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ED IT O RIAL D E PA R T M EN T N O T E
T he a da ge t ha t "Necessity is the mother of invention" might
be paraphrased by the accou ntant into " A reduced profits
ma rgin precedes increased interest in improved accounting."
When all is going well and profits a r e hi gh i n spite of wastes
and losses, management is not overly receptive to the niceties
of accounting. But as profits shrink and economy becomes
the or der of th e d a y, ma na gement develops an interest in other
financial figures besides net profits. T he result is a keener
rea liza tion of the aid which a ccounting ca n give to ma na gement
control and an increased opportunity for the accou ntant to
develop improved methods. Something of this sort seems to
be going on a t th e pre sent time in t he b u sin ess of cott on m erchants, which makes most appropria te the publication in this
issue of the Bulletin of "Notes on the Business and Accounts
of a Cotton Merchant."
J. F . Stu a rt Arthu r, the au thor of this article was born in
England and educated at Edinburgh University. H e wa s
admitted to membership in Cha rtered Accounta nts of Scotland,
Society of Accountants in Edinburgh upon passing the final
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divisional office in Sheffield in examining wa r contra ctors' accounts for steel, iron, copper and small arms. In 1920 Mr.
Art hu r came to the United Sta tes and entered the employ of
Pe t er & Moss, Certified Public Accounta nts, of Dallas, Texa s,
becoming a pa rtner in the firm in 1924. Since 1930 he has
been with Lybrand, Ross Bros. & Montgomery, as Resident
Pa rt ner of their Da lla s office. Mr . Arth u r's paper was delivered before our Houston Chapter.
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NO T E S ON T H E BUSI NE SS AN D ACCOUNT S O F A
COTTON MERCHANT
By J. F. Stuart Arthur, Partner,
Lybrand, Ross Bros. & Montgomery, Dallas, Texas
with changing business conditions in general,
INtheconformity
cotton merchant's business has been subjected to many
changes during the past twenty -five years. In the majority of instances, these changes have been occasioned, either by conditions
arising during and after the Great War of 1914 to 1918, by conditions brought about by governmental regulation of trade practices or by governmental attempts to control or coerce the normal
functioning of economic laws.
It would be easy to become involved in a discussion as to the
merits or demerits of governmental activities as affecting a business which for so many years has been of vital importance in the
economic life of this country and particularly of the southern states.
One could become involved in such a discussion without of necessity betraying one's politics, as governmental interference in the
cotton business has been a policy, not only of the present administration, but also of its immediate predecessors making claims to
opposing economic outlook and philosophy.
However, it should be of interest to us to note some of the more
important changes that have arisen in the business of cotton merchants, since the termination of the actual active hostilities in the
Great War.
In considering the various aspects of the cotton merchant's business, it is proposed to discuss certain of the activities of those whose
business is that of the first actual wholesale dealer in the chain of
marketing the cotton crop from the cotton farmer to the cotton
fabricator.
The Cotton Merchant's Function
Some firms so engaged designate themselves "spot cotton merchants," "spot" having the meaning of "actual," others designate
themselves "cotton buyers and shippers," some "cotton brokers"
and others, simply "cotton merchants." The function of each is
that of a middleman who purchases the cotton farmers' crop for
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the purpose of sale to domestic spinners or to foreign buyers or
spinners.
The cotton merchant's business involves the purchase of cotton
from numerous cotton growers, country merchants, "street buyers"
and cotton factors, and often over an extended territory. The cotton thus bought is generally purchased during a few months in the
year, from August, and in some instances earlier, to January, and
must be concentrated and stored in compresses or warehouses until
the proper time for shipment to the merchant's customers arrives.
As the cotton crop generally moves from the farmers' possession
during a few months in the year, and as the requirements of the
cotton merchant's customers, as to shipment, are more evenly
spread through the year, the merchant must be prepared to hold
his cotton purchases in stock for some period, relieving the grower
of that necessity, and providing for the domestic spinner or foreign buyer a market to which he may come to obtain his requirements of cotton, concentrated in suitable localities and properly
classified as to "grade" and "staple."
Briefly then, the cotton merchant's business is one of accumulation and classification of the cotton crop for the benefit of the
cotton spinner or foreign buyer, and the holding of the crop, as an
intermediary between the grower and the fabricator of the commodity, providing the farmer with a more immediate cash market
for his product, and serving the latter with a more convenient
buying market.
Business Involves Considerable Risk
The risks, attendant on such a business, are apparent, especially
in those years when, in the first place, the price of cotton has suffered wide fluctuations and, in the second place, governmental activities have created elements of uncertainty, not capable of being
estimated by a consideration of supply and demand or of the many
other factors, which must be weighed carefully in the formulation
of a sound view of the cotton situation.
The more recent attempts on the part of the present administration to do something, which it is pleased to consider as a help
to the farmer, has contributed more and more to uncertainty in the
cotton business as a whole, which surely cannot be considered from
the limited point of view of the producer alone. The whole situ -

1186

June 15, 1936

N. A. C. A. Bulletin

ation, consisting as it does of the elements of production, financing,
warehousing, marketing, fabricating and selling to the ultimate
consumer, and the effect of the inroads of foreign growths into the
world market, must be considered. However, if the administration's
policy, is in fact a half- hearted attempt to introduce the theories and
practices of nationalistic self containment, rather than the "economy
of scarcity" in respect of agricultural products, and of them only,
then the cotton merchant may as well as not content himself with
being a factor in the marketing of a crop limited to the average
domestic consumption. The gloom, which too often in the last two
years, has seemed to cover the floors of the cotton exchanges,
would make one imagine that many merchants are facing a similar
conclusion.
The various methods, under the general term of "hedging," in
use by the cotton merchant in attempting to limit risks arising
from the flucuation of price will be touched upon; the limitation of
risks, arising from the uncertainty as to governmental activities, is
not possible in the face of the exercise of a superior, but by no
means necessarily a more intelligent, power.
The Increased Need for Capital
One of the outstanding features, in the changes in the cotton
merchant's business, is the increased need of capital for the proper
conduct of business and the maintenance of activities which combine that of a merchant with many of those of a banker and a
broker.
The cotton merchant combining as he does the functions of merchant banker and broker, has in recent years been remarkably
poorly recompensed for his efforts, skill and risks. In the past few
years I have been in a position to compile tabulations of the average per bale results of the operations of a considerable number of
representative cotton merchants. As shown by these tabulations, in
the season 1929-1930 on a gross income of $100.41 per bale the
net income to the cotton merchant was 33¢ per bale or 3110%, in
the season 1932-1933 on a gross income of $40.36 per bale the net
income was 29¢ per bale or 7110%, while for the most recently
completed season of 1934 -1935 on a gross income of $72.26 per
bale the loss was $i.o6 per bale on the average. This average re1187
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sult was obtained from statistics relating to a not inconsiderable
portion of the total U. S. production for the seasons noted.
However, let us hope that we are not considering the affairs of
a dying or permanently restricted business, but rather of a business
which will regain and maintain its place in the economy of this
country.
Decreasing Importance of U. S. Crop to World Supply
Evidence of the change, in the relative importance of the United
States' cotton crop to the world's crop and the decrease in relative
volume of United States cotton exports, may be seen from the following figures. In the season 1911 -1912, 709'0 of the world's cotton crop was produced in the United States, and of this more than
75% was sold to foreign countries. In the season 1929-1930 the
world's production of cotton amounted to 26,733,000 bales of
which the United States produced 14,7i6,000 bales or 559'0 of the
total, and exported 6,697,000 bales or 45% of the American crop to
foreign countries.
In the season 1934 -1935 the world production totalled 22,612,000
bales, while the United States, operating under governmental control of production, produced 9,576,000 bales or 42ofo of the total
and exported 4,767,212 bales or 50% of the United States crop.
Estimates of the current season of 1935-1936 places the world
production at 25,338,0 0 0 bales with U. S. production but 400 of
that total, and United States exports to April 1, 1936, at 46% of
the U. S. production, as estimated.
Prior to the Great War, cotton was strictly a cash commodity,
involving few technicalities of marketing and with limited indirect
obligations. Cotton was bought and sold at a fixed price, the
greater volume of the business was for prompt shipment and the
protective operation of hedging for the foreign buyer was undertaken by that buyer himself. The shipper simply drew, with a full
set of documents, on New York or London banks, and sold his
bills through the acceptance trade, either at sight, sixty or ninety
days.
"Hedges" Defined
There are certain technical terns which require an explanation
before we can consider the business and accounts of a cotton
merchant.
1188
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The terms are as follows:
"Hedges" —One definition of the verb "to hedge," as given in
Webster's dictionary, is stated as "to safeguard one's self from loss
on a bet or speculation by making compensatory arrangements on
the other side." A hedge, as the term is used in the cotton business,
is a counterbalancing transaction, under which a given quantity
of cotton is either purchased or sold at a fixed price in order to
offset the sale or purchase of a certain number of bales of cotton
at a fixed price. Hedging is the means by which a cotton merchant
endeavors to limit his risk in the purchase and sale of cotton, and
keep from being an outright gambler in the commodity.
The limitation of risk in the fluctuations of price places the cotton
merchant more nearly in what should be his true position, namely,
that of broker.
The cotton merchant uses the medium of the cotton "futures"
market for the purpose of passing on some portion of his market
risks either to others who have opposite risks in the market or to
the speculator in general.
And the speculator in general has performed a most valuable
function in helping to fill the gap in the chain of those who are
interested in the fluctuations of the price of cotton. The term
"speculator," when considered in the light of the meaning of its
derivation "speculari," "to observe," "to ponder a subject in its
different aspects and relations" is not such a fearful word as many
profess to think.
When a cotton merchant buys actual cotton and does not sell it
immediately, he sells "futures" to protect himself against a decline
in price; and when a merchant sells actual cotton and does not
buy it immediately he buys "futures" to protect himself against an
advance in price.
Other Definitions
"Futures" are contracts for the future delivery of cotton and
such contracts are made through a broker, a member of one of the
three organized exchanges in New York, Liverpool or New Orleans, or of the Chicago Board of Trade.
Hedging has been defined as a method of trade insurance, whereby the cotton merchant can limit his risks from market fluctuations.
Combining the transactions in actual cotton and transactions in
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contracts for the future delivery of cotton, the merchant is enabled
to maintain a balance between the total of his sales and the total of
his purchases. This controls his risk as to market fluctuations,
but as will be seen later, it does not control his risk as to the total
price of cotton.
"Forward Sale" —The term "forward sale" is used to designate
a valid and enforceable contract covering the sale by the cotton
merchant of a certain number of bales of cotton for shipment at a
specified future time.
"Forward Purchase" —The term "forward purchase" is used to
designate a valid and enforceable contract under which the cotton
merchant contracts to buy a certain number of bales of cotton for
delivery to him at a specified future time.
"On Call" —The term "on call" is used to qualify a forward sale
or a forward purchase when such contract is not definite as to the
price to be paid for the cotton involved in the contract. When the
price to be paid for the cotton is a definite price per pound, the
contract is termed "fixed." The buyer of cotton, whether it be the
cotton merchant, the spinner or the European buyer, may desire to
avoid the hedging of certain contracts; this he may do by buying
his cotton "on call." The contract will then be made for the delivery of cotton with the price per pound to be paid, being specified
as a certain number of points "off" or "on" the price of cotton in
a given future month, as quoted, on the day the price is "fixed" or
"called" on such one of the recognized cotton exchanges as is
specified. In determining the price of cotton or of "futures," "one
point" is equal to one hundredth of a cent, and "one Liverpool
point" is equal to one hundredth of an English penny.
"Basis"—The term "basis" is used to designate the relation between the price of actual cotton and the price of future contracts.
If actual cotton is sold at a higher price than the futures contract,
it is said to be sold at a "premium" and if actual cotton is sold at a
lower price than the futures contract, it is said to be sold at a "discount." Cotton sold at a premium is said to be sold at so many
points "on" the future month specified, and cotton sold at a discount is said to be sold at so many points "off" the future month
specified. When actual cotton and the "futures" contract, with
which comparison is being made, are being sold at the same price,
then the price of the actual cotton is said to be "even" with the
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futures contract. Various elements enter into the consideration of
basis. In the first place, there is the premium which the price
for delivery of actual cotton, all of the given character contemplated
in the sales contract, should bear above the price for the contract
for future delivery, on which many grades may be tendered.
Next, there is the cost of delivery of the cotton at the point of
destination specified in the sales contract, and in addition there is
the merchant's cost of operating his business and the profit he
expects to make on the sale. Basis is also affected by the supply
and demand with respect to the various grades and staples of cotton being traded in, in any given season, and at the various times
during the season.
It will be observed, that while the cotton merchant, through his
hedging transactions, may limit his risk with respect to market
fluctuations, the machinery of the future market does not provide
him with a means of hedging in respect of basis fluctuations. It is
not possible to trade in actual cotton and not have the relation
between the price of the actual cotton and the price of futures
widen out or narrow with the varying conditions of the market.
"Grade"—The term "grade" as applied to cotton is used to
designate the character of the cotton with respect to its color
and the amount of impurities, such as pieces of broken leaf, contained in the cotton.
"Staple" —The term "staple" as applied to cotton is used to
designate the character of the cotton with respect to the length
and strength of its fibres.
In prior years the standards for "grade" and "staple," against
which export sales were made and arbitrated, were those established in Liverpool, Bremen and Havre, and the requirements of
each of these markets being different, the United States exporter
had an excellent outlet for his average purchases. Prior to the
war, claims on shippers for "grade" and "staple" differences were
not of great significance, the arbitration differences were narrow
and the fluctuations between the season's highest price and lowest
price were moderate.
"Position" —The cotton merchant's use of the machinery of the
future market is to hedge his purchases and sales of actual cotton. In so doing, the merchant may be long of actual cotton and
short of futures or he may be short of actual cotton and long of
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futures. In the first case the merchant is said to be "long of
the basis" and in the second case he is said to be "short of the
basis." The situation of the merchant with respect to these
elements is termed his "position." The various elements which
must be considered in establishing the merchant's "position" will
include one or more of the following:
Long

Inventory cotton on hand
2. Provisional shipments (i. e. cotton shipped "on call ")
3. Fixed forward purchases
4. Long hedges
5. Unfixed forward purchases (i. e.
call purchases not received)
1.

of

Short
6. Fixed forward sales
7. Provisional purchases (i. e. cotton received "on call ")
8. Short hedges.
9. Unfixed forward sales (i. e. call
sales not shipped)

In the foregoing items (i) to (4) inclusive are on the long side
of the market, and items (6) to (8) inclusive are on the short
side of the market and in combination determine the merchant's
position with respect to market risks.
Similarly, items ( t ) , (3) and (5) on the long side are offset
against items (6) and (9) on the short side to determine the
merchant's position with respect to basis risks.
Position Should Be by Months and by Grade and Staple
The foregoing position statements are useful only in developing the merchant's net position as to market or basis risks, and
for an accurate determination of the merchant's risks must be
amplified. It is to be observed that not only may the merchant
hold or have contracted to buy or sell cotton of various grades and
staples, but also his commitments may, in fact almost always will,
be based on various future months. Consequently it is highly desirable —not that all cotton merchants go fully into this refinement
of recording position data —that a merchant keep a record of his
position as to the various future months on which his commitments are made, and also of the various grades and staples involved
in the contracts. It is readily seen that a merchant may be practically balanced with respect to market risks and yet this condition
may exist as a result of an excess of "December" longs balanced
by an excess of "January" shorts and "March" shorts. The fluctuation of the price of future contracts, one month with another
1192
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may be comparatively violent and, as many cotton merchants will
assure you, may be irregular and absurd. Such a condition, to
a merchant who looks no further than his net position, may be
productive of extraordinary and often disastrous financial results.
Similarly excess purchases or holdings of cotton classed low
middling 7/8 inch cannot be said to balance commitments to sell
strict middling inch cotton.
You will have noted that I have devoted some few paragraphs
to the consideration of hedging, futures and position, both basis
and market. However, in the cotton merchant's business a consideration of these matters is of vital day -to -day importance and as
you will see later these elements are of paramount importance
in discussing the merchant's financial position.

Usual Financial Statements Are Not Sufficient
Unlike the case in the majority of other businesses — granting of
course that the application of the value of inventories on hand is
necessary—the drawing of a trial balance from the financial records of a cotton merchant and the classification of the trial balance
into balance sheet and profit and loss items does not give complete
information. Only at certain times, say at the close of a season,
when complete liquidation of inventory and contracts has been
effected —and this condition is now rare —does one find the financial records of a cotton merchant complete. Monthly trial balances are of little value, and at interim periods the gross income
and the cost of sales are not of complete record in the accounts.
The most important elements of the business and the ones the
effects of which may prove the cause of disaster or heavy loss are
not of record until an assessment of the value of all the items of
the merchant's position are taken into account.
It is true that many merchants make up interim statements in
full detail two or three times during the season, but I have seen
merchants engaged in extensive operations, who had no accurate
knowledge of the financial outcome of their operations until the
experienced accountant arrived to examine the accounts and perform the computations necessary in arriving at the monetary value
of the various elements of open position items. I have seen merchants whose knowledge of their position was so inaccurate, that
an error of 7570 of the total net outcome of the season could arise
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from a failure to appreciate the effect of a market position practically,.balanced from a net point of view but unbalanced as between
future months. And I have seen certain concerns, in preparing
interim statements toward the close of a season, so misconstrue
—and quite honestly so—the effect of the open position items, that
the ascertainment of a substantial loss has grown by 50% and again
by 50 0 0 in a period of sixty days.
And all this has existed in attempting to ascertain the results
of operations of a business which is highly technical in character
and which demands the greatest skill for successful operation.
Still the value of adequate accounts and statistics is often disregarded and sometimes ridiculed.
Influence of "On Call" Buying and Selling
The practice of "on call" buying and selling, which has grown
to such an extent in post -war years, is responsible for many of
the changes in the marketing of cotton during recent years. This
practice has placed a larger burden of financing on the cotton
merchants and has obliged them to carry, not only their own
hedges, but also the spinners or foreign buyers' hedges, often until
the cotton has passed into manufactured goods.
For quite some time, financing has been extended by the cotton merchant until the cotton has been delivered at its final destination. Such reimbursement terms as "cash on arrival of cotton at
port of destination"; "cash in
days after arrival of steamer
carrying the cotton"; or drafts at thirty, sixty, ninety and one
hundred and eighty days sight from date of arrival of steamer are
part of the routine of the present financing of cotton sales.
A further development in recent months has been the introduction of a system almost equivalent to a barter system with
certain European countries whose foreign exchange restrictions
are such that the free flow of trade is not possible. This involves
the finding of a United States importer B, a purchaser of pipe or
steel rails, let us say, from whom the cotton exporter A is willing
to accept funds, while the European seller of pipe or steel rails
to B is willing to receive his funds from the European purchaser
of cotton from A.
All of these financial transactions and changes in procedure
place the cotton merchant, especially the one with limited capital,
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in what may become an uncomfortable situation. Failure or inability on the part of the cotton merchant to secure adequate and
sufficiently elastic credit cooperation from his banker may be very
embarrassing, when confronted with the necessity of extended
"hedging" operations or repeated margin calls consequent on market fluctuations.
As a result of the practice of "on call' buying and selling, a
new risk has arisen for the cotton merchant in the difference which
exists between the provisional invoice price, namely, the price at
which the "on call" cotton is shipped, and the final invoice price,
ascertained at the time the price of the "on call" cotton is fixed.
However, the credit risk exists, as the shipper may have no longer
any security in the cotton shipped, and market fluctuations may
have caused the difference between the provisional and final invoice
price to be to the credit of the shipper in a material sum.
The selling and arbitration of cotton with respect to "grade" and
"staple" as affecting the United States cotton merchant is undertaken in terms of standards established by the United States government, and foreign cotton markets have accepted these standards,
as affecting shipments from the United States. In accordance
with these standards, arbitration with respect to staple lengths is
based on inches. The United States shipper, if not selling on
inch description, sells on "type" or on "actual samples."
Former Cash Basis Required Only Simple Records
Inasmuch, as in pre -war years, and even for a number of years
thereafter, cotton merchants were dealing, in the main, with cash
transactions, the accounting records and classification of accounts
in use by such merchants were simple. Simple cash receipts and
cash disbursement records were considered adequate and the general ledger seldom contained more accounts than were necessary
to record cash and bank accounts, cotton purchases and cotton
sales and such few expense accounts as salaries, traveling expenses,
telephone, telegraph and cable charges, freight, insurance and compress charges, and the accounts recording the firm's capital and
surplus or proprietorship accounts.
Some merchants were even more conservative in their use of
accounts and used art account which was the final resting place for
the record of purchases, sales and almost every other character of
1195
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item connected with the purchase or sale of cotton. The "Cotton
Account," as this receptacle for heterogeneous entries was tenned
was very popular but not very illuminating. Then, one is confronted with an account to which debits for purchases, sales rejections, weight and class claims on sales, compress charges, freight
charges, bank discounts and other dissimilar charges are made.
The credits to such an account may contain, in addition to sales
items, credits for claims on the country seller of cotton, for freight
and insurance refunds, and even for settlements on account of
"on call" purchases.
In fact, in the experience of some of us who have tried to
bring more detailed classification into the accounts, we have met
this catch -all account so often in the records of the merchants of
a certain celebrated cotton center that we have tagged such accounts with the name of the city in question. Recent experience
leads us to believe that the hard working "Cotton Account" has
not yet completely disappeared.
Present Need Is for More Adequate Records

in

In present times, the complexity of the cotton merchant's business, and his function as merchant, banker, broker and credit
grantor demand a more detailed system of accounts. Additionally,
while in previous years, a somewhat generous margin of profit,
accruing to the cotton merchant, might excuse a very broadminded view of the accounting records necessary,
these times,
the narrowing margin of profit and the increasing competition in
the handling of a smaller crop requires a detailed accounting for
day - to-day operations as well as an adequate analysis of the final
profit or loss for the season.
Coincident with the growing need of the cotton merchant for a
more exacting accounting system, the accountants of the South,
where the majority of the cotton merchants' offices are situated,
were going through a process of education. Consequently, it is
now possible to find cases where both the accountant and the cotton merchant are in substantial agreement as to the character of
accounting system necessary and the proper consideration of the
various elements which enter into the balance sheet of a cotton
merchant.
A brief review of the various records and accounts in use in
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the accounting systems of a cotton merchant, with particular reference to certain special accounts, follows:
Such records as are mentioned may either be in the regular
bound record form or may be in loose leaf form or in card record
form. In the loose leaf or card record form the opportunity for
mechanical accounting presents itself, and it is encouraging to
note the increased use of accounting machinery in compiling financial and statistical records for cotton merchants.
Financial Records
The records in which financial transactions are recorded are as
follows:
( i ) General ledger, in customary form, in which the various
accounts are maintained, for the purpose of recording the assets,
liabilities, income and expense accounts.
(a ) Cash receipts book, which provides sufficient columns for
the entry of transactions with the various banks with which the
merchant has an active business, and for the entry of cotton sales,
collections on trade accounts, collections on claims in connection
with the purchase of cotton, collections on freight refunds, and with
a general column for miscellaneous or infrequent receipts.
(3 ) Cash disbursements book, which provides columns for the
entry of transactions with the merchant's various bankers and for
the entry of cotton purchases, payments on trade accounts, freight
charges, compress and handling charges, payments on claims in
connection with the purchase of cotton, charges for patching,
charges for salaries and office expenses, charges for buying expenses, and with a general ledger column for the entry of other
disbursements.
(4) A j ournal provided wih sufficient debit and credit columns
to record entries to trade accounts, for the recording of sales not
the subject of immediate cash reimbursement, for sales claims, for
the entry of profits or losses on closed "hedge" transactions, and
for the entry of charges for selling commissions, sales charges,
and with a general ledger column for the entry of items for which
provision has not been made otherwise.
(5) A subsidiary ledger, in which is recorded the accounts with
trade debtors and creditors, under the control of the trade ledger
control account in the general ledger.
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(6) A subsidiary ledger in which is recorded the amounts due
to or by the merchant on account of claims in connection with
purchases of cotton. This ledger is generally designated the "Out turn Ledger" and is often not under the control of an account
in the general ledger. It is advisable, however, that the "outturn
ledger" be kept under control by means of the posting to a general
ledger account of the claims due to and by the merchant, as entered in a special column in the journal, and the liquidation of
these claims as shown by the entries in the appropriate columns in
the cash records.
In all records, in which entries are made for sales or purchases
of cotton, special columns are provided for the recording of the
number of bales involved in each transaction, as it is essential that
the bale account be kept in balance with the inventory of cotton
on hand. The record of bales, in connection with each transaction or group of transactions, should also be made when postings
are made to the general ledger or to the trade ledger.
Other Records
Among other records maintained by the cotton merchant are the
following:
(i) Purchase record. This record, which may be either a bound
book or in loose leaf form, contains the necessary information as
to the merchant's commitments for the purchase of cotton, giving
the seller's name, point of origin of the cotton, number of bales
bought, terms of purchase, date the cotton is due to be shipped
with a record of the receipt of the cotton and the date of fixation
of the price and the final price of the cotton if the cotton has
been purchased "on call."
( 2 ) Sales record. This record, either in bound or in loose leaf
form contains the necessary information as to the merchant's
commitments for the sale of cotton. This record gives the name
and address of the buyer of the cotton, the number of bales sold,
point to which shipment is to be made, date shipment is due to be
made, terms of sale, broker through whom sale is made, with rate
of commission due to broker, date shipment is made, and the date
of fixation of the price and the final price of the cotton if the cotton has been sold "on call." Further information, recorded against
each shipment made, includes the number of invoice covering the
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shipment, the "mark" or shipping designation, with the number
of bales and weight of cotton shipped, date of shipment, the weight
outturn as reported on arrival of the cotton at destination and the
outturn with respect to claims for weight and for grade and staple
as finally settled with the purchaser of the cotton.
(3 ) Stock record. This record is used for the purpose of listing the bales of cotton received by the merchant, under the appropriate identification or shipping "mark," entry being made by
bale numbers. Record is made of the disposition of the individual
bales as they are applied against shipments.
(4 ) Future position record. This record, which is termed the
"Position Book" or the "Long and Short Book," is used for the
purpose of recording the merchant's commitments under the contracts of purchase and sale of actual or "spot cotton," and his
commitments in connection with "futures" or protective contracts
for the future delivery of cotton. This record, maintained from
day to day, showing the daily transactions with respect to purchases and sales of spot cotton, whether at a fixed price or "on
call," as well as the daily transactions with respect to "futures,"
is the record used by the cotton merchant to indicate to him his
"position" in the cotton market both as to "market position" and
"basis position."
(5) Foreign exchange record. This record is used for the purpose of recording the merchant's commitments in respect of his
sales of foreign currency and the application thereagainst of foreign
currency receipts arising from sales invoices on which the reimbursement is not in United States currency.
(6 ) Sales invoice book. This record, often maintained in sections according to the general territories to which sales are being
made, such as "Continental Sales," "Liverpool Sales" or "Domestic Sales," is kept in memorandum form. This record contains the
original or pencil draft of the sales invoice to be made out covering
each shipment and may be used as a posting medium for charges
to trade customers on sales against which reimbursement is not
immediate, and as a checking medium against cash receipts on
sales with immediate reimbursement.
(7 ) Other records in use are those for the purpose of showing
the location of the inventory of cotton on hand in accordance with
the compresses and warehouses in which the cotton may be stored
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from time to time, and for the purpose of showing the number
of bales of cotton pledged as security against obligations to banks.
In the case of some merchants, a subsidiary ledger is maintained
for the purpose of charging disbursements for interior freight
bills against accounts designated for various railroads at various
points of origin. The application to these accounts of receipts on
account of concentration refunds received from railroads, and the
proper entry of adjustments for differentials in rates, serves to
account for the proper handling of concentration claims. Various other statistical records are maintained by many merchants for
the purpose of providing such general and particular information
as may be desired by the merchant in the conduct of his business.
Financial Statements
A typical balance sheet of a cotton merchant is shown below,
and a typical income account on page i 2 o i .
BALANCE SH E E T
A COTT ON MERC HANT
AS SE T S :
Cu r ren t:
Cash in banks a nd on hand
Documents in transit
B/c
Acceptances receivable
Accounts receivable:
Brok ers
T ra de
Cu rrent claims on railroads and
others
Ma rket differences on open transactions
Inventory of cotton at market
value
B/c

LIAB ILIT IES:
Cu r ren t:
Acceptances payable, banks
Advances by bank s
Accounts payable:
Brokers
T ra de
Accru ed claims, payable
Accrued cotton charges and commissions
Accru ed expenses
Ma rk et differences on open transactions
Federal income ta x

Investments:
Stocks of corporations
Memberships in cotton excha nges
Fix ed a sset s:
Fu rnitu re, fixtures and automobiles, less provision for depreciation

CAPI T AL :
Capital stock
Su rplu s

Other a ssets:
Defer red cha r ges:
Prepaid interest
penses

and

other

ex-
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INCOME ST AT E ME NT
A COT TON MERC HANT
B/c

$

$

Sales -Gross
Add, or dedu ct hedges
Less, Sales deductions:
Freight
Insurance
Discounts on drafts
Pa tching
Sales commissions
Claims for weight
Cla ims for gra de a nd sta ple
Sa les cha rges
Cost of sa les:
Inventory at beginning of
season
Pu rcha ses
Country ou tturns
Compress and handling
charges
Bu ying commissions

B/c
Less, Inventory a t close
of season

B/c
B/c

$
—
$
—

$

Gross profit in sales
Sa les of loose a nd pick ings
Gross income from
cotton
Exp enses:
Sa la ries:
Officers
Employees
Interest
Excha nge
Traveling expense
Telephone, telegraph and
cables
Excha nge and association dues
Office and general expenses
Net income from
cotton

$

B/c
B/c

Other income or expenses:
Interest received
Dividends received
Previou s season's items
Foreign exchange adjustments
Net income from operations
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Having set out, in brief, the records in daily use in the cotton
merchant's business, certain accounts more or less peculiar to
the typical balance sheet of a cotton merchant will be discussed.
Unless one is considering the balance sheet at the close of a
season, say at June 30 or July 3i, when almost complete liquidation may have been effected with respect to the inventory of actual
cotton and of obligations on open future transactions, these items
will be of the greatest significance in setting up the merchant's
balance sheet and assessing the results of operations for the season.
Use of a Liquidation Basis for Valuation
In brief, it is desirable that the valuations, used in preparing
the balance sheet of a cotton merchant, place the merchant's inventory and all elements of his future position, i.e., his open contracts for actual cotton or futures, on a liquidating basis as of the
date of the balance sheet, based on the published market quotations.
When one considers the cotton merchant's method of doing
business and his operations during a cotton season, in an endeavor
to protect himself against market fluctuations, involving the covering of spot cotton purchases by the sale of hedges and the covering of fixed forward sales by the purchase of hedges, it is seen to
be impossible to determine the final cost of a given bale of cotton
on hand in the inventory.
It will be observed that the typical balance sheet, shown previously, indicates that the inventory of cotton is to be shown at
market value and that provision is made for taking into account,
what is termed "market differences on open transactions."
Factors to Be Considered in Valuation of Inventory
In the valuation of the cotton inventory, due regard is given to
the weight, the grade and the staple of the various bales of cotton
identified as being on hand. With respect to the market value of
the cotton for the various grades and staples, most merchants base
the valuations on the nearest active future month in relation to
which cotton is being bought and sold at the date of the balance
sheet. Thus, if the balance sheet is being prepared as at July 3i,
cotton valuations will be based "on" or "off" the October futures
contract.
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Consideration is also given to the location of the cotton, as cotton at the port or in European warehouses is relatively more valuable than at interior points; the cotton is nearer the point of consumption and the merchant has already made disbursements for
freight and other charges.
The identification of the grade and staple of the cotton as shown
in the inventory may be made from the merchants regularly maintained records of bales so classified.
The basic valuation with respect to the future month is obtained
from the published quotations, and the variations for grade and
staple are ascertained by reference to the prevailing quotations in
the market territory where the cotton is situated.
The foregoing method of valuation involves the weighing of local
opinion as to "basis" and this may obtain in a locality where those
concerned with the issuance of "basis" differences may be unduly
optimistic or unduly pessimistic. Similarly, the locality may be
one, in which an insufficient volume of trading at the moment,
causes the rendering of a sound opinion difficult. For example, on
a recent day last week the quoted Dallas basis for 7/8 inch middling cotton was 30 to 50 points on May futures, while Houston
quoted 15 to 2 0 points on May, Galveston quoted 2 0 on May,
and New Orleans quoted 75 on May, a maximum variance of
$3 per bale.
Valuation by Reference to Delivery on a Futures Contract
In view of these conditions it has been felt for some years, that
the really consistent and conservative method of valuation of an
inventory of cotton at market value, is to value the inventory, as
far as is possible, by reference to delivery on a futures contract.
Such a method of valuation is considered to give a true liquidating value, with respect to such cotton on hand as falls within the
classification of grades and staples which are acceptable as tender able on a futures contract.
Tenderable cotton comprises cotton which is seven - eighths of an
inch or more in length of staple and of a standard grade ranging
from good middling to low middling if extra white, from middling
fair to low middling if white, and with smaller ranges if the cotton
is tinged, stained, spotted or gray. Certain other technical disqualifications of cotton for tender, such as apply to reginned cotton
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or false packed cotton, are contained in the provisions regulating
the definition of tenderable cotton.
The valuations of such portions of the inventory as may not be
tenderable should be made to conform to the tender price, with
suitable adjustment for grade and staple differences, if the cotton
is sufficiently near to tenderable cotton in its classification. Inferior cotton may be valued with reference to tender price with
discounts allowed for in order to insure conservative valuations.
However, valuation of tenderable cotton on a tender basis presupposes the possibility of prompt liquidation, but circumstances
may exist with respect to non - tenderable cotton which will necessitate further discounts, in addition to those for grade and staple,
in order to take into account the fact that prompt liquidation may
not be possible.
The advantage of the use of valuations based upon tendering
cotton, when proper consideration is given to the cost of tendering,
the cost of carrying the cotton until the month of tender, and
the cost of transporting to the nearest delivery point, allows the
use of the published basis differences of the ten designated spot
cotton markets. The ten spot markets of Norfolk, Augusta,
Savannah, Montgomery, Memphis, Little Rock, Dallas, Houston,
Galveston and New Orleans have been designated by the Secretary of Agriculture as those from which quotations for the various
grades and staples of cotton are taken daily and averaged, these
averages being used in determining the differences for grade and
staple allowed in deliveries on futures contracts. The use of such
quotations in valuation of the inventory eliminates the element of
individual or localized opinion on basis valuations.
Further, the functioning of the normal cotton market is such,
that the merchant can always dispose of his tenderable cotton
against a futures contract; lie has in his own hands, the control
of this matter and does not have to wait until his cotton is sold,
lot by lot of even running character, to a variety of buyers and with
the delays caused by the exigencies of trade. If the merchant already has the necessary short futures open, this method of valuation amounts to a closing of his position in respect of the tender able cotton and the relative open short futures. If the necessary
short futures are not in his position, these futures may be contracted for promptly and at the price quoted in the market selected
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for the transaction. Naturally, there exists the possibility of certain of the cotton considered by the merchant as tenderable, being
rejected on tender. However, the possibility of cotton not being
finally acceptable, at the class at which the merchant is carrying
it, exists always and is an element of risk in other methods of
inventory valuation.
Valuation Illustrated
The valuation on the balance sheet and in the income account of
the effect of the merchant's obligations on open transactions is
effected by applying a theoretical close -out to all the open items
as of the balance sheet date. Thus all contracts which have been
undertaken on a given futures month, for example December, are
valued by calculating the difference, existing at the date of the
balance sheet, between the quoted price of December futures at
the date of fixation of the contract and at the balance sheet date.
Thus a fixed forward sale of i,000 bales based on December
may have been fixed on July 6 when the December futures contract was quoted at ii.o2¢ per pound and on July 31 the price
of the December futures contract may be 10-39¢ per pound.
The calculation would appear as follows:
December price at fixation d a t e . . . . . . . . . .
December price at July 31st . . . . . . . . . . . .

11.02¢

Di ffer en ce . . .. . . . .. . . .. . . . .. . . .. . . .

.63¢

1 0.390

i,000 bales of 500 pounds weight at .63¢ per pound gives a
total value of $3,150 for inclusion in the balance sheet.
The valuation of $3,150 developed in the above calculation will
be included in the balance sheet under the heading of "Market
differences on open transactions" and will be shown on the asset
side. If the December futures contract at July 31 showed a greater
value than at the fixation date, then the calculation of the difference
would be included on the liability side of the balance sheet under
the above noted heading.
Similarly if, at the date the above -noted forward sale was fixed,
the merchant had taken out long futures of an equal amount, the
computation on closing out the open future —for balance sheet
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purposes —would show a purchase of i 1.w2 and a theoretical sale
at 10.39¢ with a calculated loss of $3,150 for inclusion in the balance sheet as liability offsetting the asset amount noted in the fixed
forward sale computation.
In the cotton merchant's position, the above fixed forward sale
will be part of the short side, and will be serving to counterbalance,
one or more of the items of the long side of the position. Just
as a decline in market price shows a valuation, which for the short
side of the position, is taken into account as an asset, so on the
long side of the position, a decline in market price develops a valuation to be taken into account as a liability.
All elements of the merchant's position are valued in accordance
with the above principles and are included in the balance sheet
under the classification of "Market differences on open transactions," being taken into account on the asset or liability side of
the balance sheet as the case may be.
Effect of Basis Variations on Valuations
It will be observed that in the valuation of the cotton merchant's
obligations on open transactions, the fluctuation of futures' prices
has been considered, but no accounting has been made for the effect
of basis variations. Not only fixed forward sales, but also fixed
forward purchases, and both sales and purchases which are unfixed, have the element of basis present.
In considering valuations of the cotton inventory and of the
open future items, for the purpose of placing the merchant's balance sheet on a liquidating basis, effect is given to those items over
which the merchant has undisputed and immediate control. The
liquidation of the tenderable position of the inventory may be controlled promptly by delivery on contracts and the balancing of
fixed forward sales and fixed forward purchases has been effected
by the opening of long and short hedges and the open futures has
been brought into account by the close -out, at the market of those
items.
In the case of an unbalanced position with respect to "market"
risks as distinct from "basis" risks, the merchant completely and
promptly may mature the valuation of his market position except
in the circumstances where a complete breakdown of the recognized
cotton exchanges existed. A breakdown of the functioning of
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commodity exchanges would introduce questions of valuation, not
within the scope of these notes, and certainly not within the considerations involved in discussing the balance sheet of a going
concern.
Basis risks are not within the control of the cotton merchant,
those are business risks which he will have to encounter always.
However, if at the date of the balance sheet it is found that
the basis, on which the merchant has sold cotton, is materially
lower than that at which, according to the most reliable evidence,
he could purchase the cotton to fill the sale made, proper comment should be made as to the possibility of loss, and more conservatively the computation of the estimated loss should be taken
into the accounts or at least covered by an adequate reserve. Similarly, appropriate comment may be made, if apparent basis profits
are found.
Basis is recognized in the valuation of the inventory of cotton
on hand, but then prompt liquidation is possible of control through
delivery on futures contracts.
It is recognized that the above described methods of valuation
do not necessarily produce a statement in terms of cost or market,
whichever is lower.
The Income Statement
The typical income account as shown earlier in these notes requires little explanation. In general, however, it is felt that the
statement, although in the form in general use, is not entirely satisfactory as a t rue guide to the results of the merchant's operations. If, in course of time, it is possible to interest cotton merchants in a more detailed study of their accounts and accounting
systems, more illuminating statements of operations may be prepared. Detailed records for the accumulation of the costs of
services with respect to particular shipments, and the final out turn of these shipments, both with respect to customer and point
of destination should provide valuable information. Other fields
of inquiry include those of ascertainment of the true cost of purchasing, storing and handling cotton. As it is, the cotton merchant's statement shows items of general operating costs and costs
of buying and shipping cotton in total classifications, irrespective
of whether the cotton be bought in the interior or at a port com1207
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press and without regard to whether the cotton be delivered to
eastern mills or t o European ports. Thus, no definite check is
had, through the operating accounts, on the adequacy of the merchant's charges against the buyer of his cotton, for the various
costs of services rendered to the buyer in the collection, classification, holding and delivery of the cotton to him.
True, some merchants maintain records for the compilation of
claims on shipments to various markets, for a record of the out turn of cotton purchased by various buyers, for a record of compress charges paid and other miscellaneous data. However, all of
this is no better than the keeping of a so- called system of cost
accounts which does not tie in with the financial accounts and
which is not explanatory of the variances arising in the operation
of the business.
You will have noted that wherever we have had a reference to
quantities in connection with the commodity, cotton, the reference
has been to bales of cotton. However, cotton is bought and sold
by pounds and prices quoted are by pounds; the pound measures
the quantity of the commodity, the bale is merely the package.
The theoretical bale of Soo pounds is more the exception than the
rule in the case of actual spot cotton, and while the bale for "futures" operations is 500 pounds, the bale in actual spot operations
may often range as much as 2 0 % above or below that number
of pounds. This fact introduces another modification into the
proper compilation of the merchant's position and some merchants
go to considerable lengths to compile data from which to estimate
the average amount of excess weight per bale which must be considered in hedging operations.
Valuation at Market Approved for Income Tax Purposes
For the purpose of federal income tax returns the cotton merchant is permitted to value his inventory at market value. The
Bureau of Internal Revenue, under Appeals and Review Memorandum 135, acknowledges, for the purpose of determination of
taxable income, the right of dealers in cotton, to incorporate in
their accounts such open "future" contracts to which they are parties, as are "hedges" against actual "spot" or cash transactions;
provided that no purely speculative transactions in "futures" not
offset by actual "spot" for cash transactions may be so in1208
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eluded or taken into account in any manner until such transactions
are actually closed by liquidation. Thus, the cotton merchant
with his market position theoretically in balance may include all
items, but if he is long or short of the market, the amount which
is identified as speculative must be excluded.
However, it would be interesting for us to be shown how, except in the simplest of cases or in the cases where the merchant
may have open futures which were deliberately earmarked as
speculative and outside his regular position at the time of execution, one is to identify the futures which create the long or short
position which may exist and which may be termed speculative.
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INTERNATIONAL CONVENTION
June 22 -25, 1936
Offers You
Chapter Officers' luncheon and conference
Pavilion Caprice, Wednesday, June 24, 1 2 :3 0 P . M .
Industrial and Chapter Directors' group luncheon
Pavilion Caprice, Tuesday, June 23, 12 :3 0 P .M .
Netherland Plaza Hotel as convention headquarters
J u n e 22,
23, 2 4 , 2 5
Cocktail Hour
Hotel Gibson, June 22, 23, 24, 25, 5 :00 P.M.
Industrial inspection trips
J u n e 22 , 2 3, 2 4, 2 5

National Board and Advisory Council Luncheon, and luncheon
of Chapter Secretaries
Netherland Plaza Hotel, Thursday, June 25, 1 2 :3 0 P . M .
New contacts
J u n e 22, 23, 24
, 25
Annual golf tournament
Western Hills Country Club, Monday, June 22, 8:oo
A. M.

Accounting machine exhibit
Netherl and Pl aza Hot el, Ju ne 22, 23, 24, 25
Annual President's reception and dance
Pavilion Caprice, Mon d a y, J u n e 22 , 8 :30 P . M .
Annual dinner and meeting of Spot Club
Netherlan d Plaza Hotel, Tu esday, J une 23, 6 :30 P.M.
Annual banquet
Pavilion Caprice, 6:30 P.M., Wednesday, June 24
Technical sessions
Netherland Pla za Hot el, Ju ne 22, 23, 24, 25
Inexhaustible entertainment
J u n e 22 , 2 3, 2 4, 2 5

Opera at the Cincinnati Zoological Gardens
Sunday, J une 21, 8 :15 P.M.
Hospitali ty of Ci nci'NACA
J u n e 22, 2 3, 2 4, 2 5

Informal discussions
J u n e 22, 2 3, 2 4, 2 5

Ove r the Rhin e Par ty
Tuesday, June 23, 8 :3 0 P . M .

