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1 Differentiate between cash basis accounting and accrual basis accounting

* 2 Define and apply the time period concept, revenue recognition, and matching

principles
* 3 Explain the purpose of and journalize and post adjusting entries

* 4 Explain the purpose of and prepare an adjusted trial balance

« 5 ldentify the impact of adjusting entries on the financial statements
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Differentiate between cash basis accounting and accrual basis accounting



There are two ways to record transactions—cash basis accounting or accrual basis
accounting. MlDOCEA[\I
. records only transactions with cash: cash receipts and cash
payments. When cash is received, revenues are recorded. When cash is paid, expenses are
recorded. As a result, revenues are recorded only when cash is received and expenses are
recorded only when cash is paid. The cash basis of accounting is not allowed under Generally
Accepted Accounting Principles (GAAP); however, small businesses will sometimes use this
method. The cash method is an easier accounting method to follow because it generally
requires less knowledge of accounting concepts and principles. The cash basis accounting
method also does a good job of tracking a business’s cash flows.

. records the effect of each transaction as it occurs—that is,
revenues are recorded when earned and expenses are recorded when incurred. Revenues
are considered to be earned when the services or goods are provided to the customers.

Most businesses use the accrual basis as covered in this book. The accrual basis of
accounting provides a better picture of a business’s revenues and expenses. It records
revenue only when it has been earned and expenses only when they have been incurred.
Under accrual basis accounting, it is irrelevant when cash is received or paid.



Example: Suppose on May 1, Smart Touch Learning paid $1,200 for insurance for the
next six months ($200 per month). This prepayment represents insurance coverage for
May through October. Under the cash basis method, Smart Touch Learning would record
Insurance Expense of $1,200 on May 1. This is because the cash basis method records an
expense when cash is paid. Alternatively, accrual basis accounting requires the company
to prorate the expense. Smart Touch Learning would record a $200 expense every month
from May through October. This is illustrated as follows:

Cash basis Accrual basis
Cash Payment Made May 1: $ 1,200 May 1: $ 1,200
Expense Recorded May 1: $ 1,200 May 31: $ 200
June 30: 200
July 31: 200
August 31: 200
September 30: 200
October 31: 200
Total Expense Recorded % 1,200 $ 1,200

mipocef|

Cash Basis Accounting
Accounting method that records

revenues only when cash is
received and expenses only when

cash is paid.

Accrual Basis Accounting
Accounting method that records
revenues when earned and
expenses when incurred.

Now let’s see how the cash basis and the accrual basis methods account for revenues.



Example: Suppose on April 30, Smart Touch Learning received $600 for services to be l

performed for the next six months (May through October). Under the cash basis method, MIDOCEA
Smart Touch Learning would record $600 of revenue when the cash is received on April 30.

The accrual basis method, though, requires the revenue to be recorded only when it is

earned. Smart Touch Learning would tecord $100 of revenue each month for the next six
months beginning in May.

UNIVERSITYl

Cash basis Accrual basis
Cash Received April 30: $ 600 April 30: $ 600
Revenue Recorded April 30: % 600 May 31: %100
June 30: 100
July 31: 100
August 31: 100
September 30: 100
October 31: 100
Total Revenue Recorded % 600 % 600

Notice that under both methods, cash basis and accrual basis, the total amount of revenues and expenses
recorded by October 31 was the same. The major difference between a cash basis accounting system and
an accrual basis accounting system is the timing of recording the revenue or expense.



Comparing cash and accrual basis accounting for expenses

The Pink Peonies Law Firm prepays for advertising in the local newspaper. On
January 1, the law firm paid $3,000 for 10 months of advertsing,

How much advertising expense should Pink Peonies Law Firm record tor the two
months ending February 28 under the

a. cash basis? b. accrual basis?
a. $3.000 advertising expense using cash basis
b. $600 * advertising expense using accrual basis

* Calculations:

$3.000 Advertising prepaid on January 1 for 10 months
=~ 10 Months

$300 Advertising expense per month

Thus.

$300 Advertising expense per month
*x 2 months

$600 Advertising expense for January and February

nryjitt
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- Comparing cash and accrual basis accounting for revenues W [@ i Aﬁl

Protection Home provides house-sitting for people while they are away on vacation,
Some of its customers pay immediately after the job is finished. Some customers ask
that the business send them a bill. As of the end of the year, Protection Home has

collected $900 from tash-pa].'ing customers. Protection Home's rematning customers
owe the business §1,300,

How much service revenue would Protection Home have for the year under the

a. cash basis? b. accrual basis?

a. $ 900 service revenue using cash basis

b. $2.200 * service revenue using accrual basis

* Calculations:

$900 + $1.300 = $2.200 service revenue
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Define and apply the time period concept, revenue recognition, and
matching principles
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As we have seen, the timing and recognition of revenues and expenses are the key
differences between the cash basis and accrual basis methods of accounting. These
differences can be explained by understanding

Time Period Concept

The Time Period Concept
Smart Touch Learning will know with 100% certainty how well it has operated only if the

Assumes that a business’s activities COMpAany sells all of its assets, pays all of its ]JLﬂ1:ni.|i1:in:azF and gives any leftowrer cash to its
can be siced intosmalltime  ginelholders. For obvious reasons, it is not practical to measure income this way. Because
segments and that fnancial  pyinesses need petiodic reports on their affairs, the time period concept assumes that a

EtaltemE".E can b prepared for business's activities can be sliced into small tme segments and that financial statements can
spefic periods, such 2 a month, be prepared for specitic periods, such as a month, quarter, or year.

Quarter, of year The basic accounting period is one year, and most businesses prepare annual financial

Fiscal Yeal  gpapernents. The 12-month accounting period used for the annual financial statements is

An scoounting year of any 12 called a fiscal year. For most companies, the annual accounting period is the calendar year,

consecutive manths that MaY  from Jammary 1 through December 31. Other companies use a fiscal year that ends on a date

ar may not coincide with the  other than December 31. The year-end date is usually the low point in business activity for

cllendar year  the year. Retailers are a notable example. For instance, Wal-Mart Stores, Inc., and | C. Penney

Company, Inc., use a fHscal year that ends a:uund]m.m.f}r 31 becanse the luwpuint of their
business ACHVILY COmes about a month afrer the hcdida}rs.



The Revenue Recognition Principle

The revenue recognition principle! tells accountants when to record revenue and requires
companies follow a five step process:

Step 1: Identify the contract with the customer. A contract is an agreement between
two orf more parties that creates enforceable rights and obligations.

Step 2: Identify the performance obligations in the contract. A performance obli-
gation is a contractial promise with a customer to transfer a distinct good or service.

A contract might hawe r.EDJJ.'I:iPJ.i: p::ﬂ:r:rm.-a.n:l:: 4:-1:-]i_gat'm:l-n.s.E For n:a.tnpl:,ﬂTﬂcT; Inc. -l:I-EtE:ﬂP:E-D—
vides an:wph&n:mmwhjsignahm—ymrmﬂuhzsmdccﬂgrmmmt This represents
(h= dl:srl:l.m:tpﬁﬂurmanm ub].igatiﬂm: the cellular service agrecrmnent and the n-:wph:»n-:.

Step ¥ Determine the transaction price. The transacton price is the amount that the
entity expects to be entdtled to as a result of transterring goods or services to the customer.

Step 4: Allocate the transaction price to the performance obligations in the contract.
If the transaction has multple performance obligations, the transacton price will need
to be allocated among the different performance obligatons.

Step 5: Recoghize revehue when (or as) the entity satisfies each performance
obligation. The business will recognize revenme when (or as) it satisfies each performance
obligation by transterring a good or service o a customer. A pood or service is considered
transferred when the customer obtains control of the good of service. The amount of rev-
enue recognized is the amount allocated to the satishied performance obligation.

MIDOcEAN
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Revenue Recognition Principle
Requires companies to record
revenue when (or as) the entity
satisfies each performance
obligation.



The Matching Principle

The matching principle (sometimes called the expense recopifion principle) guides accounting
for expenses and ensures the following:

* All expenses are recorded when they ate incurred during the period.
* Bxpenses are matched against the revenues of the period.

To match expenses against revermes means to subtract expenses incurred during one
month from revenmes earned during that same month. The goal is to compute an accurate
net income ot net loss for the tme period

There is 2 nataral link between some expenses and revenues. For example, Smart
Touch Learning pays 1 commission to the employes who sells the e-learning company’s
services. The commission expense is directly related to the e-learning company's revenue
earned. Other expenses are not so easy to link to revermes. For example, Smart Touch
Learning’s monthly rent expense occurs regardless of the revenmes earned that month. The
matching principle tells us to identity those expenses with a particular period, such s 2
month ot a year, when the related revenue occurred. The business will record rent expense
each month based on the rental agreement.

MIDOCEA|
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Matching Principle

Guides accounting for expenses,
ensures that all expenses are
recorded when they are incurred
during the period, and matches
those expenses against the revenues

of the period.



Applying the revenue recognition principle
Seacoast Magazine sells subscriptions for $36 for 18 issues. The company collects cash in

advance and then mails out the magazines to subscribers each month,
Apply the revenue recogmition princple to determine

a. when Seamast Magagine should record revenue for this situation.

b. the amount of revenue Seacsast Magazine should record for eight issues.

a. Seacoast Magazine should record revenue when each performance obligation has been
satisfied — 1e. when the company mails the magazines to subscribers (not when the cash 1s
collected m advance). The company should record revenue monthly.

b. Seacoast Magazine should record $16 of revenue for eight issues.

Calculations:

$36 collected 1 advance for 18 1ssues/ 18 1ssues = $2 revenue earned per 1ssue

Thus,

$2 revenue per 1ssue * 8 1ssues = $16 revenue earned for 8§ 1ssues

Wit

MIDOCEAN

UNIVERS\TY"



L
Applying the matching principle

Suppose on January 1, Andrew’s Tavern prepaid rent of $16,800 for the full year.

At November 30, how much rent expense should be recorded for the period January 1
through November 307

At November 30_ rent expense of $15_ 400 should be recorded.

Calculations:

$16.800 Rent prepaid on Jamaary 1 for 1 yvear
= 12 Months

% 1.400 Rent expense per month

Thius,

$ 1.400 Rent expense per month
= 11 Months

$15.400 Rent expense for January through WNovember

MIDOCEAL
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Explain the purpose of and journalize
and post adjusting entries



WHAT ARE ADJUSTING ENTRIES, AND HOW DO WE RECORD THEM?

The end-of-period process begins with the trial balance, which you learned how to prepare in the previous chapter.

Exhibit 3-1 is the unadjusted trial balance of Smart Touch Learning at December 31, 2018.

Exhibit 3-1

Unadjusted Trial Balance

SKMART TOWUCH LEARRMNIMG
Unadjusted Trial Balance

account Title

Cash

Accounts Recaivable
Office supplies
Prepaid Rent

Larnd

Building

Furniture

Accounds Payahble
Lrtilities Payakle
Unearmed Fevenue
Motes Payakble
Cormmon Stock:
Driwidemnds

Service Revenue
Rent Expensa
Salaries Egpanse
Utilities Expense
Total

Cecamber 21, 2018

Balanoe
Dbt Credit

£ 12200
.0
S0
3,
20, OO
6, OO
18, 0

5 200

1O

50O

&0, 0D

A48, 0D
5. (D0

156,500
2, e
3. 6500
T

5 125,404 5 125,400

MIDOCEAL
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This smadusied irial balanee lists the revermes and expenses of the e-learning company
tor November and December. But these amounts are incomplete because they omit varions
revenne and expense transactions. Accrual basis accounting requires the business to review
the unadjusted trial balance and determine whether any additional revenues and expenses

need to be recorded. Are there revenues that Smart Touch I..n:ﬂ.rninghas earned that haven'
been ::mrd:d}rct? Are there eXpenses that have ocourred that haven't been pu:n:a]iz:d?

For example, consider the Otfice Supplies account in Exhibit 3-1. Smart Touch Learn-
ing uses otfice supplies during the two months, This reduces the ottice supplies on hand (an
asset] and creates an cxpense (Supplies Expense). It is a waste of time to record Supplies
E:l:p:ns:: every time office supplies are used. But by December 31, enough of the $500 of
Ottice Supplies on the unadjusted trial balance (BExhibit 3-1 have p:c-l:-abl}r been used that
we need to adjust the Othice Supplies account. This is an CIEI'.IJPL: of why we need to adjust
some accounts at the end of the accounting period.




An adjusting entry is completed at the end of the accounting period and records MIDOCEAilI
revenues to the period in which they are earned and expenses to the period in which they ) it
occar. Adjusting entries also update the asset and liability accounts. Adjustments are needed
to propetly measure several items such as:

1. Net income (loss) on the income statement Adjusting Entry
2. Assets and liabilities on the balance sheet An entry made at the end of the

accounting period that is used to
record revenues to the pericd in

Thete are two basic categories of adjusting entries: deferrals and aerwals. In a defer-  which they are samed and expenses
ral adjustment, the cash payment occurs before an expense is incurred or the cash receipt to the periodinwieh ey aceur
occurs before the revenue is carned. Deferrals defer the recognition of revenue or expense
to a date after the cash is received or paid. Accrual adjustments are the opposite. An
accrual records an expense before the cash is paid, or it records the reverme before the

cash is received.

The two basic categones of adjusti.ng entries can be further s:pa.ratn:d into four types:

1. Deferred CXPENSEs Ed:fti‘.tﬂl:l
2. Deferred revermes (d:fv:r:alj

3. Accrued expenses (accrual)
4. Accrued revenues (accrual)



Deferred Expenses

Dieferred expenses, also called prepaid expenses, are advance payments of future expenses.

They are deferrals because the expense is not recognized at the dme of payment but

deferred untl they are used up. Such payments are considered assets rather than expenses

until they are used up. When the prepayment is used up, the used portion of the asset Deferred Expense

becomes an expense via an adjusting entry. Tﬂsﬂdﬁfpﬁ;lb;ﬂli!m

MIDOCEAN
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Prepaid Rent Expenses.
Remember Transaction 10 in Chapter 27 Smart Touch Learning prepaid three months®
office rent of §3 000 (§1,000 per month % 3 months) on December 1, 2018, The entry to
record the payment was as follows:

Date Accounts and Explanation Debit | Credit

ATl L + _E
Dec. 1 | Prepaid Rent 3.000 Prepaid _
Rent| -
cash 3,000 Cashl

Faid rent in advance.

Afrer posting, P::paid Rent has a ﬁﬂ-,ﬂ:ﬂ debit balance.

Prepaid Rent

Dec.1 3,000



Throughout December, Prepaid Rent maintains this balance. But $3,000 is sor the
amonnt of Frepaid Rent for the balance sheet ar December 31, Wy

Yo are here

1212018 1231, 2018 1EAA0NS 2RSS

I £ 1,000 £1,000 | 1,000 |

As of December 31, Prepaid Rent should be decreased for the amount that has been
u=ed up. The used-up portion is one month of the three months prepaid, or one-third of
the prepayment. Recall thar an asset that has expired i= an egeare. The adjusting entry trans-
fers §1.,000 F3,000 > 1,5 from Prepaid Rent to Rent BExpense. The adjusting entry i= as
follorors:

N | [, 4 ] Date Acounts and Explanation Debit | Credit

Prepaid ;= Rent Dec. 31 | Rent Expen:e 1,000
Rt Expense] Brepaid et

-
=

1000

To racord rant axpanse,

MIDOCEAN
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Afrer poating, Prepaid Rent and Bent Expense show correct ending balances:

Prepaid Rent Rant Expenses
CeeC. 1 000 1,000 @ Dec 31 Mo 15 2 00400
eC. 31 1, 0000
Bal. e o ] Bal. 3., Oy

Frepaid Rent is an example of an asset that was overstated prior to journalizing and

posting: the adjusting entry. MNotice that the ending: balance in Prepaid Bent is nows $2,000.
Because Prepaid Bent is an asset account for Smart Touch Learmning, it should contain only
toro more months of rent on December 31 (for Jamaary and Febrary). So we have 31,000
rent per month times two months egquals the 32,000 Prepaid Bent balance.

If Smart Touch Learninghad prepaid insurance, the same type of analysis would apply
to the prepayment of three months of insurance. The only difference i= in the account
titlem. Prepaid Insurance would be vsed instead of Prepaid Bent, and Insarance Expenss
would be vsed instead of Rent Expensec.

Office Supplies

Office supplies are also accounted for as prepaid expenses. Lets look at another example.
On MNovember 3, Smart Touch Learning parchazed §500 of office supplies on account.

The December 31 unadjusted trial balanece, theretore, still kists Office Supplics with
a $500 debit balance. But Smart Touch Learning®s December 31 balance sheet should s
report office supplies of §500. Why not?

During Mowvernber and December, the e-learning company used otfice supplies to con-
duct business. The cost of the supplies used becomes Swpgalier Exgpenre. To measure Sapplics
Expense, the business first counts the office supplies on hand at the end of December. This

MIDoCEA}



i= the amount of the asser still cemed by the business. Assume thar office sapplies costing
F100 remain on December 31, Then the business nses the Office Supplics T-account o
derermine the wahie of the supplics that were ased:

Amcunt of oifee office Supplies | Amount af oifca
Euplﬂlm I'HITIHI'"I'.; Mov. 3 SN = = | :IJJI;I]FI!:IEE:g IJE:?;UB:'H
I = Bal. 100

S0, we can solve for the office supplies used as follows:

Office Supples balamce before adjustment — Office supples used — Office supplies on hand
3500 — Office suppies used — $100
Office supplies ussed — $400

The December 31 adjusting entry updates Office Supplies and records Supplics
Expens=e for Movember and December as followas:

Cats dcoounts and Explanation | Crelbat Credst
Dec. 31 | Supplies Expense 400
Office Supplies 400
To record office supplies used.

After posting the adjusting entry, the December 31 balance of Office Supplics is
correctly reflected a=s $100 and the Supplics Expense is correctdy reflected as $400.

Office supplies
Mow. 3 500 | &S00 OeL. 31 ——== DOedc 31 400

Ssupplies Expense

Bal- 100 Eal. 400

Mi DOCSi EA N
al L + _ E|
Office - Supplies
supplies) Expense’



The Otffice Supplies account then enters Janmary with a §100 balance. If the
adjosting entry for Office Supplies had not been recorded, the asset would have been
overstated and Supplies Expense would have been understated. In making the adjust-
ing entry, the correct balance of Office Supplies, $100, is now reported on the balance
sheet as of December 31 and the income statement is correctly reporting an expense
of §400.

Depreciation

Property, plant, and equipment (also called plamt aratt) are long-lived, tangible assets nsed
in the operation of a business. Examples indude land, buildings, squipment, furninare, and
atomobiles. As a business uses these aszzts, their value and usefulness decline. The decline
in usefulness of a plant asset is an expense, and accountants systematically spread the assets
cost ower its useful life. The allocation of a plant assets cost over its useful life is called
depreciation. For example, a business might pay cash for an automobile when purchased,
but the automobile will last for years, so depreciation allocates the cost spent on the car over
the time the business uses the car. All plant assets are depreciated, with the exception of land.
We record no depreciation for land beeanse, unlike buildings and equipment, it does not have
1 definitive or clearly estimable nsetul life, so it is difficult to allocate the cost of land,

MIDOCEAL
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Property, Plant, and Eguipment
Long-ved, tangible aszets, such

as land, builkdings, and equiprment,
uszad in the operation of 3 busmnesz

Depreciation

The process by which busminesses
cpread the allocation of a plant
asoet's oost over its useful Bfe.



Similarity to Prepaid Expenses The concept of accounting for plant assets is simnilar to
that of prepaid expenses. The major difference is the length of time it takes for the assetto
be used up. Prepaid expenses usually expire within a year, bat plant assets remain useful for
severdl years. As a business uses its plant assets, an adjusting entry is required to allocate the
amsets” costs. The adjosting entry records the cost allocation to an expense account called
Depreciation Expense.

Lets review an example for Smart Touch Learning. On December 2, the business
received a contributicn of furnitore with a market value of $18,000 from Sheena Bright. In
exchange, Smart Touch Learning issned shares of stock to Bright and made the following
journal entry:

at | 1y + Date Aceounts and Explanation Debit | Credit
Furniture! } = 1 ~ commen Dec.2 | Furniture 18,000
Stock!
Common Stock 18,000
Contribution of furniture in axchange For common stock,

After posting, the Porniture account has an 18,000 balance:

Furniure

DeL. 2 16,000

MIDOCEA
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Smart Touch Learning believes the hurninore will remain nseful for five years, and at
the end of five years, Smart Touch Learning believes the furniture will be worthless, The
expected vahe of a depreciable asset at the end of its ussful lfe is called the residual value,
Smart Touch Learning will use the straipht-line method to compute the amount of depre-
ciation. The straipht-line method allocates an equal amount of depreciation each year and

iz caleulated as:

Straight-fne depredation = (Cost — Residual value) s Usaful life

Smart Touch Learning will caleulate the depreciation of the furnitare for the month
of December as:

strasght-line depreciation = (Cost — Ressdual value) 5 Useful e
= ($18,000 — 30)/ 5 years
= §3,600 per year / 12 months
= £300 per month

Depreciation expense for December is recorded by the following adjosting entry:

Residual value

The expectad value of a depredable
asset at the end of s useful |fe.

D

U N | E R

Straight-Line Method

A deprecation method that
alocates an equal amount of
depredation each year. (Cost—
Residual value) / Useful life.



Al L =+ El Date Acoounts and Explanation Debit Credit P .|
— MIDOCEA
Accumulated Depreciation Dec. 31 Depreciation Expense—Furniture 300 U NgRgE R 5 1T v |I
Depreciation Expense Aecumulsted Daprecistisn—Furnitune 300
Furnituref Furniture!
To record depreciation an furmture.

The Accumulated Depreciation Account MNotice that in the preceding adjusting entry
for deprociation, we credited Accumulated Depreciation—Furniture and not the assct
account Furniture. Why? We need to keep the original cost of the furniture separate
from the accumulated depreciation because of the cost principle. Managers can then
refer to the Furniture account to see how muoch the asset orginally cost. This
information may help decide how much to sell the asset for in the future or how muoch o
pay for mew furniture. The Accumulated Depreciation account is the suom of all
depreciation expense recorded for the depreciable asset to date. Accumulated Depreciation
will imcrease (accumulate) over time.

Accomulated Depreciation is 2 contra assct, which means that it is an asset account

with a normal credit balanece. Contra means opposite. A contra account has two main
characteristics:

* A contra account is paired with and is Ested immediavely after its relaved accoont in the
chart of accounts and associated financial statement.

* A contra scoount’s normal balanee (debit or eredit) is the opposite of the normal balanee
of the related aceount.

For example, Accumulated Depreciation—FPuarniture is the contra account that follows
the Fumiture account on the balanee sheet The Furnibare account has a normal debit bal-
ance, 50 Accumulated Depreciation—FPurniture, a contra asset, has a normal eredit balanee.

Accumulated Depredation

The sum of all the depreciation
expence reconded to date for a

depreciable asset

Contra Acoourt

An account that i paired with, and
& listed immediately after, it related
accoumnt in the chart of acmounts
and assofiated financial staterment
and whoss normal balance & the
opposite of the nomal balance of
the related acoount.



[:lE'EIJEI:lAl:[:]um :I [D:IMHJ-ZI.'.':!.IM ]

o e
- y ~ %
Accumulated
Furniture Depredaticn—Furniture

[ Nommal OR balanc= J—- -—[ Nomal TR baianca

A business may have a sepamate Accumulated Depreciation account for cach depre-
cizble asset. Because Smart Towch Learning has both a Building and a Furniture aceount,
it also has these two accounts: Accumulated Depreciation—Building, and Accumulated
Deprociation—FPurniture. However, small companics often have only one Accumulated
Depreciation account for all of their depreciable assets

After posting the depreciation, the accounts appear as follows:

Accumulated Depreciation
Furniture Depreciation—Furniture Expense—Furniture
DeesC. 2 ‘Iﬂi.ﬂ-ﬂ-ﬂ-l 300 Dec. 31 =—= Dec 31 EEEE

The Accumulated Depreciation account accumulates the depreciation expense.

This means that next month an additional $200 will be added to the Accumuloted
Depreciation—Furniture account creating a balance of $800, representing two months of

deprecigtion. At the end of three months, the Accumulated Depreciation—Furniture account

will have a balance of $200 [$300 per month x 3 months).




Book Value The balance sheet reports both Furnimre and Acenmulated Depreciation— |
Furninare. Because it is a contra account, Acoomulated Depreciation—Fuarnitore s MIDOCEA
subtracted from Farnitare. The resulting net amount jcost minus acenmmlated depreciation) SNV s LT |
of a plant asset iz called its book value. The book value represents the cost invested in the

asset that the business has not yet expensed. For Smart Touch Learnings furnitare, the

book valae on December 31 is as follows:
Book value
A depreciable asset® cost minus
Socumulated depreciation.
Book valee of furniture:

Furniture € 18 000

Less: Accumulated Depreciation—Furniture {300

Book value of furniture $17.700

Depreciation on the building parchased on December 1 would be recorded in a simi-

lar manner. Suppose that the monthly depreciation is $250. The following adjusting entry
wonld record depreciation tor December:



al L+ E Date Actounts and Explanation Dbt Credit

Accumulated | - Depredation Dec 31| Depreciation Expense—Building 250
Depreciation— Expense— Mccumulated Depreciation—Buildi 250
IitmldlngT _ BuildingT "

To record depreciation on building

Remember, an increase th a cortra asset, such as Accumulgted
Depreciation, decreases total assets. This is because a contra asset

has a credit balance and credits decrease assets,

Had Smart Touch Learning not recorded the adjusting entries for depreciation on
the furninare and building, plant assets would have been overstated and expenses would

have been understated. After recording the adjusting entries, property, plant, and equip-
ment (plant assets) are reported at the correct net amount, as shown on the December 31

partial balance sheet in Exhibir 3-2.

MIDOCEA
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Exhibit 3-2 | Property, Plant, and Equipment on the Balance |
Sheet of Smart Touch Learning M|D0CEA|

UNIVERSITY

SMART TOUCH LEARNING

Balance Sheet (Partial)
Cecember 31, 2018

Property, Plant, and Equipment

Land § 20,000
Building § 60,000

Less: Accumulated Depreciation—Building (250) 59,750
Furnirtins 168,000

Less: Accumulated Depreciation—Furniture (300) 17,700

Property, Plant, and Equipment, Net § 97,450




Deferred Revenues
Remember, deferred {or unearned) revemes ocour when the company receives cash before
it does the work or delivers a product to earn that cash. The company owes a product or a
service to the customer, or it owes the customer hiz or her money back. Only after com-
pleting the job or delivering the product does the business garw the reverme. Becanse of
thiz delay, unearned revemae is a liabiity and is also called deferred revenne. The revenue
associated with the work or produet is not recognized when the cash is received bur is
instead deferred until it is earned.

Suppose, for example, a law firm engages Smart Touch Learning to provide e-learning
services for the next 30 days, apreeing to pay §600 in advance. Smart Touch Learning col-
lected the amount on December 21 and recorded the following entry:

Date Accounts and Explanation Cwebit Credit
Dec. 21 | Cash 600
Unearmed Reveniue &00
Calfected cash for future senioes,

The liability account, Unearned Reverme, now shows that Smart Touch Learning owes
$600 in services.

Unearned Revenue
[T Dec. 21

MIDOCEA

UNIVERSITY

Deferred Revenue

A Babiity oreated when a business
collects cash from customers in
athvance of completing a service or
delvenng a product.

al
cash!

Reven UET
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= ¢ Unearned



During the last 10 days of the month—December 22 through December 31—Smart |

Touch Learning will esrw approximately one-third (10 days divided by 30 days) of the 3600, MIDOCEA
or $200. Therefore, Smart Touch Learning makes the following adjusting entry to record UNIVERSITYl
earning 200 of revenue:
Date Accounts and Explanation Daebit Credit
A L + €l
Diec, 31 | Unearned Revenue 203 _ |Unearned Service
Service Revernus 200 Revenue) Revenuel

To record service revante earned that Wwas olfeched in advarncs. l

This adjusting entry shifts §200 from the Hability account to the revemne account
Service Reverae increases by §200, and Unearned Revenue decreases by §200. MNow both
acoounts are up to date at December 31:

Uneamed Revenues Service Revenue

— DL, 31 200 | G Dec. 21 5.500 Mow. 8
A0 Bal. 3,000 Mow. 10

o, 000 Dec 23
200 Dec 31—

16,700 Bal.

Had the adjusting entry not been made, the lability, Unearned Revenue, would be
overstated and Service Reverme would be understated.



Accrued Expenses

Businesses often incur expenses before paying for them. The term accrued expense refers
to an expense of this type An accraed expense hasn’t been paid for yet. Consider an
employes’s salary. Salaries Expense prows as the employes works, so the expense is said to
areene. Another acerued expense is interest expense on a note payable. Interest accrues as
time passes on the note. An accraed expense always creates an accnaed Hability,

Corporations do not make daily or weekdy journal entries to acerue expenses. Instead,
they wait until the end of the accounting period. They make an adjusting entry to bring
each expense (and the related lability) up to date for the financial statements,

Accrued Salaries Expense

Smart Touch Learning pays its employee a monthly salary of §2,400—half on the 15th and
half on the first day of the next month. On the next page is a calendar for December and
the first week in Jannary with the two pay days circled.

December 2018

Sunc ay Monday Toesdsy Wednesday Thursday Fridlay

g 10 1" 12 13 14 (15)

Cray
16 17 18 19 20 21 X2
23 24 25 26 27 2B x5
EH mn D 2 L} 4 5

MIDOCEA

UNIVERSITY

Accrued Expense
An expence that the business has
miurred but has not yet paid.



During December, the company paid the first half-month salary on Sanarday,
Drecember 15, and made this entry:

Crate Acoounts and Explanation | Debit Credit
Dec. 15 | Salaries Experse 1,200
Cash 1,200
Paid sadaries.

The December 15 entiry records only the first half of Decembers salaries expense.
The second payment of §1,200 will coour on Jamaary 1; however, the expense was incurred
in December, so the expense must be recorded in December. ©On December 31, Smartc
Touch Learning makes the follorwring adjposting entry:

Crate Acoounts and Explanation Crebat Credst
D 31 Salaries Experse 1,200
Salaries Payable 1,200
To Sccrue salaries sxperss

After posting, both Salaries Expense and Salaries Payable are up to date:

salaries Payable Salaries Expense
1,200 DeC. F1-- Mow. 13 1,200

Oec. 15 1.Z200
= CasC. F 1. 200

Eal. g 500

Al
cashl | .

A

MIDOCEAN

UNIVERSITV||

L+ E

1

Salaries
Expense|

! + El

Salaries salaries
Payablel Expensel



Salaries BExpense showrs a full taro months® salary, and Salaries Payable showors the Habil-
ity orered at December 51, This is an example of a liability that was undersrated before the
adjusting enfry was made. Italso is an example of the matching principle: We are recording
Drecember’s Salaries BExpense in D'ecember so it wrill be reported on the same income state-
ment as December: revenues.,

Futoure Payment of Accrued Salanes Expense The adjasting entry ar December 51
creates a lability that wrill evenmally be paid. Im this case, Smart Touch Learning arill pay
its employes the second half of Decembers wages on Jamaary 1. Because the expenses has
already been recorded, Smart Touch Learning will not record the expense again. To do =ao
wonlld record the expense twice, thus overstating the expense account. Instead, the business
will decrease the amount of the Hability, Salaries Payable, with a debir and record the cazh
payment. On Jamiary 1, Smart Towuch Learning wonald record the following jouarnal entry:

Date Accounts and Explanation Dbt Cradit
Jan_ 1 Salaries Payable 1,200
Cash 1.200
To recard paprnent of sccrued exoernse. l

Don't confuse this entry with an adjusting entry. Adjusting entries are recorded only at the end
of the accounting period and are used to record erther revenue eamed or expenses incurred. This entry 15 a fournal
entry. It is simply recording an everyday business transaction—the payment of salames previously accrued. [n this example,
the amount paid for salares was equal to the amount of the [rabrlity in the adjusting entry. Sometimes, however, the amount
pard might be aifferent than the labilty in the adjusting entry. For example, assume that instead of making a payment for salares
o January 1, Smart Touch Leaming doesn't make the payment unél January 15 and pays a full montk's salary. By delaying the
payment, Smart Touch Learning incurs additronal days of salares expense, The journal entry to record the payment on January
15 will ot only decrense the payable recorded in the adiusting endry but will also record any additronal expense incurred.

CHEhl

MIDOCEA

UNIVERSITY

Ld

+

E

Salaries
Payablel



Accrued Interest Expense
Borrowing money creates an additional iability for a Mote Payable. Remember the parchasze
of the building on December 1, 20187 Smart Touch Learning purchased a 60,000 building
in exchange for a loan. Smart Touch Learning signed a one-year loan and recorded the

tollowring entry using the Motes Payable acoount

Date Acoounts and Explanation Dbt Credit
Dec. 1 | Building 60,000
Motes Payable &0,000
Purchase of building with note,

Interest on this note is payable one year later, on December 1, 2019, Although the

company won't make the interest payment for 1 year, the comy
of interest expense that has been incurred by December 31, 2018, The company will make

pany must record the amount

an adjusting entry to record interest expense for one month (December 1-December 31),

The tormula for computing the interest is as follows

[ Amount of interest = Principal x Interact rate X Time

Al

Lt

+

Building

-%

Motes

Payable!



In the formula, time (period) represents the portion of a year that interest has aceroed
on the note. It may be expressed as a fraction of a year in months {mumber of months,12) |

or a fraction of a year in days {rumber of days/365). Smart Touch Learning’s note payable MIDOCEA
has an interest rate of 2% per year and computes interest expense for the month as fiollonrs: UNIVERSITY |

Amount of interest = Principal = Interest rate x Time
= $60,000 x 0.02 x 112
= $100

The December 31 adjusting entry to accrue interest expense is as fiolloors:

Date | Aecounts and Explanation Debit Credit
Dec. 31 | Interest Expense 100 A o+ el
- Interest Imfarest
Interast Payable 100 Payablef Expensel
Tl:r.lu:‘uEInErE!'Expmﬁ.

Motice that the adjusting entry records a credit to the lability, Interest Payable. This
iz because the interest payment will not be made until next year; therefore, Smart Touch
Learning owes interest to the bank. Had the adjusting entry not been recorded, liabilities

and expenses would have been understated. Afrer posting, Interest Bxpense and Interest
Payable now have the following correct balanees:

Interest Payable Interest Expense

100 Dec. 31 +— D& 31 100

100 Eal Bal. 100



Accrued Revenues

As we have just seen, expenses can ocour before 3 company makes a cash payment for
them, which creates an accraed expense. Similarly, businesses can earn revenae betore they
receive the cash. This creates an accrued revenue, which is a reverue that has been eamed

but for which the cash has not yet been collected.

Assume that Smart Touch Learning is hired on December 15 to perform e-leaming
services, beginning on December 16. Under this agreement, the business will earn 1,600
monthly and receive payment on Jamaary 15, At the date of hiring, Smart Touch Learning
does not record a joumal entry becanse revenme has not yet been eamned. Duaring December,
it will earn half a month% fee, §800, for work December 16 through December 31, On
Diecemnber 31, Smart Touch Learning makes the following adjusting entry to record the
revemie earned December 16 through December 31:

Date Accounts and Explanation Dretbit Credit
Del. 31 | AOUnts Recelvable B0
Samvice Revenue B
To scrise fanice revenue

The adjusting entry records the earned reverme and brings the balance of the Service
Reverme account to $17.500. In addition, the adjusting entry records an additional §300
account receivable. Bmart Touch Learning did not record cash becanse the business has not
yet received payment on the services provided. The cash will not be received until Jamary
15. Smart Touch Learning’s account balances after posting the adjusting entry are:

MIDOCEA

UNIVERSITY

Acoued Revenue

& revenue that has besn earmed but
for which the cash has not yet been

oollected.

al L + Ef

Accounts - Service
Receivablel rRevenue’



A.ccxunts Receivabile

Sarmvice Fawanle

o, 1D JF 000

— = e 51

=Talal
LR

000 Mow. 22

1.8040

5-
3-
El

Soo
ooo
ooo

Z00
EQD

Rl 3
Flowr. 1
Cec 28

Cec. 31
Cec_ 31—

17,

=0o

Eal.

Without the adjustment,

Smart Touch Learning® finamcial

astatements wonld

understate both an asset, Accounts Beosivable | and a revenue, Service Revemae.

Fuature Receipt of Accrued Revenues The adjusting entry on December 31 records
revenue carned for half a moarth and also creates an accounts receivable. When Smart Touch
Learning receives the payment on January 15, the business will record the folloaring entry:

Chate
Jarm. 15 Cash

Aeccaants and Exglanaticon

Sarynces Bevernoe

Suorceiarts Fecsjuabhle

Performas serdces i eceivad casf

Cresdlik

= S

Anzounts FecepiWaba
credbesd from the

aqueting entny.

|7

— - S

MIDOCEA|

UNIVERSITY'

Al L =+ Ef
Cash - Sarvice
ACCOUNTS Revenus]

Receivablel)

Notice that on January 15, Smart Touch Learning records revenue only for the remaining half of the month (January 1-
January 15). Smart Touch Learning recognizes that $800 of revenue was already recorded in December. The entry on
January 15 removes the accounts receivable and records the remaining revenue. If the business had incorrectly
recorded $1,600 of Service Revenue on January 15, the revenue would have been overstated in January.



ORIGIMA&L ENTRY

Exhblit 32  Deferral ond &corual Adjustments

DEFERRALS—Cash receipt or Cash payment occurs first.

ADIISTING ERTRY

Frepaid Prepaid Rent e Rent Expense W
Expenses Cash OO Prepaid Rent

Pay for rent in advance and Alcfest for rent used fatec

record an aszet Arsk
Depreciation A WO L epreciation Expense—Furmiture MM

Cashi e dcommulated Depreciaticn—FPurnitune

Pay for fumiture i advasnos At for deprecdation {usel of sasset later

and record an assed st
Unearned Cash WO Unearned Revenue M
Revenees Ui il s P it i i i Zervice Rovenue

Reoedve cash in advancoe and Adjust for revenue camed fatern

record @ Nabiifity st
ACCRUALS—Cash receipt or Cash payment occurs later.

Accrued Zalaries Expense W
Enijpruan Salaries Payable
Two rules to remember about Acoual for expense inoanred Rt
ad)usEing entries:
1. Adjusting entries peyver invelve the Cash acoount. A od
ooy . [y

2. Adjusting entries either T ol ] ety

a. lncrease a revenue account (eredit revenue] or
b. Incregse an expense account (debit expense).

Coervice Bowemoes
Accrua for revenus aarmed Szt

MIDOCEA|

UNIVERSITY




Panel A: Information for Adjustments

a. Prepaid rent expired, $1,000.
b. Supplies used, $400.
c. Depreciation on furniture, $300.

d. Depreciation on building, $250.
o, Service revenue that was collected in
sdvance and row hat been earned, $200.

Panel B: Adjusting Entries

Date

Accounts and Explanation

f. Accrued salaries expense, $1,200,
g. Accrued interest on note, $100.
h. decrued service revenoe, $E00,

Debit

(&)

{d)

(e}

Dec. 31

£y

n

n

£y

Rent Expenze
Prepaid Rert
To recard rent axpanse,

Supplies Expense
Crffice Supplies

To recard office suppiies used,

Depreciation Expense—Furniture
Accurnulated Depreciaticn—Furniture
To recard depreciation on furniture.

Diepradation Expente—Building
Accurnulated Depreciation—8uilding
To recard depreciation on budlding.

Unearned Revenus
Sarvice Revenue
To record tarnydce revenue sarmed that was collectad in advance,

1,000

250

1,000

D

U N | E

e Panel A gives the data
for each adjustment.

e Panel B shows the
adjusting entries.

R

4

T

Y

)



i

)

thi

£y

£y

£y

Salaries Expense
Salaries Payable
To sccrue salaries expenie

|rterest Expense
Iinterest Payable
To accrue intarest axpanse,

Arcounts Receivable
Sarvice Revenue
T BECTUS SAFVCE FEVEnUE.

1,200

100

1,200

100




m Fowur types of adjusting entries:

* Deferred expenses (or prepald expenses): advance payment of future expenses
adjusted for amount used

Drate Accounts and Explanation Drelbit Credit

Expense IR

Asset | R

* Deferred revenues (or unearned revenues): advance receipts of future revenues
adjusted for amount earned

Date | Accounts and Explanation | Debit Credit

| Liability R

Revenue R

* Accrued expenses: expenses that have been incurred but not paid

Date Accounts and Explanation Debit | Credit

Expense o |

| Liakility o

= A ccrued revenues: revenues that have been earned but not collected

Date | Accounts and Explanation | Debit Credit

Asset e

Revenue e



MIDOCEAN
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