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Lesson 3: Adjusting Journal Entries and Preparing Financial Statements
(Textbook Libby et al. Chapter 4)

Objectives:

When you have successfully completed this lesson, you will be able to:
· nature and timing of adjusting entries

· calculation of accrued interest on debt

· the calculation of depreciation expense
· the use of closing journal entries
· the preparation of a basic Income Statement

· the preparation of a basic Balance Sheet
Reading Assignment 

Read Chapter 4 from your textbook.
Recommended Problem Assignment
Please complete Chapter 4 MC questions plus Exercises 4-4, 4-5, 4-6, 4-10, and 4-15
Discussion End of Period Adjusting Entries
In Lessons 1 and 2, we discussed the basic accounting process.  We identified economic events (buying a minivan) or (paying a bill), recorded these transactions as journal entries, and then posted the journal entries to accounts in a ledger. We summarized all the inflows and outflows of cash in one account called “Cash.”  We listed all of the balances of all the accounts in sequence, and called this summary a trial balance.  We also learned that each month the temporary accounts (revenue and expenses) must be closed into the owner's capital account.  This process allows all the temporary accounts to be restarted to zero so that we can begin fresh for the next month.
In Lesson 2, we did not address one important step at that time that is necessary before preparing financial statements, preparing adjusting journal entries.  In Lesson 3, we discuss adjusting journal entries, and the process of preparing closing journal entries is also discussed.
Continuing the example from Lesson 2, we return to the June 30 ending trial balance from Lesson 2. 

June 30 Trial Balance, Continued from Lesson 2
	 Accounts & Balances
	Debit
	Credit

	Cash
	8,520
	 

	Equipment
	30,000
	 

	Accounts Receivable
	2,000
	

	Notes Payable   
	 
	24,590

	Accounts payable
	
	630

	Owners’ Equity   
	 
	10,000 

	Capital Withdrawal
	1,000
	

	Service Revenue   
	 
	10,100

	Gas & Car Expense
	340
	

	Room and Meals Expense
	1,300
	

	Miscellaneous Expense
	160
	

	Interest Expense
	250
	

	Insurance Expense
	600
	

	Fishing Trip Expenses
	750
	

	Office Supplies Expense
	400
	

	Total
	45,320
	45,320


Adjusting Journal Entries
Accounting would have little meaning if it only recorded transactions.  The art of accounting begins when adjusting journal entries are made.  Adjusting journal entries (as the name indicates) allow for changes to the trial balance before the final statements are produced.  They correct improper entries and permit the application of Generally Accepted Accounting Principles (GAAP).  GAAP are the rules we follow to organize transactions into meaningful and interpretable reports.  Within GAAP is a concept called matching.  Matching requires that benefit (revenue) and effort (expense) be associated or matched together.  This means that sometimes the timing of the effort (expense) does not occur at the same point in time as the benefit (revenue).  If a company makes a sale and delivers the product in this month, but agrees to be paid next month, should the revenue be recorded next month?  Accountants argue no; revenue should be accrued (recognized this period) and matched with the period in which the work was done; therefore, the revenue would be recorded in the current month.  Returning to our LIMO Co. example, we can illustrate the concept of matching more completely.
LIMO Adjusting Journal Entries

In this section, period-end adjusting journal entries are discussed.  Adjusting entries are made at the end of the accounting period to measure all revenues and expenses of the period.
When LIMO Co. purchased an insurance policy to cover one year, Pat recorded the payment of $600 as an expense in the month of June (this transaction is described in Lesson 2).  If an adjusting journal entry is not used, this treatment would result in inaccurate financial statements because the original journal entry assigns all of the cost against one month, while the business benefits from a full year of coverage.  Expensing $600 in the month of June would be incorrect.  The correct cost to be assigned to the month of June would be one month’s cost, not twelve months’ cost.  Therefore, we need an adjusting journal entry to defer a portion of the insurance cost into future periods.  The result of the adjustment is to expense $50 in the month of June ($600/12 months = $50).  The $550 that pertains to the future 11 months is recorded as an asset, “prepaid insurance.”
The effect on the accounting equation is:

	Assets
	=
	Liabilities
	+
	Equity

	↑ Prepaid Insurance 550
	
	
	
	↑ Insurance Expense 550 (1)


(1) Insurance expense decreases, which increases Owner’s Equity.  

Adjusting Journal Entry for insurance expense and prepaid insurance:
6/30/XX
	 
	Debit
	Credit

	Prepaid Insurance
	  550
	 

	       Insurance Expense
	 
	550 


Explanation:  To defer a portion of insurance expense into future periods.

In T account form, here are the effects on the balance sheet.

	Prepaid Insurance

	0 (previous balance)
	

	550
	

	550 new balance


	Insurance Expense

	600 (previous balance)
	

	
	 Adjustment 550

	50 new balance


We have created a new account, called Prepaid Insurance, to hold the insurance cost until it is time to be expensed in future periods.  Prepaid Insurance is an asset account, and conceptually it represents a future benefit.  One way to think of a prepaid account would be to ask, “If LIMO Co. were to close down and no longer needs insurance, would LIMO Co. be entitled to a refund?” The answer is, “Yes. ”  Minus some administrative costs, insurance companies do refund a portion of an annual premium when policies are canceled or changed.  Prepaid accounts are used frequently to hold payments that have occurred but should not yet be expensed due to matching.
Other accounts that use the prepaid adjustments are rent and supplies.  Recall in Lesson 2 that LIMO Co. purchased office supplies.  Should the entire purchase of office supplies be expensed in the month of June?  Again, the answer is no.  A second adjusting entry is needed to defer a portion of the office supplies expense into an asset account called Office Supplies.  One area that confuses new accountants is the similarity of account names.  Office Supplies turns out to be a different account than Office Supplies Expense.  Office Supplies are assets that represent unused office supplies, while Office Supplies Expense represents the items used up in the current period.

Accountants have a useful process they use to maintain a record of what is used up or expensed.  Knowing what we started with (this may be 0), then after recording what was purchased, we go out to physically observe what remains in the file cabinets.  We then assume that the difference between what we started with and what remains is an amount used up or expensed in the period.  Of course, we hope the supplies were not stolen and were used properly; however, either way, what is gone is now an expense.
Recall that Pat purchased $400 of office supplies.  If Pat observed that $300 worth of supplies remaining at the end of June, then she could assume that $100 worth was used up.  Because the Office Supplies account contains many smaller items such as postage, envelopes, pads, stationary, etc., it is much simpler to combine all the small items into one account and keep approximate track of their cumulative balance.
Adjusting Journal Entry for office supplies:

6/30/XX

	 
	Debit
	Credit

	Office Supplies
	  300
	 

	       Office Supplies Expense
	 
	300


Explanation:  To defer cost of supplies observed at month's end.

	Assets
	=
	Liabilities
	+
	Equity

	↑ Office Supplies 300
	
	
	
	↑ Office Supplies Expense 300 (1)


(1) Office supplies expense decreases, which increases Owner’s Equity.  

In T account form, here are the effects on the balance sheet.

	Office Supplies

	0 (previous balance)
	

	300
	

	300 new balance


	Office Supplies Expense

	400 (previous balance)
	

	
	300

	100 new balance


Depreciation
Depreciation is an important concept in accounting.  Business vehicles do not last forever.  They wear out or become obsolete.  Fixed assets costs are capitalized as an asset and then allocated to expense over the use of the asset.  This allocation is called depreciation.  Accountants allocate the cost of the asset over the asset’s estimated useful life using some type of rational, systematic method.  At this point, we will discuss one method of depreciation known as the straight-line depreciation method.  Many different methods for calculating depreciation are available, and a business can choose the method most appropriate for its assets; however, assume that businesses use the straight-line depreciation method unless otherwise indicated.  It is important to emphasize that depreciation is not a valuation process (i.e., its goal is not to determine the asset’s market value); rather the purpose is to systematically allocate the cost of the asset to the accounting periods benefit.  
Note that the amounts borrowed to purchase the asset are not related to depreciation.  In our case, LIMO Co. is making payments of $660 towards paying off the note payable on the minivan; the only expense involved with this payment is the interest.  

The straight-line method calculates a constant rate of depreciation for an asset.  Pat estimates that the minivan is expected to last five years under normal usage, with an estimate that the minivan will be worth $6,000 at the end of five years.  Accountants call the $6,000 estimated Salvage value (or residual value).  We then calculate an annual depreciation charge of $4,800.
$30,000 cost - $6,000 estimated salvage value = $24,000 to be depreciated

$24,000 ÷ 5 year estimated life = $4,800 depreciation per year

$4,800 depreciation per year ÷ 12 months = $400 depreciation per month

Adjusting Journal Entry to record depreciation expense:

6/30/XX

	 
	Debit
	Credit

	Depreciation Expense
	  400
	 

	       Accumulated Depreciation.
	 
	400


Explanation:  To record depreciation for the month of June.
Note the two accounts. First, depreciation expense is an expense that reduces reported income in the period, but the expense does not cost the company any cash.  Second, Accumulated Depreciation is a contra asset, or an offset, to the equipment asset.   Contra accounts are used when accountants want to track the decrease in a related account without writing down the other account directly.  
Depreciation expense creates a major difference between Net Income and Cash Flow.  We will continue to discuss the importance of depreciation in future accounting courses. 
	Assets
	=
	Liabilities
	+
	Equity

	↓ Accumulated Depreciation 400 (2)
	
	
	
	↓ Depreciation Expense 400 (1)


(1) Depreciation expense increases, which decreases Owner’s Equity. 

(2) Accumulated depreciation, a contra account, increases, which decreases total assets. 

In T account form, here are the effects on the balance sheet.

	Accumulated Depreciation

	
	Previous balance  0

	
	amount recognized 400

	
	 New balance 400


	Depreciation Expense

	0 (previous balance)
	

	400  amount recognized
	

	400 new balance


Preparing Financial Statements
Financial statements are the end product of the accounting process.  They represent a picture of what happened to the business over a specific time period.  Two very important statements are the income statement and balance sheet.  The income statement displays how well the business performed.  In other words, did it make a profit or a loss?  If revenue exceeds expenses, then we can report a profit. Conversely, if expenses are greater than revenue, we have a loss. The accounting process calculates the revenue and expenses, and the income statement reports it to the owner or anyone else interested in the results of operations. The balance sheet lists the asset, liability, and owner’s equity accounts.  
Before preparing the financial statement, we need to review the June 30 Adjusted Trial Balance (trial balance after making adjusting journal entries).  

June 30 Adjusted Trial Balance

	 Accounts & Balances
	Debit
	Credit

	Cash
	8,520
	 

	Equipment
	30,000
	 

	Accumulated Depreciation
	
	400

	Accounts Receivable
	2,000
	

	Prepaid Insurance
	550
	

	Supplies (or office supplies)
	300
	

	Notes Payable   
	 
	24,590

	Accounts payable
	
	630

	Owners’ Equity   
	 
	10,000 

	Capital Withdrawal
	1,000
	

	Service Revenue   
	 
	10,100

	Gas & Car Expense
	340
	

	Room and Meals Expense
	1,300
	

	Miscellaneous Expense
	160
	

	Interest Expense
	250
	

	Insurance Expense
	50
	

	Fishing Trip Expenses
	750
	

	Office Supplies Expense
	100
	

	Depreciation Expense
	400
	

	Total
	45,720
	45,720


Closing Journal Entries
Closing Entries.  The following process is illustrated in Chapter 4.  A closing entry transfers the balances in temporary accounts (revenue, expense, gain, loss, which are used during the year to accumulate data for those accounts) to retained earnings and Owner’s Equity (Capital Withdrawal).  Closing entries are not actually made until the end of the year, but to illustrate the complete accounting process (the accounting cycle), closing entries for June are prepared in this illustration.  The purpose of closing entries is to transfer the balances of temporary accounts to retained earnings and to establish a zero balance to start the next accounting period.  
To close the accounts at the end of June, the following “closing” journal entry:

Journal Entry #7: 

6/30/XX
	 
	Debit
	Credit

	Service Revenue

 
	10,100 
	  

	     Gas & Car Expense
 
	 
	340

	     Room and Meals Expense 
	 
	1,300

	     Miscellaneous Expense

	 
	160

	     Interest Expense

	 
	250

	     Insurance Expense
	
	50

	     Fishing Trip Expense
	
	750

	     Office Supplies Expense
	
	100

	     Depreciation Expense
	
	400

	     Owner’s Equity

	 
	6,750

	
	
	

	Owner’s Equity
	1,000
	

	     Capital Withdrawal
	
	1,000


Explanation:  To close temporary accounts.

Revenue and expense accounts affect Owner’s Equity, but we track the effects of each revenue and expense separately during the year and close them (transfer the net balance to) Owner’s Equity via a closing journal entry.  
Note that the Capital account only increased by $5,750 in total, not by $6,750. The difference is the Owner’s Drawing.  Recall that Pat took out $1,000 from the business for personal needs; this reduction decreased the owner’s equity by the $1,000 withdrawn.
	NOTE: Companies would normally close the temporary accounts only once each year at year-end.  Our example closes at the end of June only so that the closing process can be illustrated without having to go through an entire year of transactions.


Income Statement

First, we prepare an Income Statement so that Pat will know her profit/loss for June.  Accordingly, she would prepare an Income Statement for June.  
LIMO Co. 
Income Statement 
For the Period June 1 - June 30, 20XX 

	Service Revenue   
	 
	 $10,100

	     Insurance Expense  
	$50
	

	     Fish Trip Expense
	750
	

	     Room and Meal Expense 
	1,300
	

	     Gas and Car Expense 
	340
	

	     Office Supplies Expense 
	100
	

	     Miscellaneous Expense 
	160
	

	     Interest Expense 
	250
	

	     Depreciation Expense 
	   400
	

	     Total Expenses
	 
	3,350 

	 
	 
	 

	Net Income
	 
	$6,750


We can see that LIMO Co. reported a profit of $6,750.  Reporting a profit indicates that the owner is off to a good start and that the business model is a success.

Balance Sheet
We can prepare a balance sheet.  The balance sheet presents the balance in all the permanent accounts at a particular moment in time.   It is not necessary to make the closing entries in order to make a balance sheet.  Some people refer to the balance sheet as a picture of the company’s financial position.  When you look at LIMO’s balance sheet, try to visualize the changes from the previous month’s balance sheet.
LIMO Co.  
Balance Sheet

June 30, 20XX

	 
	 

	ASSETS
	

	Cash   
	$ 8,520

	Accounts Receivable
	2,000

	Prepaid Insurance    
	550

	Office Supplies    
	300

	Equipment    
	30,000

	Accumulated Depreciation    
	       (400)

	Total Assets 
	$40,970

	 
	 

	LIABILITIES AND OWNER’S EQUITY
	 

	Accounts Payable    
	$  630

	Bank Loan    
	24,590

	Total liabilities
	25,220

	     Owner’s Equity (1)   
	    15,750

	Total Liabilities & Owner's Equity 
	$40,970


	Owner’s Equity (1)
	

	Beginning Balance, June 1
	0

	Owner Contribution
	10,000

	Net Income
	6,750

	Owner Withdrawal
	(1,000)

	Ending Balance 
	15,750


The balance sheet is shown in report form, which means we place the assets at the top and the liabilities and owner’s equity on the bottom. 

Note how the cash balance is less than the $10,000 when the company was started.  The decrease results from a use of cash to buy assets, like Minivan, Prepaid Insurance, and Office Supplies.  Do not assume that because a company reports profits that it will necessarily have more cash.  
The June 30 Statement of Owner’s Equity is

LIMO Co. 

Statement of Owner’s Equity

For the Period June 1 - June 30, 20XX 

	Beginning Balance, June 1
	$          0

	Owner Contribution
	10,000

	Net Income
	6,750

	Owner Withdrawal
	(1,000)

	Ending Balance 
	$ 15,750


 

Conclusion 

Lesson 3 finishes the discussion of the accounting process (accounting cycle).  A simple, but comprehensive, illustration of how the accounting process works was used.  The accounting process starts with identifying and measuring exchange transactions, records them with journal entries, and then posts them into the ledger.  The process continues and the accountant prepares a trial balance, makes adjusting journal entries, prepares an income statement, and prepares a balance sheet.   At the end of the year, closing entries are prepared, and the temporary balances are closed out to Owner’s Equity.  The process repeats itself year after year, and the financial statements are useful in understanding a company’s performance and financial position.
