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Learning objectives:

3

• 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 Identify the impact of adjusting entries on the financial statements



Differentiate between cash basis accounting and accrual basis accounting

4

1



There are two ways to record transactions—cash basis accounting or accrual basis
accounting.
• Cash basis accounting 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.
• Accrual basis accounting 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.



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



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.







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











Explain the purpose of and journalize

and post adjusting entries

16

3



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.















































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.





• Panel A gives the data 
for each adjustment.

• Panel B shows the 
adjusting entries.







Thank You
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