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Intended Use

This module explains the purpose of adjusting entries, describes different categories of adjusting entries, and shows how to make adjusting entries. The closing process and closing entries are examined. SAP is used to demonstrate these principles.

Module Learning Objectives
After completing this module, students should be able to:
1.
Explain the purpose of adjustments.

2.
Outline the principles and procedures of the adjusting process.

3.
Describe and illustrate the five categories of adjustments: prepaid expenses, amortization/depreciation, unearned revenues, accrued expenses, and accrued revenues.

4.
Illustrate how financial statements are affected by adjusting entries.

5.
Prepare adjusted financial statements.

6.
Discuss the purpose of closing entries.

7.
Practise procedures involved in making closing entries.

8.
Prepare post-closing trial balance and financial statements.

9.
Run an SAP demonstration.

10. Practice making adjusting entries in SAP.

11. Examine the closing process in SAP.

Instructor Outline
Review of the Accounting Cycle

Each accounting period comprises the following sequence of accounting procedures:

1.
Analyze

2.
Journalize

3.
Post

4.
Unadjusted trial balance

5.
Adjust

6.
Adjusted trial balance

7.
Prepare statements

8.
Close

9.
Post-closing trial balance

The Purpose of Adjustments

Accounts are adjusted at the end of a period to recognize revenues earned and expenses incurred during the period that are not yet recorded.

GAAP and the Adjusting Process

To provide timely information, accounting systems prepare periodic reports at regular intervals.

Adjustments are based on three accounting principals:

· The time period principle assumes that an organization’s activities can be divided into specific time periods such as a month, a three-month quarter, or a year for periodic reporting.

A fiscal year is the 12 consecutive months selected as an organization’s annual accounting period.

· Calendar year: January 1 to December 31

· Natural business year: a 12-month period that ends when a company’s activities are at their lowest point

· The revenue recognition principle requires revenue to be reported on the income statement only when it is earned, which may differ from the period during which cash is collected.

· The matching principle requires expenses to be reported in the same period as the revenues earned as a result of incurring these expenses. This is the period in which the expense is said to occur.

Adjustments are not corrections of errors. Adjustments are necessary to record internal economic events such as the expiration of costs. These internal transactions are not evidenced by business papers as are the day-to-day transactions previously presented.

After adjustments, the proper up-to-date amounts will be shown for:

· Assets owned by the business at balance sheet date

· Liabilities owned by the business at balance sheet date

· Revenues earned during the income statement period

· Expenses incurred during the income statement period

Comparison of Accrual Basis and Cash Basis Accounting

· Accrual basis – revenues and expenses are recognized when they are earned or incurred, not when cash is received or paid. Accrual basis accounting is consistent with GAAP because it improves the comparability of statements.

· Cash basis – revenues and expenses are recognized when cash is received or paid. Cash basis accounting is not consistent with GAAP.

Adjusting Accounts

An adjusting entry is recorded at the end of a fiscal period to bring an asset or liability account balance to its proper amount. This entry also updates the related expense or revenue account. Each adjusting entry affects a balance sheet account and an income statement account.

Adjusting Prepaid Expenses

· Prepaid expenses are items paid for in advance of receiving their benefits. Prepaid expenses, also called deferred expenses, are assets. As these assets are used, their costs become expenses.

· Common prepaid items are supplies, prepaid insurance, and prepaid rent.

· Adjusting entries for prepaid expenses involves increasing (debiting) expenses and decreasing (crediting) assets.

· Prepaid expenses can initially be recorded as expenses.

Adjusting for Amortization/Depreciation
· Amortization/Depreciation is the process of computing expense by allocating the cost of capital such as buildings and equipment assets over the duration of their expected useful lives.

· Adjusting entries for amortization/Depreciation expenses involves increasing (debiting) expenses and increasing (crediting) a special account called accumulated amortization/depreciation. This account is classified as a contra-asset. It is linked to the asset as a subtraction and thus used to record the declining asset balance.

Adjusting for Unearned Revenues

· Unearned revenues are liabilities created by the receipt of cash from customers in payment for products or services that have not yet been delivered to the customers. Unearned revenues are also called deferred revenues.

· Adjusting entries for unearned revenues involves increasing (crediting) revenues and decreasing (debiting) unearned revenues.

Adjusting for Accrued Expenses

· Accrued expenses are costs or expenses incurred in a period that are both unpaid and unrecorded.

· Common accrued expenses are salaries, interest, rent, and taxes.

· Adjusting entries for recording accrued expenses involves increasing (debiting) expenses and increasing (crediting) liabilities. (The liability is a “payable.”)

Adjusting for Accrued Revenues

· Accrued revenues are revenues earned in a period that are both unrecorded and not yet received in cash (or other assets). 

· They commonly result from partially completed jobs or interest earned.

· Adjusting entries for unearned revenues involves increasing (debiting) assets and increasing (crediting) revenues. (The asset is a “receivable.”)

Adjustments and Financial Statements

Each adjusting entry affects one or more income statement accounts and one or more balance sheet accounts. Failure to make a necessary adjustment will result in misstatements of amounts on each of these statements.

Adjusted Trial Balance

An adjusted trial balance is a list of accounts and balances prepared after adjusting entries are recorded and posted to the ledger.

ADJUSTMENTS
	TYPE
	EXAMPLE ENTRY*
	AMOUNT

	Prepaid items or supplies

•
initially recorded as assets

•
initially recorded as expenses (alternative treatment)
	Debit Prepaid Expense. 
Credit the Asset** account.

Debit the Asset** account. Credit Prepaid Expense.
	Amount used, or consumed, or expired

Amount left, or not consumed, unexpired

	Long-term assets that are amortizable/depreciated
	Debit Amortization/Depreciaton Expense.

Credit Accumulated Amortization/Depreciation
	Portion of cost allocated to this period as amortization/depreciation

	Unearned revenues 
(revenues received in advance)

•
initially recorded as a liability (Unearned Account)

•
initially recorded as a Revenue (alternative treatment)
	Debit Unearned Account
Credit the Revenue** account.

Debit the Revenue** account.
Credit Unearned Account 
	Amount earned to date


Amount still not earned

	Accrued expenses 
(expenses incurred but not yet recorded)
	
Debit  AccruedExpense. 
Credit  The Payable.
	
Amount accrued

	Accrued revenues
(revenues earned but not yet recorded)
	
Debit AccountReceivable. 
Credit the Revenue** account.
	
Amount accrued


 *
Each adjustment affects a Balance Sheet Account and an Income Statement Account 
Cash is never in an adjustment.

**
Title or account name varies.

Preparing Financial Statements

Prepare financial statements directly from information in the adjusted trial balance. The following list shows the flow of information from one statement to another.

1.
Income Statement

2.
Statement of the changes in Owner’s Equity (requires use of net income or loss from previous statement)

3.
Balance Sheet (requires use of ending equity from previous statement)



Balance Sheets can be prepared in either of two formats:

1.  Account form – lists the assets on the left and the liabilities and the owner’s equity on the right side of the balance sheet.

2.  Report form – in a vertical format, places the assets above the liabilities and the owner’s equity.

4.
Cash Flow Statement

Accrual Adjustments in Later Periods

The accrued expenses or revenues in one period generally result in cash payments or receipts in the next period.

· Paying accrued expenses – Debit Payable for the amount accrued and credit Cash for the amount paid.

· Receiving accrued revenues – Debit Cash for the full amount received and credit Receivable for the amount accrued. If the amount received exceeds the amount accrued, the difference is an additional amount earned to be credited to Revenue.

Alternatives in Accounting for Prepaid Expenses and Unearned Revenues

· Prepaid expenses may originally be recorded with debits to expense accounts instead of assets. If so, then adjusting entries must transfer the cost of the unused portions from expense accounts to prepaid expense (asset) accounts.

· Prepaid revenues or revenues collected in advance may originally be recorded with credits to revenue accounts instead of liabilities. If so, then adjusting entries must transfer the unearned portions from revenue accounts to unearned revenue (liability) accounts.

· Note that the financial statements are identical under either procedure, but the adjusting entries are different.
Example Problem
On February 1, 2005, James Renter, Inc., rents office space from Mary Landlord for 2 years, starting immediately, at a rate of $200 per month, or a total of $4,800. The full $4,800 is paid on this date. 

Record the original transaction and the appropriate adjusting entries at the end of 2005, 2006, and 2007 from the perspectives of Renter and Landlord.

Solution: Example Problem

	Renter
	
	Landlord

	1/2/05
	
	1/2/05

	Prepaid Rent
	4,800
	
	
	Cash
	4,800
	

	
Cash
	
	4,800
	
	
Unearned Rent Revenue
	
	
4,800

	31/12/05
	
	31/12/05

	Rent Expense
	2,200
	
	
	Unearned Rent Rev.
	2,200
	

	
Prepaid Rent
	
	2,200
	
	
Rent Revenue
	
	2,200



	31/12/06
	
	31/12/06

	Rent Expense
	2,400
	
	
	Unearned Rent Rev.
	2,400
	

	
Prepaid Rent
	
	2,400
	
	
Rent Revenue
	
	2,400

	31/12/07
	
	31/12/07

	Rent Expense
	200
	
	
	Unearned Rent Rev.
	200
	

	
Prepaid Rent
	
	200
	
	
Rent Revenue
	
	200


Solution Based on Alternative Treatment of Prepaid Expenses and Revenues
	Renter
	
	Landlord

	1/2/05
	
	1/2/05

	Rent Expense
	4,800
	
	
	Cash
	4,800
	

	
Cash
	
	4,800
	
	
Rent Revenue
	
	4,800

	31/12/05
	
	31/12/05

	Prepaid Rent
	2,600
	
	
	Rent Revenue
	2,600
	

	
Rent Expense
	
	2,600
	
	
Unearned Rent Revenue
	
	2,600



	31/12/06
	
	31/12/06

	Rent Expense
	2,400
	
	
	Unearned Rent Rev.
	2,400
	

	
Prepaid Rent
	
	2,400
	
	
Rent Revenue
	
	2,400

	31/12/07
	
	31/12/07

	Rent Expense
	200
	
	
	Unearned Rent Rev.
	200
	

	
Prepaid Rent
	
	200
	
	
Rent Revenue
	
	200


Closing Process

An important step at the end of each accounting period is to prepare for the next period. In the closing process, we must:

1.
Identify accounts for closing.

2.
Record and post closing entries.

3.
Prepare a post-closing trial balance.

Effects of Closing on Accounts

· Revenue, expense, and withdrawal accounts will be reflected in Owner’s Equity and will begin the new period with a zero balance.

· Owner’s Equity will reflect increases from net income and decreases from net loss and withdrawals.

Temporary and Permanent Accounts

· Temporary (or nominal) accounts accumulate data related to one accounting period (all income statement accounts, withdrawals accounts, and the Income Summary).

· Permanent (or real) accounts report on activities related to one or more future accounting periods (all Balance Sheet accounts).

The closing process applies only to temporary accounts.

Recording and Posting Closing Entries

Use a new temporary account called Income Summary. The four closing entries are:

1.
Close credit balances in Revenue accounts (by debiting the accounts and crediting Income Summary).

2.
Close debit balances in Expense accounts (by crediting the accounts and debiting Income Summary).

3.
Close the Income Summary account to the Owner’s Capital account. Income Summary, prior to closing, will have a credit balance equal to net income or a debit balance equal to net loss. Therefore, this entry will credit capital for the net income or debit capital for the net loss.

4.
Close Withdrawal accounts to the Owner’s Capital (by crediting the amount and debiting the Owner’s Capital account).

After all closing entries are posted, all temporary accounts have a zero balance and capital is up to date.

Post-Closing Trial Balance

The post-closing trial balance is prepared after closing entries are journalized and posted. It verifies that total debits equal total credits for permanent accounts, and that all temporary accounts have zero balances.

Review of the Accounting Cycle

Each accounting period comprises the following sequence of accounting procedures:

1.
Analyze

2.
Journalize

3.
Post

4.
Unadjusted trial balance

5.
Adjust

6.
Adjusted trial balance

7.
Prepare statements

8.
Close

9.
Post-closing trial balance

Classified Balance Sheet

Following are commonly used classifications, definitions, and examples:

Current assets
Cash or other assets that are reasonably expected to be sold, collected, or consumed within one year or within the normal operating cycle of the business, whichever is longer; cash, short-term investments, accounts receivable, notes receivable, merchandise inventory, prepaid expenses, reported in order of liquidity.

Current liabilities
Obligations due to be paid or liquidated within one year or the operating cycle, whichever is longer; accounts payable, notes payable, wages payable, taxes payable, interest payable, unearned revenues, current portions of long-term liabilities.

Intangible assets
Long-term resources used to produce or sell products and services; they do not have a physical form and their benefits are uncertain. Value comes from the privileges or rights that are granted to or held by the owner. Examples include goodwill, patents, trademarks, franchises, and copyrights.

Long-term investments
Long-term assets such as stocks, bonds, promissory notes, and land held for future expansion.

Long-term liabilities
Obligations that are not due to be paid within one year or the operating cycle of the business; notes payable, bonds payable, mortgages payable.

Owner’s equity
Presentation of the owner’s claim on the business. Equity section for sole proprietorship shows one owner’s capital account. Partnerships and corporations were discussed briefly in Module 2.

Property, plant, and equipment
Tangible, long-lived assets that are used to produce or sell goods and services.
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