Financial Accounting

CHAPTER 4

The Accounting Cycle

Accruals and Deferrals

After studying this chapter, you should be able to:

Learning Objectives

i LO4-‘| Explain the purpose of adjustiné entr;es, Al ;
I‘ LO4-2  Describe and prepare the four basichtypég of adjustmg eﬂtrles =
l. L°43 Prepare adjusting entries to conv.e;t:.é:;.SetS :to expen_s;;;; i
l L04-4. Prepare adjusting entries to convert Iiabiiitiés t; révenue. |

! LO4. Prepare adjusting entries to accrue unpaid expenses.

04.
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Prepare adjusting entries to accrue uncollected revenue.

f L04.7
| Explain how the Principles of realization and matching relate to
adjusting entries,

N q
E LOA.
04.8 Explain the concept of materiallty,

M
1104:9  proparg 8
N adjusted trial balance and describe its purpose.
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CARNIVAL CORPORATION

When is revenue actually earned by a company? In
:tlany cases, revenue is earned when cash is received
cu:e P°i"t of sale. For instance, when a hairdresser

3 Customer’s hair, revenue is earned when the hair

Is eyt
and the fee i collected.
Suppos
e t
he same passenger boards a Carnival

"Poration
Cruis :
that e ship to the Bahamas using a ticket

Was pur,
(o
Poing hased six months in advance. At what
Shoylg the cruis
enye has beg
ba'anc

e line recognize that ticket rev-

N ea

- ned? A recent Carnival Corporation
€et proy

I g ides the answer to this question.

h
33 bili €et, Carnival Corporation reports a

N liabjj;
ty account called Customer Deposits.

As passengers purchase tickets in advance, Carnival
Corporation credits the Customer Deposits account for
an amount equal to the cash it receives. It is not until
passengers actually use their tickets that the company

reduces this liability account and records Passenger

Ticket Revenue in its income statement.
In many industries—such as airlines, insurance

companies, and newspaper publishers—customer

deposits and other forms of advance payments are

the primary sources of cash flow from operating

activities. For Carnival Corpor
evenue Is collected from trav-

ation, approximately

75 percent of its ticket r

elers in advance. #
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Explain the purpose of
- adjusting entries.

042

"LEARNING OBJECTIVE
zczc;labe and prepare the

‘ Si

o C types of adjusting

LEARNING OBJECTIVE ‘

Chapter 4 The Accounting Cycle: Accruals and Deferrals
eived, nor is an expense
n cash flows and the rec-

cruals and deferrals. In this chapter, we
and deferrals prior to the

revenue is not always carned as cash is rec
disbursed. Timing differences betwee
es are referred to as ac
st be adjusted for accruals

in Chapter 3. They included

For most companies,
necessarily incurred as cash is
ognition of revenue and expens
examine how accounting information mu
preparation of financial statements.

The first three steps of the accounting cycle were discussed 1n ¢ . '
(1) recording transactions, (2) posting transactions, and 3 Qmpanng a trial balz.mce. In this
chapter, we focus solely upon the fourth step of the accounting cyclc'—-.perfonmng the end-
of-period adjustments required to measure business income. 1he remaining steps of the cycle

are covered in Chapter 5.

(Adjusting Entries

e measurement of bus
at affect on

than merely recording simple rev-
g period. Certain transactions
ds. The purpose of adjusting
amounts of revenue and expense.
be used for several

For example, Overnight Auto Se: plies that will
Thus, an adjusting entry is required to record the expense associated with the shop

ses each month.

iness income
ly a single accountin

There is more to th
accounting perio

enue and expense transactions th
affect the revenue or expenses of two or more

entries is to assign to each accounting period appropriate
rvice purchased shop sup

months.
supplies that Overnight u

THE NEED FOR ADJUSTING ENTRIES

ome and preparing financial statements, the life of a business is
ting periods. This practice enables decision makers to cOmpare
cessive periods and to identify significant trends.

for a relatively short accounting period—such as 2 month 0f
because, as mentioned previously, some business activities
f multiple accounting periods. Therefore, adjusting entries

are needed at the end of each accounting period to make certain that appropriate amounts ©

nue and expense are reported in the company’s income statement.

shers often sell two- or three-year subsc

publications. At the end of each accounting period, these publishers make

recognizing the portion of their advance receipts that have been earned durin

period. Most companies also purchase insurance policies that benefit more than 0n°

Therefore, an adjusting entry is needed to make certain that an appropriate portion O.f In
se for the period o

nses

t is reported in the income statement as insurance expen

policy’s total cos
eded whenever transactions affect the revenu¢ or exP” they
ad in Whlch

short, adjusting entries are ne

more than one accounting period. These entries assign revenues 10 the perio®!

are earned, and expenses to the periods in which related goods or services art used: o) ot
In theory, a business could make adjusting entries on a daily basis. But 8% pmcucpsni"s’

ter, these entries are made only at the end of each accounting period. For most "

adjusting entries are made on a monthly basis.

TYPES OF ADJUSTING ENTRIES

The number of adjustments needed at the end of each acc
upon the nature of the company's business activities. Howeve

one of four general categories.'

For purposes of measuring inc
divided into a series of accoun
the financial statements of suc

But measuring net income
even a year—poses a problem
affect the revenue and expenses 0

riptions 10 el
adjusting €A
g the U

reve
For example, magazine publi

ounting P
¢ most adjusté

¢) that will t;c

E q t ac

oil_c accountipg period usually is recorded by debiting an ass
plies, Unexpired Insurance, and so on) and by crediting Cash. TRE " och
xpense: 1" &
o,
o8 g7

actually represents the deferral (or the postponement) ofan¢

1

A fifth o o
Bs markef:blfeg guorli'dadé]usu ng entries consists of adjustments related 10 the Vﬂ]“m::plaincd o
Chaper 7. and accounts receivable, These valuation adjustme"
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plies or Unexpired Insurance).
Converting liabilities to revenue. A business

N

may collect cash in advance for services to be

. actions of this nature are usually recorded by
debiting Cash and by crediting a liability account (typically called Unearned Revenue or

Customer Deposits). Here, the liability account created represents the deferral (or the post-
ponement) of a revenue. In the period that services are actually rendered (or that goods are
sold), an adjusting entry is made to allocate a portion of the liability from the balance sheet

to the income statement to recognize the revenue earned during the period. The adjusting
entry is recorded by debiting the liability (Unearned Revenue or Customer Deposits) and
by crediting Revenue Earned (or a similar account) for the value of the services.

ADJUSTING ENTRIES AND TIMING DIFFERENCES

an accrua] accounting system, there are often timing differences between cash flows and
€ recognition of €xpenses or revenue, A company can pay cash in advance of incurring cer-
I eXpenses or receive cash before revenue has been earned. Likewise, it can incur certain
?xgenses fore paying any cash or it can earn revenue before any cash is received. These
Uming differences, anq the adjusting entries that result from them, are summarized as follows.

Adjusting entries to convert assets to expenses result from cash being paid prior to an
€Xpense being incurred,

Adjusting eprieg 10 convert liabilities to revenue result from cash being received prior to
"evenue bejng earned,

Yusting entries to
“ash is pajg,

J“?‘"‘S entries to accrye uncollected revenue result from revenue being earned before
Cash ig Teceiveq

accrue unpaid expenses result from expenses being incurred before

. Asjl .
ing pelril"mated in By

oum 8 related
(3) cypre © Cltren
Ul‘rgm .

hibit 4—| » adjusting entries provide important l_inkagcs be‘twccn ?oc;o:;:l';
{0 these timing differences. Specifically, they link: (1) prior peri ——
period €Xpenses, (2) prior period cash inflows to chrenl period re fut\m‘:
XPenses to future cash outflows, and (4) current period reveaus ta

’

0d ¢
Ows

V0 importan characteristics of all adjusting entries: First, eve‘re); ::;:;n,ﬁ
b:"m in owpr  -O8Nition of either revenue or expenses. Revenue anq ﬁ.l"‘]:‘:m i
bma coffespondin “quity. However, owners' equity cannot change by ga:st;ng entry affects

e, s § change jp cither assets or liabilities. Thus every & jh { account (asset
Mment account (revenue or expense) and a balance shee

S
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EXHIBIT 4—1 Adjusting Entries Provide Links between Accounting Peri

Converting assets to
expenses (e.g.,
apportioning the cost of
equipment, supplies, and
insurance policies)

Converting liabilities to
revenue (e.g., apportioning
advance collections

for season tickets,
customer deposits, and
magazine subscriptions)

Accruing unpaid expenses
(e.g., unpald salaries, <
taxes, and Interest)

Accruing uncollected
revenue (e.g., interest
earned but not recelved
and work completed but
not yet billed to the
customer)

N

<

. A

N

Chapter 4 The Accounting Cycle: Accruals and Deferrals

ods

End of
current
period

Adjusting entry
(Type 1)

| () Recognizes portion

| of asset consumed
| as expenses, and

I (2) Reduces balance
|

|

|

Future periods

Prior periods Current period

- Transaction
Pay cash in advance
of incurring expense
(creates an asset)

e ol o o e

of asset account

Transaction
Collect cash in advance .
of earning revenue
(creates a liability)

Adjusting entry

(1) Recognizes portion ]
earned as revenue, and |

(2) Reduces balance |
of liability account 1
|

|

Adjusting entry
(Type 3)

(1) Recognizes expenses
incurred, and

(2) Records liability |

for future payment l

|

|

() Recognizes revenue
earned but not yet
recorded, and |

(2) Records recelvable |

|

—— T— —— — St S — it i — —— —— — t— — — — — —

Prio \
r periods Current period Future pero®

gsl

or liability). Rarely do adjust; ies i s important
that none of the adjg Justing entries include an entry to Cash. 1S 1P 10 C

© adjustments discussed in this chapter require a debit oracre
moifﬁlt;ng{nzdifs“"g entries are based on the zonce;?ts of accrual aocoV
“Shop Supply ;nonth-end transactions. No one sends Overnight AUt fw
record the estima:) znse " the month s $500° Yet Overnight mvst e a'ncoﬂ‘ P
the period. Making g *1OP SUPPlies consumed if it is to ME2ST
concepts than doeg ahjusung entries requires a greater understandi® i
* the recording of routine business transactions:

adjusting process j
18 perform, . al 8
by the regular accounting sta‘:”'il’l by the controller or by a professio”
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Adjusting Entries

YEAR-END AT OVERNIGHT A

To illustrate the various types of adjusting
ing Overnight Auto Service. Chapter 3 ¢
February 28, 2018 (the end of the com
ahead to December 31, 2018—the end
us to illustrate the preparation of anny
only a single month.
Most companies make adjusting entries every month, We w: '

been following this approach throughout 2018 ’Iy"he compan;’:‘lll'l‘:jjsuus?; ‘tl;?;l%v:mnght has
December 31, 2018, appears in Exhibit 4-2. [ ; a'ance dated

s referred to as an unadjusted trial bal
because Overnight last made adjusting entries on November 30; there J ance

A : fore, it is still necess
to make adjusting entries for the month of December. w
In the next few pages we illustrate several

UTo SERVICE

oe':::tlnzs,dwe .will again use oyr example involy-
uded with Overnight's trial balance dateq

pany’s Second month of o ; ;
} Perations). W, .
of Overnlght’s first year of o ' ). We will now skip

al financial sta

CONVERTING ASSETS TO EXPENSES

When a business makes an expenditure that will benefit more than one accounting period, the
amount usually is debited to an asset account. At the end of each period benefiting from this
expenditure, an adjusting entry is made to transfer an appropriate portion of the cost from the
pense account. This adjusting entry reflects the fact that part of the asset
r become an expense—during the current accounting period.

asset account to an ex
has been used up—o

OVERNIGHT AUTO SERVICE
TRIAL BALANCE
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hd equipment . , -
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LEARNING OBJECTIVE

Prepare adjusting entries to
convert assets to expenses.

EXHIBIT 4-2
Unadjusted Trial Balance
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an asset to an €xpense consists of a debit to an expense
_asset account). Examples of these adjust-
f prepaid expenses and entries to record

An adjusting entry to convert
account and a credit to an asset account (or contra

ments include the entries to apportion the costs 0
depreciation expense.

i for such items as insurance, rent

nts in advance often are made . . '

Prepaid Expenses Payme (or prepayment) will benefit more than just the

and office supplies. If the advance payment
current accouiting period, the cost represents an asset rather than an expense. The cost of

this asset will be allocated to expense in the accounting

periods in which the services or the
supplies are used. In summary, prepaid expenses are assets; they become expenses only as the

goods or services are used up.

Shop Supplies To illustrate, consider Overnight’s accounting policies for shop supplies,
As supplies are purchased, their cost is debited to the asset .account Shop Supplies. It is not
practical to make journal entries every few minutes as supplies are used. Instead, an estimate
is made of the supplies remaining on hand at the end of each month; the supplies that are
“missing” are assumed to have been used.

Prior to making adjusting entries at December 31, the balance in Overnight’s Shop Sup-
plies account is $1,800. The balance of this asset account represents shop supplies on hand
on November 30. The Supplies Expense account shows a balance of $6,900, which represents
the cost of supplies used through November 30. Assume that approximately $1,200 of shop
supplies remain on hand at December 31. This suggests that supplies costing about $600 have
been used in December; thus, the following adjusting entry is made.

The adjusting entry required -
to convert the cost of supplies
used from an asset account to

an expense

use?;f;fius“s £ Ry STVes two purposes: (1) It charges to expense the cost of supplies
em c_’.r, and' (2) it reduces the balance of the Shop Supplies account to $1,200—the
amount of supplies estimated to be on hang at December 31

insurance experce | gnized ax i : sl
ns ; as | mon ns
. “Pense reporteq ;) Overnight's trig) %gmzer:;f:::ﬁt:ﬁ?wm“ o d:o"‘w

ired betWecn M X
' arc /mo-
COst of the |7 OUNt of unexpireq ; h 1 and November 30 ($1,500 o fcmﬂ;l B

"MONth poliey «inr - SUANCE shown in the trial balance 18 © s
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December 31, another full month of the polic

has expj ;
December is recorded by the following adju Y eXpired. Thus, the Insuranc

sting entry at Month-end. € expense for

. Dec. 31 insurance Expense

.............
--------

EXHIBIT 4-3
Balance Sheet

An Expired Asset Becomes
P an Expense

Cost of supplies
and insurance
policies that will
benefit future
periods

- -Shop supplies
Unexpired -
Insurance

As supplies and
. Insurance policies

X ir
lncome Statement . are used or expire

i _
0]\ | YOUR TURN

i FRN

Car owners typically pay insurance premiums six months in adva
P4 your sixmonth premium of $600 on February 1 (for coverage
You decide to Switch insurance companies. You call your existing ager:: ::?
“anceled. Are you entitled to a refund? I s0, why, and how much will

‘s"“'“ﬂmhnts In Connect,)

nce. Assume that you recently
through July 31). On March 31,
d ask that your policy be

In our illustration, pay-
Prepayments Directly in the Expense Accou .03 were debited to asset

Recordmg nts
Men

o *hop supplies and for insurance covering more t.hﬂﬂ 0';? P"':f debiting such prepay”
Mengg g oWever, some companies follow an alternative po “R’t the end of the period, zhi
jugjpo - 10 an expense account, such as Supplies ExPcm-;e'Supplics Expense for the €08
°fsupp1§ etry then would be to debit Shop Supplies and credit

is aes that had not been used. ‘ o
Undey emtle Mative method leads to the same results ﬂs.doe he current period is treatec: .
echnSe aer approach, the cost of supplies used during the 5 i balance shee

Gy N the cogy of supplies still on hand is carried forwa

ight.
the procedure used by Overmé
s
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EXHIBIT 4-4
The Depreciation Process

Chapter 4 The Accounting Cycle: Accruals and Deferrals

f recording prepayments in asset accounts
to expense accounts as the assets expire.
osts through the elements of finan-

In this text, we will follow Overnight’s practice 0
and then making adjustments to transfer these costs

This approach correctly describes the conceptual flow of S xpense, The alternative
cial statements. That is, a prepayment is an asset that later becomes

approach is used widely in practice only because itis an efﬁcxcn; 'Sh(;'r;:cu:n ‘;!l;:i:‘él:;filﬁ:

the recording of transactions and may reduce the nurpber of adjus fx - bility to understand

end of the period. Remember, our goal in this course is to QCV:OPk)lf(Ze B T

and use accounting information, not to train you in alt?mauve 00 . geveml e i-s o
The idea of shop supplies and insurance policies being used up 0‘1’) irom and aniom 2’

to understand. But the same concept also applies to assets such as building quipment,

These assets are converted to expenses through the process of depreciation.

THE CONCEPT OF DEPRECIATION

Depreciable assets are physical objects that retain their size and shape but that evemuz.ﬂ]y
wear out or become obsolete. They are not physically consumed, as are assets such as supphes,
but nonetheless their economic usefulness diminishes over time. Examples of deprec-:lable
assets include buildings and all types of equipment, fixtures, furnishings—and even railroad
tracks. Land, however, is not viewed as a depreciable asset, as it has an unlimited useful life.

Each period, a portion of a depreciable asset’s usefulness expires. Therefore, a correspond-

ing portion of its cost is recognized as depreciation expense.

What Is Depreciation? In accounting, the term depreciation means the systematic allo-
cation of the cost of a depreciable asset to expense over the asset’s useful life. This process is
illustrated in Exhibit 4. Notice the similarities between Exhibit 4—4 and Exhibit 4-3.
Depreciation is not an attempt to record changes in the asset’s market value. In the short
run, the market value of some depreciable assets may even increase, but the process of depre-
ciation continues anyway. The rationale for depreciation lies in the matching principle. Qur
goal is to offset a reasonable portion of the asset’s cost against revenue in each period of the
asset’s useful life.

Balance Sheet

Cost of a
depreciable Assets
asset Buillding

Equipment, etc.

As the asset'’s
useful life

Income Statement expires

Revenues
Expenses:
Depreclation

; »
'-agﬁfiﬂﬁiﬁﬂ‘ﬁ‘;’;?’!“ occurs continuously over the ife of the asel, b0t 1% o
i$ originally purchg Zt(;ons. In effect, depreciation expense is paid in advan® o ace0”
Period to transfer a: ' Thcr.efom. adjusting entries are needed at the end 0 nse-

appropriate amount of the asset's cost to depreciation © Xt #
y an EStlmate The approprjate amount of depff'c laﬂ::[ aﬂd : od
rall, we cannot Jook at a building or a piece © equ! [:nen‘ et
uch of its economic usefulness has expired during the ¢

Depreciation [s Onl
on-Iy an estimate, Afte
mine precisely how m
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The most widely used means of estimatir.lg pe{iodic depreciation expense is the straight-
line method of depreciaﬁpn.- Under the straight-line approach, an equal portion of the asset’s
cost is allocated to depreciation €Xpense in every period of the asset’s estimated useful life.
The formula for computing depreciation expense by the straight-line method is as follows.2

Depreciation expense (per period) = C.OSt of the asset
Estimated useful life

estimate. In most cases, management doe,
will remain in use.

- How long does a building last? For purposes of
computing depreciation expense, most com-
panies estimate about 30 or 40 years. Yet the
Empire State Building was built in 1931, and it's
not likely to be torn down anytime soon. As you
might guess, it often is difficult to estimate in

advance just how long depreciable assets may
remain in use.

Depreciation of Overnight's

gg;:m“a?hzl Because the byj
Moty o € building

Building  Overnight purchased its building for $36,000
Iding was old, its estimated remaining useful life is only
§ monthly depreciation expense is $150 ($36,000 cost + 240
ary € Will assume thyt Overnight did not record any depreciation expense in Janu-
Giation ¢ © 1t operated for only a small part of the month. Thus, th.e bui]dfng’s $1,500 depre-
10 iy | PP Teported i Overnight's trial balance illustrated in Exhibit 4-2 represents
mmomhs of depreciation recorded in 2018, from February 1 through November.30
g for D 0 MOMhS). An adiitional 150 of depreciation expense is still needed on the build-
adjusu;egr (bnnging the total to be reported in the income statement for the year to $1,650).
en

Mbey ; try to record depreciation expense on Overnight's building for the month
T15 as folloys.

Dec. 3

D ;
eDrecnalion Expense; Bulidlng

150
Cumulaleq Depreciation: Bullding

Dec )
(sgmber buudlng depreciation adjusting entry
6-000 - 240 mD,).

153

tD,
I Creci., . o ]
tng along ;;rNOn Expensc: Building account will appear in Overnight's u\;.ome isl:a::e
NGy Other €Xpenses for the year ended December 31, 2018, The balance
]

Preg ignori : ight be recovered upon
i Regiguny Ve are Ignoring any possible residual value that might ; St
e jig asl‘{es‘d“&] Values yre discusied iynpghaplcr 9. We will assume u.\at Owal;l:egshl Auto

ht-line method computed without any residual values.

¢ Using the Straig
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Building account will be reported in the December 31 balance

Accumulated Depreciation:
account, as shown.

sheet as a deduction from the Building
$36,000
(1,650)

............
................

" BUIAING .reseeeeennneirreen et
i : ted Depreciation: Building
Less: Accumulate preciation: Bulding -+ e

......................

Book Value

The adjusting entry required
to record the monthly -
depreciation on tools and
equipment

Accumulated Depreciation: Building is an example of a contra-asset account because
(1) it has a credit balance, and (2) it is offset against an asset account (Building) to produce
the book value for the asset. Accountants often use the term book value (or carrying value)

ccounting records. For depreciable

to describe the net valuation of an ass

assets, such as buildings and equipment, book value is equal to the cost of the asset, less the
related amount of accumulated depreciation. The end result of crediting the Accumulated
Depreciation: Building account is much the same as if the credit had been made directly to
the Building account; that is, the book value reported in the balance sheet for the building is

reduced from $36,000 to $34,350.
for accounting purposes. It represents costs that

Book value is of significance primarily
periods. It also gives users of financial statements

will be offset against the revenue of future

an indication of the age of a company’s depreciable assets (older assets tend to have larger
amounts of accumulated depreciation associated with them than newer assets). It is important
to realize that the computation of book value is based upon an asset’s historical cost. Thus,
book value is nor intended to represent an asset’s current market value.

et in a company's a

depreciates its tools and equipment

line method. The December 31 trial
,000. Therefore. the

Depreciation of Tools and Equipment  Overnight
over a period of five years (60 months) using the straight-
balance shows that the company owns tools and equipment that cost $12

adjusting entry to record December’s depreciation expense is as follows.

PAT W BUTRON T ING R T BTng
;:Dec3t . Depreciation Expense; Tool

v en o Accumulated Depreciation: Tools o

. -December tools andequipmemad;usﬁ nry
($12,000 + 60 manths = $200/mo. )

G

merﬁg?inj’ we assume that Overnight did not record depreciation expense for tools and:lq::z
e 00(;!:1 anuary because it operated for only a small part of the month. Thus: s 10
o0 ;:)reclamn expense reported in Overnight's trial balance in Exhibit 421 g s
The tooI]] s of depreciation, from February 1 through November 30 ($200/m x19 mo(:""g

s and equipment still require an additional $200 of depreciation for emb<!

ing the tot Lo
EWhmoisa:]:g :; ;lt:]l(;r]ts;i ufl glc Income statement for the year to $2,200). 018" iy
said $9,800, you're right 3 of Overnight's tools and equipment at December 25~
e h'® m‘d;

Depreciatio

n-A

the point that net il::l::: adSh el Depreciation s a noncash exPens,e;:th- R’Mﬂ‘
0es not represent an inflow of cash or any Ot i eqw';'cp,r

js acom ut 4
recogm'ti?)n Zt;c:; O,ig-le overall effect of certain business transactions on o% expif®
ciation expense Preciation expense illustrates this point. A depreciable asse Scs thef”
no correspondi 18 recorded, net income is reduced, and owners equity decl? oS C.]cl5"

ponding cash outlay i o ) iatio™ " e

ncash expense, Oftep ; 4y in the current period. For this reaso™ P ome gnd
' nitre L inc

flow from business operaﬁonzresems the largest difference between
| "

3‘\-—
Cost, $12

000
entry, ) less accumulageq depreciation, «
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Adusting Entries

CONVERTING LIABILITIES TO REVENUE
In some instances, customers may pay in adv
ing periods. For example, a football team col
sale of season tickets. Health clubs collect in advanc
tracts. Airlines sell many of their tickets we] in

For accounting purposes, amounts collecteq i

€ company’s income statement as th ¢

. aTO .illustmte' these concepts, assume that on December 1, Harbor Cab Co, agreed to rent

rgn tce 1n Overnighy's building to provide indoor storage for some of its cabs. The agreed-upon

nal el: :;3 ;000 Permonth, and Harbor Cab paid for the first three months in advance. The jour-
0

record thigs transaction on December 1 was as follows (again, this is a trans

| action:
not ap adjusting entry),
Bawq O e 55 e o 551 oo e« o s e 9,000
Unearned Rent Revenue.. ... ... .. ... ... ... 2000

Collecteg in advance from Harbor Cab for rental of storage
- Space for three maonths,

“igfte \lil,i;n:::hat Unearneq Rent Revenue is a liability account, not a revenue account. Over
ties for Harbo, "ental revenye gradually over a three-month period as it prfmdes storage. fac'lh-
Ehtry, uan.sfem-cab' At the end of each of these three months, Overnight will make an adjusting
ooy, Rent R:f $3,000 from the Unearned Rent Revenue account to an earned revenue
i Serieg op - - 4€ Earned, which wij] appear in Overnight’s income statement. The first in

Monthly transfers will be made at December 31 with the following adjusting entry.

DQC 3
- 31
Unearneq RemtRevenue . ... ... . ... 3.000
D Rent Revenye Barmed ............................. 3.000
&
;:vmbef adjusting entry to convert Unearned Rent
\dﬁ 10 Rent Revenye Earned ($9,000 + 3 mo)).
Aflc v rreres sy C RS e e

$ Tthig gq: . N '

o?;?i,"fedita:i:jsung =ty has been posted, the Unearned Rent Revenue account \;3{1)'1::;:

ey € Over th €. This balance represents Overnight's obligation to render $6 .
¢ shegy : YEXU tWo monthg and will appear in the liability section of the company’s

E"hib? c°'“’¢rsi Reny evenue Earned account will appear in Overnight's 'ln.cm_nc statement.
it 45 on of Unearped revenue to recognize earned revenue is illustrated in

155
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R

'LEARNING OBJECTIVE .
Prepare adjusting entries to
convert iabilities to revenue,
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EXHIBIT 4-5
Unearned Revenue Becomes
Earned Revenue

L04-5
LEARNING OBJECTIVE

Prepare adjusting entries to
_accrue unpaid expenses.

Adjusting entry roquired to
accrue
ool temonts

Chapter 4 The Accounting Cycle: Accruals and Deferrals

Balance Sheet

" Liabilltes
* Unearned
- Revenue-

Value of goods or
services to be
provided in future
periods

As the goods
or services
Income Statement are provided

Recording Advance Collections Directly in the Revenue Accounts We have
stressed that amounts collected from customers in advance represent liabilities, not revenue.
licy of crediting these advance collec-

However, some companies follow an accounting po
tions directly to revenue accounts. The adjusting entry then should consist of a debit to the

revenue account and a credit to the unearned revenue account for the portion of the advance
payments not yet earned. This alternative accounting practice leads to the same results as does
the method used in our illustration.

In this text, we will follow the originally described practice of crediting advance payments
from customers to an unearned revenue account.

ACCRUING UNPAID EXPENSES
be paid in future transactions; there-

This type of adjusting entry recognizes expenses that will
fore, no cost has yet been recorded in the accounting records. Salaries of employees and inte®
est on borrowed money are common examples of expenses that accumulate from day © day
but that usually are not recorded until they are paid. These expenses are said to accrue Ov¢f
time, that is, to grow or to accumulate. At the end of the accounting period, an adjusting e
should be made to record any expenses that have accrued but that have not yet been reco il
Since these expenses will be paid at a future date, the adjusting entry consists of adebit® a
the example of 0"

expense account and a credit to a liability account. We shall now use

night Auto Service to illustrate this type of adjusting entry.
. S, ays its
sinesses: PV L

Accrual of Wages (or Salaries) Expense Overnight, like many bu

employees every other Friday. This month, however, ends on a Tuesday—thre® dayb‘wcck in
the next scheduled payday, Thus Overnight's employees have worked for mor® t

December for which they have not yet been paid. ;

Time cards indicate that since the last payroll date, Overnight's employees W™

total of 130 hours. Including payroll taxes, Overnight’s wage expense averages ¥y 50
hour. Therefore, at December 31, the company owes its employees aPPm"imately ‘
work performed in December.* The following adjusting entry should be made ©
amount both as wages expense of the current period and as a liability.

WEGES EXDBNSE - vvvvrsiesen s eesssseenaseneneen

Dec. 31
Wages PAYADIE ... v ovoisssssssseeneeseensee
Adjusting entry to accrue wages owed but unpaid
| December 31.
et ey TN AT e l : | st
the ¥
wgown 107 0.8

o e -
But mis;;:cr‘:oﬁuon o“. fomal payroll, wages and payroll taxes must be comP“"i: nets Thﬂ:fh o
sonable esti payroll; it is an amount to be used in the company's financial S {ater I this

mate will suffice, The accounting principle of materiality 15 discussed

ey
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This adjusting entry increases Overnight's wages expense for 2018 and
. s al t
liability—wages payable—otf;t will appear in the December 3 balance sheet. e
On Friday, January 3, 2019, Overnight will pay its regular biweek]
: : y payroll. Let us assume
that this payroll amounts to $2,397. In this case, the transaction to record payment is as follows

(again, this is a transaction, not an adjusting entry).5
2019 ' - s :
CJan 3 Wages Expense (forJanuary) ... 447 Macw:ﬂngpm h]
Wages Payable (accrued in December) ... ... 1,950
Cashoooe 2,397
Biweekly payroll, $1,950 of which had been accrued at
December 31, 2018,

Accrual of Interest Expense  On January 22, 2018, Overnight purchased its building, an
old bus garage, from the Metropolitan Transit Authority for $36,000. Overnight paid $6,000
cash, and issued a $30,000 90-day note payable for the balance owed. Overnight paid the
$30,000 obligation in April. There was no interest expense to accrue because this note pay-
able was non-interest-bearing.

On November 30, 2018, Overnight borrowed $4,000 from American National Bank by
issuing an interest-bearing note payable. This loan is to be repaid in three months (on Febru-
ary 28, 2019), along with interest computed at an annual rate of 9 percent. The entry made
on November 30 to record this borrowing transaction is (again, this is a transaction, not an
adjusting entry) as follows. ‘

Borrowed cash from Am

a 9%, $4,000 ficte

On February 28, Overnight must pay the bank $4,090. This represents the $4,000 a'“o'.J:;
borrowed, plus $90 interest ($4,000 x 0.09 x %z). The $90 interest charge covers a perio
of three months. Although no payment is made until February 28, 2019, interest expense 15

incurred (or accrued) at a rate of 30 per month, as shown in Exhibit 4-6.
ed) at a rate of $30 p EXHIBIT 4-6

February Accrual of Interest
interest
expense

Total three

Y months’

interest

expense

$90

January
interest
expense

$60[~ = = — = = = = = — ==

$30

Total interest owed

December
interest
expense

E J

r 31 to accrue one
d to the bank at Dece

3o b

N ' ORI TN g ST R ' )

Th
€ mber 31, 2018.

follow; —_ .
SXpenge Ollowing adjusting entry is made at Decembe

0 record the amount of unpaid interest owe

.............

Interest Payable. . . .. ... ....ooooeneeer T

Adjusting entry 1o accrue December
IMerest Expense (§4,000 x .09 X )

i ated with payrol
al"““SCus » We do not address the details associated Wi
in Chapter 10,
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 LEARNING OBJECTIVE
Prepere acjusting enlresto
~accrue uncollected revenue.

Adjusting entry required to
accrue revenue eamed but not
yetbilled or collected

Chapter 4 The Accounting Cycle: Accruals and Deferrals

crued in December will appear in Overnight’s 2018 income

The $30 interest expense that ac e e $4.000 note payable to Amierican Nations]

statement. Both the $30 interest pay X
Bank will appear as liabilities in the December 31, 2018, balance sheet.

Overnight will make a second adjusting entry recognizing another $30in 1?t§;zsltoexp§nscl: -
January 31, 2019. The transaction on February 28 to record the Fepayment Od' " an, includ-
ing $90 in e charges, is as follows (again, this is a transaction, not an adjusting entry).

2019 - : o e 14000 E
Feb. 28  NotesPayable .. ..o rirarrra et 160 _
interest Payable (from December and January] ............ PRRIE é
Interest Expense (February only) ... iivnen i T — 30
5711 (PP . L 4090 °
Repaid $4,000 note payable to American National Bank, -, .- ! .
including $90 in interest charges. .

TR St e

ACCRUING UNCOLLECTED REVENUE

A business may earn revenue during the current accounting period but not bill the customer
until a future accounting period. This situation is likely to occur if additional services are
being performed for the same customer, in which case the bill might not be prepared until all
services are completed. Any revenue that has been earned but not recorded during the current
accounting period should be recorded at the end of the period by means of an adjusting entry.
This adjusting entry consists of a debit to an account receivable and a credit to the appropriate
Tevenue account. The term accrued revenue often is used to describe revenue that has been
eamed’ during the‘pen'od but that has not been recorded prior to the closing date.

To illustrate this type of adjusting entry, assume that in December, Overnight entered into
3;‘ agrgemer.lt to perform routine maintenance on several vans owned by Airport Shuttle Ser-
thzefifte‘;e;&li];tezif:o?m?mmm fhese vans for a flat fee of $1,500 per month, payable on

No : - '
been r::;re); e?i)?eﬁ? tl?t r;:"r d the Signing of this agreement, because no services had y¢t

g gan rendering services on December 15, but the first monthly

g adusting ey o e UGl Janary 15. Therefore, Overnight should make the olo*
e .
Bomant cember 31 to record the revenue earned from Airport Shuttle durl"®

Dec, 31

............

......
SCLE 0 Semsmioovny S5 B8 8 W EIREE

........
.......
.................

Accounts, Receivable
Repair Service Rever

Cash collectag frame ae Tttt
d from Aj
Provide [)eceml)e?;"1p g" Shuttie for van maintenance

| through January 15. ™

.......
........
------------------

ue
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The net result of the December 31 adjusting entry has been to divide the revenue from

maintenance of Airport Shuttle’s vans between December and J i :
services rendered during each month. anuary in proportion to the

ACCRUING INCOME TAXES EXPENSE: THE FINAL
ADJUSTING ENTRY

As a corporation earns ta-ix_able m.cor'ne.. x.t incurs income taxes expense, and also a liability to
governmental tax authorities. This liability is paid in four installments called estimated quar-
terly payments. The first three payments normally are made on April 15, June 15, and Sep-
tember 15. The final installment actually is due on December 15; but for purposes of our
illustration and assignment materials, we will assume the final payment is not due until Janu-
ary 15 of the following year.®

In its unadjusted trial balance (Exhibit 4-2), Overnight shows income taxes expense
of $22,608. This is the income taxes expense recognized from January 20, 2018, (the date
Overnight opened for business) through November 30, 2018. Income taxes accrued through
September 30 have already been paid. Thus, the $1,560 liability for income taxes payable
represents only the income taxes accrued in October and November.

The amount of income taxes expense accrued for any given month is only an estimate. The
actual amount of income taxes cannot be determined until the company prepares its annual
income tax return. In our illustrations and assignment materials, we estimate income taxes
expense at 40 percent of taxable income. We also assume that taxable income is equal to
income before income taxes, a subtotal often shown in an income statement. This subtotal is
total revenue less all expenses other than income taxes.

INTERNATIONAL CASE IN POINT

Corporate income tax rates vary around the world. A recent survey shows that rates range from 9 per-
cent in Montenegro to 55 percent in the United Arab Emirates. Worldwide, the average tax rate is 24
Percent. The average rate in the United States Is 40 percent, which is the highest rate among OE:D
countries.” In addition to corporate income taxes, some countries also (1) withhold taxes on dl:lk::na ::
Interest, and royalties, {2) charge value-added taxes at specified production and distribution p:"h .mas.
(3) Impose border taxes such as customs and import dutles. A few countries, including the Bahal

have no Corporate taxes,

*KPMG Corporate Tax Rate Survey (2015).

0 (see the income state?-
e for the entire year 1S
se recognized
Exhibit 4-2),
($26,628

In 2013, Overnight earned income before income taxes of $66,57
TNt in Exhipiy 5.2 in Chapter 5). Therefore, income laxes expens xoen
‘umated at $76 678 (866,570 x 40 percent). Given that income tax:ls cr[:?n
mng!‘ November 30 amounts to $22,608 (see the unadjusted trial b anDeccmbﬂf

dditiona) 4,02 income taxes expense must have accrued during

~$2 - : o] s,
2608). The adjusting entry to record this expense I8 a5 follow — = J

Dec. 34

Income Taxes Expense
Income Taxes Payable
Adjusting eniry to record income taxes

il
BN
.....
.........
PRSI
-------

accrued in December.

K
RO S

i manner as in other m‘omhs.

This _ . 5

Oty af:: MPion engpes us to accrue income taxes in Deccmbef.('!n u:,cnﬁmmnmﬁon. ral o
e"d“’f-mo’nl(:mme taxes for this month would be recorded as @ ":s ;Tan example of an acCTUet
®tpengy, adjusting entry. The adjusting entry for income tax
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This entry increases the balance in the Income Taxes Expense account thl .the?2€?,628 amount
required for the year ended December 31, 2018. It also increases the liability for I}ncpm'c'taxes
ayable to $5,580 ($1,560 + $4,020). The transaction to record the payme'nt of this liability o
pay , ’ (again, this is a transaction, nof an adjusting entry).

January 15, 2019, will be as follows

2019 5 580
. Jan, 15 income Taxes Payable .. ..cooovoovremrmrrm i '

EREE o s § § 3 s & = o o an BB § 7 7 v ombenn B E B B 25
Payment of the remalning 2015 income tax llability.

5,580

¥ -y B a

Income Taxes in Unprofitable Periods What happens to income taxes expense when
losses are incurred? In these situations, the company recognizes a “negative amount” of
income taxes expense. The adjusting entry to record income taxes at the end of an unprofit-
able accounting period consists of a debit to Income Taxes Payable and a credit to Income
Taxes Expense.

“Negative” income taxes expense means that the company may be able to recover from the
government some of the income taxes recognized as expense in prior periods.” If the Income
Taxes Payable account has a debit balance at year-end, it is reclassified as an asset, called
Income Tax Refund Receivable. A credit balance in the Income Taxes Expense account is

offset against the amount of the before-tax loss, as shown in Exhibit 4-7.

EXHIBIT 4-7 Partial Income Statement—for an Uhproﬂtable Period

Partial Income Statement
income (10538) before INCOMELEXES . .o it e e $(20,000)

Income tax benefit recovery of previously recorded taxes) . ... .. ... ... ... 8,000

NEtIOSS. .t i T . $(12,0000

—_—

A S R, We have already seen that income taxes expense reduces the amount of before-tax profits.
a pretax loss Notice now that income tax benefits—in the form of tax refunds—can reduce the amountof2
pretax loss. Thus, income taxes reduce the size of both profits and losses. The detailed report
ing of profits and losses in the income Statement is illustrated in Chapter S.

047 @\djusting Entries and Accounting Princi@

LEARNING 0B) iusti ;
whlnhowmep::c‘l:l‘:: - A?u:im;g entries are the means by which accountants apply the realization and matchiné
of reslization andmatching P ¢IPles. Through these entries, revenyes are recognized as they are earned, and expn®®

felate 1o adjusting entrfes,  2re I'rle::sgsr::zet? as resources are used or consumed in producing the related revenue.
time goods ‘;i:":;ltgeo;eahz?mm principle indicates that revenue should be rﬂcﬂsﬂ‘_zilya
pleted the carming ore Services are rendered. At this point the business has essentid b
tively, At any timi process and the sale§ value of the goods or services can be measlll‘;emul b
be estimated. Afterli:::r t(]) sale, the ultimate sales value of the goods or services soer :
is usually a relatively C::taei’nu:, ::lltly step that remains is to collect from the custo™”

The matching principle u ng pli“;;j;
C

measurin Ml
All end.(,%‘.g::,;(;iti g; :l:ip 5 !:fs used,land amortizing the cost of unexpired Jicatio™
matching principle, Justing entries Involving expense recognition are app
Costs are mat .
ched wit :
hrevenue in one of two ways. o Ofmﬂ‘f: ;
) atcd o ;

1. Direct 4 .
5 . .
ing r eveni‘;"t}_’:znezfcom With sp ecific revenue transactions. The ldea];::tssoci
enses i . en
Penses is to determine the actual amount of ¢XP ¥
w,is"”fﬂ '
-
discussi® o |
or)"‘nesaﬁvem

1
t

7
Tax refunds mq .
y be limi
Company hag paid s mited (o ta Payments in recent years. In this introduct

ufficien T
Ng 1o the logs in the ctll'rentt :;l?;dm prior years to permit a full recovery of any
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specific revenue transactions. However, this a

: . PProach works only fo
expenses that can be directly associated with specific revenue trans);cti;ntsh(gz Cos‘ts -and
paid to salespeople are an example of costs that can e directly associated w'i i t;r::mssmns
revenue

of a specific accounting period.
2. Systematic allocation of costs over the usefu
contribute to the earning of revenue for
directly associated with specific revenue
ance policies and depreciable assets. In

1 life of the expenditure. Many expenditures
a num!)er of accounting periods but cannot be
transactions. Examples include the costs of insur-

these cases accountant
‘ ; ! ) $ attempt to match revenue
and expenses by systematically allocating the cost to expense over its useful life Straight-

line depreciation is an example of a systematic technique used to match the cost of an asset
with the related revenue that it helps to earn over its useful life.

THE CONCEPT OF MATERIALITY

Another underlying accounting principle also plays a major role in the making of adjusting
entries—the concept of materiality. The term materiality refers to the relative importance of
an item or an event. An item is considered material if knowledge of the item might reasonably
influence the decisions of users of financial statements. Accountants must be sure that all
material items are properly reported in financial statements.

However, the financial reporting process should be cost-effective—that is, the value of the
information should exceed the cost of its preparation. By definition, the accounting treatment
accorded to immaterial items is of little or no consequence to decision makers. Therefore,
immaterial items may be handled in the easiest and most convenient manner.

Materiality and Adjusting Entries The concept of materiality enables accountants to
shorten and simplify the process of making adjusting entries in several ways. For example:

1. Businesses purchase many assets that have a very low cost or that will be cogsu{ned quic.kly
in business operations. Examples include wastebaskets, lightbulbs, and janitorial supplies.
The materiality concept permits charging such purchases directly to expense accounts,
rather than to asset accounts. This treatment conveniently eliminates the need to prepare
adjusting entries to depreciate these items.

2. Some expenses, such as telephone bills and utility bills, may be ch.arged to exper'ns;:s as ::c
bills are paid, rather than as the services are used. Technically this treatment vio ate§en:
Matching principle. However, accounting for utility bills ona cfash bas1_s.1s v;rl{ f:sorr::;lved.
s the monthly cost of utility service is not even known until the unhtyhl ‘nth " e
Under this cash basis approach, the amount of utility expense recorded each mo
ally based on the prior month’s bill.

’ MjUSﬁnS entries to accrue unrecorded expenses or unrecorded reven
'8nored if the dollar amounts are immaterial.

ue may actually be

her a specific item or event

M
g ltyIs a Matter of Professional Judgment #hc dgments, accountants con-

‘;d'zralenal i$ a matter of professional judgment. In making these Ju
- Several factops. . 76 of the organization. For
exanl,m' What constitutes a material amount varies Wlt!‘l the size financial statements ofg
$ma Ple, a $1,000 expenditure may be material in relation .tO the :1 as General Electric.
ore Usiness but not to the statements of a large corporation sut:“ but most accountants
Woulq conn official rules as to what constitutes 4 material amotuim;omv.: 10 be immaterial,
e Consider amounts of less than 2 percent or 3 percent of ne ' the cumulative effect
of us there were other factors to consider, One such other factor terial when considered
Crous iMmaterial events, Each of a dozen items may bé:immé

N i in its ﬁnuncﬂl

miﬂ poim is o
€ @ ‘
:’?‘U:Icmm“ o th?phas'zed by the fact that General Electric rou

nds the dollar “’“ﬂ’?;s in itself, an appiication
. ent amoun .
Materiqpi. S5t $1 million, This rounding of financial stater
ty con%pt_
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_LEARNING OBJECTIVE - .
. Explain the conceptof .
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As we emphasized when we introduced the Pathways Model
in Chapter 1, accounting involves much more judgment than
simply applying black-and-white rules. A good example of
where judgment needs to be applied is in determining annual
depreciation expense. A first glance computing depreciation
seems straightforward—divide the asset’s historical cost by
its estimated useful life. But determining estimated useful life,
especially for assets with an extended useful life and in indus-
tries that are changing rapidly, is a challenging estimate.
Verizon is a company where the computation of annual
depreciation expense is a challenge. First, fixed assets repre-
sent almost 40 percent of Verizon’s total assets, so the com-
putation of depreciation expense is material to the company.

Chapter 4 The Accounting Cycle: Accruals and Deferrals

In 2014, depreciation expense represented approximately
16 percent of Verizon’s total operating expenses. Second,
many of Verizon’s fixed assets have extended useful lives,
Buildings and equipment have useful lives between 15 ang
45 years, and cables, poles, and conduits have useful lives
between 11 and 50 years. Third, given rapid technological
changes in telecommunications, the biggest determinant of
the correct useful life is not the physical life of a fixed asset
but rather its economic life. That is, due to technological
change, an asset may no longer be useful in generating rev-
enue long before the physical life of the asset is over. Esti-
mating an asset’s likely economic life requires accountants to
exercise significant judgment.

by itself. When viewed together, however, the combined effect of all 12 items may be
material.

Finally, materiality depends on the nature of the item, as well as its dollar amount. Assume,
for example, that several managers systematically have been stealing money from the com-
pany that they manage. Stockholders probably would consider this fact important even if the
dollar amounts were small in relation to the company’s total resources.

- because they are not reco

(See our comments in Connect.)

 You just found out that Betty, one of the best mechanics that you supervise for Overnight Aut®
* has taken Home small tems from the company's supplies, such as a screwdriver and a ol
cans of oil. When you talk to Betty, she suggests that these items are immaterial to Overnight
rded in the inventory and they are expensed when they are purches®®
‘Howshould yourespond to Betty? © ~ ~  © 7 e R eS0T

T

Note to students: i i gt
Students: In the assignment material accompanying this textbook, you are (o consider
to be material, unless the problem specifically raises the question of materiality.

EFFECTS OF THE ADJUSTING ENTRIES

At th
invol

f
S . . each 0 &
e bcgmpmg of the chapter, we identified four types of adjusting enmeS; oo
Ve One income statement account and one balance sheet account- “:l in

. : ©
adjustment types on the income statement and balance sheet are sumMArZe o (ing”

The four adjustment t
made by O

of December. These
described in Chapter 3.)

) ypes were illustrated and discussed in nine sePA™
/ Yermght on December 31, The
nal entries in Exhibit 4-9, (Overni

tof gen
se adjustments appear in fhe f(:tr:: hout thé M
ght also recorded many transactions od for "

transactions are not illustrated here but were accoun!



