stock matured.

In some cases the association provides that the dues’
of borrowing members shall be applied to the reduction
of the principal of the loan. If this is done the interest
payments will constantly decrease. In such a case the
borrower’s stock does not participate in the association’s
profits and the loan is really repaid serially.

20. By-laws regarding loans.—The by-laws of the
Reliance Building and Loan Association contain the
following article in relation to loans:

ARTICLE 1V.
LOANS.

Section 1. Each stockholder for every share of stock owned
or held by him, shall be entitled to a loan of $200 from the
Association upon giving security satisfactory to the Board of
Directors. Whenever the funds in the treasury shall warrant
it, the money shall be offered at public auction, at the regular
monthly meeting of the Board of Directors, and be disposed of
to the highest bidder. All bids shall be for one share, with the
privilege of taking ten shares; Provided, that no loan shall be
made under par and no person shall be allowed to borrow on
more than twenty shares of stock at one bidding. The bor-
rower shall, thereupon, be charged with and pay interest on
each share, at the rate of one-half of one per cent a month.
The borrower shall also pay for each and every month, one-
hundredth part of the whole amount of the premium bid. If -
any dispute shall arise in the bidding or selling of the money,
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the decision of a majority of the Board of Directors present
shall be final. Upon application being made for a loan on real
estate security, the president shall appoint a committee of three
directors as a property committee upon such loan. They shall
personally examine and inspect the security offered, the size and
character of the same, the amount of insurance thereon, the
ground rent, or incumbrance, the market value of the security,
and other information that can be had, and report the same to
the Board of Directors. They shall receive for their services
one dollar each for each property examined, said fee to be paid
by the applicant for the loan.

Section 2. Whenever a stockholder shall have bidden suc-
cessfully for a loan, he shall permit all arrearages and fines due
on the borrowed stock to be deducted from the amount to be
received by him. Before he shall be entitled to receive the same,
he shall secure the payment thereon to the Association by a
bond and mortgage (accompanied by a policy of fire insurance)
secured on real estate in any part of the State of Pennsylvania.
Also bonds issued by the United States of America, the Com-
monwealth of Pennsylvania, or by the City of Philadelphia, or
the stock of this Association may be taken as security for loans.
When loans are made on the stock of this Association, the loan
shall not exceed the amount which the borrower has paid in;
Provided, the Board of Directors approve of the sufficiency
and nature of such security. And the borrower shall, for every
loan of $200, transfer one share of stock to the Association,
as a further security for the loan, and in payment of the same.
In case of failure to give satisfactory security within two
months, the interests shall be charged to such purchaser, to-
gether with all costs and expenses attending the examination of
title and searches, and the money shall revert to the Association.

Section 3. Whenever there are no bids for loans the Board
of Directors may invest the money temporarily in United States,
state or city loans, first mortgages and ground rents on real
estate.

Section 4. If any stockholder shall neglect to pay the in-
terest on his loan for more than six months the Board of
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Directors may compel payment of principal and interest, by
proceeding on his bond and mortgage according to law.

Section 5. A borrower may repay a loan in amounts of not
less than one share at any time, and, in case of the repayment
thereof before the maturity of the shares pledged, for said loan,
there shall be refunded to such borrower the withdrawal value
of the shares pledged for said loan and the shares shall there-
upon revert to the Association. Further, the Association will
accept amounts of not less than $25 at a time; Provided, that
the interest on the loan shall not be decreased until the sum of
$200 be repaid.

21. Application for loan.—Prior to making a bid
for a loan a member of the association must make appli-
cation for the loan. Form 1 (pages 17-20) shows the
blank provided for this purpose.

22. Assignments of other collateral.—Sometimes, as
we have seen, loans are made upon the security of the
stock of the association, without additional collateral.
In such cases the member will fill out the following note
which is deposited with the association together with
his stock as security.

Form 2.—Note to Building and Loan Association.

PHILADELPHIA, Pa., , 19—,

On demand, after date, I promise to pay to the order of
Reliance Building and Loan Association, Dollars, with
interest at six per cent per annum, payable monthly, without
defalcation, for value received, having deposited herewith
shares of the series of stock of the said Reliance Building
and Loan Association, which I authorize the holder of this
note, upon the non-performance of this promise at maturity, to
sell either at the Brokers’ Board or at public or private sale,
without demanding payment of this note or the debt due thereon,
and without further notice, and apply proceeds, or as much
thereof as may be necessary, to the payment of this note and




3F—An examination fee of $3.00 must accompany each application to pay expenses of the Property Committee.

APPLICATION.

RELIANCE BUILDING AND LOAN ASSOCIATION

Foraloanof §...................

A pplication i3 hereby made to Reliance Building and Loan Association

to be secured by assignment of ......

Stock of said Association, and by mortgage upon—
The following described premises:—

Location and description

of ground

Description of Buildings,
when erected and
how occupied

Repairs, improvements
or street improve-
ments made within
six months

Insurance, rpetual or
annual, in what
company, and the
amount

Value of Eround

Value of improvements

Assessted value

Rental

Owner in fee
Address

Tenant

Present incumbrance

HELD BY
WHEN DUE
RATE OF INTEREST

ForM 1—Application for Loan

X—2

17
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APPLICATION

RELIANCE
BUILDING AND LOAN ASSOCIA-
TION

By

For Loan of $

For Lease

Property

ForM 1—Centinued
18
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(To be signed when application is for Loan secured by Mortgage.)

I agree that the Association may use the mortgage and any and all other
collaterals given to secure the repayment of such loan as shall be granted
upon the within application, by hypothecation or otherwise, as may seem
for the best interests of the Association and its members.

And I agree to furnish at least once a year, and at such other times as
requested by the Association, tax receipts and receipts for interest or other
periodical payments on account of all prior incumbrances upon the property
the subject of this application; failure to do which for thirty days after de-
mand shall cause the debt to become immediately due and payable at law.

Property Commitiee.

The report of the Property Committee on the within application was........
approved by the Board of Directors at a meeting held on the................cccccceviinee
day of. 190 , and the application........................... granted.

ForM 1—Continued
20



BUSINESS OF A LOAN ASSOCIATION 21

all necessary expenses and charges, holding me responsible for
any deficiency.

And further, I do hereby authorize and empower any attorney
of any court of record of Pennsylvania, or elsewhere, to ap-
pear for and to enter judgment against me for the above sum,
with or without declaration, with costs of suit, release of errors,
without stay of execution, and with five per cent added for col-
lecting fees; and I also waive the right of inquisition on any
real estate that may be levied upon to collect this note, and do
hereby voluntarily condemn the same, and authorize the pro-
thonotary to enter upon the F I, F A. my said voluntary
condemnation, and I further agree that said real estate may be
sold on a F I, F A., and I hereby waive and release all relief
from any and all appraisement, stay or exemption laws of any
state, now in force, or hereafter to be passed.

Witness:
——L. S.
—_— —— L. S.

At the same time he must fill out an assignment for
the stock which he holds to the association as additional
security for the sum borrowed.

28. Distribution of profits under “terminating” plan.
—Perhaps the most difficult thing to understand about
the building association is the plan for the distribution
of profits. In an association organized under the ter-
minating plan, profit distribution is a comparatively
simple matter because there is but one series of stock.
The method of dividing the profits can best be under-
stood by taking an illustration. Suppose we have a
company with 1,000 members each of whom has sub-
scribed for one share of stock of the face value of $200,
and that in this organization the dues are $1 per month
per share in advance. We will assume that loans are
made at the rate of 14 of 1 per cent per month and that
the association has no expenses.
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The total dues received each month from the members
would be $1,000. When the association organizes and
holds its first meeting the first month’s dues are col-
lected. The company then has in its treasury $1,000.
The directors, therefore, announce that they are willing
to accept bids for a loan of $1,000 at the prevailing
rate. This loan is taken. At the end of the first month
the association has its second regular monthly meeting.
The second series of dues is then paid, giving the asso-
ciation $1,000 for this series. In addition, the associa-
tion receives the interest on the first loan of $1,000 at
1% of 1 per cent a month or $5.00. This would be
loaned again at 6 per cent. At the end of three months
the association will have in addition to their regular
dues $5 plus the interest on $1,005, at 145 of 1 per cent
or $5.02 as interest upon loans, or $10.02, in addition
to the payments made by members.

Throughout we have assumed that the association had
no expenses, or that such as were incurred were paid
by the borrowers. The following table shows the
amount of dues, interest and profits for the first year
of the association’s existence:

1st month .. $1,000.00 $5.00.0 $1,005.00.0 $1.00 8.005
ed “ 1,000.00 5.02.5 1,010.02.5 2.01 01
8d * 1,000.00 5.05.0 1,015.07.5 3.03 03
4th « 1,000.00 5.07.5 1,020.15.0 4.05 05
5th « 1,000.00 5.10.0 1,025.25.0 5.07 .07
6th « 1,000.00 5.12.6 1,030.27.6 6.10 .10
7th « 1,000.00 5.15.2 1,085.52.8 7.14 14
8th « 1,000.00 5.17.7 1,040.70.5 8.18 18
9th « 1,000.00 5.20.8 1,045.91.8 9.22 22

10th « 1,000.00 5.22.9 1,051.18.7 10.28 28

11th « 1,000.00 5.25.5 1,056.389.2 11.88 83

12th « 1,000.00 5.28.1 1,061.67.8 12.39 39

Total ....$12,000.00  $61.67.3 $12,397.22.9

Where but one series is issued the problem is simply
one of computing and compounding interest on loans
made, and dividing the total interest received during
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any given period by the number of shares qutstanding,
thus securing the rate of profit per share. The book
valuation of the shares is found by adding these profits
to the amount of the dues paid in. The withdrawal
valuation as already stated is fixed by the rules of the
company. As a matter of fact such laborious compu-
tations are not usually made by the secretary. He has
interest tables and other similar schedules which give
him the information by which the various amounts can
be quickly ascertained.

24. Profit distribution under other types of associa-
tions.—Where several series of stock have been issued
by the association the distribution of profits becomes a
complicated matter. There are a great many schemes
of distribution in use in such cases. The two most gen-
erally followed are known as the “partnership plan”
and Dexter’s Rule. These plans, like the one already
considered, are merely mathematical devices intended to
secure the most equitable distribution of profits among
the various members in proportion to the amounts which
they have contributed to the association. Let us assume
that an association is formed with dues of $1 per share
and at the end of the third year three series of stock
ning of each year, and that a fourth issue is just start-
ing. In order to make our illustration as simple as
possible, let us take as being accurate, the book value
per share as appearing upon the company’s books at
that date. The record, in brief, is as follows:

Series 1 500 shares, book value per share $38.85.
Series 2 600 shares, book value per share 25.28.
Series 8 400 shares, book value per share 12.33.
Series 4 500 shares, book value per share 0,—.
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Suppose that the total profits for the first three years
were $2,325 and that the profits of the fourth year are
$8,000. Our problem is to ascertain the method by
which this total sum of $5,825 should be distributed
among the four sets of claimants.

25. Distribution by the partnership plan.—The sim-
plest and most obvious method is to divide the profits
by the same method as is usually employed in an ordi-
nary business partnership where the partners have
entered the business at different times. The association
regards each series of stockholders as a partner. The
plan is to divide the profits—not upon the basis of the
number of shares or the book value of the shares—but
rather upon the basis of the time during which each
dollar paid in by the stockholders has been in the pos-
session of the company. Let us see how this works out.
Take the fourth series, for example. At the end of the
four years each share of stock will have been in force
12 months. The first dollar of dues paid by the mem-
bers will have been invested for 12 months; the second
11 months; the third 10 months, and so on. The last
dollar of dues has been invested for one month. It is
obvious that the earnings of each of these dollars of
dues is very dissimilar. The first has worked 12 times
as long as the last and twice as long as the 6th. To
figure out the earnings of every dollar received by the
association would be a never-ending task, so it is neces-
sary to arrive at some method by which the work per-
formed by this money can be determined. Each share
of the fourth series has had $12 invested init. 'To ascer-
tain the average time during which these $12 were in the
hands of the association we would add together 12 + 11
+10+9+8+7+6+5+4+8X2+1 getting
the total of 78 months, and divide this by 12, the number
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of months covered by the computation. We find, there-
fore, that the $12 which has been paid in, has been in-
vested for an average of 614 months (78 divided by
12 = 614). This, of course, could be done in a much
shorter and more direct method by adding the first and
last term of the series and dividing the result by 2.
Thus 12 + 1 -2 = 614 months, the average time for
this series. This gives us our general rule. Take the
total number of months during which the series has
run, add one and divide the total by two. If this is
done for every series the association will be able to
ascertain the average period during which it has held
the money paid in by each series of stockholders.

If the computation is carried further and the “equated
time,” as it is called, is multiplied by the number of
dollars paid in on each share of the series and this sum
again multiplied by the number of shares in the series
the association arrives at the so-called “equated dues,”
which is simply a fictitious mathematical computation
whose purpose will be seen later on. Thus for each
share of stock of the fourth series which we have been
considering the equated dues will be 615 X 12 X 500 =
89,000. Let us apply this method to each of the series
of stock, first ascertaining the equated time and finally
the equated dues.

Series 1. 811 = 241/, months, equated time.
Seri_; 2. % +1 = 1814 months, equated time.
Series 8. -2 ia—,j-—!- = 12145 months, equated time.
Series 4. 12+1 = 6145 months, equated time.
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Series I. 24, months X $48 X 500 shares —  $588,000 equated dues.
Series II. 1814 months X §36 X 600 shares — 399,600 equated dues.
Series  III. 121, months X §24 X400 shares — 120,000 equated dues.
Series IV. 6! months X §12 X500 shares — 39,000 equated dues.

$1,146,600 equated dues.

We now divide the total profits, $5,825, among the
four series in proportion to these equated dues. Thus:

588,000 980

Series 1. lmw To11 of 5,325 — $2,730.77 or $5.46 per share.
. $99.600 666

Series 2. 1,146,600 °F 1911 of 5,325 —= 1,855.81 er 3.09 per share.
. 120,000 200

Series 3. 1,146,600 or o1y of 5325 — 55730 or 1.39 per share.

389,000 65
Series 4. 577 a0 1,146,600 °F 1911 of 5325 — 181.12 or 0.36 per share.

Adding profits to dues paid in we obtain the book
value of a share of each series, thus:

Series 1. $48 | $5.46 — $53.46, book-value.
Series 2. 86 4+ 8.09 = 89.09, book-value.
Series 3. 24 + 1.89 = 25.39, book-value.
Series 4. 12 4+ 0.86= 12.36, book-value.

26. Advantages and disadvantages of partnership
plan.—The partnership plan is open to a number of
serious objections. The first is that the method of dis-
tributing profits is wholly fictitious and does not corre-
spond with actual conditions. As a matter of fact the
profits of the association have already been distributed
each year by being credited to the book value of the
various shares outstanding. The computation pre-
sumes, however, that they have been put back into a
common pool, re-distributed each successive year and
then returned again to the association, this being con-
tinued until the end of the existence of the organization.

The second objection is that the plan ignores the
rights of the older issues and may result in a new series
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of stock securing advantages at their expense. Sup-
pose in the fourth year the association, through unfor-
tunate investments, had not made any profits. Under
the partnership plan the fourth series of stock, however,
would have a share in the $2,825 of profits earned before
it came into existence.

On the other hand, this plan might work to the dis-
advantage of the fourth series. If the profits of any
one year were unusually large, owing to an active de-
mand for money or some other reason, the earlier series
would, by reason of their much greater average period
of investment, have a distinct advantage over the later
series in the distribution of the profits.

27. Dexter’s rule.—Dexter’s rule avoids many of
these disadvantages by not only placing each year on
a percentage basis but by recognizing past profits in
the distribution of current earnings. The method of
computation under this rule is generally similar to that
which we have already studied—the system of equated
values,

Take the same illustration used in the partnership
plan. Working it out under Dexter’s rule, we would
first ascertain the equated value of the total book value
of the actual payments made to the credit of various
issues and add to that the equated value of each issue.
Our results would be as follows:

Equated value.
Series 1. $38.85 book value of each share X 500 X

12months — .....coiiitiiiiiiiiinrinenennnnn $233,100.00
12X 800 X 6= .......oov0veinnnnn 39,000.00 $272,100.00

Series 2. $25.28 X 600 X12 = .....cc0vci0tuennn 182,016.00
12 X 600 X 63— .coevvirirnnnnnnnnns 46,800.00 228,816.00

Series 3. $1233 X 400 X 12— .......ccvvvuninnnn 59,184.00
12X 400 X 61, = . covvevnrenannnnns 31,200.00 90,384.00
Series 4. 12 X 500 X 61— ...ccvvieicncocniaans $9,000.00
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The principle involved in this calculation is the same
as that in the partnership plan. Let us take Series 1
as an illustration. Each share had a value of $38.85
at the beginning of the year, that is to say, the company
possesses assets equal in value to $88.85 for each one
of the 500 shares in Series 1. To ascertain the total
amount of Series 1 we would multiply $38.85 by 500 or
the number of shares, getting as a total the amount
which the company had invested throughout the entire
year for these shareholders. In other words, they had
$19,425 invested for twelve months, which is equivalent
to $283,100 invested for one month. This finishes our
first calculation.

The stockholders of Series 1 are also entitled to profits
which the association derives from investment of their
dues paid the first of each month throughout the year.
Each shareholder contributed $12 in dues. As there
were 500 shareholders the total contribution from dues
was $6,000. This was employed for a period ranging
from 12 to 1 months. The equated time would, there-
fore, be 614, months; and it would be equivalent to
$89,000 invested for one month. The treatment for
the succeeding series is exactly the same.

There are several other methods, more technical in
character, of arriving at this result. However, this is
sufficient for our purposes. It is easily seen that the
profits of $3,000 of the fourth year (see page 24),
which belong to each series, is the relation which their
equated value bears to the total equated value of all
of the series In the association. The results, therefore,
would be as follows:

272,100

630,300 of $3,000 = $1,295.10 to Series 1, or $2.59 per sh.
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z;(s):g(l)g of 8,000 = 1,089.08 to Series 2, or 1.81 per sh.
639——32233 of 8,000 = 480.20 to Series 3, or 1.08 per sh.
Ggg:ggg of 8,000=  185.62 to Series 4, or 0.87 per sh.

$8,000.00

Adding the earnings belonging to each share of each
series, and the dues paid in during the year to the book
values at the end of the preceding year, we find that
the present book value of each share in each series is
as follows:

Series 1. $38.85 -+ $12 -+ $2.59 = $53.44
Series 4. 12+ 0.87—= 1287
Series 8. 1283 + 124+ 1.08= 25.41
Series 2. 25.28 + 124+ 1.81 = 89.09

If we compare these results with those of the pre-
ceding computation made according to partnership plan
we see the advantage which the older series obtain at
the expense of the newer issues. In the case which we
considered this represents merely the proper crediting
to the early series of the earnings arising from the use
of the profits of preceding years.

There are many other methods of distributing profits.
These, however, are the only ones most generally used.
If the student is interested in studying the other meth-
ods they may be found in the report of the United
States Commissioner of Labor for 1898.

The final step in the history of a series of building
association stock is reached when the book value of the
shares reaches $200, which is also its par value. At that
time the stock is said to mature. The association then
pays off the non-borrowing shareholders in cash to the
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value of their matured stock while the borrowers have
their mortgages or their loans cancelled and returned
to them in exchange for their stock certificates.

28. Withdrawal plans.—Frequently a shareholder
wishes to withdraw from the association before his stock
matures. Such members are very rarely paid the full
book value of their shares. There are numerous meth-
ods of determining the amount to be paid to the associa-
tion. The most commonly used method is to return
to the withdrawing shareholder the dues which he has
paid in, together with a fixed rate of interest, say 4 per
cent per annum, on such payments. The rate of interest
which is usually fixed is considerably below the average
rate of earnings of the association.

Another largely used method is to allow the with-
drawing shareholders not only the full dues which they
have paid in, but all the profits up to the date of their
withdrawal. In such cases the member is really given
the full book value of his stock at the time of his with-
drawal.



CHAPTER II1

ACCOUNTING SYSTEM OF A BUILDING AND
LOAN ASSOCIATION

29. Nature of the accounts.—In studying the meth-
ods of accounting employed by building and loan asso-
ciations, we must bear in mind that in this as in any
other business the character of the business determines
the type of system used. The operations of such a
society are of the simplest kind. All the dealings have
to do with cash. A building society receives cash for
dues on stock, interest on loans made to members, fines,
entrance fees, premiums, and in liquidation of loans.
It makes payments of cash to the proper persons for
running expenses, and to members who have secured
loans or who on the maturity of their stock receive its
par value.

The various states are very strict in prescribing by
law the method of administration of building societies,
and usually provide for the regular examination of their
books and accounts by state examiners. As the money
of a building society is in the hands of one or two men,
it follows that the chances for defalcation are great.
A rigid supervision is, therefore, not only desirable, but
necessary, in order to protect the members against
fraud.

80. Principal books used.—The principal books used
by building societies are the cash book, loan register and
roll book. The form and operation of the accounting
system varies somewhat depending on the plan in force.
These differences are, however, unimportant.

31
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When anyone desires to subscribe for shares of a
building and loan association, he fills out a subscrip-
tion blank (Form 8) and presents it to any meeting
at which stock is to be issued. The entrance fee, as
stated in the subscription blank, is required from all
members entering the society.

Form 8.—Subscription Blank.
PHILADELPHIA, Pa.,
I hereby subscribe for shares of stock in
THE RELIANCE BUILDING AND
LOAN ASSOCIATION
One dollar per share monthly.
Entrance fee, 25¢ per share. Signature
Address .
Meets first Tuesday of each month at New series open at
February, June and October meetings. New members admitted
at any meeting without additional expense.

81. Pass book.—Having become a member, a book
is issued containing an entry of payments made for
entrance fees and for dues. This book specifies the
name and number of the member as shown by the roll,
the number of shares of stock subscribed for, and the
number of the series in which the shares have been taken.
In the back of the book there is usually inserted a copy
of the constitution and by-laws of the society so that
each member may be familiar with its rules and regula-
tions.

82. Roll book.—The secretary of the society always
takes with him to the meetings what is known as the
“members’ roll book.” (Form 4.) It will be noticed
that the amounts due by the members at each meeting
are entered in the debit column under the month in
which the meeting is held. When a member makes

—; 19—.
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payment, the amount is entered in the credit column,
and also in a book generally known as a daily cash book
or scratcher. In this book is recorded merely a rough
memorandum of the money received by the treasurer at
the meeting. (See Form 4 on pages 33-36.)

88. Debit side of the cash book.—Later on the sec-
retary or treasurer summarizes the receipts in the daily
cash book, and then enters them in the general cash book
of the society, crediting them as receipts from “June
meeting,” “July meeting,” etc., the amounts for dues,
interest, fines, etc., each being entered in the proper
column. Form 5 (pages 88-89) represents the debit
side of the general cash book.

84. Credit side of the cash book.—The credit side of
the cash book contains columns to record the moneys
paid on mortgage loans and stock loans and additional
columns for the classification of all other expenses of
the society. Form 6 (pages 40—41) shows the credit
side of the cash book.

Before any money can be paid out by the treasurer
he must have received an order drawn on him by the
board of directors, signed by the president and attested
by the secretary. This is for the purpose of preventing
him from paying out money without proper authoriza-
tion, and also to protect him by giving him a permanent
record of the authorization for the disbursement.

85. Loan register.—As loans are made to members
they are entered by the secretary in the loan register
with a full description of the securities received. This
gives the association a permanent record of the prop-
erty which has been pledged as security for the loan
and enables the officers and auditors to assure them-
selves that the security is adequate. Such a loan reg-
ister is shown in Form 7 (pages 42—48).



DEBIT SIDE
Date Name or Description Dues || Interest || Premium || Fines
1906
June | 1|(Balance..................
5|/June meeting. . $686.00|| $ 69.35 $ .72
6{|H. N. Dleselloan@ﬂ%
13({H. N. Diesel loan @ §34%,..
July | 3|July meeting............. 538.50 64.00 .60
Aug. | 7||August meeting 692.00/| 50.20 10.21
Sept. | 4|(Int. to date contmental
T &T.%...ccvveen... 3.30
4 Snnfembermeetmg 719.50|[ 107.75 5.73
4/|Mary G. Webb. int. for 8600
1 mo., loan not taken. . 3.00
4Mrs. Laura I Lewis. .
4//H. N. Dweel loan@5§%
7{{Edw. C. Snyder. .32
Oct. | 2||October meeting.. ... ... .. 850.00| 94.93 4.70
$3,486.00)| $392.85 $21.96

ForM 5—Cash Book
38




CASH BOOK
Ent VoRgaee || porrowed
rance toc) rrowe .
Fees Insurance °‘iﬂm Money Rent || Sundries || Total
Repaid
$ 56.71
$30.50 $1.15 787.72
$ 400.00 400.00
900.00 900.00
6.25 1.16 610.50
1.15 763.56
3.30
2.50 1.15 836.63
3.00
70.00|| . 70.00
1,400.00| 1,400.00
32.00 32.32
30.50 1.15 981.28
$69.75 $5.75 $2,700.00 $6,835.02

$102.00

ForM 5—Continued
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CREDIT SIDE

Mort- Stock Dues

[

T S T I L S N R I L

B2 838X rBI=

S8BIB &Y

bt

gage on
Name Loans || Loans || wyipp_
Made ® || drawals
Sarah A. Norris............. 900.00
‘Wm. Alexander............. 120.00

Edw. C. Snyder.............
Lewis Geo. Russell .. ........

82 Bg
8 38

Annie Wilson......... ..l 900.00
'W. C. Pitts..... N 1
FredJ. Lewis..............
Leeds & Biddle, printing. .
John C. Knox, sal. to May 31,
1906....
Premium on Treas. bond. .
Bus. Men's Assn., rent to Oc-
tober1,1906............
Edw C. Sn der............ 45.00
H. N. Dlesel gd on % loan of
June 6, and June 13, 1906.
Eveni Bulletm adv. ......
Thos. S. Mitchell........... 975.00
Eliz. D.Fry............... 1,200.00
James G. Carns. ........... 33.00,
Bus. Men’'s Assn., rent to De-
cember 31,1906. .........

ForM 6—Cash Book
40



CASH BOOK

Fory 6—Continued
41

Profits [| Bor- Prop. ex.|| pp ¢
lon With-|| rowed Taxes ting
Insur- Adver- -

e | oy | anee | e | BN | S | G| o
on Loans|| Banks Exp. Postage

900.00

4.35 124.35

32.00

125.00

900.00

100.00

25.00

19.83 19.83

81.45 4 81.3(5)

.00 4.

7.50] 7.50

45.00

1,100.00 1,100.00

5.40 5.40

60.00 1,035.00

7.50 7.50



LOAN

Fire Insurance Title
Sise of Lot Mt Poli
C y A n t Expires Clag; ?q::y Company
. - I
20x101’ 2* |[|Fire Assn. of Phila. Yes [182104|Commonwealth

2.000100 Feb. 8, 1919

ForM T7—Loan Register

42
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Form 7—Continued
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The secretary also frequently makes up for ready
reference an index card record of the members and of
properties on which mortgages are held.

86. Annual report.—In order to prepare a statement
of assets the secretary should take into account the
amount of loans, both mortgage and stock, the inven-
tory value of such fixtures or books as may be owned
by the association, the amount of dues, interest and fines
in arrears, and the cash balance in the treasury. The
liabilities would include dues paid in advance on the
part of members, sums which had been borrowed from
the bank to supply the demands of members for loans,
interest which may have accrued on borrowed money,
amounts due to members for stock withdrawn but not
yet paid for, and finally, the value of the stock accord-
ing to the plan adopted.

For purpose of study the report of the Reliance
Building and Loan Association for the year ending
December 81, 1907, is herewith appended.

ANNUAL REPORT.

Receipts. Disbursements.
Balance at last report ....$§ 68.12 Loans ................... $ 5,975.00
Dues, interest and fines .. 7,227.10 Withdrawals ............ 5,402.69
Fees ..........cccceninn. 65.00 Money borrowed repaid .. 4,650.00
Money borrowed ......... 6,750.00 Interest ................. 221.84
Loans repaid ............ 2,355.00 Expenses ............... 171.35
Interest on bank deposit . 444 Taxes, etc, special ....... 200.43
Taxes, etc., special ...... 16380 Balance ..........cc000.n 12.15
Total .......ccoveeen $16,633.46 Total ........ccvnnne $16,633.46

Asgets. Liabilities.

Real estate loans ........ $14,450.00 Due stockholders $10,110.00
Stock loans ....... . Money borrowed ...... 4,225.00
Due delinquent X Interest ........... .. 10862
Balance in bank ......... 1215 Advance payment ....... 5.00
Profits .................. 1,154.72
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Mortgage Loans.
Book No. 2..$ 600.00
e 12.. 400.00
‘e 104.. 350.00
¢ 109.. 1,000.00
o 118.. 1,400.00
¢ 126.. 2,900.00
b 118.. 1,300.00
‘o 151.. 200.00
b 148.. 1,800.00
o 154.. 500.00
‘" 156.. 600.00
o 182.. 1,500.00
. 185.. 1,500.00
‘" 1114.. 400.00

$14,450.00

STOCK VALUATION

Value With Value

$72.25
48.00
40.41
33.06
25.96
19.10
12.49

6.121,

$66.00
44.20
37.62
31.13
24.73
18.27
12.13
6.00

Books in Arrears.

No.of  Shares Paid on
Shares Loaned FEach Share per Share per Share.
20 5 $60.00
2 42.00
117 4 36.00
43 281, 30.00
151, 151, 24.00
43 7 18.00
185 1514 12.00
93 2 6.00
4681, 6%,
Stock Loans.
Book No. 80..$3850.00 Book
‘e 94.. 100.00 .
‘“  108.. 100.00 s
‘¢ 119.. 125.00 5
“ 125.. 100.00 .
‘¢ 149.. 100.00 .
‘¢ 181.. 25.00 ¢
$900.00 o

Book in Advance.

Book No. 91..

$5.00

.
.
.
.
[ 1}

No. 8..% .60
76.. 5.00
118. 14.28
119. 23.81
125. 5.50
126. 29.50
143. 18.00
151. 28.57
156. 6.00
166. 5.00
167. 46.88
1106.. 10.10
1107.. 81.00
1114.. 12.50
!280.19




CHAPTER IV

ACCOUNTING SYSTEM OF A BUILDING & LOAN
ASSOCIATION (Continued)

87. Preparation of the annual report.—It is difficult
to understand the accounting of a building and loan
association without seeing exactly how the various books
are kept. We will, therefore, take the accounts of a
building and loan association which are somewhat con-
fused, endeavor to arrange them properly and finally
arrive at a true understanding of the financial condition
of the association.

Our subject of study will be the Alliance Building
and Loan Association, which has a membership of one
thousand. _

The fiscal year runs from April 80 to May 1. The
secretary of the association died in April, 1906. An
accountant is called in and asked to prepare the annual
report of the association, May 1, 1905, to April 830, 1906.

88. Report of the previous year.—The report of the
previous year showed the following items:

ASSETS.
Securities ....c.iciiiiiiiiiiiiiiii e $365,000.00
Investments in Real Estate........................ 25,000.00
Amounts due from members for interest, dues and
premiums (in arrears)...............cci0iieinnnn 7,000.00
Office Fixtures and Stationery..................... 250.00
Balance in Treasury...........ccveeeiineiennnenn. 2,500.00 $399,750.00
LIABILITIES.

175 shares 2d series 132 mos. paid.............. $ 23,100.00
325 « 3d “ 120 “ i e, 39,000.00 .
300 « 4th « 108 “ it 32,400.00
815« 5th « 96 it 36,000.00
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850 shares 6th series
325 “ ith
425 “ 8th «
m “ 9th “
700 ¢ 10th “
850 “ 11th
1600 “ 12th

5925 « .
Accumulated profit on above stock at 6 per cent.... 57,870.00
Bills payable ................ 20,000.00

Dues paid in advance ,000.00
Reserve Fund ................. Ceeeeereteatanoanan 5,000.00 $381,470.00

Surplus ......coiiiiiiiiii i i i $ 18,280.00

The previous report also showed the value of each
share of stock of the various series May 1, 1905, to be
as follows:

2nd series............000nnn $189.80 8th series........... eeeees $72.00
Srd % Lieiiiiieiiiae, 16690 O9th “ ... ......iiinnian. 55.90
4th “ .. 14560 10th “ .................. 40.40
5th “ ... .. 12550 11th  “ ... ....iiiiiiinnen 26.30
6th “ ... ... ... 10690 12th “ .........cceeeenen 12.56
Tth % e 88.80 .

89. Cash account for the previous year.—The secre-
tary has kept a rough cash book called “roll book”; also
a “members’ ledger,” in which cash receipts are classi-
fied monthly in columns provided for dues, interest, fees
and premiums. There is also a general ledger, in which
appear accounts for each individual loan, as well as one
controlling account of “loans.” There are no accounts
showing dues, premiums, fines, interest, expenses, the
liability of the association to the stockholders of the
various series or the accrued interest on these shares to
date of last apportionment of interest. There is but
one “cash account” showing total receipts and disburse-
ments. An analysis of this cash account for the year
ending April 80, 1906, shows the following receipts and
disbursements:

RECEIPTS.

Balance in treasury May 1, 1905............ ceee...§ 250000
Dues received during the year.................... 75,850.00
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Interest received on loans..........ccciieiiiiianns 8 28,000.00
Premiums .........cceccveeneernnennnnanaanianans 1,000.00
FiNes ...iiiiiiieiineennnsseseessanionenenannenns 500.00
Entrance fees ........ccvveviireiiiieneniinnnnnns 500.00
Loans repaid ..........ccoiiiiiiiiiiiiiiiiiiiinn, 186,000.00
Rents received on Real Estate...........cccooo.... 2,000.00 .
Bills payable .......ccciiiiiiiiiiiiiiiiiiiiiiiien 20,000.00 $261,350.00
DISBURSEMENTS.
Matured stock, Second Series, 175 shares paid as of
Sept. 80, 1905, . .uernnnneeananeeeasaneeeennns $ 35,000.00

Advances to members on account of loans, 725 shares 145,000.00
Shares withdrawn:

8rd series, 20 shares................. $ 2,520.00
4th « 50 % 5,600.00
6th “ 200 “ ..........ee.e.. 18,400.00
10th “ 30 “ e 1,140.00
12th « 5 Y e, 80.00
18th « 15 % e 75.00
—_— 217,815.00
Profit paid on above shares withdrawn............. 3,868.80
Interest, taxes and expenses on real estate.......... 1,000.00
Repairs to real estate.................coeiiiiiniL, 750.00
Printing and Advertising................. ... ... 300.00
Interest and discount on bills payable.............. 603.20
Secretary’s salary ...........c.oiiiiiiiiiiiiiae, 780.00
Advanced payments repaid..............co.ianain. 108.00
Bills payubge PAId O ... ueeeerenerneaninnnaenannss 40,000.00  £55,225.00

$6,125.00

The arrearages on April 80, 1906, amount to $5,800,
and the advance payments to $760.

40. Withdrawals.—The clause in the constitution re-
lating to withdrawals from the association is as follows:
Members wishing to withdraw from said association
shall be entitled to receive the net amount they have paid
the association, not including fines, assessments and pro-
portion of losses; and in addition thereto 4 per cent per
annum equated time for stock two years old and up-
wards, and for stock less than two years old the net
amount paid in less fines and taxes; provided that no
additions shall be allowed for fractional parts of a year.

41. F'irst step.—The accountant’s first step should be
to set clearly before him the work which he has to accom-
plish. He should then make up statements for the
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year. The annual statements have been similar in form
since the organization of the association; and unless
there is something radically wrong in the principle of
the former reports, it would be advisable for the auditor
to follow the customary form, so that members who
have become acquainted with former statements may be
able to understand the current report and be in a posi-
tion to make comparisons with former results.

These statements have included a statement of re-
ceipts and disbursements, statement of assets and liabili-
ties, statement of number of shares of each series out-
standing at the beginning of the year, number cancelled
during the year, accrued interest on each series of stock
to date, value of each series per share and total value
of all of the stock of the various series.

42. Method of procedure.—In the constitution of
building and loan associations an article will generally
be found calling for the annual appointment of an
auditing committee, whose duty it shall be to examine
the books and accounts of the secretary and treasurer.
It often happens, however, that the members of the
auditing committee have little, if any, knowledge of
accounting, or the proper method of making an audit.
In consequence, the examination made by them is fre-
quently very superficial, and discrepancies which may
exist in the accounts are overlooked.

An accountant called in under circumstances similar
to those assumed in the problem should make a very
careful audit of the accounts of the former secretary
as well as those of the treasurer. The securities should
be examined in detail, not only for the purpose of veri-
fying the total amount of the asset, but also with a view
to determining that the mortgages are properly re-

corded, that the properties are covered by fire insur-
X—4
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ance, etc. 'The evidence of ownership of the real estate
should also be scrutinized and the accountant satisfied
that the valuation is approximately correct. The bal-
ance of the cash on hand should be treated in the usual
manner. KEach pass book should be called in by the
auditor and compared item by item with the entries in
the members’ ledger. The amount of unpaid interest,
dues and premiums, as well as dues paid in advance,
should be verified at the time of examination of the
members’ pass books.

48. Statement of receipts and disbursements.—Fol-
lowing the form given in the problem, a statement of
receipts and disbursements would be furnished. This
would be made up of the items stated in the problem,
namely, balance on hand May 1, 1905, $2,500.00,
and receipts during the year from various sources
amounting to $258,850.00, making the total amount of
cash to be accounted for, $261,350.00. The disburse-
ments during the year as shown by the problem
amounted to $255,225.00, leaving the balance on hand
$6,125.00.

44. Statement of assets and liabilities.—The problem
also furnishes the form in which the previous state-
ments of assets and liabilities have been prepared. The
first and most important liability is the amount due to
members of the various series. In the form given the
liability to members for dues only is shown, followed
by an item called “accumulated profits.” A close in-
vestigation of “accumulated profits $57,870.00,” will
show that it is obtained by averaging the time during
which the various series have been in force (thus
equated time being considered to be half the number
of years which the series have run), and calculating
interest on that basis at 6 per cent. For instance, the
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average time of investment of the 175 shares of the sec-
ond series is 514 years, and interest at 6 per cent has
been allowed on $238,100 for the 514, years. This
method of equating dues is not strictly correct. Ap-
plying the rule already given for finding equated time
the actual average time during which the dues received
from members of the second series have been on inter-
est in the association is really 66145 months. The aver-
age time for the third series is 6014 months, and so on
until the twelfth series is reached, the average time of
which is 614 months. This is due to the fact that pay-
ments are received in advance.

However, inasmuch as there may be a reason other
than simplicity for equating the payments on the basis
of previous statements and as the statement is prac-
tically of no further value than to show the members
of the association that, besides earning interest on their
deposits at the rate of 6 per cent, they have accumu-
lated, over and above such interest, a large surplus; it
would probably be advisable, in order to allow of com-
parison with previous statements, to make it up on the
same basis, as follows:

ASSETS.
Securities ......cciieiiiiiiiiiiiiiiiiiiiieiieee $374,000.00
Cash remaining in treasury...............cc0oeann 6,125.00
Investments in real estate.......cccvcvivevnnaennns 25,000.00
Due from members for arrearages of dues, interest
and Premiums ..........ccceineeionctcnnsrcansns 5,800.00
Office fixtures and stationery.........cccceceeeeneen 250.00 $411,175.00
LIABILITIES.
305 shares 3rd series, 132 months paid........... $ 40,260.00
250 4th “ 120 ¢ e 30,000.00
35 5th ¢ 108 “ G e 40,500.00
150 6th 96 “ & eeereenees 14,400.00
35 0« 7th  « 84 “ BN 217,300.00
425 o 8th 72 “ e 30,600.00
500 ¢ 9th 60 “ T T TR 30,000.00
670 “  10th “ 48 “ T 32,160.00
850 “ 11th 36 “ e iieeieeen 30,600.00
1595 ¢ 12th 24 “ BN 38,280.00
541 “ 18th ¢ 12«  eieieeene 6,492.00

$320,592.00
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Accumaulated profit on above (figured on basis used

in previous !;}Jorts) Ceeeteeeseaieteetiataiaaeans $61,522.56

Dues paid in advance...................ocivennnn. 760.00
Reserve fund ...........ccoiiiiiieiiiiiiiiaeannnn, 5,000.00 $387,874.56
Surplus ...eeeiiiiiiiiiiiiiii i ieea $23,300.44

45. Tracing discrepancies.—The problem is not quite
clear regarding the number of shares which were taken
out in the 18th series. Among the cash receipts appears
an item, “Entrance fees, $500.00.” The customary
entrance fee is 25 cents for each share, which would
indicate that 2,000 shares were subscribed for. The
problem, however, will not work out on that basis and
from other information furnished us a very different
result is obtained. The disbursements show that 175
shares of the second series were paid for as of Sep-
tember 80, 1905. This we must take to indicate that
five months’ dues were collected on these shares, making
the total amount collected on this series of $875.00.
On the various shares which were withdrawn, not in-
cluding the 15 shares withdrawn on the 18th series, there
was collected (and paid back) $2,000.00. On the re-
maining 5,445 shares in the 8d, 4th, 5th, 6th, 7th, 8th,
9th, 10th, 11th, and 12th series in force at the end of
the year, there should have been received for dues
$65,340.00, making the total amount which should have
been received in dues, exclusive of the new series,
$68,215.00.

The problem states that the dues actually collected
during the year amounted to $75,850.00. It further
appears that at the beginning of the year dues to the
amount of $1,000.00 had been prepaid and that at the
same time there was due members for “interest, dues
and premiums” in arrears $7,000.00. During the year
$108.00 in the shape of dues was returned and the ad-
vance payments at the end of the year amounted to
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$760.00, while the arrearages at that time were
$5,800.00.

It is, of course, impossible to determine how much
of the item called “interest, dues and premiums” con-
stituted dues. For this reason and also because the
amount can easily be determined by the books and no
principle is involved, we will consider the total of the
arrearages as consisting entirely of dues. On this
assumption, adding to the amount prepaid May 1, 1905
($1,000.00), the dues collected during the year
($75,850.00), as well as the arrearages at the end of
the year ($5,800.00), and deducting the amount paid
back ($108.00), the amount due at the beginning of
the year ($7,000.00), and the over payments at the end
of the year ($760.00), we find that the total amount
of dues which should have been received from all
sources during the year is $74,782.00. Deducting from
this total the amount already given, which should have
been received for dues, exclusive of the 18th series
($68,215.00), we find that the members of the new
_series should have contributed $6,567.00.

On the fifteen shares canceled on the 18th series there
was received $75.00, leaving a net difference of
$6,492.00 to represent the dues on the remaining stock
of this series, which would indicate that 541 shares were
outstanding at the end of the year. The marked dis-
crepancy between dues appearing to have been collected
from members of the 18th series and the number of
shares which evidently were subscribed for, would call
for careful investigation on the part of the accountant
in order to satisfy himself fully that the cash receipts
had been properly entered and accounted for by the
former secretary. |

46. Distribution of profits by partnership plan.—
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The next step will be to distribute the profits made by
the association among its stockholders. Let us assume,
in the first place, that the association carries this out
according to the partnership plan, which has already
been described. The method of dividing profits accord-
ing to the partnership plan will be as follows:

No. Total Equated

shares dues time Equivalent

Series. outstand- paid in for
ing. in. months. one month.
srd 305 132 6614 — $2,677,290
4th 250 120 601, — 1,815,000
5th 375 108 54y, = 2,207,250
6th 150 96 481, — 698,400
Tth 325 84 421, — 1,160,250
8th 425 72 3861, — 1,116,900
Sth 500 60 301, — 915,000
10th 670 s 48 241, — 787,920
11th 850 36 181, — 566,100
12th 1595 24 12y, — 478,500
18th 541 12 6 = 42,198

$12,464,808
The amount to be divided is the item of accumulated
profit, $61,522.56, plus the surplus, $28,800.44, making
a total of $84,828.00. We therefore find that the rate
per cent of profit per month has been:

84,828 —+- 124,648.08 =.6805

Having obtained the per cent of profit per month, we
now proceed to arrive at the profit per share in the fol-
lowing manner:

Total

Duﬁ‘},’&‘id Equated ‘z"xﬁ?gﬁ?ﬁn? er; "c"f:!fae T°:‘°|e::lll“° accumulated
ot auet'sibre, Ume wmomiie NOGHY e gl
Srd 132 661/, $8,778 $59.78 §191.73 858,477.65
4th 120 601/, 7,260 49.40 169.40 42,350.00
5th 108 541, 5,886 40.05 148.05 55,518.75
6th 96 481, 4,656 31.68 127.68 19,152.00
7th 84 421, 3,570 24.29 108.29 85,194.25
8th 72 361, 2,628 17.88 89.88 38,199.00
oth 60 301, 1,830 12.45 7245 36,225.00
10th 48 24y, 1,176 8.00 56.00 37,520.00
11th 36 181, 666 4.53 40.53 34,450.50
12th 24 121, 300 2.04 26.04 41,533.80
18th 12 61 78 53 12.53 6,778.73

$405,399.68
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The total assets ar€..........cooveveivieeannan.n. $411,175.00
The reserve fund, plus the dues paid in advance
amount t0 ........ciiiiiiiiiiiiiiieiiiieeeaaan 5,760.00
Total to be apportioned Ceeeeeeeieas cenenenne $405,415.00
Undivided profit ............ 81533

47. Distribution of profits according to Dexter’s
rule.—Let us assume that instead of dividing the profits
according to the partnership plan the association
operates according to Dexter’s rule, the profits to be
divided on the assumption that dues only make up the
items of arrearages of dues, premiums and interest:

STATEMENT OF EARNINGS FOR THE YEAR.

Interest received on loans................. $23,000.00
Premiums received on loans............... 1,000.00
$24,000.00
Less int. and disc. acct. bills pay.......... 603.20
Net interest receipts.................. $23,396.80
Fines ........... ceeeenen Ceeanaes Ceenaeens 500.00
Entrance fees ................ eseessessces 500.00
Rents received on real estate ..... eeenanans $2,000.00
Less payments of interest, taxes and ex-
penses and repairs to real estate........ 1,750.00 250.00
Total net receipts for year............ $24,646.80
Deduct general expenses printing and ad-
vertising ......... ...l $300.00
Secretary’s salary .........c.cciiiiiiinans . 780.00  1,080.00
lfain for current year............. $23,566.80
Add profit forfeited on shares withdrawn.. 3,663.95
$27,230.75
Deduct profit of current year distributed to
maturf ng shareholders of second series... 910.00
$26,320.75
Add undistributed profit from former year. 10.00
Total amount to be distributed..... cee $26,330.75

The profit forfeited on shares withdrawn, assuming
the values as shown by the former report, to be correct,
is obtained in the following manner:
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Number  Value per Dues Accumulated Total ac-
Series. of shares share 5/1/05 paid in  profit to  cumulated
with- per former £r 5/:‘25 per profit.

drawn. report. re. re.
Third ......... 20 $166.90 120 $46.90 $ 938.00
Fourth ....... 50 145.60 108 37.60 1,880.00
Sixth ......... 200 106.90 84 22.90 4,580.00
Tenth ........ 30 4040 36 440 132.00
Twelfth ...... 5 12.55 13 55 2.75
Thirteenth 15 ... cee  eeses  eesseses
. $7,582.75
Amount of profit paid to withdrawing stockholder..... 3,868.80
Forfeited profit ..........ociviiviviiininneennns $3,663.95

The profit of current year distributed to members of
second series is determined as follows:

Deduct the total dues paid in by members ($182.00 +
$5.00) from the par value ($200.00) to obtain amount
of profit distributed on the series ($68.00). At the
beginning of the year the accumulated profit was
($189.80 less $182.00) $57.80; consequently there must
have been distributed of the current profits $68.00 less
$57.80 or $5.20 per share, a total of $910.00.

We now proceed to calculate the profit on each share,
which is done by the following method:

No. of Value Total Value
shares out- 5/1/05. 5/1/05.
standing.
305 $166.90 $50,904.50
250 145.60 36,400.00
375 125.50 47,062.50
150 106.90 16,085.00
. 325 88.80 28,860.00
425 72.00 30,600.00
500 55.90 27,950.00
670 40.40 £7,068.00
850 26.30 22,355.00
1,595 12.55 20,017.25
T
5 $307,352.95
Dues of current year ($5,986 X $12) $71,832.00, average in-
vestment 614 months, or the equivalent at one year of the
amount Of .......ccvvrencieectacecccrcscrsnnscscnannnne 38,909.00
Total average investment for one year.................. $346,161.25

Net
ment (

rofit to be distributed ($26,330.75) divided by the average invest-
&46,16135) produces per cent of additional profit (7.606 per ceat).
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The “total average investment” shown in the follow-
ing table is obtained by adding average investment of
current dues, $6.50 per share, to the value May 1, 1905.
The “total value of each share May 1, 1906,” is ob-
tained by adding to the value of each share at the begin-
ning of the year the profit and $12.00, dues of current
year.

Total Total value Total accumu-
Value average Profit at of each share lated value

Series. 5/1/05. investment. 7.606%. 5/1/06. of stock.
Srd ...... $166.90 $173.40 $13.19 $192.09 $568,687.45
4th ...... 145.60 152.10 11.57 169.17 42,292.50
5th ...... 125.50 132.00 10.04 147.54 55,327.50
6th ...... 106.90 113.40 8.62 127.52 19,128.00
7th ...... 88.80 95.30 125 108.05 85,116.25
8th ...... 72.00 78.50 5.97 89.97 88,237.256
oth ...... 55.90 62.40 4.756 72.65 36,325.00
10th ...... 40.40 46.90 8.57 55.97 387,499.90
11th ...... 26.30 32.80 2.49 40.79 34,671.50
12th ...... 12.58 19.05 145 26.00 41,470.00
18th ...... ...... 6.50 49 1249 6,757.09
$405,412.44
Amount to be distributed..............cciiiiiiiiiiienee 405,415.00
Undivided profit .........c.ciiiiiiiiiiiiininecnns $2.56

The greater number of societies divide their profits
according to the partnership plan. Where the account-
ant is not certain of the plan followed he can readily
ascertain it by an examination of the books. If the
method has been equitable and the members understand
the basis on which profits are distributed, it would be
advisable to follow the customary plan. In the report
which should accompany the statement the accountant
might call attention to the other methods of distributing
profits, as well as set forth in general the results of his
examination.



CHAPTER V.

THE INSURANCE BUSINESS

48. Basis of the insurance business.—All forms of
insurance are based upon the law of averages. No one
is able to tell, in the case of any single individual, how -
soon he will die, and as a consequence insuring a single
life would be nothing but gambling. But when we
take a large group of persons, either the population
of a district or a given number of people scattered
throughout the country or over the world, this uncer-
tainty disappears. The untimely death of one is offset
by the extraordinary longevity of another. The law
of averages takes away the element of doubt and leaves
in its place a mathematical definiteness upon which
accurate calculations can be made.

Statisticians noticed, many years before life insur-
ance came into vogue, the remarkable uniformity from
year to year in the death rate per thousand of popula-
tion of a.given community. They discovered that the
death rate per thousand among people of a given age
was about the same in every year, but that the death
rate at each age was different from the death rate of
every other age, being lowest in the earlier years of
human life and continually increasing as the age of the
person advances. 'The collection and tabulation of these
observations made possible scientific life insurance.

In fire insurance all buildings are classified accord-
ing to construction, location, liability to destruction

58
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from fire in the neighborhood, the character of fire pro-
tection, both public and private, and the use to which
the building is put. All this information has been clas-
sified and arranged in a scientific manner and the rates
have been fixed according to the experience which the
fire insurance companies have had with each class. The
fire insurance business is more risky than that of life
insurance, because the experience of those in the busi-
ness is not so uniform, and a conflagration such as the
San Francisco fire will cause the losses to go much above
computed figures.

49. Laws governing insurance companies.—In order
to thoroughly understand our subject, it is well to in-
vestigate some of the provisions of law governing
insurance companies, The fact that the different
states are very much averse to having a foreign insur-
ance company come within their boundaries to do busi-
ness has led to the custom of taxing such a company
for all the state can get out of it. The insurance com-
missioner is usually possessed of very great authority,
and can close up a company for any slight deviation
from the laws.

The laws of the various states regarding insurance
companies are very diverse, especially as regards the
minor details of operation. The general principles,
however, are the same throughout the country, and we
will use as an illustration the Pennsylvania laws.

50. Pennsylvania laws regarding organization of in-
surance companies.—Any ten persons, citizens of Penn-
sylvania, may draw up articles of agreement for the
incorporation of a stock, fire, or life insurance company.
These articles of agreement shall specify:

(1) The name of the company: the word “mutual”
must appear if the company is a mutual company.
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(2) The kind of insurance written, whether fire, life,
health or accident insurance.

(8) The principle on which the insurance is given.

(4) The place of business.

(5) The amount of capital stock.

(6) The powers which the company expects to have.

After these articles of agreement have been drawn
up, they must be acknowledged by someone empowered
to receive acknowledgment of deeds, and must then be
forwarded to the insurance commissioner of the state,
and after this to the attorney general, for his ap-
proval.
- When ten or more citizens of Pennsylvania have
agreed upon the organization of a stock, fire, or life
insurance company, the law provides that the books for
subscription must be kept open until the full amount of
capital stock specified is subscribed. The shares may
not be of smaller par value than $10 each, and 10 per
cent of the capital stock must be paid in at the time of
subscribing. The full 100 per cent must be paid not
later than six months from the time of subscription.

When one-half of the capital stock has been sub-
scribed and 20 per cent paid in, the officers of the pro-
posed company shall certify to the governor of the state
the ‘amount of stock, the name and address of sub-
scribers, and the place where the money is deposited.
If the governor approves he may then cause letters
patent to be issued making a body corporate of the
subscribers. The secretary of the commonwealth next
- records the approved articles of association and returns
them to the company. The company in turn has them
recorded in the recorder’s office of the county in which
it is situated. When the stock has been paid in full the
company may commence business, provided its assets
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have been examined by the insurance commissioner, and
have been found equal to the capital stock, less the nec-
essary expenses of organization. If he finds the assets
of sufficient value, he is then in a position to issue a cer-
tificate entitling the company to issue policies in the
State of Pennsylvania. '

In Pennsylvania, every stock company doing a fire
insurance business must have at least $100,000 of cap-
ital stock; every life insurance company must have at
least $300,000 capital stock, and every health and acci-
dent insurance company must have at least $100,000 of
capital stock.

51. Supervision of investment of capital stock by the
state—The State of Pennsylvania is not only careful
to regulate the organization of insurance companies
by preventing the issuing of watered stock, but it is
also careful to see that the full paid capital stock is
carefully invested. The law, therefore, provides that
the capital stock of an insurance company can only be
invested in the following forms:

1. Bonds and first mortgages on improved and unen-
cumbered real estate in Pennsylvania, worth 50 per cent
more than the loan, exclusive of buildings, unless in-
sured, and the policies transferred to the company.
These policies must be written by another company
than the one making the investment.

2. Ground rents.

8. Bonds of the United States and State of Penn-
sylvania.

4. Bonds of any other state if at par value when pur-
chased.

5. Bonds of any county, city or municipality in the
state on which there has been no default in interest.
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6. Bonds of solvent railroads in which there has been
no default of interest.

52. Investment of funds in excess of capital stock.—
The Pennsylvania law also provides that funds of any
insurance company over and above the capital stock’
(such as the reserve or surplus) may be invested in:

(a) All the foregoing forms.

(b) In the stock or other evidence of indebtedness
of any solvent, dividend-paying corporation created by
any state, or the United States.

(c¢) May loan such money on securities, if the market
value is at least 20 per cent more than the sum loaned.

The law also provides that not more than one-half
of the capital stock of an insurance company may be
loaned on mortgages of real estate, and that not more
than one-tenth of the capital stock may be invested in
a single mortgage; also, that no loans are permitted on
personal security. In case a company violates any of
these rules with reference to the investment of the cap-
ital* stock or other surplus moneys then, according to
the law, the penalty is that the directors shall be per-
sonally liable for the loss. Furthermore, the law pro-
vides that an insurance company can only hold real
estate which is—

(1) Necessary for the transaction of its business.

(2) Mortgaged to it and foreclosed.

(8) Which has been conveyed in satisfaction of a
debt or which has come to it at sale upon judgment.

58. Regulation regarding dividends.—The law also
aims to protect the public by regulating the amount of
dividend which insurance companies may pay:—

First, no dividend may be paid except from profits,
and in calculating profits there is to be charged against
the company:
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(a) Capital stock together with the amount of pro-
posed dividend. ‘

(b) The reserve, which in the case of one-year poli-
cies we say is equal to one-half of the annual premium
income, and a pro-rata portion for policies whose term is
more than one year.

(c) All sums due the company on investments, of
which no part of the principal or interest has been paid
during the last calendar year, and for which foreclosure
proceedings have not been commenced, or if judgment
has been given, have remained unsatisfied for more
than two years.

(d) All interest due or accrued and remaining un-
paid.

(e) All other debts and obligations.

Secondly, no dividend is to be paid which exceeds 10
per cent unless its capital stock remains unimpaired,
after charging as a liability in addition to the items
above enumerated the entire amount of net premiums
received and receivable upon all risks at the time of
making such dividend.

Provision is also made for the increase in the capital
stock of the company, but in any case an increase in
capital stock must represent full paid stock, or the con-
version of the surplus over and above all other legal
requirements into the capital stock.

54. Organization of a mutual company.—The prin-
cipal feature in connection with the organization of a
mutual company is the provision for a ‘“‘guarantee
fund” at the time the company begins business, If the
purpose is to insure lives, mutual companies must have
a guarantee capital of not less than $200,000. In case
of health and accident insurance companies the said
guarantee capital must not be less than $100,000, and
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5 per cent of this guaranteed capital must be paid in
cash before commencing business.

The method of organizing such companies is the same
as that for stock companies. The companies may begin
to issue policies as soon as application for $200,000 of
insurance has been taken.

With reference to the accumulation of a guaranteed
capital, the law of Pennsylvania makes the following
provisions: Subscribers to the guarantee fund must give
notes for the balance (that is the amount over and above
the 50 per cent required before commencing business),
which shall be liable to assessment from time to time
for all purposes of carrying on the business, including
the reserve. The subscribers to this guarantee fund
may receive interest from the company semi-annually
at a rate not exceeding 6 per cent provided there is a
net balance over and above the reserve liability. When
the assets of the company shall exceed the reserve and
other liabilities, to an amount equal to the guarantee
fund, the directors of the company may return such
portion to the subscribers as they think is warranted;
but the law expressly says that no more than this sum
with interest shall be returned.



CHAPTER VI

LIFE INSURANCE

55. Mortality table—The basis of the life insurance
business is the mortality table, of which there are many
forms in use. The “Actuarial Mortality Table” which
represents the experience of a number of insurance com-
panies is a commonly used table. Another is the
“American Experience Table of Mortality,” which rep-
resents the experience of a number of American insur-
ance companies. The Actuarial Table of Mortality is
as follows:

ACTUARIES’ TABLE OF MORTALITY.

Yearly Yearly
A Number  Number Probability Frobabil-

Lo Living. Dying. of ity of
Dying. Surviving.
10 ittt 100,000 676 0067600 9932400
1l i i 99,324 674 0067859 99382141
12 e 98,650 672 0068119 9931881
18 . e e 97,978 671 0068484 9931516
14 e 97,307 671 0068959 9931041
16 e 96,636 671 0069434 9930566
672 .0070026 9929974
673 0070625 9929375
675 0071336 .9928664
677 0072064 9927936
680 .0072909 9927091
683 0073768 9926233
686 0074641 9925359
690 0075643 9924357
694 0076659 9923341
698 0077700 9922300
703 0078866 9921134
[ S 88,434 708 0080061 9919939
1~ Z 87,726 714 0081889 . 9918611
2 87,012 720 0082750 9917250
80 ...ttt 86,292 77 .0084248 9915752
- 3 PP 85,565 784 0085784 9914216
. L= 84,831 742 0087468 9912532
. < 84,089 750 0089191 9910809
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Number
Living.

Number
Dying.

758
767
776
785
795
805
815
826
839
857
881
909
944
981
1,021
1,063
1,108
1,156
1,207
1,261
1,316
1,375
1,436
1,497
1,561
1,627
1,698
1,770
1,844
1,917
1,990
2,061
2,128
2,191
2,246
2,291
2,327
2,351
2,362
2,358
2,339
2,303
2,249
2,179
2,092
1,987
1,866
1,730
1,582
1,427
1,268
1,111
958
811
673

Yearly Yearl
Probability  Probabil-
of ity of
Dying. Surviving.
- 0090955 9909045
0092877 9907123
0094849 9905151
0096867 9903133
0099064 9900936
0101311 9898689
.0103619 9896381
0106118 .9893882
0108943 9891057
0112509 9887491
0116973 9883027
0122120 9877880
0128389 9871611
01385157 9864843
0142595 9857405
0150611 9849389
0159386 9840614
0168982 9831018
0179473 9820527
0190927 9809073
0203133 9796867
10216643 9783357
.0231261 9768739
0246793 9753207
0263856 9736144
0282464 9717536
0303362 9696638
0326116 9673884
0351204 9648796
9378998 9621602
0408256 9591744
0440818 9559182
0476138 9523862
0514741 9485259
0556300 9443700
0600872 9399128
0649328 9350672
0701581 9298419
0758049 9241951
0818834 9181166
0884679 9115321
0955602 9044398
1031794 8968206
1114692 8885308
1204444 8795556
.1300648 8699352
1404064 8595936
1514357 8485643
.1631938 8368062
1759121 8240879
1896785 8103215
.2050951 7949049
2224804 7775196
2422340 577660
2652741 7347259
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Yearly Yearl
Number Number Probability Probabil-

Age. Living. Dying. of ity of

Dying. Surviving.
- 1,864 545 2923820 1076180
90 ..iiiiiiiiiiiiectanaes 1,319 427 3237300 6762700
. 892 322 3609866 .6390134
92 tiiiiiiiieeiceterieaaan 570 231 4052632 5947368
L 339 155 4572271 5427729
. 184 95 5163043 4836957
. . . 89 52 5842697 41573038
96 ....ciiiiiiiiiiiiceenns 387 24 6486486 3513514
- 13 9 6923077 3076923
98 ..iiiiiiiieiciiianiane 4 S 7500000 2500000
. 1 . 1.0000000 0000000

56. The calculation of premiums.—The operation of
this table is easily understood. The table begins with
100,000 persons living at the age of 10. We find that
this number gradually dwindles; that in the 11th year,
for example, 676 of the original 100,000 die. The per-
centage of deaths continually increases while the num-
ber of survivors is constantly diminishing, with the re-
sult that at the beginning of the 99th year only one of
the original 100,000 survives, and at the beginning of
the 100th year the original number has entirely disap-
peared.

Looking at it from another standpoint we find that
at age 85, 82,581 people of the original 100,000 are
living; at age 50, 69,517 ; at age 70, 85,837, and at age
85, 5,417. If we express the number dying during each
year as the percentage of those living at the beginning
of the year we have a measure of the probabilities of
deaths during that particular year. This calculation
and its converse is represented by the last two columns
of the table.

It will be seen that the probability of death is exceed-
ingly low during the early years; that in the 22d year
a man has a little over 7 chances in 1,000 of dying;
that in the 55th year his chances of death are almost
four times greater or 20 in 1,000; that in the 61st year
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they are 80; that in the 75th year they have gone to 95,
and finally in the 98th year they are 750 out of 1,000.

The principle of life insurance is to apply the foregoing
results in such a way as to cause those who live to share
the losses of those who die. Life insurance, therefore,
is essentially a mutual proposition. The members of a
life insurance company really insure each other, for the
funds out of which death losses are paid are drawn pri-
marily from the insured members themselves. The man
who lives past the average period of life pays a greater
amount than is necessary to enable the company to meet
his own obligation had they been insuring him as an
individual and not as one of a class. The excess goes
to pay a portion of the loss sustained on another mem-
ber who died before reaching the average time of life.

57. Natural premium plan.—There are two plans of
life insurance in general use. The first is called the
“natural premium plan” and the second the “reserve”
or “level premium plan.” In the natural premium plan
enough is collected from each insured member at the
beginning of each year so that the total sum, together
with interest earned during the year, will give the com-
pany just sufficient funds to meet the death claims for
that period. It follows that since the chances of death
increase as the insured grows older the premiums which
he pays to the company increase each year. The reason
for this is evident.

If we turn to the mortality table we find that at the
age of 85 82,581 of the original 100,000 people will be
alive and that during the 86th year 767 people will die.
If we assume that each one of these persons carries
$1,000 of insurance, it follows that the company will
have to pay out in the 36th year $767,000 in death
claims. This amount must be collected from the num-
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ber of people who began that year; or, in other words,
from the 82,581 persons surviving at the age of 85.
We see that the amount which the company must collect
would be obtained by dividing 82,581 into $767,000,
giving us $9.29 as the sum which must be collected from
each member for that year. This excludes expenses
and the interest which the company can earn from the
investment of the premiums during the period. * If we
take the next year we find that the burden is a little
heavier. There are at that time 81,814 people with
insurance in force. The deaths during this year are
776, requiring $776,000 of the company. The assess-
ment, therefore, would be $9.49 per person, an increase
of 20 cents over the preceding year.

Looking down the table we find that at age 60, 55,978
of the original 100,000 would still be alive. During
the next year 1770 deaths would occur, requiring the
company to raise $1,770,000. The assessment, there-
fore, for the 6l1st year would be $31.62. At age 90
1819 of the original policy holders would survive. The
deaths during the next year would be 427, requiring
$427,000. To meet this burden would require the pay-
ment of a premium of $3238.78 by each policy holder,
almost one-third of the total amount guaranteed by the
insurance company to the policy holder upon his death.

This comparison illustrates the advantages and dis-
advantages of the natural premium plan. We see in
the first place that the premiums paid are very low—
and hence very attractive—when the insured is young.
The advantage which he secures during youth, how-
ever, he pays for in his old age, for the rates rapidly
increase after middle life is passed, and during the later
years become almost prohibitive,

58. Fraternal insurance—Many of the fraternal
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orders use an unscientific modification of the natural
premium plan. They lump together their membership
of all ages and collect the same premiums from each.
The death claims of each month are pro-rated among
the living according to the amount of insurance which
each has taken out. This means that the younger mem-
bers of the order are paying a part of the death claims
of the older members. The plan works satisfactorily
so long as the entire membership is young because the
assessments then are small, but unless new blood is con-
stantly being taken into the order the average age of
the members will steadily increase and the assessments
will grow rapidly until finally they become prohibitive.
If the percentage of old and young members has not
been maintained, experience has shown that the younger
members will drop out, leaving the aged and compara-
tively helpless to bear the enormous burden. This is
effectively shown by the following comparison of a
young and an old mutual association for the same period
of years. '

The first is an association organized in 1892. The
record of death rates, together with the amount of insur-
ance in force, is shown in the following table:

Amount of insur- Death-rate

Year. ance in force. per 1,000.
8 $5,419,000 24
R 5,903,000 8.9
1899 ... i ittt 6,350,000 S.9
J900 ...ttt i ii i 7,753,000 42
) 8,560,500 6.0

Let us compare with this a society organized in 1879
which in its insurance in force rose to a high rank (had
outstanding something like $180,000,000 in risks), but
which in later years has been losing in numbers, and
the average age of whose members has likewise largely
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increased. The record for the same period is as fol-

lows:
Amount of insur- Death-rate

Year. ' ance in force. per 1,000
L $51,612,500 26.9
1 A 44,023,500 302
1899 vttt it i ae 37,294,500 32.0
1900 ...viiiiiiiiii it i eaaes 17,073,500 408
L ) 10,736,500 433

59. Level premium plan.—The disadvantages of the
natural premium plan are so manifest as to cause most
of our insurance to be based upon the “reserve” or “level
premium plan.” The principle of the level premium
plan is to collect from each insured person a certain sum
based upon the age at which he takes out his policy,
which premium shall remain unchanged throughout his
life. The sum which is paid is greater than would be
required under the natural premium plan during the
early years of the period, but on the other hand it is
smaller than that required during the later years. Un-
der the level premium plan assessments collected during
the first years are held in reserve, invested and accumu-
lated at compound interest so as to meet the discrepancy
between the death losses and the annual premium pay-
ments during the later years.

This insurance reserve is really different at every
moment of the day and every day in the year. It is
frequently defined as the fund which a life insurance
company must have invested at a given time so that
the amount of the original fund, together with the accre-
tions from interest at the rate of return assumed by the
company and the expectation of receipts from future
premiums according to the mortality table will enable
the company to pay all future death claims under its
existing policies.

60. Reserve.—There are several elements in the ques-
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tion of reserve which require a consideration. The first
concerns the rate of interest assumed. Most of the re-
serve tables are based upon the assumption that the
company will be able to earn a certain rate of interest
upon its money. We have, for example, a 4 per cent
table and a 8 per cent table, the latter being the one
most commonly used. The reserve, according to this
table, must be increased each year by the moneys re-
ceived from investments at the rate of 8 per cent per
year in order to give the company sufficient money to
meet future death claims. If the company is able to
earn more than 8 per cent on its money it will have on
hand a sum larger than its required reserve; and every
well-managed company is able to do this. - These excess
earnings, together with profits accruing from fortunate
investments, constitute the company’s “surplus,” which
might be defined as the excess of assets over and above
the sum which the company should have to meet its
mathematically ascertained death losses of the future.

61. Illustration of operation of the reserve.—The
subject of the insurance reserve is important to the
accountant, and one of the most important parts of his
examination of the accounts of insurance corporations
is to ascertain its sufficiency. It is necessary, there-
fore, for us to understand its operation. Take as an
example a person 21 years of age who takes out a “whole
life policy” of $10,000. The whole life policy is one in
which the insured agrees to pay the stated annual
premium throughout his entire life. In this calculation
we will have to use the actuarial table showing the
amount which should be paid on such a policy, which,
however, we have not space to insert here. This table
merely represents a mathematical calculation of the
annual sum to be contributed according to the prin-
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ciples already laid down. In our calculation we leave
out of consideration what is known as “loading” or the
amount which the company adds to the sum which must
be collected to cover the expenses of conducting the
business and the commissions paid to the agents. This
sum to which no “loading” has been added is known
as the “net annual premium.”

At age 21, the net premiumis.............. $13.27
Cost of first year’s insurance is. ... ......... 7.06
Leaving as a contribution to the reserve...... $6.22

Reducing the risk on the policy to $993.78.

The item “cost of first year’s insurance” is merely the
pro-rated proportion of the losses from death claims
during the first year on all the policies of this class held
at the beginning of the year by persons of age 21. In
other words it is the natural premium for age 21.

Omitting the calculations for a number of years we
find that if this member lives to the age 50 his net annual
premium is

still ... T e e e . . $18.27
“Cost of insurance” during subsequent year............ 10.10
Leaving as contribution to the reserve......... e 817

Notice that, owing to advancing age and its attendant
greater chances of death, the “cost of insurance” or
“patural premium” is much larger than at age 21, leav-
ing a much smaller excess of the level premium to be car-
ried to the reserve; yet the contributions of the previous
years, together with interest thereon, have brought this
reserve up to $808, leaving the risk on the policy at
$697.
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If the member lives to age 75, the reserve will have
reached $680.07 reducing the risk to $319.98. Although
the cost of insurance or natural premium will exceed
the level premium, yet the reserve will continue to in-
crease thus:

Reserve at beginning of 75th year............. $680.07
Net premium................. $13.27

Int. added to reserve.......... 2178 41.00

Less “cost of insurance”........ 27.06

Added to reserve. ... ...l e e 18.94
Reserve at end of year..................oun. $694.01

Thus the reserve on a single policy continues to grow
until at the beginning of the 99th year (if the insured
lived so long) it would be just a little short of $1,000.
The premiums received and interest earned would bring
it up to $1,000 by the end of that year, by which time,
according to the mortality table, the policy would call
for payment.

62. Mortality table showing reserve.—The following
table, while further showing how the reserve is accumu-
lated, shows also that the total reserve on all policies
granted to persons of a given age while increasing for
a few years, eventually enters upon a period of decline,
due to the deaths of the insured and the payment of
their policies.

This information for the entire class was collected
and tabulated by the New York Life Insurance Com-
pany and formed one of their exhibits at the Chicago
Exposition in 1898. It gives a real understanding of
the operation of an insurance company.
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68. Operation of the table—Our mortality table
shows us that at the age 85, 82,581 persons will survive.
It is presumed also that each of these has taken out a
whole life policy of $1,000, the annual premium for
which is $19.86.

This means $1,640,884.47 in premiums the first year,
which earns $65,635.88 in interest, bringing the total
income to $1,706,519.85. But 767 persons die, necessi-
tating the payment of $767,000 on their policies, leaving
$989,515.85 for the reserve at the end of the first year.
Only $1,624,826.04 is collected during the next year in.
premiums from the remaining 81,814 policy holders;
but interest on these premiums receipts and on the above
mentioned contribution to the reserve brings the total
income up to $1,727,399.88, which, after the payment
of $776,000 in new death claims, leaves $951,399.88 for
the reserve, bringing the latter up to $1,890,919.78.

At age 62, the reserve against 50,661 policies remain-
ing is $22,695,285.26. The premium receipts on these
policies amount to $1,006,127.46, while interest on these
and on the reserve brings the total income up to $1,954,-
181.97. The death claims are $1,917,000, so that the
reserve is increased only by $37,181.97 to $22,782,417.28.

The 48,744 policy holders surviving at age 64, con-
tribute only $968,548.28 in premiums. Interest brings
the total income up to $1,916,581.70. But the death
claims this year call for $1,990,000, reducing the re-
serve $78,418.30 or to $22,658,998.98. From this point
the total reserve dwindles until at the beginning of the
99th year there is only $941.68 left. But this covers
only one policy, all the others having been paid in full.
The $19.86 received from this policy holder plus the
$88.46 of interest earned during the year will bring the
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reserve up to $1,000, just enough to pay this last policy,
leaving reserve at nothing at the end of the year.

64. The “reserve” a liability.—The computation ofi
the insurance reserve against each of the many kinds of
policies issued by a large company is a complicated actu-
arial problem. This computation must be made each
year by the state insurance commissioner whose duty it
is to ascertain if the company is maintaining a proper
reserve. If the company’s reserve falls below the re-
quired amount it is declared to be insolvent and is pre-
vented from taking new business. In practice the au-
ditor of a life insurance company’s accounts accepts the
results of the insurance commissioner’s work in this mat-
ter even although the computation of this liability is the
central feature of life insurance accounting. The ordi-
nary accountant does not, indeed, possess sufficient
knowledge of mathematics to enable him to make the
computation.

The insurance reserve is one of the best examples of
what is known as a “non-ledger liability” or, in other
words, a liability which is not shown on the ledger.
None of the books of the insurance companies actually
show that the proper reserve is maintained for each
policy or each class of policies.



CHAPTER VII

ACCOUNTING SYSTEM OF A LIFE INSURANCE
COMPANY

65. Insurance a cash business.—The accounting sys-
tem of an insurance company is almost as simple as that
of a building and loan association; indeed, there is
very little difference between them. The business of
a life insurance company, like that of all other insur-
ance companies, is regarded as being concerned only
with cash receipts and payments, and the entries are
made in accordance with this theory. Insurance com-
panies sell but one commodity—namely, protection
against death, fire or accident. They receive in return
from their patrons compensation in the form of cash.
When premiums are overdue no entry is made to show
that they have not been paid. This information is given
by the absence of a credit on the policy holder’s ledger
account. Policy holders may die and the company be
liable for the payment of the death claim, but no entry
is made until the claim is actually settled, everything
but cash transactions being ignored as far as the books
are concerned.

66. Principal books.—The books of insurance com-
Panies consist essentially of a series of cash books, with
the necessary ledgers. The principal book used in re-
cording receipts is the general cash journal. Subsid-
iary to this there are a number of cash books recording
the different sources from which income is derived.
The more common of the subsidiary cash books kept are

79
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the agent’s cash book, the home office cash book, the for-
eign cash book and the cash expenditure book. The
agent’s cash book contains the record of moneys received
from agents both for the first premium paid at the time
the policy is issued and also for such subsequent premi-
ums as may have been paid by the policy holder to the
agent instead of direct to the company. In the home
office cash book are entered the receipts from all insur-
ance which has been issued directly through the home
office. The foreign cash book contains a record of all
moneys received from policy holders residing in dis-
tricts served by the company’s branch offices. The cash
expenditure book records all outlays which the insurance
company makes for the current expenses of its business
and the compensation of its agents, as well as for the
purchase of securities.

The results shown by these various subsidiary cash
books are assembled, before posting, in a general cash
Journal. The general cash journal is a columnar book
which contains a special column for each of the more
frequently used accounts in the general ledger, those
on the debit side being: Premiums, real estate, interest,
loans, mortgages; and on the credit side: Dividends to
policy holders, agents’ commissions, medical examina-
tion, postage and exchange, agents’ salaries, general
expense, traveling expense, death claims, surrender
value, matured insurance, mortgages, and bills receiv-
able. In addition a sundry column is provided for the
debits and credits to the accounts infrequently used.

67. General ledgers.—It would be feasible for an in-
surance company to dispense entirely with a general
ledger, such as is usually carried by other businesses.
The footings at the bottom of each column in the gen-
eral cash journal constitute, in effect, a statement show-
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ing the exact condition of the business as regards its
receipts and payments. It is customary, however, for
an insurance company to keep a more permanent rec-
ord of the monthly results than the general cash journal
affords and this is done through a general ledger. The
totals of the various columns are posted at the end of
each month to their respective ledger accounts. The
form of the general ledger differs in no way from ordi-
nary ledger ruling.

In theory, the general ledger premium account should
act as a controlling account over the totals of all entries
for premiums received as shown by the accounts of pol-
icy holders in the policy ledger; that is to say, the bal-
ance of the premium account in the general ledger
should equal the aggregate of all premiums credited in
the accounts of the policy holders. In practice, how-
ever, this control is very incomplete. The great num-
ber of policy holders’ accounts makes it practically im-
possible to secure an easy and economical verification.
It must be borne in mind, also, that the general ledger
fails to give some of the results which might be ex-
pected in view of the theory concerning the purpose of
this book. It fails to show either the face value of any
policy (except those that have been canceled through the
payment of the death claims), or the reserve which is
kept against those still in force.

68. Policy holders’ ledger—A second set of ledgers
kept by an insurance company is the policy holders’
ledgers. These are either a large number of books con-
taining the accounts of the various customers of the
company, or the accounts kept on cards filed in the

" usual manner. If book ledgers are used they may be
either permanently bound, or consist of loose leaves kept

together in a binder.
X—6
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If a permanently bound book is used it is practically
impossible to so arrange the books as to provide for
insertions at later dates in the proper alphabetical order.
For example, Adam H. Brown may become a policy
holder. His account should be opened on a certain
page where it would naturally fall under an alphabet-
ical arrangement. It is very probable that this portion
of the ledger will be filled up and his account given some
irregular location, causing constant inconvenience. In
such cases the company relies upon a card index to find
the folio of the book in which the account is kept. A.
H. Brown’s name must be looked up in the card cata-
logue and the folio and book number thus ascertained.
This plan is not the most economical because of the ex-
tra labor entailed in making the card index and the
time consumed in finding the account if the index card
has been misplaced or lost. The best form of book
ledger is the ordinary loose leaf ledger. This permits
of the regular arrangement of accounts no matter how
many new accounts may be opened. When a policy
holder dies the page containing his account is removed
from the ledger and filed for future reference. When
new accounts are opened new pages are inserted in their
proper place.

The final method of keeping the policy holders’ ledg-
ers is upon cards. It has practically no advantage over
the loose leaf ledger and is open to the objection, al-
ways applicable to this method of keeping accounts,
that the cards are liable to be lost through the careless-
ness of a bookkeeper. This method, therefore, is not
generally used.

Insurance companies keep duplicate sets of policy
holders’ ledgers, the first being kept in the bookkeeping
department for the purpose of keeping the company in-
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formed of the status of each policy holder’s account.
These accounts are usually arranged alphabetically.
The second set of policy holders’ ledgers is kept in the
actuarial department and contains exactly the same in-
formation. The cards, however, instead of being ar-
ranged alphabetically are classified according to the
type of policy.

The actuaries are charged with the duty of seeing
that the company at all times maintains the proper
mathematical reserve against every class of policy. In
order to enable them to do this it is necessary that the
accounts be so kept that they can secure the needed in-
formation. To accomplish this the policy ledger ac-
counts in the actuarial department are first divided on
the basis of the various types of policies which the com-
pany has outstanding. The policy holders of each type
are again subdivided on the basis of the age at which
their policies were issued; for example, all the twenty-
payment-life policies are grouped together in one class;
the straight life policies constitute another class, and
the endowment policies another. In the case of the
twenty-payment-life, all those who took out their poli-
cies at the age of 21 are grouped together; those at 22
form another group, and so on.

The ledger card used by one of the large insurance
companies is shown in Form 8 (page 84).

69. Records of overdue premiums and investments.—
When a company desires to secure a record of the total
amount of premiums that are due but unpaid at any
time, which must be done in preparing the annual re-
port, it is necessary for the bookkeepers to go through
every ledger containing policy accounts, taking from
each the amount of premiums unpaid and tabulating
these results upon adding machines. This laborious
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process results in a record which is manifestly subject
to errors, although great care is used in its preparation.

In addition to the records already described an in-
surance company must keep an account of its invest-
ments. The enormous assets of an insurance company
are composed largely of securities, the most important
of which are real estate, mortgages, and the stocks and
bonds of many corporations. Accurate records must
be kept of these investments, which is usually done in
a very informal manner. A list is kept of the various
classes of securities which the company owns. There
is, for example, a mortgage register, a bond register
and a stock register. In these records an entry is made
of the par value, the name of the security, the rate of
interest which the security bears, the due date in the
case of a bond, the interest periods and the price paid.

70. Annual report.—Our last inquiry deals with the
annual report which the company makes to its policy
holders. Many of the items shown in this report, such
as premiums overdue or premiums not yet due, do not
appear in any of the books, but represent compilations
made by the accounting department. The form of re-
port is as follows:

SIXTY-FIRST ANNUAL STATEMENT, PENN MUTUAL LIFE
INSURANCE CO.

Reczrrrs. D1sBURSEMENTS.
For Premiums and Death Claims ........ $ 4,317,447.38
Annuities ......... $ 16,220,551.62 Matured Endowments
For Interest, etc. .... 4,889,3827.68 and Annuities ..... 1,451,804.05
~—————————— Surrender Values .... 1,760,387.66
Total ........... $ 21,109,879.80 Premium Abatements: 1,483,755.30
Total Paid Policy-
holders ....... $ 9,013,804.839

1In addition to the abeve abatements the Company allotted to deferred
distribution policies $685,189.18, making the total apportionment of surplus
during 1908—$2,418,944.48.
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DissurseMENTS— (continued)

Installment payments.§  167,329.79
Pennsylvania and oth-
er State Taxes..... 502,366.66
Salaries, Medical Fees,
ggce and other Le-
Expenses ..... 546,847.96
Commission to Agents
and Rents ....... . 1,766,666.86
Agency and other Ex-
Penses ........... . 120,552.03
A%vertiﬁmg, I;)rlntlng,
upplies, 08!
Pp. ........ tage 106,154.73
Office Furniture, ‘Main-
tenance of Proper-
ties, etc. ..ivveennn. 579,312.91
Total ...... .ee. .8 12,802,625.33

,

(Bonds and stocks valued at market quotations, December 31, 1908.)

Statc, Munici t;ml, oth
er

Bonds, at market
value, December 31,
1908 ...... veeoees.$ 36,991,985.55
Bank and other Stocks
at market value, De-
cember 81, 1908..
Mortgages and Ground
Rents, 1st Liens
(Valuatlon $97,461,-
Premmm Notes se-
cured by Policies,
etc. (Reserve value
$2,618,000) ........
Policy Loans (Reserve
value $15,909,000) . .
Loans on Bonds,
Stocks, etc.
Home Office, Boston
Office and other
Real Estate .......
Cash on deposit in
Company’s office ...
Net Deferred and Un-
reported Premiums.
Interest and Rents
Due and Accrued,
[ 7 T

Gross Assets Dec.
81, 1908........ $100,134,376.64

457,266.00

89,345,534.93

2,095,038.05
12,7217,957.00
2,735,280.94

........

2,155,708.29
572,315.41
1,821,246.68

1,232,043.86

LiasBiLrrIEs.
Reserve at 81, and 4
ger cent, as required
law ..... eeeaes $ 83,122,792.00
Addltional Policy Re-
serve, in Excess of

State Requirements. 1,905,640.00
Policy Claims await-
ing Proof ......... 487,202.68
Premiums paid in Ad-
vance and other Lia-
bilities .......c.... 1,273,077.42
Accumulations upon
Deferred Distribu-
tion Policies ....... 6,861,657.79
Dividend
award
for 1909.82,600,000.00
Surplus
for all
other
Contin-
gencies.. 3,484;006.75  6,484,006.75
Gross Assets, as
above ...... ...8100,134,376.64
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New Business “paid Insurance Outstand-

for” in 1908, 22,239 ing December 31,

Policies for ....... $68,124,877.00 1908, 177,518 Poli-
cies for .....eeve.. $446,688,236.00

71. Annual report to insurance commissioner.—The
company is also required to make an annual report as
of some stated date, usually December 81, to the in-
surance commissioner of every state in which the com-
pany does business. This report covers a complete
statement of the condition of the company both as re-
gards its finances and its outstanding policies in all
their various phases. As the various divisions of the
report, called “capital stock,” “income,” “disburse-
ments,” “ledger assets,” and “liabilities,” set forth the
peculiar features of insurance accounting, we herewith
submit copy of that part of the report. (Form 9, pages
88-95.)

72. The books and the annual report.—The state-
ment of assets and liabilities as submitted to the state
in the annual report is again somewhat at variance with
the condition of the insurance company as shown by its
books. Taking up first the statement of assets, we find
that the first portion of this statement is derived from
the general ledger. Following this we have the classi-
fication of non-ledger assets. Under this heading is
included past due premiums and also the difference be-
tween the market value and the book value of securities
owned, where the market value is greater than the book
value. To this is added interest and rents, which are
due and accrued but not yet paid. There is then de-
ducted from the total all items which are not allowed
by the insurance commissioner; for example, the com-
pany is carrying on its books stationery, office furniture
and perhaps an expensive home office which the law does
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96 ACCOUNTING SYSTEMS

not permit them to count in figuring their reserve. The
result is the total admitted assets of the company.!

1No discussion of insurance accounting would be complete without an
explanation of the way in which an agency is carried on. This is shown
by a concrete example in the next chapter on “Fire Insurance Account-

ing.”



CHAPTER VIIE
FIRE INSURANCE ACCOUNTING

78. Similarity of insurance corporations.—The or-
ganization of fire insurance companies and miscella-
neous insurance companies is similar to that of life
insurance companies. The business is considered as
being a cash business. The commodity sold by the fire
insurance company is protection against loss by fire and
the goods are delivered only when the fire occurs. The
general ledger of the company does not show the face
value of the policies outstanding nor the reserve which
has been accumulated against the risks. The essential
books here are again the cash book and the ledger.
The form of the cash book is the same as before. The
headings of the various accounts are different due to
the difference in the character of the risk.

74. Difference between fire and life insurance.—The
most important difference between the fire companies
and the life companies concerns the distribution of pre-
miums received between income and reserve. In fire
insurance companies the entire premium for the full
term of the policy, whether it run for three or five years,
is paid in advance instead of at stated periods during
the life of the policy, consequently the whole premium
cannot be considered as income. Only that portion
covering the number of expired months can be regarded
as income, while the remainder must be held as a re-
serve to meet possible fire losses in the years which the
policy still has to run.

X—17 o
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Let us suppose, for instance, that a company receives
during its first year $52,000 as premiums on one year
policies. The company in making the calculation as-
sumes that it has written the same amount of business
every day in the year. This assumption, of course, is
not in accordance with the true facts, but it is uni-
versally made. It follows that a policy written on the
first day of January expires with the end of the cal-
endar year when the books are closed. All the pre-
mium paid on that policy has, therefore, been earned.
A policy which is taken out on June 80 has six months
to run beyond the end of the calendar year, conse-
quently only one-half of the premium has been earned.
On the other hand, a policy issued on December 81 has
one year less one day to run, so that only one day’s
premium can be considered as having been earned.
The company takes an arithmetical average of the
number of days during which all of the policies have
been in force, which enables them to ascertain the in-
come actually earned. This is done as follows:

1—;_3—65 = 183 days, or the average period.

In practice the company usually divides the $52,000
by two, since 188 days is approximately six months.
This would give an income of $26,000 for the first year
on one-year policies.

75. Method of ascertaining profits.—In ascertaining
the profitableness of the company’s business during the
year the total fire losses paid or still due for the year
would be deducted from the $26,000 which has been
earned and the balance would represent the surplus or
net earnings of the company.

Pursuing the illustration further we find in the case
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of one year policies that during the second year the com-
pany will have earned the $26,000 reserve to cover the
policies written during the first year which did not ex-
pire until various dates in the second year, and in ad-
dition will have received (assuming that the company’s
business did not increase or decline), $52,000 for busi-
ness written during the second year. This latter sum
must be pro-rated in the manner already explained.
The company would, therefore, receive as income from
its second year’s business $26,000 for the unexpired
business of the first year and $26,000 earned on busi-
ness written during the second year, making a total of
$52,000.

As regards two-year policies the principle of calcu-
lation would be the same. The first year’s premiums
in this case would be divided by four instead of by two.
It would be figured that the average expired portion
of all the policies written for two years would be 188
days or approximately six months. If, therefore, the
amount of the premiums received from these policies
was $100,000 the company would take credit for $25,000
earned during the first year and the resulting calcula-
tion would give the earnings properly belonging to the
first year.

During the second year (assuming that no new busi-
ness was written, or, if taken, was eliminated from the
calculation), the company would take credit for pre-
miums covering the full twelve months since all of the
insurance in question would be in full force and opera-
tion throughout the entire year. This would mean that
during the second year the company would count $50,-
000 of the original premiums received as having been
earned. There would remain extending into the third
year some risks whose average unexpired life would be
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approximately six months; these would represent all
policies which had been written after June 80 of the
first year. The company at the end of the second cal-
endar year would hold out the remaining $25,000 to
cover the risk for which it still was liable upon these
policies. This would be counted among the earnings of
the third year.

76. The reserve.—Reserve laws vary in the different
states. The Pennsylvania law provides that the reserve
must not fall below 20 per cent of the premiums re-
ceived on unexpired policies. As soon as it falls
below this amount the company is insolvent and is wound
up. The calculation of the reserve is entirely in the
hands of the state insurance commissioner. Fire losses
are all charged off in the year in which they occur, and
not in the year in which they are paid.

To avoid insolvency which might be brought about
by heavy losses it is customary for fire insurance com-
panies to start business with a large surplus contributed
by the stockholders. Each stockholder pays in—say
$150—for each share of $100 par value. Excessive
losses can be charged against the surplus, thus keeping
the reserve intact.

Another important point in connection with fire in-
surance accounting is that the law will not permit the
company to carry its furniture and fixtures as assets:
they must be charged off as part of the expenses of the
year in which they are purchased. This does not mean
that they must be eliminated from the books, but that
they are not to be considered as part of the admitted
assets of the insurance company in ascertaining the
reserve.

77. Fire insurance illustration.—To illustrate the
method of keeping fire insurance accounts, we will

NN
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assume the following to be ledger balances of an
Illinois fire insurance company:

TRIAL BALANCE JULY 1, 1909.

Losses adjusted and paid...........cco.e.. .....$16,785.90
Losses adjusted, not paid.....................0n 5,210.85
Premiums in hands of Agents.................. . 17,892.54
$200,000.00
100,000.00
97,500.00
8,942
26,847.25
1,510.88
7,428.10
General EXpenses ........cccceveiecerienannecns 16,582.72
Investments and Loans..........cccoeveieinnncne 290,150.69
Office Furniture ......c.c.ocvveeiieecncccennnes 2,495.10
Stationery and Supplies (Inventory)............. 1,828.90
Accounts Receivable ...............ciiiiiiiiiee 16,825.95
Accounts Payable ...........cciiiiiieiiiieiat, 3,180.75
Reserve for Losses adjusted..................... 182208 5,210.85
Or tion EXpenses ........cccccvveecenenenes X
Casgl?ni.zf ....... xp cesecscscscssanesnne cesscacanes 19,453.24

$414,834.10 $414,834.10

The Policy Register shows:

Policies Premiums
Issued. Received.
Expiring in one year............. . cenene $1,300,000.00 $15,000.00
Expiring in two years...........cccoiiiieinan. 1,075,000.00 18,500.00
Expiring in three years.............ccaiiiats 1,450,000.00 34,500.00
Expiring in five years........c.cooiiiia.. 1,250,000.00 29,500.00

$5,075,00000  $97,500.00

The Illinois statute reads:

“In estimating profits, there shall be reserved there-
from a sum equal to the whole amount of unearned
premiums on unexpired risks and policies. Any com-
pany may declare dividends not exceeding 10 per cent
on its capital stock in any one year that shall have ac-
cumulated and be in possession of a fund, in addition to
the amount of its capital stock—and of such dividend,
and all actual outstanding liabilities, equal to one-half
of the amount of all premiums or risks not terminated
at the time of making such dividends.” A year is de-
fined to mean a calendar year.
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78. Calculation of the reserve.—From the above we
will calculate the reserve and see what amount, if any,
is available for dividends, without impairing the surplus
shown in the trial balance. In our problem we will
ignore changes in relation to policies canceled or settled
for under claims for losses, and draw up the various
forms according to the report blank prescribed by law:—

I. CAPITAL STOCK:
Amount of capital paid up in

£ Y] $200,000.00

Premium on stock sold...... 100,000.00
Balance Ledger Assets Dec.
81, Previous year........ .

II. INCOME:

Gross pfemiums teeeeeesssse$ 97,500.00
Deduct Re-insurance, rebates
and return premiums................

Total Premiums ........
Interest .......co00viivinenns
Other Income ............... .e

Total Income ........ .

Sum Total ........ ceeee

III. DISBURSEMENTS:

Total Losses paid..... . 16,785.90
Less amount received from
reinsurance, salvage ..... ..........

Net Am’t Losses Paid..

Office Furniture ............
Organization Expense .......

General Expenses .......... 16,583.72
Inventory Stationery, etc. ... 1,828.90
18,411.62

Less items unpaid...... ceees  8,180.75

$97,500.00
8,942,50

16,785.90
26,847.25
7,428.10
1,610.88
2,495.10
1,822.08

15,280.87

Total Disbursements....

$300,000.00

106,442.50
406,442.50

72,120.08
$334,322.42
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IV. LEDGER ASSETS:

Investments and Loans...... 290,130.69
Agents’ Balances ......... .e 7,892.54
Accounts Receivable ....... . 16,825.95
Cash ........ccvvvivvvnnns 19,453.24
Stationery and Supphes (In—
ventory) ......... 1,828.90
Non Ledger Assets...... 336,151.33
Accrued items ............ esaresacss
Market value assets on book
value ..........o.ievinen sesaceseee eeee veeeae
Deduct Assets not Admitted.
Furniture and Fixtures..... 1,828.90
Agents’ balances over three
months due ........... enceassnne
Notes unsecured ............ evsesreene
Excess book value of assets
market value .......... veesessses 1,898.90
Total Admitted Assets.. $334,332.42
—_—
LIABILITIES.
Louesunpaxd e s e teeeeataetiteetneattetennnnaannn 9 521085
Gross premiums upon all unexpired risks, running
one year or less from date of policy $15,000.00.
Unearned 50% ................................. 7,500.00
Gross premiums upon all unexpired risks running
more than one year from date of policy $82,500.00.
Unearned pro-rata ............ teeceesannen vesss 69,175.00
Accounts payable ............ciiiiiiiiieiiene. .. 3$,180.75
Total liabilities except capital................ . $ 85,066.60
Capital actually paid in...............ccooviiiiat, $200,000.00
Surplns over all liabilities ........................ 49,255.82
Surplus to policy holders..................... 249,255.82
Total ............. ceesetetacesaanentanns $334,322.42

RECAPITULATION OF FIRE RISKS AND PREMIUMS.

Amount
Written Term. Amount Gross Fraction Premiums
Year Covered. Premiums. Unearned. Unearned.
1 year..... cerireniene....$1,800,000 $15,000 b $ 7,500.00
L 2 . 1,075,000 18,500 13,875.00
. J P 1,450,000 84,500 28,750.00
5 % ieiiiieiianineene.. 1,250,000 29,500 26,5650.00

PROFIT AND LOSS STATEMENT.
INCOME.

Total as per income............. ceeees $106,442.50
Less reserve requirements ........... .. 176,675.00 $29,767.50
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LOSSES.

Disbursements as per statement........ $72,120.08

Losses unpaid ............c..ciiiiaeee 5,210.85

Accounts unpaid .............o0eiiee 3,180.75
Net 1088 ....ccoivvvivininccnnens 50,744.18

$80,511.68  $80,511.68

To arrive at the reserve it is necessary to group the
risks according to term and duration. Of all business
written for one year or less, at risk at the end of any
year, 50 per cent is considered as being earned (on the
assumption that a company doing a regular business has
a number of policies having only one day to run as it
has policies that have run but one day) and 50 per cent
is considered as being unearned.

This system is carried out on two year business on
the same equation of time, i. e., if written this year,
at the end of the year the proportion earned would be
as 6 months is to 24, or 1/ with 3/ reserved; and at the
end of two years, as 18 months is to 24, with 1/, reserved.

79. Agency accounting.—The insurance business is
essentially one of agencies. One person, firm or cor-
poration may be agent for two or three companies. To
illustrate, let us suppose that our firm acts as agent for
insurance companies A and B, and its books on Jan-
uary 1, 1909, disclosed the following financial condition:

ASSETS.

Cash A A S LI $ 2,340.00
Agen ger, Company A........... 10,980.00

Agents’ Ledger, Company B...... eee.. 15360.00
Furniture and Fixtures................ 1,000.00 $29,680.00

LIABILITIES,

Due to Company A..........covuueen. $ 5,890.00
Due to Company B......cccovvuvnnn.n 7,437.00

Partners Account .......cocc0vevnnnne 16,353.00 $29,680.00
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We have, by treaty agreements with both Companies,
A and B, bound ourselves to reinsure 80 per cent of all
A’s risks in Company B, and 80 per cent of all of B’s
risks in Company A. We are to receive from each
company 85 per cent commission on the net business
written each month, and to pay our agents 20 per cent
commission on the same basis, thus leaving 15 per cent
net for ourselves.

The agents of Company A report to us premiums
during January of $12,000, and return premiums of
$2,000.

The agents of Company B report to us premiums
during January of $15,000, and return premiums of
$2,750.

The expenses of our office during January amount
to $2,000 and the partners’ withdrawals amount to
$1,000. We receive in cash from agents of Company A
the sum of $11,000, and from the agents of Company
B the sum of $12,500. We pay to our companies dur-
ing January our indebtedness as on the first of the
month.

From the above data we will make our cash book
entries, recording the transactions set forth. In doing
so, we will take into consideration reinsurances, commis-
sions, and so forth. We will also prepare a statement
of assets and liabilities after crediting the month’s profits
to the partners’ account.

80. Journal entries.—Our journal entries are:

Agents Company N 12,000
To Company A....c.c.iveeeveeeescneaces ’ 12,000
Premiums on new business
Agents Company B........cooieeenscranenns 15,000
To Company B.........coiieviivnninnnnn 15,000

Premiums on new business.
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Company A .............. tectecssencensane 2,000
To Agents Company A...........co0veenn 9,000
Return premiums Company A puid by
agents out of premium receipts.

Company B .....ccceeueeieccccocscncecens . 2,750
To Agents Company B.......cco0vnenenn 2,750
Return premiums Company B paid by
agents out of premium receipts.

Company B .....cceceveeeecccncenciocceses 900
To Company A...c.eevveeeeeeaccencnannss 900
Being the excess of premiums on pol-
icies written by Company B and rein-
sured in Company A over the
premiums on policies written by Com-
pany A and reinsured in Company B.

Company A ........... teeeracenierenaaaeane 3,815.00
Company B ............... cocessecesssssan 3,972.50
To Agents Company . N £,000.00
- 2 2,450.00
“ “ Commission .................. 3,3387.50

Adjustment for commissions fo genera.l
agents and agents of companies.

It would be well at this point to explain the above
entry. As already stated the commission we receive is
on our net business, which does not include the returned
premiums. We have made an entry debiting Company
B with $900, and crediting Company A with the same
amount, therefore, in order to find the net business of
Company A we must subtract from $12,000 gross
premiums the $2,000 returned, and add to this result
($10,000) the $900 reinsurance premiums, making a
total net business of $10,900. Thirty-five per cent of
this amount gives us $8,815 as our commission.

The following are the figures for Company B:

Gross Premiums .................... $15,000.00
Less Return Premiums ................. 2,750.00
Net Premiums of Agents........... 12,250.00
Less Reinsurance premiums.......... veee 90000  $11.850.00

35%
Our commission .............co0neee 3,972.50
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It is an easy matter to calculate the commissions of
the company’s agents. They get 20 per cent of their
net business. This net business is the gross premiums
less the returns in all cases, so all that is necessary is to
apply this percentage to the proper figures.

Our final journal entry will be: .

Profit and Loss....... ceeeee $1,387.50
To Partners .......oco.... $1,3387.50

We thus close the profit and loss account by crediting
the gain to the partners’ account.

81. Cash book entries.—The cash book entries require
no explanation and are as follows:

CASH BOOK.—OUR OFFICE.

Balance .... 2,340 Company A| 5,880
Bal. ......
Agents Co. A |11,000 Company B| 7,437

Agents Co. B|12,500 28,500 Expenses ..| 2,000
_— Partners
Withd’'w’ls| 1,000 16,327

Balance ... 9,573

25,840 25,840

— — | —

Bal’'nce down 9,513

Our final step is the composition of the Balance Sheet:

ASSETS,

Cash ....oovvviiiiiiiiiniiniiiinnnnn, 8 9.513.00

Agents Company A................... 7,980.00

Agents Company B................... 12,660.00

Furniture and Fixtures................ 1,000.00  $31,158.00

LIABILITIES.
Due to Company A.....coocovvunnnnnn. $ 7,085.00
Due to Company B........ccvouenn.n. 1,371.

Partners .........ccoevviiiiiiiiinnn., 16,690.50  $31,153.00



CHAPTER IX

BANK ACCOUNTING

82. Stmplicity of bank accounting.—Bank account-
ing is one of the simplest forms of accounting. To
account for sums of money deposited and paid out is
certainly simpler than to record properly the varied
transactions met with in railway, coal mining, or man-
ufacturing concerns.

In railway accounting we must always have in mind
the question as to whether an expenditure is properly
chargeable to expense or to capital. In ¢oal mining the
comparison of figures is of great importance. They
must be compared month with month, year with year,
year-to-date with year-to-date, etc. In the manufac-
turing business, labor, strikes, fire insurance, etc., influ-
ence the accounting directly.

88. Bank’s stock in trade.—The stock in trade of a
bank consists of its capital (its deposits, or the loans
made to it by its customers) ; and its loans and discounts,
or the loans it makes to its customers and to others.

The capital of a bank is the sum contributed by the
stockholders as a base or surety. It should be invested
in interest-bearing securities of unquestionable value, in
order to form an underlying reserve for use in case of
serious need.

All deposits are made in cash or its equivalent. All
loans or discounts are credited to customers’ accounts
and although the word “credits” is used, they may im-

108
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mediately withdraw the proceeds in cash. All transac-
tions are therefore dealings in cash.

84. Essential features of bank accounting.—The
essential features of bank accounting are:

1. Daily statement.

2. Continuous balance in customer’s deposit accounts.

8. Detection of errors in posting.

4. Prevention of defalcations.

5. Handling of large volume of business quickly and
economically. .

85. Daily statement.—The daily statement is really
only a trial balance of the general ledger. All earn-
ing and expense accounts appear thereon though they
are usually grouped so that they may be added together.
The daily statement serves three very useful purposes
of value in the order named: First, to determine whether
or not the reserve is sufficient; second, to enable the
officers to ascertain whether to make or curtail loans;
third, to set before the officers the condition of the bank,
i. e., whether its loans and investments are properly dis-
tributed, and whether the bank is making or losing
money and how much.

86. Continuous balance in deposit accounts.—The
continuous balance in customers’ deposits accounts is one
of the typical features of bank accounting. It is neces-
sary for the bookkeeper to be able to turn to his ledger
and tell instantly what a customer’s balance is and
whether it may be drawn against. Very frequently this
information must be communicated to the teller in such
a manner that it will not arouse the suspicion of the man
at the window.

87. Prevention of errors.—The prevention of errors
in posting is another very important feature of bank
accounting. If a deposit of five hundred dollars made
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by James Burke is credited to the account of James
Burt, it is possible, if the latter account is one that needs
watching, that checks of the latter may be paid against
the deposit made by the former before the error is dis-
covered. Again, a check of James Burt may be charged
to the account of James Burke, and discovery made too
late, that the account of James Burt is not good for the
check. In large cities, where clearing houses are in
operation, it is necessary to have stringent rules gov-
erning the return of “not good” checks sent through the
exchanges; if the error in posting is discovered after
the hour set for the return of such checks, the bank so
paying in error must be the loser.

Several methods are in use to detect these errors in
posting. The system generally used is to have the debits
and credits written into debit and credit books, or
“scratchers,” as they are sometimes called, by the book-
keeper’s assistants; and then to check the entries made
in the ledgers with those made in the scratchers.

Another and more satisfactory method is to have a
second posting made by the assistants on sheets and the
entries on the sheets checked with those on the ledger.
These sheets may be handed to the customer with the
pass book when it is balanced. In general the best way
to prevent errors in posting is to duplicate the work
and compare results.

88. Defalcations.—The question of defalcations is
one of the most serious in bank accounting. When the
matter has been discussed at length the result is always
the same—that some one must be trusted. Generally
speaking, the larger the bank, the easier it is to throw
safeguards around the work. For example, in a coun-
try bank one teller receives deposits and pays out the
money. He usually has access to the ledger and to the
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loan records. In a large city bank it is possible to
divide the clerical staff into departments and put each
department into a cage with a self-closing and locking
door. With this arrangement, supplemented by a
stringent rule that only the clerks be allowed within the
cage, the bank has started a system for the prevention
of defalcations.

The first general rule to be observed in the endeavor
to prevent defalcations is to arrange the work so that
a clerk who keeps records does not handle the money.
For example, do not allow a bookkeeper to relieve a
teller. Arrange the desks so that the discount clerk may
send a borrower to the note teller’s window to pay a
note.

A large percentage of defalcations is made with the
assistance of the individual bookkeeper. Several plans
naturally suggest themselves to prevent successful col-
lusion. One is to install an auditor’s department. This
department should receive all pass books left for bal-
ancing, write them up and return them to the depositors.
Another plan is to keep the individual ledgers in dupli-
cate and to check from one to the other at frequent
intervals. Another plan is to shift the bookkeepers
from one ledger to another without notice.

In addition to these arrangements it might be worth
while to have independent audits made occasionally by
experts.

89. Economy in operation.—Another distinguishing
feature of bank accounting is the volume of business
that must be handled in a given time. The clerks arrive
at eight-thirty, except Monday, when the hour is eight.
In one bank with which the writer is familiar, from 2,500
to 8,500 letters are received, opened, and the items en-
closed for credit prepared for and sent to the clearing
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house before ten o’clock. Not only is this done, but the
mass of miscellaneous matter contained in the mail is
sorted, distributed and the daily work connected there-
with begun before ten o’clock. This same bank re-
ceives from eight to fifteen thousand checks from the
clearing house in exchange for those sent, by ten-thirty,
which must be proved, sorted, posted, signatures com-
pared, booked back for stop payments, irregularities in
filling, dates, endorsements, etc., etc., and the bad checks
returned to the sending bank before three o’clock.

The day’s work must be proved before the clerks go
home, no matter what the hour. In other lines of busi-
ness, the work which is not done one day may hold over
till the next.

This rush of work must be accomplished with a mini-
mum amount of expense. The arrangement of depart-
ments and distribution of the work must be such as will
keep the clerks busy at all hours of the day on work to
which they are adapted.

90. .0rigin or source of entries—The majority of the
entries passing through the books of a bank originate
from the following sources: the deposit slip or the remit-
tance letter, the check or draft, the note as a discount
or loan, the cashier’s check. Others of lesser importance
in a study of the general scheme of accounting will be
mentioned later.

91. The deposit slip.—The deposit slip shown in
Form 10 and its companion, the remittance letter, shown
in Form 11, show the kinds of items that are likely to
be found on these forms. The deposit slip is always
used when a deposit is made over the counter and the
letter when a remittance is received by mail from a bank
correspondent. (See Forms 10 and 11 on pages 113
114.)



DEPOSITED BY
F. J. HERMAN & CO.
in the
CHASE NATIONAL BANK
oF New Yorx

New York, N. Y., August 31, 1910.

Dollars | Cents
Bills........ e R R T ETR Iy 400 | 00
Qold.....oviiiiiiiii i e 120 | 00
Bilver.....cooiriiniiiii 30| 00
Checks (entersingly) 1st Nat...................oooa.. 130 | 00
Selves.....ooiiiiiiiiiii i 82| 50
Kounte...ooovveviiiiiiiiiiiiiiiiiinene... 37| 25
Ist N.Dover, Pa.....couivneiiiiieineenennnnannnn. 180 | 00
Casghier's Check........ovvvieiiiiinineinennnn., 50| 75
1,030 | 50
Less exchangeon Dover............ccovvieeenennnnn...
$1,030

Form 10—Deposit Slip

X—s8 13



BANK OF CONEY ISLAND
CoNEY IsLanD, N. Y.
Avugust 31st, 1910.
Cuase NATIONAL BANK,
New York City.

We enclose herewith for credit and advice,
Yours truly,

H. M. JEFFERSON,

DO NOT PROTEST NEW YORK CITY ITEMS, Cashier.
COUNTRY ITEMS, UNDER $10,
OR ITEMS MARKED X.

PAYER WHERE PAYABLE AMOUNT REMARKS
42 N. Y. 187] 50
96 98| 30
b4 131} 50
33 100 00
Brown Bros. 80| 00
21 75| 256
6 1, 000 00
75 500{ 00
J. P. Morgan & Co. 37| 50
1 82( 00
3 83| 00
12 127| 32
1st Nat. Boston, Mass. 200 00
2nd Nat. “ 500{ 00
3,| 289 63

ForM 11—Remittance Letter

114

IE—— ]
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The deposit slip shows a list of the different items
that may be deposited over the window including bills,
gold, silver, exchange, checks on selves, route or hand
items, checks on other cities or foreign checks as they are
called, and cashier’s checks. The gold, silver and bills
are charged by the receiving teller to cash, the custodian
of which is the paying teller. The usual expression is
that he charges the paying teller. The route, or hand
items, which are to be collected by the messengers sent
out by the note teller are charged by the receiving teller
to the note teller. The foreign checks are charged to
the eollection clerk. The exchanges, checks on selves
and cashier’s checks are each represented by accounts on
the general ledger and may be charged by the receiving
teller to these accounts. Exchanges are usually charged
to the paying teller.

The receiving teller sets up one entry at the close of
the day somewhat as follows:

Cash ......coovvviiiiiial, $550.00
Exchanges ............... ... 130.00
Individual Deposits ............ 82.50
Cashier’s Checks............... 50.75
Note Teller................... 81.256
Collection Ledger.............. 180.00
to 0
Individual Deposits ........ $1,030.30
Exchange . .............. 20

It is the universal practice to post the credit to the
customer’s account in the individual ledger from the
deposit slip or letter.

92. The customer’s check.—The customer’s check
shown in Form 12 is the source of the ma jority of debits
against customers’ accounts. The bank draft shown in
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Form 18 is virtually a customer’s check on another bank
and is included in the same category as a customer’s
check. (See Forms 12 and 18 on page 116.)

The check debit against a customer’s account arises in
one of five ways:

1. By payment in cash over the counter.

2. By payment in cash through the exchanges.

8. By credit to another customer’s account over the
window.

4. By certification.

5. By journal credit in settlement of some other obli-
gation. ‘ '

These are well understood, except payment by cer-
tification and by journal credit in settlement of some
other obligation.

When a check is presented for certification, the bank
charges the account of the customer and credits certified
check account. The check, which before certification
was simply an order directing the bank to pay some one
a certain sum of money, has been changed in form.
After certification it is, in effect, no longer an obliga-
tion of -the maker, but of the bank. As far as the
accounting with the customer is concerned, the check
has been paid, though the voucher may not be in the
possession of the bank.

The chief source of journal credits to offset checks
paid is in note teller’s department. A customer pre-
sents his own check to the order of the bank in payment
of a note or draft. Naturally, the account of the cus-
tomer will be charged, the check received being used as
a voucher, and the proper account credited.

If the check is in payment of a note discounted by
the bank the credit will be to bills discounted. If in
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payment of a note left for collection, the credit will be
to some other customer’s account.

-98. The note as a discount or loan.—There are three
kinds of notes that pass through the books of a bank
daily. The first and most important is the note which
is discounted for a customer; the second is the loan made
to a customer on which the interest is paid at maturity
or at frequent intervals instead of being deducted from
the face of the note; the third is the note left by the
customer for collection.

The note left for collection only, does not enter the
accounting until it has been paid and then the note is
not the source of the entry but the proceeds of it, or cash.
This cash is handled like any other new deposit except
that the entry originates in the note teller’s department
instead of in the receiving teller’s, and is in the form of
a journal entry charging cash and crediting the cus-
tomer, instead of a deposit slip.

The note representing a loan on which the interest is
paid at maturity or at intervals is usually a time or de-
mand loan secured by collateral of some sort. The fol-
lowing entries are the only ones necessary unless the loan
is decreased or increased, in which case they are of the
same form.

When a demand or time loan is made the entry is,—

Demand Loans

R

or $10,000.00
Time Loans

to
Individual Deposits $10,000.00

for the full amount of the loan.
When the loan is paid in full at maturity with interest

the entry is,—
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Cash
or $10,000.00
Individual Deposits }
to
Demand Loans
or }$1o,ooo.oo _
Time Loans T
Interest
. 100.00

These entries are prepared by the loan clerk.

Notes discounted by a bank are divided into two
classes: First, notes discounted by the bank for its own
customers, always called “bills discounted”; and notes
purchased by the bank from brokers, always known as
“bills purchased.”

When a bank discounts a note for one of its customers
it really buys the note for a little less than the face value.
Looking at the transaction in this light, the bank takes
its profit at the beginning of the transaction instead of
at the end when it resells the note. The entries are as
follows:

Bills Discounted
$500.00
to
Individual Deposits $495.00
Discount 5.00

For sixty day note discounted at six per cent.
Individual Deposits
or $500.00
Cash
to
Bills Discounted $500.00
For note paid this day.



120 ACCOUNTING SYSTEMS

94. Cashier’s check.—The cashier’s check is another
source of entry. It is a check on the bank itself. Itis
an order. from the cashier directing the paying teller
to pay a dgﬁmte sum to the order of the party named.
A sample is shown in Form 14, page 121.

Cashier’s checks are drawn for various purposes and
the entry made when the check is issued depends upon
the purpose of the expenditure.” “Cashier’s checks” is
always the credit account. If the check represents the
proceeds of a loan to an outsider the charge is to “loans.”
If it is in payment of a bill for bonds bought, the charge
is to “bonds owned” and so on for such items as “bond
and mortgage,” “bills purchased,” “expense,” etc., ete.

These checks are ultimately paid through the ex-
changes \Lcrealt to some other customer’s account, or
cashed, over the paying teller’s counter.

When pmd the charge is always to “cashier’s checks.”
The credit is usually to “cash,” though it may be to
“individual deposits.”

95. The certified check.—Another source of journal
entry is the certified check. A certified check is a check
of a depositor, drawn to the order of some person, upon
the face of which the bank has certified its genuineness
and value, after having charged it to the account of the
depositor.

Checks are certified for one of two reasons. KEither,
the obligor wishes to assure the obligee that he has funds
on deposit to meet his check, or the obligee prefers the
promise of the bank to the promise of the obligor.

The entries are as follows:

When the check is certified:

Individual \deposits
to
Certified checks
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When the check is paid:

Certified checks
to
Cash
or T
Individual deposits,

When a check is certified it has-the same standing in
the liabilities of the bank as a cashier’s check.

96. Other entries.—The items already referred to are
the sources of nearly all entries to be met with in bank
accounting. The others are neither numerous nor hard
to understand. One of the entries most frequently met
is the charge made to a customer’s account for a check
deposited by him, subsequently returned “not good.”
The charge is to “individual deposits” and the credit is
to “cash.” Another entry is the one made necessary
when payment of interest is made on demand loans, time
loans, bonds, mortgages, etc. The entry is “cash” or
“individual deposits” to “interest received.”



CHAPTER X

BANK ACCOUNTING (Continued)

97. The general ledger.—The general ledger, as in
other businesses, is the record of the entire business. It
must be posted and proved daily. The accounts to be
found on the general ledger of a bank are as follows:

' ASSETS LIABILITIES
Bills discownted. Capital. ¢
Demand loans. Surplus.
Time loans. Undivided profits.
Bonds. Individual deposits. a=
Bonds -and mortgages. Due to banks.
Cash Certificates of deposit.
Due from banks. Certified checks.
Expense. Cashier’s checks.
Interest paid. Discount.
Exchange paid. Interest received.

Exchange received.

The daily entries to the above accounts are the sum-
maries of the numerous entries already referred to. For
example, the account “individual deposits” is credited
with the total of the deposits received over the receiving
teller’s counter and with the total proceeds of all dis-
counts, loans and collections. The account is charged
with the total of all checks paid over the paying teller’s
counter, with the total of all checks on the bank de-
posited over the receiving teller’s counter, with the total
of all customers’ checks received by the note teller, the
discount clerk, the loan clerk, etc., and with all charges

123
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against customers for exchange, checks returned not
good, notary fees, etc.!

98. The general journal—The general journal is the
chronological record of al} charges and credits and the
posting medium to the general ledger. Naturally, its
entries are summaries of the day’s work in the different
departments. A form of journal and cash book com-
bined is shown in Form 15, page 125.

A serious objection to this journal is that the general
bookkeeper must copy the figures prepared by the tellers
and clerks in making up his entries. This takes time,
magnifies the chance of error and wastes stationery.
These objections may be overcome by an adaptation of
the loose leaf principle.

Instead of the bound journal, have journal sheets
printed similar to Form 16 on page 126. These sheets
are like the journal page previously shown except
that the original entry is prepared by the teller or clerk
who compiles the figures. The sheets from each depart-
ment or subdivision of department should be designated
by a letter and each set of sheets so lettered should be
differently colored. The color scheme assists in sorting
and saves time in looking up old entries.

These sheets should be inspected by the individual
bookkeeper and all entries which affect his records posted
and initialed by him.

After having been posted to the individual ledger, the
sheets should be sent to the general bookkeeper and
proper postings made by him to the general ledger.
Only the totals of the “cash” and “individual deposits”
columns need be posted on the general ledger, but each

1The forms of general ledger in use are fully illustrated in the volume
on banking practice.

|
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entry in the “general ledger” column must be properly
entered on the general ledger.

After all postings are made to the general ledger,
the sheets should be sorted according to letters and then
bound with two or three eyelets in such a way that no
ticket can be subsequently removed or another ticket
added without mutilating the day’s tickets. The day’s
tickets should then be fastened in a suitable binder for
ready reference in case of need. When the binder is
full the oldest tickets should be removed, filed in card-
board boxes and properly labeled.

The advantages are that the entries are prepared by
the clerks who originate the figures, that each debit
shows the credit made, thus giving the clerks a clearer
idea of the accounting, that an officer or other respon-
sible clerk may examine the entire journal of each day
without disturbing the general bookkeeper.

99. Discount register—The discount register is a
chronological record of the notes discounted, showing
the date of discount, the number given to the note, the
maker, the endorsers, the time and due date, the amount
of the note, the amount of the discount and the proceeds.

If the bookkeepers are allowed to post from the dis-
count register, which is not the best practice, the only
entry required is the one for the general ledger showing
the totals for the day. This entry charges “bills dis-
counted” with the full amount of the notes, and credits
“discount” with the discount and “individual deposits”
with the proceeds.

If the postings to the individual ledger are made from
tickets instead of from the register, the detall of indi-
vidual credits must be shown.

100. Discount tickler—The discount tickler is some-
times a book of original entry. It is a record of the
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notes held by the bank under discount, arranged by
maturities. It serves to call the attention of the dis-
count clerk to the notes which mature each day so they
may be presented for payment.

The journal entry prepared from the tickler is the
reverse of the entry prepared from the discount register.
Tt charges “individual deposits” or “cash” and c¢redits
“bills discounted” with the total of the notes maturmg
“each day.

101. Collection register—The collection register is
simply a chronological record of the items taken for
collection. It is superseded by more modern records
in banks which have a large volume of this business.!

102. Certified check register—The certified check
register is the record of checks certified each day. The
total of the checks certified is charged to “individual
deposits” and credited to “certified checks.”

108. Cashier’s check book.—The cashier’s check book
is, like any other check book, the record of checks issued.
The charges are properly distributed in the entry and
“cashier’s checks,” credited.

104. Difference between bank and trust company
accounting.—The fundamental differences between the
accounting of a bank and a trust company are best
shown in a comparison of the trial balances of the gen-
eral ledgers of the two kinds of institutions. Such a
comparison is presented in Form 17 (pages 129-130),
in which is exhibited the names of the accounts required
in a national bank, a state bank and a trust company.

On referring to the form we find that all three insti-
tutions have accounts representing demand and time
loans. The account representing bills discounted

1 See Volume VI, BaAxxiNe PracticE aAND ForeleN ExcuaxNce, for more
complete discussion of this subject.
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appears in both the banks, but not in the trust com-
pany’s list. 'Closely akin to bills discounted, however,
appears “bills purchased.” While trust companies are
not usually allowed to discount notes, they are allowed
to buy, among other things, bills of exchange, notes or
other evidences of debt. They, therefore, buy the notes
instead of discounting them.

Trust companies are allowed to buy stocks, while
banks are not. National banks are not allowed to loan
on the security of real estate, while state banks and trust
companies have this privilege.

One of the chief differences between a trust company
and a bank is the business represented by the liability
account, “court and trust funds.” The special field of
the trust company, the reason for its creation, lies in the
business that makes it necessary to have this account.

In setting up an accounting system to care for trust
funds that must be accounted for to the courts, one must
always remember that frequent calls are made for state-
ments. It is well to have as complete information as
possible on the record itself.

In accounting for the funds left in trust or under a
will, the transactions that affect the corpus or body of
the estate must always be kept entirely separate from
the transactions affecting income.

A trust company receives commissions for various
services performed but it has no discount account.

105. T'rial balance of savings bank.—The trial bal-
ance of a savings bank ledger was purposely omitted
from the comparison shown in Form 17, because it has
so few points in common with either of the three insti-
tutions. The trial balance shows the following
accounts:
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RESOURCES

Bonds and mortgages.

Bond investments.

Banking house and lot.

Other real estate.

Cash on hand.

Cash on deposit in banks and trust companies.
Interest accrued on bonds and mortgages.
Interest accrued on bank balances.

Interest accrued on bond investments.

Rents accrued.

Interest to depositors.

Salaries.

Taxes, repairs, and insurance on banking house.
Taxes, repairs, and insurance on other real estate.
Printing, stationery, advertising, etc.

Light and heat.

Other expenses.

Tax on surplus.

LIABILITIES

Due depositors.

Interest accrued to depositors.

Surplus.

Interest on bonds and mortgages.

Interest on bonds.

Interest on bank balances.

Rents. S 1

106. Audits.—Only the general features of the
method of making an audit of a bank can be presented
in this general survey of bank accounting. The rea-
son and authority for the examination determines very
largely what the process shall be.

The cash should be proved first in any case, then the
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loans, discounts bonds owned, bonds and mortgages and
other assets such as real estate owned.

If the staff arrives at the bank before the vault is
opened it is possible to make an absolute proof of each
of the above items. The collaterals to loans should be
reconciled by communicating with the borrower. If the
bank has reserve deposits with other banks in the same
city, the pass book should be written up and verified.
If the reserve deposits are in other cities, such mem-
oranda should be made as will make it possible to recon-
cile the account later. The amounts due from collect-
ing banks should be verified. '

The most important item among the liabilities is the
deposits. Accounts with banks may be verified by mail-
ing a statement and requesting reply. Accounts with
individuals are not so easily verified. A very good test
may be made by writing up all the pass books presented
while the staff is at the bank and securing verification
from the depositor. Several large accounts may be
selected and the pass books called in.

The individual ledgers should be footed and proved
with the balance appearing on the report to be made.

Earnings and charges for the period under examina-
tion should be analyzed.

Certified checks, cashier’s checks, certificates of de-
posit and capital stock may be verified quickly and
easily.

The balance sheet of the bank will show surplus on
book value. New surplus should be compiled, carrying
all assets at market value and allowing for interest
accrued receivable and payable not entered on the books.
Deduction should be made for overdrafts which are of
bad or doubtful character and for loans upon which there
may be some loss. Discount and other earnings paid
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in advance should be rebated to the date of examina-
tion.

The text of the report should comment on the balance
sheet, explain all losses and comment on all unusual
gains. Methods of accounting should be criticized and
suggestions offered. It should set forth the facts as
they should be presented to the board.
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CHAPTER XI 0™ Th
a0

BREWERY ACCOUNTING®*®

A

107. Peculiar conditions of the business.—The system
of brewery accounting we will consider is that adapted
to a business conducted in or near New York City,
where the conditions are peculiar, as the brewers besides
manufacturing and selling beer must advance large
sums of money to their customers.

These advances may be made to assist in paying the
heavy liquor tax, or for the payment of the various
articles of equipment needed by the saloon keeper.
They are secured by chattel mortgages, chattel receipts,
or notes, and form a very large item in the assets of a
brewery.

The brewer pays a federal tax of $100 per annum
and has to furnish a bond of indemnity, the amount of
which is determined by the output of the brewery. He
also pays an internal revenue tax of one dollar per
barrel on all malt liquors sold. The government con-
trols this tax by requiring that he keep a daily record
of the quantity of beer brewed and the quantity sold,
as well as the name and quantity of material purchased.
The records are kept in books prescribed by the govern-
ment, and from them a monthly report is made in dupli-
cate. The record books and reports must be signed by
a principal of the firm, or by an officer of the corpora-
tion, to certify as to their correctness. A deputy internal
revenue collector calls monthly at each brewery in his
district, signs the record books, and takes the reports

135
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with him. One copy is retained in the office of the col-
lector while the other is forwarded to Washington. In
a similar manner an annual report is prepared the first
of each July. While these records are not a part of the
accounting system of g brewery, the information con-
tained in them is obtained from the regular books of
accounts, and the figures must agree. These in brief
are the conditions to be met, and the following system
of accounts, if carefully followed, will prove practical
as well as efficient.

108. Contract record (Form 18 )—The raw materials
used in the manufacture of lager beer—malt, cornmeal,
or rice and hops—are usually contracted for in large
quantities in the fall of the year after the crops have
been harvested and prices established. To properly
control accounts, a contract record must be kept either
in a bound book, by the loose leaf method, or on cards
properly ruled. It should consist of two main divisions,
one of which will show the liability on the contract, and
the other how this liability is reduced by the receipt of
goods contracted for, thereby creating in its stead a new
liability—accounts payable—which must be taken care
of in the books of account. (See Form 18 on page
187.)

If the contract be made in triplicate, one copy is re-
tained by the seller, and two are held by the purchaser,
one of which is made the first division of the contract
record, while the other is retained in the purchasing de-
partment as a record for comparison with the invoices
when received.

109. Goods received memo.—When the goods have
been shipped, the accompanying bill is retained in the
purchasing department until arrival of the goods. All
material received should be weighed, and the weights

.
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entered on a “goods received memo” by a receiving clerk
who does not have charge of the bills, in order to place
upon him the full responsibility for the accuracy of his
work. He has to determine the quantity of goods re-
ceived by him, regardless of what may appear on the
bill. This prevents carelessness which might arise in
checking another’s figures, and the neglect either to
properly weigh or count the goods received. He signs
this memo, vouches for the weight or quantity, and en-
ters the weights or quantities on a “stock card.”

110. Stock card.—For these, heavy manila cards may
be used. They should be hung convenient to the place
where the material they cover is stored, so that each addi-
tion to or subtraction from the stock on hand can be
readily recorded. A card is made out for each item—
as malt, hops, meal, coal, etc. At the end of the month,
the stock cards are turned into the office and compared
with the stock book, footings are made and verified, the
balance is carried down, and a new card showing this
balance returned to the store-room.

The “goods received memo” then passes to the pur-
chase department where is still held the bill for the
goods. Prices, terms and quantities are compared to
see that they agree with the order as issued; the bill is
then O. K.'d, attached to the “goods received memo”
and turned over to the bookkeeper. ‘He in turn checks
extensions and footings, makes any deductions revealed
by the “goods received memo,” and makes his entries in
the “invoice book™ or “purchase journal,” and also in
the “contract record.” This completes and preserves
the record of the receipt of the goods, records the liability