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Closing 
Journal Entries 

CLOSING ENTRIES 
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Pandora Media, Inc. 

fo you use an Internet-based music service such as 

Llpandora Media, Inc. (P)? Using playlist-generating 

algorithms, Pandora predicts a listener's music preferences based 

on his or her initial music selections, Pandora selects music it 

thinks the listener will enjoy, including music of new artists that 

match the listener's preferences. Recently, Pandora developed 

similar comedy-generating algorithms that match a listener's 

preferences for comedy with more than 1,000 comedians. 

Most of Pandora's services are offered free to listeners 

with only 12.5% of its revenues generated from subscription 

services. So, where do most of Pandora's revenues come from? 

Pandora generates more than 85% of its revenues from 

selling advertising banners that surround the video displays on 

its tuner. By analyzing its listener interactions, Pandora identifies 

listener age, gender, zip code, and content preferences. These 

attributes can then be matched with advertiser needs and desires. 

When should Pandora record revenue from its advertis­ 

ers and subscribers? Advertising revenue should be recorded 

when the ads are displayed. Subscriber revenue should be re­ 

corded when the service has been delivered to the listener. As 

a result, companies like Pandora must update their accounting 

records for such items as unearned advertising and subscrip­ 

tion revenue before preparing financial statements. 

This chapter describes and illustrates the process by 

which companies update their accounting records before 

preparing financial statements. This discussion includes the 

adjustments to update revenue and expense accounts at the 

end of the accounting period. 

Link to Pandora . . . . 8 . 8 . . . . . . . . . . . . . . . . . . 3 3 · · · . . . .  Pages 111, 112, 115, 117, 119, 120, 123 

Make a Decision Page 153 
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The Adjusting Process 

Nature of Adjusting Process Adjusting Entries Adjusting Entries for Adjusting Entries for 

Accrual v. Cash Basis (Obj. 1) for Accruals Deferrals Depreciation 

Revenue and Expense Accrued Revenues Unearned Revenues Fixed Assets (Obj. 4) 

Recognition (Obj. 1) (Obj.2) (Obj. 3) Accumulated 
Accruals (Obj. 1) Accrued Expenses Prepaid Expenses Depreciation (Obj. 4) 

Deferrals (Obj. 1) (Obj.2) (Obj. 3) Book Value (Obj. 4) 

Concluding the 

Adjusting Process 

Summary (Obj. 5) 
Adjusted Trial 
Balance {Obj. 6) 

Learning Objectives 

Obj. 1 Describe the nature of the adjusting process. 

Obj. 2 Prepare adjusting entries for accruals. 

Obj. 3 Prepare adjusting entries for deferrals. 

Obj. 4 Prepare adjusting entries for depreciation. 

Obj. 5 Summarize the adjusting process. 

Obj. 6 Prepare an adjusted trial balance. 

Analysis for Decision Making 

Obj. 7 Describe and illustrate the use of vertical analysis in evaluating a company's performance and financial condition. 

Nature of the Adjusting Process 

In Chapter 2, the November and December transactions for NetSolutions were recorded using 

the double-entry accounting system. After the transactions were recorded, an unadjusted trial 

balance was prepared on December 3l verifying chat the total debit balances equal the total 
credit balances. Before financial statements can be prepared, however, some accounts in the 

unadjusted trial balance must be adjusted. These adjustments are necessary because the trans­ 

actions for NetSolutions were recorded using the accrual basis of accounting. 

Accrual and Cash Basis of Accounting 
Under the accrual basis of accounting, revenues are reported on the income statement in 

the period in which a service has been performed or a product has been delivered. Cash may 

or may not be received from customers during this period. For example, a deaning company 

will record revenue after it deans an office building, even if it is not paid for several weeks. 

The accrual basis of accounting also requires expenses to be recorded when they are incurred, 

not necessarily when cash is paid. 

Pandora uses the accrual basis of accounting in preparing its financial statements. 

Although generally accepted accounting principles (GAAP) require the accrual basis of account­ 

ing, most individuals and some businesses use the cash basis of accounting. Under the cash basis 

of accounting, revenues and expenses are reported on the income statement in the period in 

which cash is received or paid. For example, fees are recorded when cash is received from clients; 
likewise, wages are recorded when cash is paid to employees. The net income (or net loss) is the 

difference between the cash receipts (revenues) and the cash payments (expenses). 

Small service businesses may use the cash basis because they have few receivables and 

payables. For example, attorneys, physicians, and real estate agents may use the cash basis. 

Objective 1 

Describe the 
nature of the 
adjusting process 
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112 Chapter 3 The Adjusting Process 

For them, the cash basis provides financial statements similar to those of the accrual basis. For 

most large businesses, however, the cash basis will not provide accurate financial statements 

for user needs. For this reason, the accrual basis is required by GAAP and is used in this text. 

Revenue and Expense Recognition 
To be useful for decision making, financial statements must be provided on a periodic basis. 

As a result, the economic life of a business is divided into time periods such as a month, 

quarter of a year, or full year. Under accrual accounting, the net income of a period is reported 

using revenue and expense recognition principles. 

Under the revenue recognition principle, revenues are recorded when earned, which 

is when the services have been perfonned or products have been delivered to customers.' 

Revenue is normally measured as the assets received, such as cash or accounts receivable. 

Lilete /hey4 Subscription revenues from Pandora's customers are recorded equally over the subscription periods. 

For example, a yearly subscription would be recorded equally over 12 months. 

Under the expense recognition principle, the expenses incurred in generating revenue must 

be reported in the same period as the related revenue. This is also called the matching principle. 

By matching revenues and expenses, net income or loss for the period is properly reported on 

the income statement. Adjusting entries are required to properly match revenues and expenses. 

Lile to /load Pandora computes royalty expense paid to an artist for a song that is streamed to listeners based 

upon the number of times it is played/streamed. 

The Adjusting Process 
At the end of an accounting period, an unadjusted trial balance is prepared to verify that 

the total debit balances equal the total credit balances. Many of these account balances are 

reported in the financial statements without change. For example, the balances of the cash 

and land accounts are normally the amounts reported on the balance sheet. 
Some accounts on the unadjusted trial balance, however, require adjustments for the fol­ 

lowing reasons: 

Some expenses are not recorded daily. For example, the daily use of supplies would require 

many entries with small amounts. Also, the amount of supplies on hand on a day-to-day 

basis is normally not needed. 

■ Some revenues and expenses are incurred as time passes rather than as separate transac­ 

tions. For example, rent received in advance (unearned rent) expires and becomes revenue 

with the passage of time. Likewise, prepaid insurance expires and becomes an expense 

with the passage of time. 

■ Some revenues and expenses may be unrecorded at the end of the accounting period. 

For example, a company may have provided services to customers that it has not billed 

or recorded at the end of the accounting period. Likewise, a company may not pay its 

employees until the next accounting period even though the employees have earned their 

wages in the current period. 

The analysis and updating of accounts at the end of the period before the financial statements 

are prepared is called the adjusting process. The journal entries that bring the accounts up to 

As will be illustrated later in this chapter, revenues may also be measured as a decrease in a liability such as unearned revenue 
A will be illustrated later in this chapter, revenues may also be measured as a decrease in a liability such as unearned revenue 
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Chapter 3 The Adjusting Process 113 

date at the end of the accounting period are called adjusting entries. All adjusting entries affect 

at least one income statement account and one balance sheet account. Thus, an adjusting entry 

will always involve a revenue or an expense account and an asset or a liability account. 

Types of Accounts Requiring Adjustment 
The two general classifications of accounts requiring adjustment are as follows: 

Accruals 

Deferrals 

Accruals An accrual occurs when revenue has been earned or an expense has been in­ 
curred but has not been recorded. If the accrual is for revenue, the adjusting entry debits an 

asset (Accounts Receivable) and credits a revenue account. If the accrual is for an expense, 
the adjusting entry debits an expense account and credits a related liability account such as 

Accounts Payable or Wages Payable. Exhibit 1 summarizes the accounting for accruals. 

Initial Recording 

ACCRUED REVENUE 

End-of-Period Adjustment 

Exhibit 1 

Accruals 

Transaction Journal Entry Adjustment Data Adjusting Entry 

Accounts Receivable XXX 

Revenue XXX 

Revenue has been earned. No journal entry has Revenue earned. 

been made. 

ACCRUED EXPENSE 

Initial Recording End-of-Period Adjustment 

Transaction Journal Entry Adjustment Data Adjusting Entry 

Expense has been incurred. No journal entry has Expense incurred. 

been made. 

Expense 

Accounts Payable 
XXX 

XXX 

A adjusting entry will always involve a revenue or an expense account and an asset or a liability account. 

Deferrals A deferral occurs when cash related to a future revenue or expense has been initial­ 
ly recorded as a liability or an asset. If the cash received is related to future revenue, it is initially 
recorded as a liability called unearned revenue. The adjusting entry in the period when the 

revenue is earned debits an unearned revenue account and credits a revenue account. If the cash 

paid is related to a future expense, it is initially recorded as an asset called prepaid expense. 

The adjusting entry in the period when the expense is incurred debits an expense account and 

credits a prepaid expense (asset) account. Exhibit 2 summarizes the accounting for deferrals. 

Initial Recording 

UNEARNED REVENUE 

End-of-Period Adjustment 
Exhibit 2 

Deferrals 

Transaction Journal Entry Adjustment Data Adjusting Entry 

Cash has been Cash XXX 

received for revenue Unearned Revenue XX 

that will be earned in 

a future period. 

Revenue has been Unearned Revenue 8XX 
earned. Revenue XXX 

Initial Recording 

PREPAID EXPENSE 

End-of-Period Adjustment 

Transaction Journal Entry 

XXX 

Adjustment Data Adjusting Entry 

Prepaid expense Expense XXX 

has been used to Prepaid Expense 

generate revenue. 

XXX 

Cash has been paid Prepaid Expense XXX 

for a future expense. Cash 

An adjusting entry will always involve a revenue or an expense account and an asset or a liability account 
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114 Chapter3 The Adjusting Process 

Objective 2 

Prepare adjusting 
entries for accruals. 

Adjusting Entries for Accruals 

To illustrate adjusting entries, the December 31, 20Y3, unadjusted trial balance of NetSolutions, 

shown in Exhibit 3, is used. 

Exhibit 3 NetSolutions 

Unadjusted Unadjusted Trial Balance 

Trial Balance for 
December 31, 20Y3 

NetSolutions Account Debit Credit 
No. Balances Balances 

Cash . . . ­  .. 11 2,065 
Accounts Receivable. 12 2,220 
Supplies. 14 2,000 
Prepaid Insurance, 15 2,400 
Land 17 20,000 
Office Equipment . .  18 1,800 
Accounts Payable 21 900 
Unearned Rent 23 360 
Common Stock 31 25,000 
Dividends . • •  33  4,000 
Fees Earned • • •  41 16,340 
Wages Expense 51 4,275 
Supplies Expense 52 800 
Rent Expense •• 53 1,600 
Utilities Expense . .  54 985 
Miscellaneous Expense 59 455 

42,600 42,600 

An expanded chart of accounts for NetSolutions is shown in Exhibit 4. The additional acc­ 

ounts used in this chapter are highlighted. The rules of debit and credit shown in Exhibit 3 

of Chapter 2 are used to record the adjusting entries. 

Exhibit 4 

Expanded Chart 

of Accounts for 

NetSolutions 

Balance Sheet Accounts 

1. Assets 
11 Cash 
12 Accounts Receivable 
14 Supplies 
15 Prepaid Insurance 
17 Land 
18 Office Equipment 
19 Accumulated Depreciation--Office Equipment 

2. Liabilities 
21 Accounts Payable 
22 Wages Payable 

23 Unearned Rent 
3. Stockholders' Equity 

31 Common Stock 

32 Retained Earnings 

33 Dividends 

Income Statement Accounts 

4. Revenue 

41 Fees Earned 
42 Rent Revenue 

5. Expenses 

51 Wages Expense 

52 Supplies Expense 

53 Rent Expense 

54 Utilities Expense 

55 Insurance Expense 

56 Depreciation Expense 

59 Miscellaneous Expense 

Accrued Revenues 

During an accounting period, some revenues are recorded only when cash is received. Thus, 

at the end of an accounting period, there may be revenue that has been earned but bas not 

been recorded. In such cases, the revenue is recorded by increasing (debiting) an asset account 

and increasing (crediting) a revenue account. 
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Chapter 3 The Adjusting Process 115 

To illustrate, assume that NetSolutions signed an agreement with Dankner Co. on 

December 15. The agreement provides that Net~Solutions will answer computer questions and 

render assistance to Dankner Co.'s employees. The services will be billed to Dankner Co. on 

the fifteenth of each month at a rate of $20 per hour. As of December 31, NetSolutions had 

provided 25 hours of assistance to Dankner Co. The revenue of $500 (25 hours x $20) will 

be billed on January 15. However, NetSolutions earned the revenue in December. 

The claim against the customer for payment of the $500 is an account receivable (an asset) 

Thus, the accounts receivable account is increased (debited) by $500, and the fees earned account 

is increased (credited) by $500. The adjusting journal entry and T accounts are as follows: 

Dec. 31 Accounts Receivable 

Fees Earned 
Accrued fees (25 hrs, X $20) 

12 

41 

500 

500 
Adjusting 

Journal Entry 

Bal. 

Assets 

Accounts Receivable 

2,220 
« 

12 

Liabilities + Stockholders' Equity (Revenue) 

Fees Earned 41 

Bal. 16,340 

500 

J Adj. Bal. 1s849 

Accounting 

Equation Impact 

Adj. Bal. 2,720 

The adjusting entry is highlighted in the T accounts to separate it from other transactions. 
After the adjusting entry is posted, Accounts Receivable has a balance of $2,720 and Fees 
Earned has a balance of $16,840. 

If the adjustment for the accrued revenue ($500) is not recorded, Fees Earned and the net 

income will be understated by $500 on the income statement. On the balance sheet, assets 
(Accounts Receivable) and stockholders' equity (Retained Earnings) will be understated by 

$500. The effects of omitting this adjusting entry are as follows: 

Amount of 
Misstatement 

Income Statement 
Revenues understated by 
Expenses correctly stated 
Net income understated by 

Balance Sheet 
Assets understated by 

Liabilities correctly stated 
Stockholders' equity understated by 
Total liabilities and 

stockholders' equity understated by 

[
$ (500) XXX 
$(500) 

$(500) $ XXX 
(500) 

$ (500) 

Pandora's accrued revenues from advertising are recorded in its accounts receivable at the end of 

the yeat. 

Accrued Expenses 
Some types of services used in earning revenues are paid for after the service has been 

performed. For example, wages expense is used hour by hour but is paid only daily, weekly, 

biweekly, or monthly. At the end of the accounting period, the amount of such accrued but 

unpaid items is an expense and a liability. 

For example, if the last day of the employees' pay period is not the last day of the accounting 
period, an accrued expense (wages expense) and the related liability (wages payable) must be 

recorded by an adjusting entry. This adjusting entry is necessary so that expenses are properly 

matched to the period in which they were incurred in earning revenue. 
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116 Chapter 3 The Adjusting Process 

To illustrate, NetSolutions pays its employees biweekly. During December, NetSolutions paid 
wages of $950 on December 13 and $1,200 on December 27. These payments covered pay 
periods ending on those days as shown in Exhibit 5. 

Exhibit 5 

Accrued Wages December 
s M T w T F s 

1 2 3 4 5 6 7 

8 9 10 11 12 13 14 

1S 16 17 18 19 20 21 

22 23 24 25 26 27 28 

29 30 31 

January 

s M T w T F s 

1 2 3 4 

5 6 7 8 9 10 11  

g2,400 + $950 + $1,200 + $250 

41,275 +$250 + $1,025 

lJ,aiil w�e• upenoe 
( for be. 2-1, 950 

pid wages expense 

Dec. 3 0-. , $ 2  

Paid accrued wages for 
Dec. 30--31, $250 

late woes expense for J71•n 1-10, S1,025 
Total wages paid on 
January 10, $1,275++ 

Total wages expense 
for December, 2,400 

As of December 31, Net~Solutions owes $250 of wages to employees for Monday and 
Tuesday, December 30 and 31. Thus, the wages expense account is increased (debited) by 
$250, and the wages payable account is increased (credited) by $250. The adjusting journal 
entry and T accounts are as follows: 

Adjusting 

Journal Entry 

Dec. 31 Wages Expense 
Wages Payable 

Accrued wages. 

51 

22 

250 

250 

Accounting Assets Liabilities + Stockholders' Equity (Expense) 

Equation Impact Wages Payable 22 Wages Expense 51 

I 
250 Bal. 4,275 

De 31 2 

Adj. Bal. 4,525 

After the adjusting entry is posted, the debit balance of the wages expense account is $4,525. 
This balance of $4,525 is the wages expense for two months, November and December. The credit 
balance of $250 in Wages Payable is the liability for wages owed on December 31. 

As shown in Exhibit 5, NetSolutions paid wages of $1,275 on January 10. This payment includes 
the $250 of accrued wages recorded on December 31. Thus, on January 10, the wages payable 
account is decreased (debited) by $250. Also, the wages expense account is increased (debited) by 
$1,025 ($1,275 - $250), which is the wages expense for January 1-10. Finally, the cash account is 
decreased (credited) by $1,275. 'The journal entry for the payment of wages on January 10 follows:° 

Jan. 10 Wages Expense 
Wages Payable 

Cash 

51 

22 

11 

1,025 
250 

1,275 

To simplify the subsequent recording of the following period's transactions, some accountants use what is known as reversing entries for 

certain types of adjustments. Reversing entries are discussed and illustrated in an appendix to Chapter 4. 
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Chapter 3 The Adjusting Process 117 

f the adjustment for wages ($250) is not recorded, Wages Expense will be understated by 
$250, and the net income will be overstated by $250 on the income statement. On the balance 
sheet, liabilities (Wages Payable) will be understated by $250, and stockholders' equity (Retained 
Earnings) will be overstated by $250. The effects of omitting this adjusting entry are as follows: 

Amount of 
Misstatement 

Income Statement 
Revenues correctly stated 
Expenses understated by 
Net income overstated by 

Balance Sheet 
Assets correctly stated 

Liabilities understated by 
Stockholders' equity overstated by 
Total liabilities and stockholders' 

equity correctly stated 

$ 0XX 
4250) 
$ 250 

$XX¥ 

$0250) 
250 

$ 0XX 

In a recent balance sheet, Pandora reported accrued royalties payable of $94 million, which it pays to Lile to lava 
owners of the music it plays. 

Check Up Corner 3-1 Adjusting Entries for Accruals 

The following data were accumulated for preparing the adjusting entries for the Atlanta Rhythm Company: 

At the end of the year, S13,680 of fees have been earned, but have not been billed to clients. 
Wages of $12,500 are paid on Friday for a five-day workweek. The accounting period ends on Thursday, 

December 31. 

Journalize the adjusting entries necessary on December 31, the end of the accounting period. 

Solution: 

An accrual occurs when revenue has been earned or an expense has been incurred, but has not been 
recorded 

If the accrual is for revenue, the 

$12,500 + 5work days= 

$2,500 wages per day 

Monday through Thursday = 

4 work days 
$2,500 x 4days = $10,000 

7·-�~" 
Credit 

13,680 

10,000 

Debit 

10,000 

13,680 

adjusting entry debits an asset. 

Description J 
Accounts Receivable 

Fees Earned 
31 Wages Expense r Wages Payable 

If the accrual is for an expense, the 

adjusting entry credits a liability. 

� .... 
Dec. 31 

Adjusting entries are 

made at the end of the 

accounting period. 

Check Up Corner 
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118 Chapter 3 The Adjusting Process 

Objective 3 

Prepare adjusting 
entries for deferrals. 

Adjusting Entries for Deferrals 

The unadjusted trial balance for NetSolutions in Exhibit 3 indicates Unearned Rent of $360. 
In addition, Exhibit 3 indicates that NetSolutions has prepaid assets consisting of Supplies of 
$2,000 and Prepaid Insurance of $2,400. Each of these deferrals requires an adjusting entry. 

Unearned Revenues 

The December 31 unadjusted trial balance of NetSolutions indicates a balance in the unearned 

rent account of $360. This balance represents the receipt of three months' rent on Decem­ 

ber 1 for December, January, and February. At the end of December, one month's rent has 

been earned. Thus, the unearned rent account is decreased (debited) by $120, and the rent 

revenue account is increased (credited) by $120. The $120 represents the rental revenue for 

one month ($360 + 3). The adjusting journal entry and T accounts are as follows: 

Adjusting 
Journal Entry 

Dec. 31 Unearned Rent 
Rent Revenue 

Rent earned ($360 + 3 months). 

23 

42 

120 

120 

Accounting Assets Liabilities + Stockholders' Equity (Revenue) 

Equation Impact Unearned Rent 23 Rent Revenue 42 

De 120 Bal. 360 1 D• 
31 120 

t 
Adj. Bal. 240 

J 
After the adjusting entry is posted, the unearned rent account has a credit balance of $240. 

This balance is a liability that will become revenue in a future period. Rent Revenue has a 
balance of $120, which is revenue of the current period.' 

If the preceding adjustment of unearned rent and rent revenue is not recorded, the financial 
statements prepared on December 31 will be misstated. On the income statement, Rent Revenue 

and the net income will be understated by $120. On the balance sheet, liabilities (Unearned Rent) 

will be overstated by $120, and stockholders' equity (Retained Earnings) will be understated by 

$120. The effects of omitting this adjusting entry are as follows: 

Amount of 
Misstatement 

Income Statement 
Revenues understated by 
Expenses correctly stated 
Net income understated by 

Balance Sheet 
Assets correctly stated 

Liabilities overstated by 
Stockholders' equity understated by 
Total liabilities and 

stockholders' equity correctly stated 

$(120) 
_8XX 

$(120) 

sxxx 

$120 
(120) 

$XXX 

An alternative treatment of recording revenues received in advance of their being earned is discussed in an appendix that can be down­ 
loaded from the book's companion website (www.cengagebrain.com). 

2lk) T hatter. 

Earning Revenues from Season Tickets 

M
adison Square Garden Company (MSG) 

owns the New York Knicks basketball team and the 

New York Rangers hockey team. The company sells 

season tickets prior to the season. The amounts received for 

season tickets are recognized as unearned revenue, a current 

liability. MSG recognizes revenue and reduces unearned reve­ 

nue as the games are played through the season. 
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Chapter 3 The Adjusting Process 119 

In a recent balance sheet, Pandora reported deferred revenue of $28 million. 

Prepaid Expenses 
The December 31, 20Y3, unadjusted trial balance of NetSolutions indicates a balance in the 
supplies account of $2,000. In addition, the prepaid insurance account has a balance of $2,400. 
Each of these accounts requires an adjusting entry. 

Supplies The balance in NetSolutions' supplies account on December 31 is $2,000. Some of 
these supplies (paper, envelopes, etc.) were used during December, and some are still on hand 
(not used). If either amount is known, the other can be detennined. It is nonnally easier to 
detennine the cost of the supplies on hand at the end of the month than to record daily sup­ 
plies used. 

Assuming that on December 31 the amount of supplies on hand is $760, the amount to 
be transferred from the asset account to the expense account is $1,240, computed as follows: 

Supplies available during December (balance of account) 
Supplies on hand, December 31 

Supplies used (amount of adjustment) 

$2,000 

(760) 

$1,240 

At the end of December, the supplies expense account is increased (debited) for $1,240, 
and the supplies account is decreased (credited) for $1,240 to record the supplies used 
during December. The adjusting journal entry and T accounts for Supplies and Supplies 
Expense are as follows: 

Journal Page 5 

Post. 
Date Description Ref. Debit Credit 

2003 

Dec. 31 Supplies Expense 52 1,240 

Supplies 14 1,240 

Supplies used {$2,000 - $760). 

Adjusting 

Journal Entry 

Assets 

Supplies 14 

Liabilities + Stockholders' Equity (Expense) 

Supplies Expense 

Accounting 

Equation Impact 

Bal. 
Adj. Bal. 

2,000 D 31 

760 

240 

t 
Bal. 

11 

Adj. Bal. : 1,240 

2,040 

2lh) Zr hatter. 

Sports Signing Bonus 

T
he National Football League (NFL), National 
Basketball Association (NBA), and National 

Hockey League (NHL) all have team salary caps 

that are used to create parity in the sport league. The sala­ 

ry cap limits the total salaries that a team can pay each year. 

Teams use signing bonuses as a way to reduce the impact of 

salaries on the salary cap. Under cap rules, the bonus is spread 

over the length of the player's contract. For example, if a player 

receives a $6 million bonus for a six-year contract, the player 

will receive the complete $6 million upon signing the contract, 

but only $1 million will be applied to the salary cap for each 

year of the contract. This is similar to how GAAP also accounts 

for the bonus. The bonus is treated as a prepaid salary expense 

that is amortized over the life of the contract. If a player is 

released prior to the end of the contract, any remaining unam­ 

ortized balance is expensed immediately. 

t 

After the adjusting entry is recorded and posted, the supplies account has a debit balance of $760. 

This balance is an asset that will become an expense in a future period. 

CONCEPT tu 
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120 Chapter 3 The Adjusting Process 

Lilete }herd n a recent balance sheet, Pandora reported prepaid expenses and other current assets of $33 million. 

Prepaid Insurance The debit balance of $2,400 in NetSolutions' prepaid insurance account 
represents a December 1 prepayment of insurance for 12 months. At the end of December, the 
insurance expense account is increased (debited), and the prepaid insurance account is decreased 
(credited) by $200, the insurance for one month. The adjusting journal entry and T accounts for 
Prepaid Insurance and Insurance Expense are as follows: 

Adjusting 
Journal Entry 

Dec. 31 Insurance Expense 

Prepaid Insurance 
Insurance expired ($2,400 + 12). 

55 

15 

200 200 
Accounting 

Equation Impact 

Bal. 
Adj. Bal. 

Assets 

Prepaid Insurance 

2,400 Dec 
2,200 

15 200 
Liabilities + 

De 
Stockholders' Equity (Expense) 

Insurance Expense 55 

After the adjusting entry is recorded and posted, the prepaid insurance account has a debit 
balance of $2,200. This balance is an asset that will become an expense in future periods. The 
insurance expense account has a debit balance of $200, which is an expense of the current period. 

If the preceding adjustments for supplies ($1,240) and insurance ($200) are not recorded, the 
financial statements prepared as of December 31 will be misstated. On the income statement, 

Supplies Expense and Insurance Expense will be understated by a total of $1,440 ($1,240 + 

$200), and net income will be overstated by $1,440. On the balance sheet, Supplies and Prepaid 
Insurance will be overstated by a total of $1,440. Because net income increases retained earn­ 

ings, stockholders' equity will also be overstated by $1,440 on the balance sheet. The effects 

of omitting these adjusting entries on the income statement and balance sheet are as follows: 

Amount of 

Misstatement 

Income Statement 
Revenues correctly stated 
Expenses understated by 
Net income overstated by 

Balance Sheet 
Assets overstated by 

Liabilities correctly stated 
Stockholders' equity overstated by 
Total liabilities and 

stockholders' equity overstated by 

$ XX¥ 

[
J!MQ) 
$1,440 

$1,440 

$ XX¥ 

1,440 

$1,440 

EtAes be'tb Lt! 
Free Issue 

Office supplies are often available to employees on a 

"free issue" basis. This means that employees do not 

have to "sign" for the release of office supplies but 

merely obtain the necessary supplies from a local 

storage area as needed. Just because supplies are easily 

available, however, doesn't mean they can be taken for 

personal use. There are many instances where employ­ 

ees have been terminated for taking supplies home for 

personal use. 
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Chapter 3 The Adjusting Process 121  

Payments for prepaid expenses are sometimes made at the beginning of the period 

in which they will be entirely used or consumed. To illustrate, the following December 1 

transaction of NetSolutions is used: 

Dec. 1 NetSolutions paid rent of $800 for the month. 

On December 1, the rent payment of $800 represents Prepaid Rent. However, the Prepaid 

Rent expires daily, and at the end of December there will be no asset left. In such cases, the 

payment of $800 is recorded as Rent Expense rather than as Prepaid Rent. In this way, no 

adjusting entry is needed at the end of the period.5 

Check Up Corner 3-2 Adjusting Entries for Deferrals 

Selected unadjusted account balances for Atlanta Rhythm Company on December 31  are as follows: 
Debit Balances Credit Balances Suppl ies Prepaid Insurance Unearned Fees 

$ 2,700 12,000 $44,900 
The following adjustment data were accumulated on December 3 1 :  
■  Supplies on hand at December 3 1 ,  $ 1 , 100 .  
■ Insurance premiums expired during the year, $10,000. 
■ Unearned fees on December 3 1 ,  $15,600. 
Journalize the adjusting entries necessary on December 3 1 .  
Solution: A deferral occurs when cash has been received for a future revenue, or cash has been paid for a future expense. 

$2,700 unadjusted 
Credit suppl ies balance $ 1 , 1 0 0  suppl ies on 1,600 hand at year-end. 

Debit 1,600 
10,000 10,000 29,300 

�9,300 
$44,900 unadjusted unearned fees balance - $15,600 unearned fees at year-end. 

If the deferral is for an expense, the adjusting entry credits an asset. 
Description d Suppl ies Expense Suppl ies 3 1  Insurance Expense Prepaid Insurance 3 1  Unearned Fees i Fees Earned 

If the deferral is for a revenue, the adjusting entry debits a l iabi l ity. 

Adjusting entries are made at the end of the accounting period.\ 
Date Dec. 3 1  

Check Up Corner 

5  An alternative treatment of recording the cost of supplies, rent, and other prepayments of expenses is discussed in an appendix that can 
be downloaded from the book's companion website (www.cengagebrain.com). 
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122 Chapter 3 The Adjusting Process 

Objective 4 

Prepare adjusting 
entries for 
depreciation. 

Adjusting Entries for Depreciation 

Fixed assets, or plant assets, are physical resources that are owned and used by a business 

and are permanent or have a long life. Examples of fixed assets include land, buildings, and 
equipment. In a sense, fixed assets are a type of long-term prepaid expense. However, because 

of their unique nature and long life, they are discussed separately from other prepaid expenses. 
Fixed assets, such as office equipment, are used to generate revenue much like supplies 

are used to generate revenue. Unlike supplies, however, there is no visible reduction in the 

quantity of the equipment. Instead, as time passes, the equipment loses its ability to provide 

useful services. This decrease in usefulness is called depreciation. 

All fixed assets, except land, lose their usefulness and, thus, are said to depreciate. As a 
fixed asset depreciates, a portion of its cost should be recorded as an expense. This periodic 
expense is called depreciation expense. 

The adjusting entry to record depreciation expense is similar to the adjusting entry for 
supplies used. The depreciation expense account is increased (debited) for the amount of depre­ 
ciation. However, the fixed asset account is not decreased (credited). This is because both the 

original cost of a fixed asset and the depreciation recorded since its purchase are reported on the 

balance sheet. Instead, an account entitled Accumulated Depreciation is increased (credited). 

Accumulated depreciation accounts are called contra accounts, or contra asset accounts. This 

is because accumulated depreciation accounts are deducted from their related fixed asset accounts 

on the balance sheet. The normal balance of a contra account is opposite to the account from 

which it is deducted. Because the normal balance of a fixed asset account is a debit, the normal 

balance of an accumulated depreciation account is a credit. 

The normal titles for fixed asset accounts and their related contra asset accounts are as follows: 

Fixed Asset Account 
Land 

Buildings 

Store Equipment 

Office Equipment 

Contra Asset Account 
None -Land is not depreciated. 

Accumulated Depreciation Buildings 

Accumulated Depreciation-Store Equipment 

Accumulated Depreciation-Office Equipment 

The December 31, 20Y3, unadjusted trial balance of Ne~Solutions (Exhibit 3) indi­ 

cates that NetSolutions owns two fixed assets: land and office equipment. Land does not 

depreciate; however, an adjusting entry is recorded for the depreciation of the office equip­ 

ment for December. Assume that the office equipment depreciates $50 during December. 

The depreciation expense account is increased (debited) by $50, and the accumulated 

depreciation-office equipment account is increased (credited) by $50° The adjusting jour­ 

nal entry and T accounts are as follows: 

Adjusting 

Journal Entry 

Dec. 31 Depreciation Expense 
Accumulated Depreciation-Office Equip. 

Depreciation on office equipment. 

56 

19 

50 

50 

Accounting 

Equation Impact 

Assets Liabilities + Stockholders' Equity (Expense) 

Offce Equipment 18 Depreciation Expense 56 

a sol be so 

Accumulated Depr.--Office Equip. 19 

Methods of computing depreciation expense are described and illustrated in Chapter 9. 

Copyright 00engage Learig Al4ugh Reserved May not be copied scared or duplicated in whole or in part. Due to electro.lie right, one th.id party cotent maybe suppressed froen the eBook ae/oeC h.apter0s) 
ditoil nee h deeoedthays.pp/%%.ee cot.toe cot aerially a/fettle overall le.sin ¢perieeeCerg.age Loi#teethe right to4eo%diced go.et4 tie if .eqt rights netrietios re¢qe it 



Chapter 3 The Adjusting Process 123 

After the adjusting journal entry is recorded and posted, the office equipment account 
still has a debit balance of $1,800. This is the original cost of the office equipment that was 
purchased on December 4, The accumulated depreciation-office equipment account has a 
credit balance of $50. The difference between these two balances is the cost of the office 
equipment that has not yet been depreciated. This amount, called the book value of the 
asset (or net book value), is computed as follows: 

Book Value of Asset = Cost of Asset - Accumulated Depreciation of Asset 

Book Value of Office Equipment = Cost of Office Equipment - Accumulated Depr. of Office Equipment 
= $1,800 -$50 

= $1,750 

The office equipment and its related accumulated depreciation are reported on the Decem­ 

ber 31, 20Y3, balance sheet as follows: 

Office equipment 
Accumulated depreciation 

$1,800 
(SO} $1,750 

In a recent balance sheet, Pandora reported property, plant, and equipment of $213 million, Lile te herd 
accumulated depreciation of $89 million, and a net book value of $124 million. 

The market value of a fixed asset usually differs from its book value. This is because 
depreciation is an allocation method, not a valuation method. That is, depreciation allo­ 

cates the cost of a fixed asset to expense over its estimated life, Depreciation does not 
measure changes in market values, which vary from year to year. Thus, on December 1, 

20Y3, the market value of NctSolutions' office equipment could be more or less than $1,750. 
If the adjustment for depreciation ($50) is not recorded, Depreciation Expense on the income 

statement will be understated by $0, and the net income will be overstated by $50. On the balance 
sheet, assets (the book value of Office Equipment) and stockholders' equity (Retained Earnings) 

will be overstated by $50. The effects of omitting the adjustment for depreciation are as follows: 

Amount of 
Misstatement 

Income Statement 
Revenues correctly stated 
Expenses understated by 
Net income overstated by 

Balance Sheet 
Assets overstated by 

Liabilities correctly stated 
Stockholders' equity overstated by 
Total liabilities and stockholders' 

equity overstated by 

[ 
$ xx 

(50) 
$ 50 

$ 50 

$ xx 

50 

$ 50 
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124 Chapter 3 The Adjusting Process 

Selected account balances for Atlanta Rhythm Company on December 31 are as follows: 

Depreciation on equipment during the year is $4,000. 

a, Journalize the adjusting entry necessary for depreciation on December 31 

b. Compute the book value of the equipment that will be reported on the balance sheet. 

Equipment 

Accumulated Depreciation-Equipment $12,000 

Credit Balances 

$40,000 

Debit Balances 

Depreciation Check Up Corner 3-3 

Solution: 

a. Adjusting entries are made 
The credit to 

Accumulated 
Depreciation­ 

Equipment increases 

its account balance, 

The debit to Depreciation Expense reflects the portion of the 

asset's cost that is allocated to expense during the period. 

Description � Debit Credit 
Depreciation Expense 4,000 

• 
Dec. 31 

at the end of the accounting 

period. 

Accum. Depr.-Equipment 

b. Book Value of Equipment = Cost of Equipment Accumulated Depreciation of Equipment 
= $40,000 - $12,000 - $4,000 
= $40,000 -- $16,000 
= $24,000 

4,000 « which is reported on 
the balance sheet as 
a contra account to 
Equipment. 

Check Up Corner 

Objective 5 

Summarize the 

adjusting process 

Summary of Adjusting Process 

A summary of the basic types of adjusting entries is shown in Exhibit 6. The adjusting entries for 

NetSolutions are shown in Exhibit 7. The adjusting entries are dated as of the last day of the 

period. However, because collecting the adjustment data requires time, the entries are usu­ 

ally recorded at a later date. An explanation is normally included with each adjusting entry. 

The Year 2 balance is equal to 40% of Year 2 revenues, indicating 

the significant impact of unearned revenue to Microsoft's operating 

results. During Year 3, Microsoft expects to recognize $27,468 of 

revenue from the $33,909 of unearned revenue. At the same time, 

Microsoft will record additional unearned revenue from Year 3 sales. 

related to support services, such as updates and technical sup­ 

port, is earned as time passes and support is provided to custom­ 

ers. Thus, each year Microsoft makes adjusting entries transferring 

some of its unearned revenue to revenue. The following excerpts 

were taken from recent financial statements of Microsoft: 

2ll,, Tr hatter. 

Microsoft's Deferred Revenues 

M
icrosoft Corporation (MSF'T) develops, man­ 

ufactures, licenses, and supports a wide range of com­ 

puter software products, induding Windows operat­ 

ing systems, Word, Excel, and the Xbox gaming system. When 

Microsoft sells its products, it incurs an obligation to support its 

software with technical support and periodic updates. As a re­ 

sult, not all the revenue is earned on the date of sale; some of the 

revenue on the date of sale is unearned. The portion of revenue 

Unearned revenue (in millions) 
Year 2 
$33,909 

Year T 
$25,318 
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Chapter 3 The Adjusting Process 125 

Exhibit 6 Summary of Adjustments 

ACCRUED REVENUES 

Reason for Financial Statement Impact if 

Examples Adjustment Adjusting Entry Examples from NetSolutions Adjusting Entry ls Omitted 

Services Services have Asset Dr. Accounts Receivable 500 Income Statement: 
performed been provided to Revenue cr Fees Earned 500 Revenues Understated 
but not the customer, but Expenses No effect 
billed, have not been Net income Understated 
interest billed or Balance Sheet: 
to be recorded. Interest Assets Understated 
received has been earned, Liabilities No effect 

but has not Stockholders' equity Understated 
been received or (Retained earnings) 

recorded. 

ACCRUED EXPENSES 

Wages or Expenses have Expense Dr. Wages Expense 250 Income Statement: 
salaries been incurred, Liability Cr. Wages Payable 250 Revenues No effect 
incurred but have not Expenses Understated 
but not been paid or Net income Overstated 
paid, recorded. Balance Sheet: 
interest in­ Assets No effect 
curred but Liabilities Understated 
not paid Stockholders' equity Overstated 

(Retained earnings) 

UNEARNED REVENUES 

Unearned Cash received Liability Dr. Unearned Rent 120 Income Statement: 
rent, before the servic­ Revenue Cr. Rent Revenue 120 Revenues Understated 
magazine es have been pro- Expenses No effect 
subscrip- vided is recorded Net income Understated 
tions as a liability. Some Balance Sheet: 
received services have Assets No effect 
in advance, been provided Liabilities Overstated 
fees to the customer Stockholders' equity Understated 
received in before the end (Retained earnings) 

advance of of the accounting 
services period. 

PREPAID EXPENSES 

Supplies, Prepaid expenses Expense Dr. Supplies Expense 1,240 Income Statement: 
prepaid (assets) have been Asset Cr Supplies 1,240 Revenues No effect 

insurance used or consumed Insurance Expense 200 Expenses Understated 

in the business Prepaid Insurance 200 Net income Overstated 

operations. Balance Sheet: 

Assets Overstated 

Liabilities No effect 

Stockholders' equity Overstated 

(Retained earnings) 

DEPRECIATION 

Depre­ Fixed assets Expense Dr. Depreciation Expense 50 Income Statement: 

ciation of depreciate as Contra Asset Cr. Accum. Depreciation­ Revenues No effect 

equipment they are used or Office Equipment 50 Expenses Understated 
and consumed in Net income Overstated 
buildings the business Balance Sheet: 

operations. Assets Overstated 
Liabilities No effect 
Stockholders' equity Overstated 

(Retained earnings) 
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126 Chapter 3 The Adjusting Process 

Exhibit 7 

Adjusting Entries-­ 

NetSolutions 

Journal Page5 

Post. 
Date Description Ref. Debit Credit 

2003 
Adjusting Entries 

Dec. 31 Accounts Receivable 12 500 

Fees Earned 41 500 

Accrued fees (25 hrs. X $20). 

31 Wages Expense 51 250 

Wages Payable 22 250 

Accrued wages. 

31 Unearned Rent 23 120 

Rent Revenue 42 120 

Rent earned ($360 + 3months). 

31 Supplies Expense 52 1,240 
Supplies 14 1,240 

Supplies used ($2,000 - $760). 

31 Insurance Expense 55 200 

Prepaid Insurance 15 200 

Insurance expired ($2,400 + 12 months). 

31 Depreciation Expense 56 50 

Accum. Depreciation Office Equipment 19 50 

Depreciation on office equipment. 

NetSolutions' adjusting entries are posted to the ledger shown in Exhibit 8. The adjustments 

are highlighted in Exhibit 8 to distinguish them from other transactions. 

Exhibit 8 Ledger with Adjusting Entries-NetSolutions 

Account Cash Account No.1 

Balance 
Post. 

Date Item Ref. Debit Credit Debit Credit 

2003 

Nov. I 25,000 25,000 

5 20,000 5,000 
18 7,500 12,500 
30 3,650 8,850 

30 1 950 7,900 

30 2 2,000 5,900 

Dec. 2 2,400 3,500 

2 800 2,700 

1 2 360 3,060 

6 2 180 2,880 
11 2 400 2,480 

13 3 950 1,530 
16 3 3,100 4,630 

20 3 900 3,730 

21 3 650 4,380 

23 3 1,450 2,930 

27 3 1,200 1,730 

31 3 310 1,420 

31 4 225 1,195 

31 4 2,870 4,065 

31 4 2,000 2,065 

Account Accounts Receivable Account No. 12 

Balance 
Post. 

Date Item Ref. Debit Credit Debit Credit 
2003 

Dec. 16 3 1,750 1,750 

21 3 650 1,100 

31 4 1,120 2,220 

31 Adjusting 5 500 2,720 

Account Supplies Account No. 14 

Balance 
Post. 

Date ltem Ref. Debit Credit Debit Credit 

2003 

Nov. 10 1,350 1,350 

30 1 800 550 

Dec.23 3 1,450 2,000 

31 Adjusting 5 1,240 760 
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Chapter 3 The Adjusting Process 127 

Exhibit 8 Ledger with Adjusting Entries-NetSolutions (Continued) 

Account Prepaid insurance Account No. 15 Account Unearned Rent Account No.23 

Balance Balance 
Post. Post. 

Date ltem Ref. Debit Credit Debit Credit Date ltem Ref. Debit Credit Debit Credit 

2003 2003 

Dec. 1 2 2,400 2,400 Dec. 1 2 360 360 

31 Adjusting 5 200 2,200 31 Adjusting 5 120 240 

Account land Account No. 17 Account Common Stock Account No.31 

Date ltem 
Post. 
Ref. 

Balance 

Debit Credit Debit Credit Date Item 
Post. 
Ref. 

Balance 

Debit Credit Debit Credit 

Nov. 5 20,000 20,000 Nov. l 25,000 25,000 

Account Office Equipment Account No. 18 Account Dividends Account No. 33 

Balance Balance 
Post. Post. 

Date ltem Ref. Debit Credit Debit Credit Date ltem Ref. Debit Credit Debit Credit 

2003 2003 

Dec. 4 2 1,800 1,800 Nov. 30 2 2,000 2,000 

Dec.31 4 2,000 4,000 

Account Accum. Depr.--Office Equip. Account No. 19 

Balance 
Account Fees Earned Account No.41 

Account Accounts Payable Account No. 21 

Post. 
Balance 

Date ltem Ref. Debit Credit Debit Credit 

203 

Nov.10 1,350 1,350 

30 950 400 

Dec. 4 2 1,800 2,200 

11 2 400 1,800 

20 3 900 900 

203 

Dec.31 Adjusting 

Post. 
Ref. Debit Credit Debit Credit 

Balance 
Post. 
Ref. Debit Credit Debit Credit Item Date 

Account Rent Revenue Account No.42 

Balance 
Post. 

Date Item Ref. Debit Credit Debit Credit 

2003 

Nov.18 7,500 7,500 

Dec.16 3 3,100 10,600 

16 3 1,750 12,350 
31 4 2,870 15,220 
31 4 1,120 16,340 
31 Adjusting 5 500 16,840 

50 50 5 

Item Date 

Account Wages Payable Account No.22 
Dec.31 Adjusting 5 120 120 

Date ltem 
Post. 
Ref. 

Balance 

Debit Credit Debit Credit 
Account Wages Expense Account No.51 

203 

Dec.31 Adjusting Post. 
Balance 

5 250 250 
Date Item Ref. Debit Credit Debit Credit 

20%3 

Nov.30 1 2,125 2,125 
Dec. 13 3 950 3,075 

27 3 1,200 4,275 
31 Adjusting 5 250 4,525 

(Continued) 
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128 Chapter3 The Adjusting Process 

Exhibit 8 Ledger with Adjusting Entries-NetSolutions (Concluded) 

Account Supplies Expense Account No. 52 Account insurance Expense Account No. 55 

Balance Balance 
Post. Post. 

Date Item Ref. Debit Credit Debit Credit Date ltem Ref. Debit Credit Debit Credit 
20¥3 20%3 

Nov.30 1 800 800 Dec.31 Adjusting 5 200 200 

Dec.31 Adjusting 5 1,240 2,040 

Account Rent Expense Account No. 53 
Account Depreciation Expense Account No. 56 

Balance 
Balance 

Debit Credit Debit Credit 

Account Miscellaneous Expense Account No. 5S9 

203 

Dec. 31 Adjusting 5 50 50 

Post. 
Ref. Debit Credit Debit Credit ltem Date 

800 

1,600 

800 

800 

Post. 
Ref. 

1 

2 

ltem 

Nov.30 
Dec. 1 

Date 

Account Utilities Expense Account No. 54 

Date Item 
20¥3 

Nov.30 
Dec.31 

31 

Post. 
Balance 

Ref. Debit Credit Debit Credit 

1 450 450 

3 310 760 

4 225 985 

Balance 
Post. 

Date Item Ref. Debit Credit Debit Credit 
203 

Nov.30 275 275 

Dec. 6 2 180 455 

Objective 6 

Prepare an 
adjusted trial 
balance. 

Adjusted Trial Balance 

Alter the adjusting entries are posted, an adjusted trial balance is prepared. The adjusted trial 

balance verifies the equality of the total debit and credit balances before the financial statements 

are prepared. If the adjusted trial balance does not balance, an error has occurred. However, as 

discussed in Chapter 2, errors may occur even though the adjusted trial balance totals agree. For 

example, if an adjusting entry were omitted, the adjusted trial balance totals would still agree. 

Exhibit 9 shows the adjusted trial balance for Ne~Solutions as of December 31, 20Y3. 
Chapter 4 discusses how financial statements, including a classified balance sheet, are prepared 
from an adjusted trial balance. 

Pathways Challenge 

This is Accounting! 
Economic Activity 

Delta Air Lines (DAL) offers air transportation service to 323 destinations in 57 countries and 

serves more than 180 million passengers each year. In an effort to retain and increase passenger loyalty, 

Delta encourages its passengers to join its SkyMiles (frequent flyer) program. Passengers earn mileage 

credits for award travel as well as earn "elite" status that includes early boarding and free checked bag­ 

gage. SkyMiles credits never expire. 

Assume that during December 20Y6 you flew on Delta Air Lines using a ticket you purchased for 

S1,000that earned 2,000 mileage credits that you plan to use in 20Y7. 

Critical Thinking/Judgment 

Should Delta record $1,000 as revenue for 20Y62 

How should Delta account for the 2,000 mileage credits? 

Can you think of an adjusting entry related to the 2,000 mileage credits for the year ending Decem­ 

ber 31, 20Y6, that Delta might have to record? 

Suggested answer at end of chapter. 
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NetSolutions 
Adjusted Trial Balance 

December 31, 20¥3 

Cash . . .  

Accounts Receivable.... 

Supplies. 

Prepaid Insurance. 

Land.. .  

Office Equipment 
Accumulated Depreciation-Office Equipment. 

Accounts Payable . . . • • • . . . . . • • • . . . . . . • • . . . . . . • • • . . . . . • • • . .  

Wages Payable • . . . . . • • • . . . . . • • • . . . . . . • • . . . . . . • • • . . . . . • • • . .  

Unearned Rent • . . . . . • • • . . . . . • • • . . . . • • • • • • . . . . • • . . . . . . • • • . .  

Common Stock . . . . . • • • . . . . . • • • . . . . • • • • • • . . . • • • . . . . . . • • . . .  

Dividends . . • • • . . . . . • • • . . . . . • • • . . . . • • • • . . . . . • • • . . . . .  
Fees Earned . • • • . . . . . • • • . . . . . • • • . . . . • • • • . . . . . • • • . . . . . . • • . . .  

Rent R e v e n u e + s o s  

Wages Expense , , , + + + + + + 6 6 + 6 6 8 8 6 6 + + 6 6 8 6 6  

Supplies E x p e n s e , , , + + + + + + + 6 + 8 6 6 + + 6 6 8 6 6  
Rent Expense . . .  

Utilities Expense 

Insurance Expense 

Depreciation Expense . . .  

Miscellaneous Expense . . .  
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Exhibit 9 

Adjusted Trial 

Balance 

Account Debit Credit 
No. Balances Balances 

11 2,06S 

12 2,720 

14 760 

15 2,200 

17 20,000 

18 1,800 

19 50 

21 900 

22 250 

23 240 

31 25,000 

33 4,000 
41 16,840 

42 120 

51 4,525 

52 2,040 

53 1,600 

54 985 

55 200 

56 50 

59 455 

43,400 43,400 

Analysis for Decision Making 

Vertical Analysis 
Comparing each item on a financial statement with a total amount from the same statement 

is useful in analyzing relationships within the financial statement. Vertical analysis is the 

term used to describe such comparisons. 

In vertical analysis of a balance sheet, each asset item is stated as a percent of the total 

assets. Each liability and stockholders' equity item is stated as a percent of total liabilities 

and stockholders' equity. In vertical analysis of an income statement, each item is stated 

as a percent of revenues or fees earned. 

Vertical analysis is also useful for analyzing changes in financial statements over time. To illus­ 

trate, a vertical analysis of two years of income statements for J. Holmes, Attorney-at-Law, follows: 

Objective 7 

Describe and 
illustrate the use 
of vertical analysis 
in evaluating 
a company's 
performance and 
financial condition. 

J. Holmes, Attorney-at-Law 
Income Statements 

For the Years Ended December 31 

20Y7 20Y6 
Amount 
$ 187,500 

Percent 

100.0% 

(30.0)% 
(8.0)% 
(6.0)% 
(2.0)% 

(1.2)% 

(47.2)% 

52.8% 

$ (45,000) 

(12,000) 
(9,000) 

(3,000) 

(1,800) 

$ (70,800) 

$ 79,200 

Amount 
$ 150,000 

Percent 

100.0% 

(32.0)% 
(8.0)% 
(6.7)% 

(1.4)% 

_(1.2% 
(49.3)% 

50.7% 

$ (60,000) 

(15,000) 
(12,500) 

(2,700) 

(2,300) 

(92,500) 

95,000 

Fees earned... •..• 
Expenses: 

Wages expense 
Rent expense...%++»» 
Utilities expense ..... 
Supplies expense 
Miscellaneous expense. 

Total expenses.. .».. . . ,  S 

Net inc0re..+88+88989898888888 o o o  

Rounded to one decimal place 
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130 Chapter 3 The Adjusting Process 

The preceding vertical analysis indicates both favorable and unfavorable changes 
affecting the income statement of J. Holmes, Attorney-at-Law. The increase in wages 
expense of 2% (32.0% -30.0%) is an unfavorable change, as is the increase in 
utilities expense of 0,7% (6.7% - 6.0%). A favorable change is the decrease in sup­ 
plies expense of 0.6% (2.0% 1.4%). Rent expense and miscellaneous expense as 

a percent of fees earned were constant. The net result of these changes is that net 

income decreased as a percent of fees earned from 52.8% t0 50.7%. 

The analysis of the various percentages shown for J. Holmes, Attorney-at-Law, can 

be enhanced by comparisons with industry averages. Such averages are published by 

trade associations and financial information services. Any major differences between 

industry averages should be investigated. 13fui1J,1·144Ai•i,-1 Vertical Analysis 

Analyze Amazon.com (MAD 3-1) 
{Continuing company analysis) 

Analyze Pandora Media (MAD 3-2) 

Analyze World Wrestling Entertainment (MAD 3-3) 

Analyze Chipotle Mexican Grill (MAD 3-4) 

Analyze Nike (MAD 3-5) 

Analyze and compare AT&T and Verizon Communications (MAD 3-6) 

li1@ilil·i44Ai•i,J 

Chapter Summary 

1. The accrual basis of accounting requires that rev­ 
enues are reported in the period in which they 
are earned and expenses are matched with the 
revenues they generate. The updating of accounts 
at the end of the accounting period is called the 
adjusting process. Each adjusting entry affects an 
income statement and balance sheet account. The 
two general classifications for accounts requiring ad­ 
justment are accruals and deferrals. Accruals include 
accrued revenues and accrued expenses. Deferrals 
include unearned revenues and prepaid expenses. 

2. Adjusting entries for accruals include accrued revenues 
and expenses. The adjusting entry for an accrued rev­ 
enue debits Accounts Receivable and credits a revenue 
account such as Fees Earned. The adjusting entry for 
an accrued expense debits an expense account such as 

Wages Expense and credits a liability account such as 
Wages Payable. 

3. Adjusting entries for deferrals include unearned rev­ 
enues and prepaid expenses. The adjusting entry for 
an unearned revenue debits an unearned revenue ac­ 
count such as Unearned Rent and credits a revenue 
account such as Rent Revenue. The adjusting entry for 
an accrued expense debits an expense account such as 
Wages Expense and credits a liability account such as 
Wages Payable. 

4. The adjusting entry for depreciation of a fixed asset 
debits Depreciation Expense and credits a contra asset 
account, Accumulated Depreciation. The book value of 
a fixed asset equals its cost less its accumulated depre­ 
ciation. Land is a fixed asset that does not depreciate. 
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5. A summary of adjustments, including the type of 
adjustment, reason for the adjustment, the adjusting 
entry, and the effect of omitting an adjustment on 
the financial statements, is shown in Exhibit 6. 

6. After all of the adjusting entries have been posted, 
the equality of the total debit balances and the total 
credit balances is verified by an adjusted trial balance. 

7. Vertical analysis compares each item on a finan­ 
cial statement with a total amount from the same 
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statement. It is useful in analyzing relationships 
within the financial statement. In vertical analysis of 
a balance sheet, each asset item is stated as a percent 
of the total assets. Each liability and stockholders' 
equity item is stated as a percent of total liabilities 
and stockholders' equity. In vertical analysis of an 
income statement, each item is stated as a percent 
of total revenues or fees earned. 

Key Terms 

accrual (113) 

accrual basis of accounting (111) 

Accumulated Depreciation (122) 

adjusted trial balance (128) 

adjusting entries (113) 

adjusting process (112) 

book value of the asset 
(or net book value) (123) 

cash basis of accounting (111) 

contra accounts ( or contra 
asset accounts) (122) 

deferral (113) 

depreciate (122) 

depreciation (122) 
depreciation expense (122) 
expense recognition principle (112) 

fixed assets (or plant assets) (122) 
matching principle (112) 

prepaid expense (113) 
revenue recognition principle (112) 
unearned revenue (113) 
vertical analysis (129) 

Practice 

Mult ip le-Cho ice Questions 

1. Which of the following items represents a deferral? 
a. Prepaid insurance c. Fees earned 

b. Wages payable d. Accumulated depreciation 

2. The balance in the unearned rent account for Jones Co. as of December 31 is $1,200 .  If 

Jones Co. failed to record the adjusting entry for $600 of rent earned during December, 
the effect on the balance sheet and income statement for December would be: 
a. assets understated $600; net income c. liabilities overstated $600; 

overstated $600. net income understated $600. 
b. liabilities understated $600; 

net income understated $600. 
d. liabilities overstated $600; 

net income overstated $600. 

3. If the supplies account, before adjustment on May 3 1 ,  indicated a balance of $ 2 , 2 5 0 ,  and 
supplies on hand at May 31 totaled $950, the adjusting entry would be: 
a. debit Supplies, $950; credit Supplies c. debit Supplies Expense, $950; credit 

Expense, $950. Supplies, $950. 

b. debit Supplies, $1,300; credit Supplies d. debit Supplies Expense, $ 1 , 3 0 0;  
Expense, $1,300. credit Supplies, $ 1 , 3 0 0 .  

d. debit Accumulated Depreciation, 
$2,000; credit Depreciation Expense, 
$2,000. 

debit Depreciation Expense, $2,000; 
credit Accumulated Depreciation, 
$2,000. 

C. 

4. If the estimated amount of depreciation on equipment for a period is $2,000, the adjust­ 
ing entry to record depreciation would be: 

a. debit Depreciation Expense, $2,000; 
credit Equipment, $2,000. 

b. debit Equipment, $2,000; credit 
Depreciation Expense, $2,000. 
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132 Chapter 3 The Adjusting Process 

5. If the adjusting entry for accrued wages of $7,500 was omitted, the adjusted trial balance 
totals would be: 

a. unequal, the debit total would 
exceed the credit total by $7,500. 

b. unequal, the debit total would 
exceed the credit total by $15,000. 

c. unequal, the credit total would 
exceed the credit total by $7,500. 

d. equal, assuming no other errors or 
omissions. 

Answers provided after Problem. Need more practice? Find additional multiple-choice 
questions, exercises, and problems in CengageNOWv2. 

Exercises 

SHOW ME HOW 
a. Accumulated Depreciation 

b. Dividends 

c. Land 

d. Salaries Payable 

e. Supplies 

f. Unearned Rent 

1. Accounts requiring adjustment Obj. 1, 2, 3 
Indicate with a Yes or No whether or not each of the following accounts normally requires 
an adjusting entry: 

SHOW ME HOW 

2. Type of adjustment 0bj. 1, 2, 3 
Classify the following items as (1) accrued revenue, (2) accrued expenses, (3) unearned rev­ 
enue, Or ( 4) prepaid expense: 

a, Cash received for services not yet rendered c. Rent revenue earned but not received 

b. Insurance paid for the next year d. Salaries owed but not yet paid 

SHOW ME HOW 

SHOW ME HOW 

SHOW ME HOW 

4 

SOW ME HOW 

3. Adjustment for accrued revenues Obj. 2 
At the end of the current year, $23,570 of fees have been earned but have not been billed to 
clients. Journalize the adjusting entry to record the accrued fees. 

4. Adjustment for accrued expense Obj. 2 
We-Sell Realty Co. pays weekly salaries of $11,800 on Friday for a five-day workweek ending 
on that day. Journalize the necessary adjusting entry at the end of the accounting period, 
assuming that the period ends on Wednesday. 

5. Adjustment for unearned revenue Obj. 3 
The balance in the unearned fees account, before adjustment at the end of the year, is $272,500. 
Journalize the adjusting entry required, assuming the amount of unearned fees at the end of 
the year is $189,750. 

6. Adjustment for prepaid expense Obj. 3 
The supplies account had a beginning balance of $3,375 and was debited for $6,450 for sup­ 
plies purchased during the year. Journalize the adjusting entry required at the end of the year, 
assuming the amount of supplies on hand is $2,980. 

SHOW ME HOW 

7. Adjustment for depreciation 
The estimated amount of depreciation on equipment for the current year 
Journalize the adjusting entry to record the depreciation. 

Obj. 4 

is $6,880. 
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SHOW ME HOW 

C 
SHOW ME HOW 
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8. Effect of omitting adjustments Obj. 5 
For the year ending August 31, Mammalia Medical Co. mistakenly omitted adjusting entries for 
(1) depreciation of $5,800, (2) fees earned that were not billed of $44,500, and (3) accrued 
wages of $7,300. Indicate the combined effect of the errors on (a) revenues, (b) expenses, 
and (o) net income for the year ended August 31. 

9. Effect of errors on adjusted trial balance Obj. 6 
For each of the following errors, considered individually, indicate whether the error would cause 
the adjusted trial balance totals to be unequal. If the error would cause the adjusted trial bal­ 
ance totals to be unequal, indicate whether the debit or credit total is higher and by how much. 

a, The adjustment of $9,800 for accrued fees earned was journalized as a debit to Accounts Receivable for 
$9,800 and a credit to Fees Earned for $8,900. 

b. The adjustment of depreciation of $3,600 was omitted from the end-of-period adjusting entries. 

C 
SHOW ME HOW 

10. Vertical analysis 

Two income statements for Hemlock Company follow: 

Hemlock Company 

Income Statements 

For the Years Ended December 31 

20Y5 20Y4 

Obj. 7 

Fees earned 
Expenses 
Net income 

S 725,000 $ 615,000 

(432,875) (356,700) 

S 290,000 $ 258,300 

a. Prepare a vertical analysis of Hemlock Company's income statements. 

b. Does the vertical analysis indicate a favorable or an unfavorable change? 

Answers provided after Problem. Need more practice? Find additional multiple-choice 
questions, exercises, and problems in CengageNOWv2. 
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134 Chapter 3 The Adjusting Process 

Problem 

Three years ago, T. Roderick organized Harbor Realty. At July 31, 20Y2, the end of the 
current year, the unadjusted trial balance of Harbor Realty follows: 

Harbor Realty 
Unadjusted Trial Balance 

July 31, 20Y2 

Debit Credit 

Balances Balances 

Cash. . . .. . .. . . . .  ..  . .. . . . .  3,425 

Accounts Receivable, 7,000 

Suppl ies. . . ..++ + . .  1,270 

Prepaid Insurance 620 

Office Equipment 51,650 

Accumulated Depreciation-Office Equipment. 9,700 

Accounts Payable • .  925 

Wages Payable..... .  . .. . .. . . . . .  0  

Unearned Fees . . .. . .. . . . .  1,250 

Common Stock 5,000 

Retained Earnings 24,000 

Dividends 5,200 

Fees Earned... 59,125 

Wages Expense .. 22,415 

Depreciation Expense 0 

Rent Expense 4,200 

Utilities Expense 2,715 

Supplies Expense. 0 

Insurance Expense . . . . . . . . . . . . . . . . . .  •· 0 

Miscellaneous Expense . . . . . . . . . . . . . . . •· . . .. . .. . . . .  .  1,505  

100,000 100,000 

The data needed to determine year-end adjustments follow: 

Supplies on hand at July 31, 20Y2, $380. 
Insurance premiums expired during the year, $315, 

• Depreciation of equipment during the year, $4,950. 
• Wages accrued but not paid at July 31, 20Y2, $440. 
• Accrued fees earned but not recorded at July 31, 20Y2, $1,000. 
• Unearned fees on July 31, 20Y2, $750. 

Instructions 

1. Prepare the necessary adjusting journal entries on July 331. Include journal entry 
explanations. 

2. Determine the balance of the accounts affected by the adjusting entries, and prepare an 
adjusted trial balance. 

Need more practice? Find additional multiple-choice questions, exercises, and 
problems in CengageNoW2. 
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Answers 

Mult ip le -Cho ice  Questions 

1. a A deferral is the delay in recording an expense already paid, such as prepaid insur­ 
ance (answer a). Wages payable (answer b) is considered an accrued expense or accrued 
liability. Fees earned (answer c) is a revenue item. Accumulated depreciation (answer d) 
is a contra item to a fixed asset. 

2. c The failure to record the adjusting entry debiting Unearned Rent, $600, and crediting 
Rent Revenue, $600, would have the effect of overstating liabilities by $600 and under­ 
stating net income by $600 (answer c). 

3. d The balance in the supplies account, before adjustment, represents the amount of sup­ 
plies available. From this amount ($2,250) is subtracted the amount of supplies on hand 
($950) to determine the supplies used ($1,300). Since increases in expense accounts are 
recorded by debits and decreases in asset accounts are recorded by credits, answer d is 
the correct entry. 

4. c Since increases in expense accounts (such as depreciation expense) are recorded by 
debits and it is customary to record the decreases in usefulness of fixed assets as credits 
to accumulated depreciation accounts, answer c is the correct entry. 

5. d Assuming no other errors or omissions, the adjusted trial balance totals would be equal 
even though the adjusting entry for accrued wages was omitted. This illustrates that equal 
debit and credit totals on a trial balance don't necessarily mean that errors don't exist in 
the accounts. 

Exercises 

1. a. Yes 
b. No 

2. a. Unearned revenue 
b. Prepaid expense 

3. 

c. No 
d. Yes 

c. Accrued revenue 
d. Accrued expense 

e. Yes 
f. Yes 

Dec. 31  Accounts Receivable 

Fees Earned 

Accrued fees. 

4. 

Dec. 31  Salaries Expense 

Salaries Payable 

Accrued salaries [ ( $ 1 1 , 8 0 0 :  5  days) x 3 days]. 

5. 

23,570 

7,080 

23,570 

7,080 

6. 

Dec. 31  Unearned Fees 

Fees Earned 

Fees earned ($272,500 - $189,750) .  

82,750 

82,750 

Dec. 31  Suppl ies Expense 

Supplies 

Suppl ies used ($3,375 + $6,450 - $2,980). 

6,845 

6,845 
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136 Chapter 3 The Adjusting Process 

7. 

Dec. 31  Depreciation Expense 
Accumulated Depreciation-Equipment 

Depreciattion on equipment. 

6,880 

6,880 

8. a. 
b. 
C. 

9. a. 
b. 

10. a. 

Revenues were understated by $44,500. 
Expenses were understated by $13,100 ($5,800 + $7,300). 
Net income was understated by $31,400 ($44,500 - $13,100). 

The totals are unequal. The debit total is higher by $900 ($9,800 -- $8,900). 
The totals are equal because the adjusting entry was omitted. 

Hemlock Company 

Income Statements 

For the Years Ended December 31 

Fees earned 
Expenses 
Net income 

20Y5 20Y4 

Amount Percent Amount Percent 

$ 725,000 100% $ 615,000 100% 
(435,000) (60)% (356,700) (58)% 

$ 290,000 40% $ 258,300 42% 

b. An unfavorable trend of increasing operating expenses and decreasing operating 
income is indicated. 

Need more help? Watch step-by-step videos of how to compute answers to these 
Exercises in CengageNOWv2. 

Problem 

1.  

Journal 

Post. 
Date Description Ref. Debit Credit 

20Y2 

Ju ly 3 1  Suppl ies Expense 890 
Suppl ies 890 

Suppl ies used ($ 1 ,270 - $380). 

3 1  Insurance Expense 3 1 5  
Prepaid Insurance 3 1 5  

Insurance expired. 

3 1  Depreciation Expense 4,950 
Accumulated Depreciation-Office Equipment 4,950 

Depreciation expense. 

3 1  Wages Expense 440 
Wages Payable 440 

Accrued wages. 

3 1  Accounts Receivable 1,000 
Fees Earned 1,000 

Accrued fees. 

3 1  Unearned Fees 500 
Fees Earned 500 

Fees earned ($ 1 ,250  -  $750). 
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2. 

Harbor Realty 
Adjusted Trial Balance 

July 31, 20Y2 

Cash 

Accounts Receivable 

Supplies... 

Prepaid Insurance . .  

Office Equipment . . . . . . . . . . • • .  

Accumulated Depreciation Office Equipment.. . ......  

Accounts Payable . .  

Wages Payable..... 

Unearned Fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . • • . . . . .  

Common 5tock + + + + + + + + 6 6 8 8 9 + + o o +  

Retained Earning$ , + + + + + + 6 6 6 6 6 6 6 6 6 6 6 6 6 6 6 6 6 + 6 0 .  

Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . • • . . . . . . .  

Fees Earned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . • • . . . . .  
Wages Expense , , + + + + + + + + 6 6 6 6 6 6 6 6 6 6 6 6 6 6 6 6 6  

Depreciation Expense , , + + + 8 + + + 9 8 8 8 9 9 8 8 9 9 9 o o  

Rent EKpense , . 

Utilities Expense , , , + + + + + + + 6 6 8 8 + 6 6 6 6 6 6 6 6 6 6  

Supplies Expense... · · > > > . .  

Insurance Expense 

Miscellaneous Expense 

Debit Credit 

Balances Balances 

3,425 

8,000 

380 

305 

51,650 

14,650 

925 

440 

750 

5,000 

24,000 

5,200 

60,625 
22,855 

4,950 

4,200 

2,715 

890 

315 

1505 
106,390 106,390 
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