Chapter 3- Accrual Accounting
Transactions that impact the statement of income
· Statement of financial position accounts are permanent accounts. They are called permanent accounts because their balances carry over from one fiscal year to another.
· Income statement accounts are temporary accounts. They are temporary accounts because they get reset to zero every year. This represents what happens during the current year and every year must be closed.
Cash Vs. Accrual Accounting
· Cash basis of accounting-  Cash accounting is where revenue and expenses are recorded only when Cash is received or paid.  For Example, a store makes a sale and he receives an invoice. The revenue would only be recorded after the 30 days are up. If he does not pay, revenue is not recorded.
· Accrual basis of accounting- Accrual basis of accounting means that revenues are recognized when earned and expenses are recognized when incurred. For example, a store made a sale and it gave the customer an invoice. The revenue is recorded when I gave him the invoice. Regardless of cash is received, the sale is recorded.
Adjusting Entries- Summary
Prepayments- A prepayment is when cash is paid or received before the event has occurred.
· Expense prepayment or prepaid expenses look like: 
Asset					 xxxx
	Cash					xxxx
· Revenues or unearned revenues look like:
Cash					xxxx
	Liabilities				xxxx
Accruals- The event has occurred but the cash has not yet been paid or received
· Accrued Expenses look like:
Expense or asset			xxxx
	Accounts payable			xxxx
· Accrued Revenues look like:
Accounts receivable			xxxx
	Revenues				xxxx
Adjusting Entries- Prepaid Expenses
· Costs are initially recorded as assets and allocated to expenses of future periods
· Examples are: Prepaid rent, office supplies, plant and equipment
Transaction: Aryan starts the year with $3500 of office supplies. During the year you purchase $7,000 of supplies. At the end of the year, the inventory count reveals that there are $2,700 on hand.
Office Supplies (on hand/unused)				7000
Cash								7,000
Office supplies expense					3500+7000-2700=7800
Office supplies								7800
To record the purchase of office supplies and the office supplies expense
Amount Used= Beginning balance + purchased- amount left
Transaction: You purchased equipment at a cost of $75,000 at the beginning of the year. The useful life is 5 years. You are now at the end of the year and need to record depreciation
Depreciation= Cost/useful life
Equipment 							$75,000
Cash								$75,000
To record the purchase of office equipment
Depreciation expense						$75,000/5
	Accumulated depreciation					$15,000
Accumulated depreciation= Contra account
Contra account- is an offset of an account.
On June 1 ,2007 you purchase a two year insurance policy at a cost of $6,600. The date is December 31st, 2007 and you adjust your accounts annually.
Prepaid Insurance						6,600
Cash								6,600
To record the purchase of prepaid insurance
Insurance expense 						1925
	Prepaid Insurance						6,600/7=1925
To adjust the amount of insurance used up
At the end of 2017 we have 6500 of supplies on hand. We buy 26,00 of supplies in 2018. We have 7,800 left at the end of 2008
Supplies					26000
Cash							26000
To record the supplies bought
Office supplies expense			6500+26000-7800=27400
	Office supplies 				27400
To record the expense of office supplies
Unearned revenues
· Cash received in advance of service provided- unearned revenues are classified as liabilities until the service is rendered
· Examples are: rent collected in advance, subscriptions collected in advance, gift certificates, deposits on special orders
· Explanation: Basically it’s a liability because you have still have to provide the service or product in a future date.
Transaction: Aryan opened a health club on June 1, 2007. On the first day you sold 100 two year memberships at $960 each. It is now June 30 and you prepare monthly financial statements.
Cash						96,000
	Unearned revenues				96,000
To record the sale of 100 two-year memberships at $960 
Unearned revenues 				(96,000/24) =4000
	Revenue					4000
To adjust the usage of the two-year memberships
Aryan sold furniture for $5,000 and provided the purchaser with a gift certificate worth 500
Cash							5000
	Unearned revenues					500
	Revenues						4500
To record the purchase of furniture and gift card
On May 1, 2007 Aryan took out a 7.5% loan for $250,000. Interest and principal are payable on May 1, 2008. It is now December 31,2007 and you prepare financial statements annually.
Cash 							250,000
	Bank Loan						250,000
To record a bank loan with interest of 7.5%
250,000*7.5= 18,750
0.07/12= 0.00583
250,000(1+ 0.00583*8) = 262,550-250,000=12,500
Interest expense					12,500
	Interest payable					12,500
To record the interest for the bank loan at 7.5% interest
Expense accounts are not permanent
At the end of 2007, the account closes to zero
$18750*4/12=6250
At the end of loan, the books should look like
Bank Loan 						250,000
Interest expense					6,250
	Interest Payable					6250
	Cash 							268,750
To record the payment of bank loan
On Aug 31, 2008, we take out a $1M bank loan interest of 7% payable annually. The Loan is a two-year Loan.
1,000,000(1+((0.07/12)*4))=1,023,333.333=23,333.3
Cash							1,000,000
	Bank Loan 						1,000,000
To record a loan from the bank of 7% interest paid annually for 2 years
Interest expense					23,333.3
	Interest Payable					23,333.3
To record the accumulated interest
1,000,000(1+((0.07/12)*8))= 46,666.6
Interest expense						46,666.6
	Interest Payable						46,666.6
To record the accumulated interest
Interest Payable						46,666.6+23,333.3=69,999.9									
Cash								69,999.9
To record the payment of interest 
Interest expense					23,333.3
	Interest Payable					23,333.3
To record the interest expense of 4 months for the 1,000,000 loan of 7%
Explanation: Time to pay the bank for the interest for the year plus this is the end of the two-year cycle so we need to pay all 1m back. 
Bank Loan							1,000,000
Interest Payable						46,666.6+23,333.3=69,999.9
	Interest expense						69,999.9			
Cash								1,070,000
To record the completion of the 1,000,000 loan of 7%
Adjusting Entries- Accrued Liabilities
· Expenses incurred in current period, but for which payment will occur in future period. (No cash flow on recording, only when paid
· Examples: Payroll, income taxes, interest, electricity
The last payroll was for the two weeks ended Aug 28. Average daily wages are $3,000/day and you operate for 365 days a year. It is now Aug 31 and you prepare monthly financial statements
Wages expense							9,000
Wages Payable							9,000
To record the allotted wage expense


Aryan’s annual net income before taxes is $135,000 and your tax rate is 35%. Record the income tax expense for the year 
Income tax expense						47,250
	Income tax payable 					47,250
To record the income tax expense of 35% of 135,000
Adjusting entries- Accrued Asset
· Record revenue and corresponding receivable in period earned, receive payment in future
· Examples: credit sales, rent revenue, and interest receivable.
Aryan made a credit sale of $1,500
Accounts receivable					1,500
	Sale							1,500
To record the credit sale of $1,500
The Account cycle revisited
1. Collect and analyze info
2. Journalize transactions
3. Post journal entries to general ledger
4. Record and post adjusting journal entries
5. Prepare financial statements
6. Close the accounts (Set all revenue, and expense accounts to zero)
Closing accounts
· All expense and revenue accounts are temporary accounts- at year end they get reset to zero; offsetting amount is net income and gets recorded to retained earnings
· Dividends are normally debited directly against the retained earnings account
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