Chapter (5): Adjusting the Accounts:

Cash Basis:
According to this base, Expense is recognized when cash is paid.

Revenue also recognized when cash is received.

Accrual Basis:

According to this base, Expense are recognized when incurred whether paid or not
during the fiscal year.

Revenue also recognized when it is earned, whether received or not during the fiscal
year.

In other words, each fiscal year must carry its own expenses and revenues, regardless
of the actual payment of expenses or receiving of revenue.
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Adjustments
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Accruals = Deferrals Advances
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Accrued Expense Accrued Revenue Prepaid Expense Unearned Revenue
Liability Asset Asset Liability

First: Accruals:

When we say that something accrued, we mean that: it relates
to this fiscal year, but hasn't been paid or received yet.
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And because it relates to this fiscal year, it must be

recognized, recorded in accounting records, and appeared in
financial statements.
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Let's learn how we must disclose it in financial statements:
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A) Accrued Expenses:

""Is an expense, that iIs incurred, but not paid yet"'.

Example (1): the accounting records of (X) company at
31/12/2016 shows that there is advertising expenses of 15.0008,
and there is an accrued advertising expense of 50003.

Required: show the effect on the income statement and the
balance sheet.

Solution:

The effect on the Income statement:

As the accrued advertising expense (5000) relates to this year
(2016), it must be included with other expenses in the income
statement as follow:

Operating expenses:

Advertising Expenses
15.000$ actual (paid)

20.000




+

5000% accrued (not paid yet).
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The effect on the Balance Sheet:

As accrued expense is not paid until the end of the fiscal year, we
consider it a liability on the company, must be paid in the future.
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So, it will appear in Balance Sheet as Follow:




Assets: Liabilities & O.E
O.E:

Liabilities:

Advertising Payable |5000

But How we could Prepare an adjusting entry for this

adjustment?

Please remember (+/-) rule
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As Follow:

Advertising Expenses 5000

Advertising Payable 5000



B) Accrued Revenue/ Uncollected Revenue:

Example (2): the accounting records of (X) company at
31/12/2016 shows that there is a consulting service revenue of
20.000%, but we discover that the actual amount of the consulting
services rendered during the year was 35.000$%

Required: show the effect on the income statement and the
balance sheet.

Solution:

The effect on the Income statement:

As the accrued revenue (15000) relates to this year (2016), it must
be included with other revenues in the income statement as
follow:

Revenues:

Consulting service revenue 35.000
20.000 $ actual (received)

+

15000% accrued (not received yet).
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The effect on the Balance Sheet:

As accrued revenue is not received until the end of the fiscal year,
we consider it an asset owes to the company, and must be received
in the future.
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Assets: Liabilities & O.E

Current Assets:

Revenue Receivable. 15.000




But How we could Prepare an adjusting entry for this
adjustment?

Please remember (+/-) rule:
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As Follow:

Consulting Service Revenue Receivable 15.000

Consulting Service Revenue 15.000



Second: Advances: caladdall

When we say that something is Pre-Paid/ Un-Earned, we
mean that: it relates to more than one fiscal year, but has been
paid or received in advance during this year.
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And as it relates to more than one fiscal year, we must
recognize, record and reveal in financial statements the part
of it which relates to this current year in the Income
Statement, and the other part which relates to next years,
should be disclosed in Balance Sheet as an Asset/liability.
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Let's learn how we must disclose them in financial statements:
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Example (1):

The records of (XYZ) company showed that the owner has
Purchased a one-year insurance policy of 120.000$% (Which
consists of 12 monthly premiums) in October.1.2016.

Required: show the effect on the income statement and the
balance sheet, then prepare the adjusting entry in 31.12.2016.

Solution:

When we purchase the insurance policy in 1/0Oct, we recorded this
transaction as follow:

Prepaid Insurance expense 120.000

Cash 120.000
The Effect on the Income Statement:
Let's determine the part which relates to the current year (2016),

to be shown in the income statement as an insurance expense.



120.000% + 12 monthly premiums = 10.000$ per month.

We consume 3 premiums (Oct/Nov/Dec).
So, the part that relates to 2016 =
3 months* 10.000 per month = 30.000%$

This is The part that should be disclosed in the Income Statement
as The insurance expense.

As Follow:

Operating expenses:

Insurance Expense 30.000
(The part which relates to 2016 only).

The Effect on the Balance Sheet:
The other part, that relates to the next year, equal:

120.000% - (the consumed premiums during this year 30.000%)
= 90.000%

It considered as an Asset, must be shown in the Balance sheet.
As Follow:

Assets: Liabilities & O.E

Current Assets:

Prepaid Insurance EX. 90.000




But How we could Prepare an adjusting entry for this
adjustment?

Please remember (+/-) rule:
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Insurance Expense 30.000

Prepaid Insurance Expense 30.000

B) Unearned Revenue:
Example (1):

The records of (XYZ) company showed that the owner has Signed
a yearly contract of 240.000$ to provide an Internal Auditing
services to Al- Salam Company in October.1.2016. the total
amount of the contract has been collected in this date.




Required: show the effect on the income statement and the
balance sheet, then prepare the adjusting entry in 31.12.2016.

Solution:

When we received the total revenue of services in 1/Oct, we
recorded this transaction as follow:

Cash 240.000

Unearned Service Revenue 240.000
The Effect on the Income Statement:
Let's determine the part which relates to the current year (2016),

to be shown in the income statement as a service revenue.
240.000% + 12 monthly = 20.000$ per month.

We rendered services for 3 months during 2016
(Oct/Nov/Dec).

So, the part that relates to 2016 =
3 months* 20.000 per month = 60.000$

This is The part that should be disclosed in the Income Statement
as The Service Revenue.



As Follow:

Revenues:

Service Revenue 60.000
(The part which relates to 2016 only).

The Effect on the Balance Sheet:
The other part, that relates to the next year, equal:

240.000% - (the amount that relates to services rendered during
this year 60.000%)

= 180.000%
It considered as a Liability, must be shown in the Balance sheet.

As Follow:
Assets: Liabilities & O.E
Liabilities:

Unearned service 180.000
revenue

But How we could Prepare an adjusting entry for this
adjustment?



Please remember (+/-) rule:
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Unearned Service Revenue 60.000

Service Revenue 60.000



Adjusting Supplies:

Supplies as a current asset get consumed during the fiscal year, so
the consumed part of supplies during the year must be disclosed
as an expense within the Income Statement, and the remaining
part must be disclosed in the Balance Sheet as a current asset.
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Example (1):

Osama Company has purchased office supplies in cash in
June.1.2016. of 3000%$. At the end of the year records have
showed that there are 1200$ of purchased supplies got consumed.

Required: prepare adjusting entry at 31/12/2016.



Solution:
* Recording supplies purchases in 1/6/2016:
Supplies 3000

Cash 3000

The consumed part: 1200$
Which must be included within the income statement as Follow:

Operating expenses:

Supplies Expense 1200

(The part which got consumed during
2016 only).

The remaining part: (3000-1200) = 1800
Which must be included within the balance sheet as Follow:

Assets: Liabilities & O.E

Current Assets:

Supplies 1800




But how we could prepare an adjusting entry for this
adjustment?

Please remember (+/-) rule:

Dl (eal) 554l DA aie cllgind o((pae diands [Jial) 2l cilegall (*

L) b il Gl < S Gl ) dsai (= 1200

() Pla cllgal Gdll) Al sl ads oAl Clagall Cagpaa (¥
) &gl Gyl (e dinnl [ pns)

As Follow:

Supplies Expense 1200

Supplies 1200



Adjustment of Fixed Assets
Depreciation:

Fixed Assets also get consumed during the fiscal year, so the
consumed part of these assets during the year must be disclosed
as an expense under the term of "'Depreciation Expense within
the Income Statement.

During the predicted life of the fixed asset, we create an
accumulated account, in order to finance the replacement of the
asset at the end of its life. This Accumulated account which we
call "*Accumulated Depreciation' has a credit nature, every year
we transfer the depreciation expense to this Accumulated
Depreciation.

Finally, we must disclose this Accumulated account deducted
from the related fixed asset.
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Example (1):

Adham Company has purchased a truck in 1/7/2016 at the price
of 100.000. Given the predicted life of 10 years.

Required: prepare the adjusting entry at 31/12/2016, and at the
end of the next year.

Solution:
At the end of (2016):

The part of this fixed asset which consumed within this year
(2016), must be included in the income statement as
"Depreciation Expense": it equals:

The number of months
during which the asset
get consumed within
the current year.

The Historical Cost (+) The predicted life (X)

12 months



Or:

The number of months
during which the asset
get consumed within
the current year.

The Historical Cost (X) Depreciation rate (X)

12 months

=100.000 + 10 years (x) —2—— =5000

12
This is the part of Truck that have been consumed during (2016)
This is what we call "Truck Depreciation Expense".

It must be disclosed within the income statement as follow:

Operating expenses:

Truck Depreciation Expense 5000

(The part of truck which have been
consumed during 2016 only).




As this is the first year in the Truck's predicted life, we must create
an Accumulated Depreciation of Trucks, then we will transfer the
truck depreciation expenses yearly to this Accumulated account
by this adjusting entry:

Trucks Depreciation Expense 5000

Accumulated Depreciation of Trucks 5000

Please remember (+/-) rule:
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This accumulated depreciation of trucks must be disclosed in
the balance sheet deducted from the Fixed Asset ""Trucks' as
follow:



Assets: Liabilities & O.E
Fixed Assets:

Trucks 100.000
(-)

Accumulated
Depreciation of | (5000)
trucks
95.000

At the end of (2017):

The part of this fixed asset which consumed within the year
(2017), which must be included in the income statement as
""Depreciation Expense' equals:

= 100.000 + 10 years (X) — > =10.000
12

It must be disclosed within the income statement as follow:

Operating expenses:

Truck Depreciation Expense 10.000

(The part of truck which have been
consumed during 2017 only).




Then we will transfer the depreciation expense related to this year
to the Accumulated Depreciation of Trucks by this adjusting
entry:

Trucks Depreciation Expense 10.000

Accumulated depreciation of Trucks 10.000

Please remember (+/-) rule:
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This accumulated depreciation of trucks must be disclosed in
the balance sheet deducted from the Fixed Asset ""Trucks" as
follow:



ASSets:

Liabilities & O.E

Fixed Assets:

Trucks

(-)
Accumulated
Depreciation of
trucks

100.000

(15.000)

85.000
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