Chapter 3: Adjusting the Accounts

Guidelines for Revenue and Expense Recognition
Time Period Assumption 
This is the assumption that the economic life of a business can be divided into artificial time periods.

· Monthly and quarterly time periods are referred to as interim periods.

· An accounting time period that is one year in length is referred to as a fiscal year. A fiscal year may or may not end on December 31.

Revenue Recognition Principle
This principle states that revenue must be recognized in the accounting period in which it is earned.

· In a service enterprise revenue is earned when the service is performed.

· The period in which the cash is collected is not relevant.

Matching Principle
This principle states that expenses are to be recognized in the period when efforts are expended to generate revenues. Match efforts (expenses) with accomplishments (revenues).

· The period in which the cash is paid is not relevant.

Accrual vs. Cash Basis of Accounting

· A company using the accrual basis of accounting records revenues when earned and records expenses when incurred, regardless of when the cash is received or paid.
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Activity

Purchased paint, painted building,

Received payment for work

paid employees done i year 1

Revenue 80,000 Revenue s o

Accrual basis Expense 50,000 Expense o
Netincome $30.000 Net income jr—

Revenue s o Revenue 80,000

Cash basis Expense 50,000 Expense 0
Netloss. $(50,000) Nt income. $80000



The accrual basis of accounting adheres to the revenue recognition and matching principles, and is in accordance with GAAP.

	

	


Basics of Adjusting Entries
· Adjusting entries ensure that revenues are recognized in the period in which they are earned and that expenses are recognized in the period in which they are incurred. 

· They are needed to ensure that the revenue recognition and matching principles are followed.

· The unadjusted trial balance may not contain up-to-date and complete data because:

· Some events, wages earned by employees for example, or the consumption of supplies, are not journalized daily because it is not efficient to do so.

· Some costs are not journalized during the period because they expire with the passage of time rather than through recurring daily transactions. Examples are insurance and amortization.

· Some items may be unrecorded. A bill for costs incurred may not have been received by the end of the accounting period, for example Late Invoices.

· Adjusting entries are required every time financial statements are prepared. Each adjusting entry affects one balance sheet account and one income statement account.

· Adjusting entries can be classified as prepayments or accruals.

· Prepayments exist when cash has been received before the revenue has been earned or when cash has been paid before the expense has been incurred.

· Accruals exist when revenue has been earned but not yet recorded or collected or when an expense has been incurred but not yet recorded or paid.
	

	[image: image1.png]Prepayments Accruals

1. Prepaid Expenses 1. Accrued Expenses
Expenses paid in cash and recorded as Expenses incurred but not yet paid in cash
assets before they are used or consumed. or recorded.

2. Unearned Revenues 2. Acerued Revenues
Cash received and recorded as a liability Revenues carned but not yet received in

before revenue is earned. cash or recorded.






	[image: image2.png]





Adjusting Entries for Prepayments
Prepaid expenses are costs paid in cash and recorded as assets before they are used or consumed. They expire with the passage of time (insurance, rent, amortization) or through use (supplies). Cash flow precedes expense recognition.

· Adjusting entries are required to record as expenses, the portions of the costs that apply to the current period, and to have only the unexpired portions of the costs in the asset accounts.

· It is not practical to record these on a daily basis.

· Prior to adjustment, assets are overstated and expenses are understated.

· The adjusting entry will increase (debit) an expense account and decrease (credit) an asset account.
Supplies Adjustment


Oct 31
Advertising Supplies Exp
1,500




Advertising Supplies

1,500



 To record supplies used.
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       Insurance Adjustment


Oct. 31
Insurance Exp
50




Prepaid Insurance

50



To record insurance expired.
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Amortization is the process of allocating the cost of a long-lived asset to expense over its useful life in a rational and systematic manner. 

· This adheres to the matching principle. 

· The purchase of a long-lived asset is basically a long-term prepayment for services. 

· Amortization is an allocation concept. 

· The portion of the long-lived asset that is used up in each period must be reported as an expense or amortized.

· Land is not amortized, since it has an unlimited life.

· Since the useful life of an asset cannot be known with certainty, amortization is an estimate rather than an exact measurement of the cost that has expired.

· Amortization expense can be calculated by dividing the cost of an asset (minus salvage value) by its useful life. This is known as the straight-line method of amortization.
· The adjusting entry will increase (debit) an expense account and increase (credit) a contra asset account. A contra account is offset against a related account on the balance sheet or income statement. This has the impact of decreasing the long-lived asset.

· Accumulated amortization is a contra asset account and appears as an offset against the asset account on the balance sheet.

· The book value of an asset is calculated by subtracting the accumulated amortization from the cost of the asset.

· The book value is usually not the same as the market value. Amortization is a process of cost allocation, not asset valuation.

Oct. 31   Amortization Exp
83



Accumulated Amortization - Office Equip

83




  To record monthly amortization.
	[image: image7.png]




	[image: image8.png]Office Equipment Amortization Expense

Oct. 2 5000 Oct.31 Adj )

Accumulated Amortization—Office Equipment
Oct.31 Ady 8






	[image: image9.png]


How it is Amortization is presented on the Balance Sheet
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Unearned revenues are revenues received in cash and recorded as liabilities before they are earned (magazine subscriptions, customer deposits – airline tickets, school tuition, etc.). 

· Adjusting entries are required to record as revenues, the portions of the revenues that apply to the current period, and to have only the unearned portions of the revenues in the liability accounts.

· Prior to adjustment, liabilities are overstated and revenues are     understated.

· The adjusting entry will decrease (debit) a liability account and increase (credit) a revenue account.


Oct. 31   Unearned Revenue
400


Service Revenue

400


 To record revenue for services provided
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