ACCT 100 – PROFESSOR FARINA

LECTURE NOTES

Chapter 12: Accruals, Deferrals, and the Worksheet
Chapter 12 overview
Chapter 12 has four primary objectives:

1. Learn the two adjusting entries for Merchandise Inventory when using the periodic system: one to take out the old merchandise inventory balance, and another to put in the new inventory balance
2. Learn to prepare adjusting entries for accrued and prepaid expense items

3. Learn to prepare adjusting entries for accrued and deferred income items

4. Learn to prepare a worksheet for a merchandising company.

In addition, the chapter provides a brief review of adjustments for depreciation, supplies, and prepaid expense items, such as prepaid insurance and prepaid rent, covered in Chapter 5. 

This chapter introduces us to some of the sophistication behind accounting. For financial statements to be consistent with generally accepted accounting principles (“GAAP”), companies must keep their books using the accrual basis of accounting. The accrual basis matches expenses and revenue in the same accounting period. 

· Revenue is recognized when earned, not always when cash is received. For example, billing a customer for goods delivered results in a credit to the Sales (revenue) account; yet no cash was received. 

· Expenses are recognized when incurred, not always when cash is paid. For example, when a machine is purchased, the Equipment (asset) account is debited. Later, as the machine is used in production to generate sales, we recognize depreciation expense.

The Merchandise Inventory adjustments

Recall that in Chapters 7 and 8, we debited the Purchases account (an expense) when merchandise inventory was purchased. When merchandise was sold, we debited Accounts Receivable (or cash), and credited Sales, without involving the Merchandise Inventory account. This method is called the periodic system, meaning the business has no inventory tracking system. The quantity (and cost) of inventory must be determined by taking a physical count of goods on hand (a physical inventory).  A physical inventory must be taken at the fiscal year-end date, and some businesses take physical inventories more frequently.

In our text, we will assume the physical inventory is taken only at the fiscal year-end date. After the merchandise on hand is counted, its cost is determined by multiplying the units on hand times their unit costs. That total becomes the new value for the Merchandise Inventory account. Merchandise Inventory is classified as an asset account.
Merchandise Inventory is adjusted at the fiscal year-end by a series of two adjusting journal entries, as follows:

1. Income Summary XX


Merchandise Inventory   XX


“To remove the old merchandise inventory balance”

2. Merchandise Inventory XX


Income Summary   XX


“To record the new merchandise inventory balance”
A guided example on these merchandising adjusting entries follows.
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=42xdiM7trLXLsnYGNHOR2oL
Unearned Revenues

In some cases, businesses receive cash from customers before selling any merchandise or performing any services. This is common in certain industries, such as professional sports teams (season ticket sales); insurance (premiums received in advance); and magazine publishers (subscriptions received in advance). 
Generally accepted accounting principles require these companies to record the advance payments received as a debit to Cash and a credit to an Unearned Revenue account. The Unearned Revenue account is classified as a liability. More technically, it is deferred income – a liability now that will become revenue later when goods or services are performed. The actual name on the chart of accounts is customized for the business; for example, the account for a magazine publisher would be Unearned Subscriptions Revenue, and for a sports team, Unearned Ticket Revenues.
As time passes, some of the amounts recorded initially as Unearned Revenues will become revenues earned. Therefore, we need an adjusting journal entry to transfer amounts from Unearned Revenues to the company’s revenue account. This adjusting entry will take the following form, assuming a professional sports team had previously sold season tickets and recorded the cash received by crediting Unearned Ticket Revenues:


Unearned Ticket Revenues 
XX



Ticket Revenues

XX

Here is a guided example that illustrates accounting for unearned revenues. Please note that the first adjustment covered is not for unearned revenues, but for interest receivable. The remaining three adjustments cover unearned revenues.
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=D2lt55hQpKM443PQYLZFWg
Uncollectible Accounts

So far, all customers given credit have eventually paid. In the real world, this is not so. Some customers go out of business; others have disputes with the seller. Under GAAP, companies must estimate future losses from uncollectible accounts receivable at the fiscal year end and adjust for them in the current fiscal period. The adjustment for uncollectible accounts is:


Uncollectible Accounts Expense
XX



Allowance for Doubtful Accounts
XX

Uncollectible Accounts Expense is classified as an expense. The Allowance for Doubtful Accounts is classified as a contra-asset.

Accrued Expenses

Accrued expenses are expenses that relate to the current fiscal period but have not been recorded in the books. Examples include salaries owed to employees; payroll taxes on those salaries; and interest owed on a note payable that is scheduled to be paid in the next fiscal year. The following is a review from Chapters 10 and 11.
Salaries Owed:

The adjustment for salaries owed but not paid is:

Salaries Expense

XX



Salaries Payable


XX

Salaries Payable is a liability account.

Employer Payroll Taxes Owed:

The adjustment for payroll taxes owed but not paid is:


Payroll Taxes Expense
XXX



Medicare Tax Payable


X



Social Security Tax Payable

X



Fed Unemployment Tax Pay.

X



State Unemployment Tax Pay.
X
The following is a guided example that discusses accounting for uncollectible accounts and accrued payroll expenses. It also reviews the depreciation adjustment.
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=917xqgLHkvrBWFSP3eh1veg
Interest Owed on a Note Payable
Most notes payable evidence borrowing from a bank or other financial institution. These note contracts stipulate interest must be paid. It is common, though, that some interest is owed but not paid at the fiscal year end. 

For example, assume a note payable was issued to First Bank for $3,000 on December 1, 20X1. The note carries interest at the rate of 8% per year. The note, plus interest, is payable on March 1, 20X2. The amount of interest owed on this note on December 31, 20X1 is $20, calculated as: 



Principal
X
Rate
X
Time


$3,000

X
8%
X
1/12
The fraction “1/12” under “Time” is the month of December only---which is 1/12 of a year.
The journal entry to record the interest owed is:


Interest Expense
20



Interest Payable
20
Here is a guided example on computing interest on a note payable and on recording the year-end adjusting entries for accrued interest.
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=46jW4Oc98Dhio5WTo5mICcW
Prepaid Expenses

The adjusting entries for supplies used and prepaid items were introduced in Chapter 5. For those wishing a review, here is a guided example that discusses the adjusting entries for those items. This guided example starts with the adjusting entry for accrued interest payable and then reviews the adjusting entries for supplies used and prepaid items.

https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=E6vb6Eyi7NNI1XcugdRS4VM


Summary and Practice Exercises
NEW ADJUSTMENTS:

Account

Nature of Account

Why adjusted
       Adjusting entry

	Unearned Revenue

(i.e., Unearned Subscriptions

Income)
	Liability. Used when cash

is received from customers

before goods or services are

delivered.


	Revenue becomes

earned later.
	Unearned Subscriptions XX

   Subscriptions

    Income                            XX

	Merchandise Inventory
	Asset. Includes cost of merchandise inventory on 

hand. Cost must be 

determined by counting the inventory (a physical inventory).
	Replace “old”

inventory cost with

newly counted 

inventory cost.
	Income Summary           X

    Merchandise Inventory      X

Remove old inventory

Merchandise Inventory  X

     Income Summary             X

Add new inventory

	Allowance for 
Doubtful 
Accounts
	Contra-asset. Represents management’s estimate of current accounts receivable that will not be collected. 
	To match uncollectible accounts expense in the same year as the sale was made.
	Uncollectible
Accounts 

Expense                         X

   Allowance for

   Doubtful Accounts           X 

	Salaries Payable
	Liability. Represents amounts owed to employees for wages and salaries earned but not paid at the end of the fiscal year. 
	The firm owes money to its employees at the end of the fiscal year.
	Salaries Expense          X
    Salaries Payable              X

	Payroll Tax Expense
	Expense. Used to record employer’s payroll taxes owed but not yet paid at fiscal year end.
	Accrues the employer payroll taxes on salaries payable.
	Payroll Taxes Expense XXX


Medicare Tax Payable
  X


Social Security Tax             

Payable             X


Fed Unemployment Tax       
           Payable             X


State Unemployment Tax 
                        Payable
X

	Interest Payable
	Liability, used when interest on debt, such as a note payable, has been incurred but not yet paid. 
	Accrues interest owed but not yet due on a note payable at fiscal year end.
	Interest Expense            X
          Interest Payable            X


ADJUSTMENTS LEARNED IN CHAPTER 5 (Review)

Account

 Nature of Account

Why adjusted
       Adjusting entry

	Prepaid Rent
	Asset. Used when more than 1 month rent is prepaid.
	Rent expires over time.
	Rent Expense               X
     Prepaid Rent                    X

	Prepaid Insurance
	Asset. Used when more than 1 month of an insurance policy is prepaid.
	The policy rights expire over time.
	Insurance Expense        X

     Prepaid Insurance            X

	Accumulated Depreciation
	Contra-asset. Accumulates Depreciation Expense over the asset’s life. 
	Equipment and other tangible, long-term assets lose usefulness over time.
	Depreciation Expense,   

     Equipment (or other)  X  

         Accumulated Depreciation,

         Equipment                         X 

	Supplies
	Asset. Shows the amount of supplies purchased.


	Supplies get used. 
	Supplies Expense            X 

      Supplies                               X


A sample problem is on the next page. This problem also reviews the adjustments for prepaid insurance, prepaid rent, depreciation, and supplies.
SAMPLE PROBLEM: Gavone Corp. has a June 30 fiscal year end. Prepare adjusting entries at June 30 for the following:

a. Unearned Seminar Fees has a balance of $6,000, representing prepayment by customers for five seminars to be conducted in June, July, and August. Two seminars were conducted in June.

b. Merchandise Inventory, before adjustment, has a balance of $7,500. The newly counted inventory balance is $8,000.

c. Prepaid Insurance has a balance of $12,000 for six months insurance paid in advance on May 1.

d. Store Equipment costing $5,000 was purchased on March 31. It has a salvage value of $500, and a useful life of five years.
e. Employees have earned $250 that has not been paid at June 30.

f. The employer owes the following taxes on salaries not paid at June 30: SUTA, $7.50; FUTA, $2.00; Medicare, $3.63; and Social Security, $15.50

g. Management estimates uncollectible accounts expense at 1% of sales. This year’s sales were $2,000,000.

h. Prepaid Rent has a balance of $6,600 for six months rent paid in advance on March 1.

i. The Supplies account in the general ledger has a balance of $400. The count of supplies on hand at June 30 indicated only $150 of supplies remain.

j. The company borrowed from the bank on a $6,000 note payable dated June 1. The note bears interest at 7%. Interest is not due and payable until the following year. 
Date
Description
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The solution is on the next page of these notes.

Solution to sample problem:
Date
Description






DR
      CR

	
	Adjusting entries:
	
	

	a.
	Unearned Seminar Fees
	2,400
	

	
	    Seminar Fee Income
	
	2,400

	
	
	
	

	b.
	Income Summary
	7,500
	

	
	    Merchandise Inventory
	
	7,500

	
	Merchandise Inventory
	8,000
	

	
	   Income Summary
	
	8,000

	
	
	
	

	c.
	Insurance Expense
	4,000
	

	
	   Prepaid Insurance
	
	4,000

	
	
	
	

	d.
	Depreciation Expense-Store Equipment
	225
	

	
	   Accumulated Depreciation-Store Equipment
	
	225

	
	
	
	

	e.
	Wages Expense
	250
	

	
	   Wages Payable
	
	250

	
	
	
	

	f.
	Payroll Taxes Expense
	28.63
	

	
	     State Unemployment Taxes Payable
	
	7.50

	
	     Federal Unemployment Taxes Payable
	
	2.00

	
	     Medicare Taxes Payable
	
	3.63

	
	     Social Security Taxes Payable
	
	15.50

	
	
	
	

	g.
	Uncollectible Accounts Expense
	20,000
	

	
	      Allowance for Doubtful Accounts
	
	20,000

	
	
	
	

	h.
	Rent Expense
	4,400
	

	
	      Prepaid Rent
	
	4,400

	
	
	
	

	i.
	Supplies Expense
	250
	

	
	     Supplies
	
	250

	
	
	
	

	j.
	Interest Expense
	35
	

	
	     Interest Payable
	 
	35


Notes on calculations:
a. $6,000 cash received / 5 seminars = $1,200/seminar. 


$1,200/seminar * 2 seminars conducted = $2,400 earned.

b. Amounts given.

c. $12,000 / 6 months in policy = $2,000/month. 


$2,000/month * 2 months expired (May and June) = $4,000 insurance expense.

d. ($5,000 cost - $500 salvage value) / 60 months = $75/month depreciation.


$75/month * three months of use (April, May and June) = $225.

e. Amount given.

f. Amounts given.

g. $2,000,000 X 1% = $20,000

h. $6,600 / 6 months in policy = $1,100/month; $1,100 X 4 months expired = $4,400.

i. $400 balance - $150 supplies on hand = $250 of supplies used.

j. $6,000 principal X 7% interest rate X 1/12 time factor = $35

The Work Sheet
The work sheet for a merchandising business uses the same form as the one we prepared in Chapter 5 for a service company. The only difference is that now the work sheet contains all the new accounts we learned in Chapters 7 through 11, 12, and the for the new accounts introduced in the adjusting entries above.

Remember, the adjusting journal entries still need to be journalized in the General Journal and posted to the G/L. The work sheet is still just a tool to help us prepare the financial statements.
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