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ACCOUNTING - CLUTCH
CH. 3 - ACCRUAL ACCOUNTING CONCEPTS
CONCEPT: ACCRUAL ACCOUNTING VS CASH BASIS ACCOUNTING
● Consider this: The only way for a company to truly know its worth (and how well it performed) is to _________________,
sell all assets, pay all liabilities. Everything left belongs to the owners (i.e. the company’s worth).

□ Ongoing companies can’t liquidate to know their worth. Financial statements act as ______________________
□ Time-period concept – accounting information is reported at __________________ intervals
- Usually this time period is years starting January 1 to December 31, but it can be anything consistent
● Accrual Accounting records the impact of business transactions _________________:

□ Making a cash sale:
□ Making a credit sale (promise to pay in a month):
□ Receipt of cash from credit sale:
□ Paying employees:
□ Amount of money employees earned at end of month, but not paid yet:

● Cash Basis Accounting records the impact of only __________ transactions:

□ Making a cash sale:
□ Making a credit sale (promise to pay in a month):
□ Receipt of cash from credit sale:
□ Paying employees:
□ Amount of money employees earned at end of month, but not paid yet:

Page 2

ACCOUNTING - CLUTCH
CH. 3 - ACCRUAL ACCOUNTING CONCEPTS
CONCEPT: REVENUE RECOGNITION AND EXPENSE RECOGNITION
● Remember, revenue is the value of goods or services that we ____________

□ The selling of “goods and services” are the reason we are in business
□ Revenues are generally _____________ inflows from customers
□ The revenue recognition principle (___________) tells us when and how to record revenue
Revenue Recognition Principle
When do we record revenue?
> Revenue is recorded when it is ______________
> Revenue is ____________ when the business has delivered its end of the bargain to the customer
How much revenue should we record?
> The amount of revenue recorded is the _______________ of the good or service provided to the customer.
> What did the customer pay for it? That is the amount of revenue to record.
● Remember, expenses are the value of goods and services that we _______________

□ We must incur expenses to _____________________
□ The matching principle (_________) tells us when to record expenses
Expense Recognition (Matching) Principle
When do we record expenses?
> Expenses are recorded in the same period as the __________________________
> If we received the “benefit” of the expense this period, we should record the expense this period.
Note about expenses and cash:
> Some expenses are paid in cash. Others arise from using up an asset, such as ____________. Some expenses
occur and the company creates a liability. The occurrence of an event causes the need for the expense record,
not the timing of the outflow of cash.
PRACTICE: From an accrual accounting perspective, label the following events as an expense or not an expense:


An employee works all week for the company:



The company pays the employee for the past two weeks of work:



The company occupies a space for a month



The company pays for a year’s worth of rent
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PRACTICE: A company has provided you with the following information about January’s income.
Cash Sales

$2,800

Credit Sales

$2,000

Cash Received from Customers

$1,200

Invoices Received from Suppliers

$1,200

Unpaid Invoices

$400

Cash Paid to Employees for work performed in January

$1,600

Unpaid wages from last three days of January

$600

If the company uses a cash basis of accounting, what is their net income for the month of January?
a) $600
b) $1,000
c) $1,400
d) $1,600
e) None of the above

If the company uses an accrual basis of accounting, what is their net income for the month of January?
a) $600
b) $1,000
c) $1,400
d) $1,600
e) None of the above
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CONCEPT: INTRODUCTION TO ADJUSTING JOURNAL ENTRIES – PREPAID EXPENSES
● Some accounts need to be updated for the _____________________

□ Deferrals – an adjustment for the payment of an item or receipt of cash ___________________
- Prepaid Expenses, Supplies, and Unearned Revenue

□ Accruals – Recording revenue or expense _______________ collecting cash
- Accrued Expenses, “Accrued” Revenue

□ Depreciation – allocation of the cost of a long-term asset over its ____________________
- Depreciation Expense and Accumulated Depreciation
Prepaid Expenses Adjusting Entry
● Prepaid Expenses – payment of an expense, typically rent or insurance, _____________________
POP QUIZ: Prepaid expenses are:
a)
b)
c)
d)

Expenses
Liabilities
Assets
Revenues

□ There are two important dates for recording prepaid expenses:
Expense payment date: Pay for the expense (in advance) and create the Prepaid Expense account
On September 1, the company pays $12,000 for a full year of rent in advance.

Adjusting date – Adjust the prepaid expense account based on the time passed (amount “used up”)
On December 31, the company adjusts its records for the passage of time.

Prepaid Rent:

Rent Expense:

Prepaid Rent:

Rent Expense:
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● When dealing with prepaid expenses, it is best to consider what the ___________ balance in each account should be
1. Monthly expense: Take the total payment and ____________ by the number of months covered by the payment
2. Final Expense Balance: Multiply the monthly expense by the number of months that have actually ______________
3. Final Prepaid Expense Balance: Total payment ____________ the Final Expense Balance

EXAMPLE: On September 1, a company paid $24,000 for the next twelve months of rent. At this time, the company
included the entire amount in the Prepaid Rent account. The adjusting entry necessary when preparing the December 31
year-end financial statements would include:
a)
b)
c)
d)

Debit Prepaid Rent $8,000; Credit Rent Expense $8,000
Debit Rent Expense $8,000; Credit Prepaid Rent $8,000
Debit Prepaid Rent $16,000; Credit Rent Expense $16,000
Debit Rent Expense $16,000; Credit Prepaid Rent $16,000

PRACTICE: On January 1, a company purchased a two-year insurance policy at $2,400 per year in cash. At this time, the
company included the entire value of the policy in Prepaid Insurance. The coverage began immediately. The adjusting entry
necessary when preparing the June 30 financial statements would include:
a)
b)
c)
d)

Debit Prepaid Insurance $1,200; Credit Insurance Expense $1,200
Debit Insurance Expense $1,200; Credit Prepaid Insurance $1,200
Debit Prepaid Insurance $2,400; Credit Insurance Expense $2,400
Debit Insurance Expense $2,400; Credit Prepaid Insurance $2,400
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PRACTICE: On January 1, a company signed a two-year rental agreement policy at $4,800 per year in cash. At this time,
the company included the payment of the lease in Rent Expense. The lease began immediately. The adjusting entry
necessary when preparing the June 30 financial statements would include:
a)
b)
c)
d)

Debit Prepaid Rent $2,400; Credit Rent Expense $2,400
Debit Rent Expense $2,400; Credit Prepaid Rent $2,400
Debit Prepaid Rent $7,200; Credit Rent Expense $7,200
Debit Rent Expense $7,200; Credit Prepaid Rent $7,200

PRACTICE: The prepaid insurance balance on December 31, 2017 was correctly shown as $900. On April 1, 2018 an
additional premium of $600 was paid by the company. The balance sheet at December 31, 2018 showed the appropriate
amount of prepaid insurance as $500. The correct amount of insurance expense for 2018 would be:
a) $600
b) $1,000
c) $1,400
d) $1,500
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CONCEPT: ADJUSTING ENTRIES – SUPPLIES
● Adjusting entries include deferrals, accruals, and depreciation.

□ Supplies – office supplies, including small everyday items that are used for business
POP QUIZ: Supplies are:
a)
b)
c)
d)

Expenses
Liabilities
Assets
Revenues

□ There are two important dates for recording supplies:
Supplies purchase date: Pay for the supplies (in advance) and create the Supplies account
On November 1, the company purchases $800 worth of office supplies.

Adjusting date – Adjust the supplies account based on the amount of supplies ________
On December 31, the company notes that $200 worth of office supplies are left.

Supplies:

Supplies Expense:

Supplies:

Supplies Expense:

PRACTICE: A company has $350 in its supplies account at the beginning of the year. Throughout the year, the company
purchased an additional $500 worth of supplies, which it recorded to the supplies account. The year-end count of office
supplies revealed a remaining balance of $400. The entry to adjust the balance of the supplies account would include:
a)
b)
c)
d)

Debit Supplies $450; Credit Supplies Expense $450
Debit Supplies Expense $450; Credit Supplies $450
Debit Supplies $50; Credit Supplies Expense $50
Debit Supplies Expense $50; Credit Supplies $50
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CONCEPT: ADJUSTING ENTRIES – UNEARNED REVENUE
● Adjusting entries include deferrals, accruals, and depreciation.

□ Unearned Revenue – receiving cash from customer __________ delivering goods and services to customer
POP QUIZ: Unearned Revenues are:
a)
b)
c)
d)

Expenses
Liabilities
Assets
Revenues

□ There are two important dates for recording unearned revenue:
Cash receipt date: Receive cash from the customer in advance and create the unearned revenue
On January 15, a student paid the tutor $1,000 in advance for twenty hours of tutoring.

Adjusting date – Adjust the unearned revenue account based on the amount of revenue ________
On January 31, the student still had eight hours of tutoring prepaid.

Revenue:

Unearned Revenue:

Revenue:

Unearned Revenue:

PRACTICE: In May, the Party Company received $4,000 as a deposit for a party that was occurring in November. In
October, the Party Company received a $5,000 deposit for a party occurring in February of the following year. The company
recorded both of these payments into the Unearned Revenue account and did not adjust the account after recording the
payments. The adjusting entry at December 31 would include:
a)
b)
c)
d)

Debit Revenue $4,000; Credit Unearned Revenue $4,000
Credit Revenue $4,000; Debit Unearned Revenue $4,000
Debit Revenue $9,000; Credit Unearned Revenue $9,000
Credit Revenue $9,000; Debit Unearned Revenue $9,000
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CONCEPT: ADJUSTING ENTRIES – ACCRUED EXPENSES
● Adjusting entries include deferrals, accruals, and depreciation.

□ Accrued Expenses – expenses incurred before ________ is paid.
POP QUIZ: Accrued Expenses are:
a)
b)
c)
d)

Expenses
Liabilities
Assets
Revenues

□ There are two important dates for recording accrued expenses:
The period-ending date: All expenses incurred up to this date must be recognized (_______________ principle)
The company’s employee earns $100 per day and the last pay date was December 28. On December 31, the entry is:

Payment Date – The payment of the accrued expense removes it from the books
On January 4, the company paid its employee for the seven day pay-period.

PRACTICE: Wait-2-Pay, Inc. has an employee that works every day of the year for $100 per day. W2P pays its employee
once per month on the 25th of the month. The company is preparing its December 31 financial statements. The entry to
adjust for accrued salary expense would include:
a)
b)
c)
d)

Debit Salary Expense $600; Credit Prepaid Salaries $600
Credit Salary Expense $600; Debit Prepaid Salaries $600
Debit Salary Expense $600; Credit Accrued Salaries Expense $600
Credit Salary Expense $600; Debit Accrued Salaries Expense $600
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CONCEPT: ADJUSTING ENTRIES – ACCRUED REVENUES
● Adjusting entries include deferrals, accruals, and depreciation.

□ Accrued Revenues – revenues earned before ________ is received.
POP QUIZ: Accounts Receivable are:
a)
b)
c)
d)

Expenses
Liabilities
Assets
Revenues

□ There are two important dates for recording accrued revenues:
The revenue recognition date: the date the company performed its end of the bargain (_____________________ principle)
On April 25, the company sold $500 worth of goods to a customer on account.

Cash Receipt Date – The customer pays their debt to the company and the account receivable is removed from the books
On June 12, the company received:
$500 from the customer

$300 from the customer

Accounts Receivable Balance:

Accounts Receivable Balance:

PRACTICE: On December 23, a customer placed an order with Timely, Inc. On December 28, Timely, Inc. delivered the
product to the customer. Timely’s accountant forgot to make the entry and made the entry on January 3. The customer paid
its account in full on January 7. When should Timely, Inc. record the revenue?
a)
b)
c)
d)

December 23
December 28
January 3
January 7
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CONCEPT: ADJUSTING ENTRIES – DEPRECIATION
● Adjusting entries include deferrals, accruals, and depreciation.

□ Depreciation – breaks up the up-front cost of a long-term asset over its ________________
POP QUIZ: Depreciation expense is a (an):
a)
b)
c)
d)

Expense
Liability
Asset
Revenue

□ There are two important dates for recording depreciation:
The asset purchase date: Record the purchase of the asset at its ________________ cost
On January 1, 2000, the company purchased the Millennium Machine for $50,000. It is expected to last ten years.

Adjustment Date – Record depreciation expense for the amount of the “useful life” used up.
On December 31, 2000, the company records depreciation

Accumulated Depreciation:

Net Book Value:

Accumulated Depreciation is a _________________ account. Contra- accounts have an opposite balance of the typical
account. Thus, a contra-asset has a ______________ balance. Contra- accounts are always related to a companion
account. Accumulated Depreciation’s companion account is the asset being depreciated.
Straight-Line Depreciation (without salvage value)
𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝐸𝑥𝑝𝑒𝑛𝑠𝑒 =

𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒 𝑃𝑟𝑖𝑐𝑒
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒 𝑜𝑓 𝐴𝑠𝑠𝑒𝑡

Net Book Value
𝑁𝑒𝑡 𝐵𝑜𝑜𝑘 𝑉𝑎𝑙𝑢𝑒 = 𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒 𝑃𝑟𝑖𝑐𝑒 − 𝐴𝑐𝑐𝑢𝑚𝑢𝑙𝑎𝑡𝑒𝑑 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛
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Adjustment Date – Record depreciation expense for the amount of the “useful life” used up.
On December 31, 2001, the company records depreciation

Accumulated Depreciation:

Net Book Value:

PRACTICE: On January 1, Super Car Wash purchases a brand new auto-washing machine on account for $40,000. The
company expects the machine to last eight years. The company chose the “straight-line” method to depreciate the asset,
expecting no salvage value. The adjusting entry at the end of the first year would include:
a)
b)
c)
d)

Debit Depreciation Expense $5,000; Credit Accumulated Depreciation $5,000
Debit Accumulated Depreciation $5,000; Credit Depreciation Expense $5,000
Debit Depreciation Expense $40,000; Credit Accumulated Depreciation $40,000
Debit Accumulated Depreciation $40,000; Credit Depreciation Expense $40,000

What will be the book value of the asset after two years?
a)
b)
c)
d)
e)

$40,000
$30,000
$20,000
$10,000
$0

PRACTICE: On January 1, 1989 XYX Company purchased a machine for $180,000 in cash. The company estimated a nine
year useful life with no salvage value. After the correct entries are made, what will be the balance in the Accumulated
Depreciation account on December 31, 1992?
a) $20,000
b) $60,000
c) $80,000
d) $180,000
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CONCEPT: SUMMARY OF ADJUSTING ENTRIES
Deferrals – Cash ___________
First Entry
Pay cash and record asset:

Later Entry
Record expense and decrease asset
(passage of time):

Pay cash and record asset:

Record expense and decrease asset
(how much left?):

Receive cash and record unearned revenue:

Perform for customer, record revenue, decrease
unearned revenue:

Prepaid
Expenses

Supplies

Unearned
Revenues

Accruals – Cash ___________
First Entry
Receive benefit from expense, but haven’t paid
(create a liability):

Later Entry
Pay for the expense, remove liability

Perform for customer, but haven’t been paid
(create an asset):

Receive payment, remove asset

Accrued
Expenses

Accrued
Revenues

Depreciation – breaks up the up-front cost of a long-term asset over its ________________
First Entry
Purchase a long-term asset:

Later Entry
Time passes and there is less “useful life” left:

Depreciation

𝑁𝑒𝑡 𝐵𝑜𝑜𝑘 𝑉𝑎𝑙𝑢𝑒 = 𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒 𝑃𝑟𝑖𝑐𝑒 − 𝐴𝑐𝑐𝑢𝑚𝑢𝑙𝑎𝑡𝑒𝑑 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛
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CONCEPT: UNADJUSTED VS ADJUSTED TRIAL BALANCE
● Trial Balance – lists all accounts and their _____________ balance

□ Unadjusted Trial Balance – The trial balance __________ adjusting entries
□ Adjusted Trial Balance – The trial balance __________ adjusting entries
Account Title
Cash
Accounts Receivable
Supplies
Prepaid Rent
Equipment
Acc. Dep – Equipment
Accounts Payable
Salary Payable
Unearned Revenue
Income Tax Payable
Common Stock
Retained Earnings
Dividends
Service Revenue
Rent Expense
Salary Expense
Supplies Expense
Depreciation Expense
Utilities Expense
Income Tax Expense
Totals

Unadjusted Trial
Balance
Debit
Credit
24,800
2,200
700
3,000
24,000

Adjustments
Debit

Credit

300
300
1,000

Adjusted Trial Balance
Debit
24,800
2,500
400
2,000
24,000

400

400
13,100
900
200
600
20,000
18,800

13,100
900
400

200
600

20,000
18,800
3,200

3,200
7,000

500
1,000
900
300
400

900
500
59,300

Credit

59,300

600
3,700

3,700

7,500
1,000
1,800
300
400
500
600
61,500

61,500

The adjusted trial balance shows the final numbers for the period: use this to create the ___________________________
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CONCEPT: CLOSING ENTRIES
● Closing Entries – used to “zero” out _________________ account balances after the financial statements are created

□ Temporary Accounts – accounts related to a certain time period
- Revenues, Expenses, and ______________________ are temporary accounts

□ Permanent Accounts – Accounts that hold their balance from period to period
- Assets, Liabilities, and Equity accounts

□ Income Summary – a temporary account used during the closing process
1. Debit each revenue account for its full balance and credit Income Summary
Service Revenue
Income Summary
Income Summary Balance:
2. Credit each expense account for its full balance and debit Income Summary
Income Summary
Rent Expense
Salary Expense
Supplies Expense
Depreciation Expense
Utilities Expense
Income Tax Expense
Income Summary Balance:
3. Credit the dividends account for its full balance and debit Retained Earnings
Retained Earnings
Dividends
Income Summary Balance:
4. Close out Income Summary to the Retained Earnings account.
● If Revenues > Expenses, we made a profit. Income Summary has a credit balance. Close Income Summary with a debit.
● If Expenses > Revenues, we had a loss. Income Summary has a debit balance. Close Income Summary with a credit.

Income Summary Balance:
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CONCEPT: POST-CLOSING TRIAL BALANCE
● Post-Closing Trial Balance – The trial balance showing only _____________ accounts
- It is basically a __________________
Adjusted Trial Balance

Account Title
Cash
Accounts Receivable
Supplies
Prepaid Rent
Equipment
Acc. Dep – Equipment
Accounts Payable
Salary Payable
Unearned Revenue
Income Tax Payable
Common Stock
Retained Earnings
Dividends
Service Revenue
Rent Expense
Salary Expense
Supplies Expense
Depreciation Expense
Utilities Expense
Income Tax Expense
Totals

Debit
24,800
2,500
400
2,000
24,000

Closing Entries

Debit

Debit

Credit

400
13,100
900
200
600
20,000
18,800

3,200

2,900
3,200

7,500

7,500

3,200
1,000
1,800
300
400
500
600
61,500

61,500

10,700

1,000
1,800
300
400
500
600
10,700

Post-Closing Trial
Balance
Debit
Credit
24,800
2,500
400
2,000
24,000
400
13,100
900
200
600
20,000
18,500

53,700

53,700

Note: Retained Earnings is hit by two closing entries: Dividends and Net Income.
General Account Flow Formula
𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐵𝑎𝑙𝑎𝑛𝑐𝑒 + 𝐴𝑑𝑑𝑖𝑡𝑖𝑜𝑛𝑠 − 𝑆𝑢𝑏𝑡𝑟𝑎𝑐𝑡𝑖𝑜𝑛𝑠 = 𝐸𝑛𝑑𝑖𝑛𝑔 𝐵𝑎𝑙𝑎𝑛𝑐𝑒
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