
 

CLASS 4- -CHAPTER 4 - Adjustments, and F/S   (and not: quality of earnings- seen in chap 5) 

 

Summary of the Accounting Cycle:  
1. Analyze business transactions. 

2. Journalize the transactions in Journal. 

3. Post to General ledger accounts. 

4. Prepare an unadjusted trial balance (TB) (before adjusting entries)(optional) 

5. Journalize and post adjusting journal entries (AJE) (whenever F/S are prepared i.e. monthly, 

quarterly,…yearly) 

6. Prepare an adjusted TB  (mandatory) 

7. Prepare financial statements 

8. Journalize and post closing entries. 

9. Prepare post-closing trial balance. 

 

Adjusting entries (AJE)  

 are required because:  

 the PERIODICITY requires the allocation of revenues and expenses to accounting periods 

(week, month, quarter or year) 

 

 the REVENUE RECOGNITION principle dictates that revenue be recognized in the 

accounting period in which it is earned (see p.111)  when 

  a) R&A of goods transferred (not necessarily ownership) Or service provided   

  b) management and control transferred 

  c) amount measurable 

  d) probable future benefits will be received (asset in SFP ) 

  e) related expenses and future expenses measurable 

 

 the MATCHING principle requires that expenses be recorded in the same period in which the 

revenues they helped produce are recorded and liability is probable 

 

 ACCRUAL accounting must be done to respect the 3 principles for SFP and CIS.  

With cash basis accounting, revenue is recognized when cash is received and expenses are recognized 

only when cash is paid; OK for CFS but not SFP and CIS.  

 

 Are done for:  

 Deferred /Prepaid expenses:  Costs (with a useful life) paid in cash are recorded as assets until they are 

used or consumed. Expenses are recorded with the passage of time (i.e. rent and insurance) or when they 

are consumed (i.e. supplies and  NCT asset) or at the SFP date. 

  - when paid:  :   Asset (Deferred exp, Equipment….)  

       Cash     

  - AJE :    Exp. (amort/depreciation (1), ins, rent,……) 

       Asset (Deferred exp or Accumulated amort(2)) 

 

(1) Depreciation /amortization  is the cost of using an asset during a period (systematic calculation not an 

evaluation model- details in chap 9)  

Ex: cost of asset $100,000, useful for 5 years straight-line, no residual value annual exp  = $20,000  

 

(2) Accumulated amort. is a SFP contra account i.e. reported under (minus) the asset.  

     Cost – ACC amort. = Net book value or Carrying value 



 

 

 Deferred revenues: revenues received in cash before they are earned are recorded as liabilities and 

recorded as revenues when earned or at SFP date. 

  - when received:    Cash 

       Def. Rev 

  - AJE:     Def Rev 

       Revenue  

 Accrued revenues: revenues earned but not invoiced to customer and not received in cash must be 

recorded when earned or at the SFP date. 

  - AJE:     (Accrued) Receivable 

       Revenue 

  - when received:     Cash 

       (Accrued) Receivable 

 Accrued expenses: expenses incurred but not invoiced by supplier and not yet paid must be  

recorded when incurred or at the SFP date.  

  - AJE :    Exp. 

      (Accued) Liability  

  - when paid:      (Accrued) Liability 

      Cash 

 

          Notice: AJE never affect Cash!!! 

 

Nature and Purpose of the Adjusted TB 

 

  prepared after all AJEs have been journalized and posted. Shows the balance of all accounts (generally in 

order of the F/S presentation).  

 to prove that the total debit balances and total credit balances are still equal after the AJE have been made. 

 F/S will be prepared from the adjusted TB.   

 

Closing Entries and a Post-Closing TB 

 

 Permanent accounts are asset, liability and shareholder equity accounts (SFP accounts).: do not close! 

 Temporary accounts are all expense and revenue accounts (I/S accounts) and the dividends account: must 

close to set back to 0 for next period. 

 Closing entries  
- To close revenue accounts: 

  Revenues (all the cr accounts) 

   Income Summary 

-     To close expenses 

            Income Summary 

   Exp.(all the dr accounts) 

  -    To close Income Summary: 

  Income summary (dr or cr) 

   RE (dr or cr) 

- To close Dividends :  

RE 

 Div. 

 

ROE  =        NI_____       Net (profit) Margin ratio =       NI  EPS (basic)= NI to CS  

   Average SE        Revenues       Average  O/S #CS 



 

 
P4-6 
Req. 1 December 31, 2015 Adjusting Entries: 
 
(a)  
 
 
(b)  
 
 
(c)  
   
 
(d)  
  
 
(e)  
 
 
 
Req. 2 
 

Transaction Effect on NI Effect on Cash 

a.   

b.   

c.   

d.   

e.   

 
 
An adjusted TB would be prepared before doing F/S. Skip and do F/S 
  
Req. 3- SNI by nature 

MITAKIS INC. 
Statement of Earnings 

For the Year Ended December 31, 2015 
 

 
 

 

 

 

 
 



 

 
MITAKIS INC. 

Statement of Financial Position 
As at December 31, 2015 

Assets   Liabilities  
     
     
     
     

     
     
   Shareholders' Equity  
     
     
     
 
Total assets 

 
$44,750 

 Total liabilities and  
    shareholders' equity 

 
$44,750 

 
 
Req. 4 
 

If the cost of the service supplies in 2015 is not included among the period’s expenses, then the EBT would be 
overstated by $700, the income tax expense would be overstated by $209 ($700 x 29.9%*) approximately, and net 
earnings would be overstated by $491. This error equals about 7.1 % of net earnings and is usually judged to be a 
material error since it exceeds the normal threshold of 5 % ( but this is very relative; depends on other factors) 
 

*Income tax rate = $2,950 / $9,850 = 0.299 (or 29.9%) 
 
Req. 5 
 

December 31, 2015 Closing Entries: 
 

(a) Service revenue ..........................................................................................     48,000 
  Income Summary  ......................................................................   48,000 
 

(b) Income Summary .......................................................................................     41,100 
  Supplies expense ........................................................................        700 
  Insurance expense .....................................................................        450 
  Depreciation expense ...............................................................     3,000 
  Wages expense ............................................................................       1,100 
  Other expenses ...........................................................................   32,900 
  Income tax expense ...................................................................     2,950 
 

(c) Income Summary .......................................................................................  6,900 
  Retained earnings ......................................................................   6,900 
 


