adjusting entries explained

adjusting entries explained. For any business, regardless of size, accurate financial reporting is
paramount. This accuracy hinges on the fundamental accounting principle of accrual basis
accounting, which recognizes revenues when earned and expenses when incurred, irrespective of
cash flow. However, in practice, certain financial events don't align perfectly with accounting
periods. This is where adjusting entries come into play. They are crucial journal entries made at the
end of an accounting period to ensure that revenues and expenses are recognized in the correct
period, adhering to the matching principle and presenting a true and fair view of the company's
financial position and performance. This comprehensive guide will delve into the core concepts of
adjusting entries, their various types, and why they are indispensable for sound financial
management.
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What are Adjusting Entries?

Adjusting entries are accounting journal entries made at the end of an accounting period (e.g.,
monthly, quarterly, annually) to record revenues that have been earned but not yet recorded and
expenses that have been incurred but not yet recorded. They are essential for updating account
balances to reflect the economic reality of a business's operations within that specific period.
Without these entries, financial statements would present a misleading picture of a company's
profitability and financial health.

These entries are typically made after the trial balance has been prepared but before the
preparation of the financial statements. Their primary function is to ensure that the accrual basis of
accounting is correctly applied, thereby aligning revenues with the expenses incurred to generate
them. This process ensures that financial information is both relevant and reliable for decision-
making.



The Purpose of Adjusting Entries

The fundamental purpose of adjusting entries is to ensure that financial statements adhere to the
accrual basis of accounting and the matching principle. The accrual basis requires that revenues are
recognized when earned and expenses are recognized when incurred, regardless of when cash is
exchanged. The matching principle dictates that expenses should be recognized in the same period
as the revenues they helped to generate. Adjusting entries bridge the gap between cash transactions
and the economic recognition of revenues and expenses, ensuring that financial statements
accurately reflect the company's performance and financial position.

More specifically, their purpose can be broken down into several key objectives. They aim to correct
omissions, record expenses that have accumulated over time, recognize revenues earned but not yet
billed, allocate costs of assets over their useful lives, and account for unearned revenues that have
now been earned. Ultimately, these entries provide a more accurate and complete financial picture
for stakeholders.

Types of Adjusting Entries

Adjusting entries can be broadly categorized into two main types: accruals and deferrals. Accruals
involve recognizing revenues or expenses that have occurred but haven't been recorded yet.
Deferrals involve recognizing revenues or expenses that have been paid or received in advance but
haven't yet been earned or incurred. Understanding these categories is key to mastering the concept
of adjusting entries.

Within these two broad categories, specific types of adjusting entries are common in business
accounting. These include accrued expenses, accrued revenues, deferred expenses, deferred
revenues, depreciation, and bad debt expense. Each serves a unique function in aligning financial
reporting with economic reality.

Accrued Expenses

Accrued expenses, also known as accrued liabilities, represent expenses that have been incurred
during an accounting period but have not yet been paid or recorded. These are expenses that are
owed by the company but for which no invoice has been received or processed. Common examples
include salaries earned by employees but not yet paid, interest on loans that has accumulated, or
utility bills that have been received but not yet paid.

The recording of accrued expenses is critical for adhering to the matching principle. By recognizing
these expenses in the period they were incurred, even if payment occurs later, the company
accurately reflects the cost of generating revenue during that period. This prevents the
understatement of expenses and, consequently, the overstatement of net income in the current
period.



Examples of Accrued Expenses

e Salaries and Wages Payable: Employees may have worked the last few days of a pay period,
earning wages, but the payday falls in the next accounting period. The expense for these
earned wages must be recognized in the current period.

¢ Interest Payable: If a company has taken out a loan, interest accrues daily. Even if the
interest payment is due quarterly, the expense for the interest that has built up throughout the
accounting period needs to be recorded.

o Utilities Expense Payable: A utility bill for services consumed in the current period might
not be received or paid until the next period. The expense should be recognized when the
utilities are used.

» Taxes Payable: Various taxes, such as income tax or property tax, may accrue over a period
and become a liability even if the actual payment is due at a later date.

Accrued Revenues

Accrued revenues, also known as accrued assets or accounts receivable, represent revenues that
have been earned by the company during an accounting period but have not yet been received in
cash or formally billed to customers. This often occurs when services have been provided or goods
have been delivered, and the company is awaiting payment or the issuance of an invoice. Examples
include services rendered to a client at the end of the period for which an invoice has not yet been
sent, or interest earned on investments that has not yet been collected.

Recognizing accrued revenues ensures that the income statement reflects all revenues earned
during the period, regardless of cash inflow. This provides a more accurate picture of the company's
earning capacity and supports the matching principle by recognizing revenue when performance
obligations are met.

Examples of Accrued Revenues

¢ Accounts Receivable: This is the most common example, representing sales made on credit.
The revenue is earned when the goods are delivered or services are rendered, even if cash is
not received until a later date.

e Interest Revenue Earned: If a company has invested in bonds or made loans, interest
revenue accrues over time. The portion of interest earned but not yet received by the end of
the period is an accrued revenue.

¢ Rent Revenue Earned: For businesses that rent out property, rental income that has
accumulated over the period but is not yet due for collection is considered accrued revenue.



¢ Service Revenue Earned but Not Billed: If a company has completed work for a client and
the invoice is scheduled to be sent out in the next period, the revenue is still recognized in the
current period as it has been earned.

Deferred Expenses (Prepaid Expenses)

Deferred expenses, commonly referred to as prepaid expenses, are costs that have been paid in cash
for goods or services that will be consumed or used in future accounting periods. In essence, the
company has paid for something in advance. Examples include prepaid rent, prepaid insurance, and
supplies that have been purchased but not yet used. At the time of initial payment, these are
recorded as assets because they represent future economic benefits.

At the end of each accounting period, an adjusting entry is made to recognize the portion of the
prepaid expense that has expired or been consumed. This entry reduces the asset account and
recognizes an expense on the income statement, thereby matching the cost to the period in which
the benefit was received. This prevents the overstatement of assets and understatement of expenses.

Examples of Deferred Expenses

e Prepaid Insurance: When a company pays for an insurance policy that covers multiple
months or years, the entire payment is initially recorded as a prepaid asset. Each month, a
portion of this asset is expensed as insurance expense.

e Prepaid Rent: If a company pays several months' rent in advance, the initial payment is
recorded as prepaid rent (an asset). As each month passes, the portion of rent for that month
is expensed.

e Supplies Inventory: When a business purchases office supplies or other inventory in bulk, it
is initially recorded as an asset. As supplies are used, an adjusting entry is made to recognize
the cost of the used supplies as an expense.

e Prepaid Advertising: Advertising campaigns that span multiple periods, if paid for upfront,
are treated as prepaid expenses and recognized as an expense over the period the advertising
is active.

Deferred Revenues (Unearned Revenues)

Deferred revenues, also known as unearned revenues, represent cash received by a company in
advance for goods or services that have not yet been delivered or performed. These are obligations
to customers, meaning the company owes them the product or service in the future. Initially,
unearned revenues are recorded as a liability because the company has received cash but has not



yet earned it. Common examples include customer payments for subscriptions, advance ticket sales,
or retainers received for services to be performed later.

As the company fulfills its obligation by delivering the goods or performing the services, a portion of
the unearned revenue is recognized as earned revenue. The adjusting entry decreases the liability
account and increases the revenue account, ensuring that revenue is recognized only when it is
earned.

Examples of Deferred Revenues

e Unearned Subscription Revenue: A magazine publisher receiving payment for a one-year
subscription in advance. Each month, as a magazine is delivered, a portion of the unearned
revenue is recognized as earned revenue.

e Advance Ticket Sales: An airline or event venue selling tickets for future dates. The revenue
is not recognized until the flight takes place or the event occurs.

e Customer Deposits/Retainers: A law firm receiving a retainer from a client for future legal
services. As legal services are rendered, the retainer is recognized as earned revenue.

¢ Gift Cards Issued: When a company sells gift cards, it receives cash but has an obligation to
provide goods or services in the future. Revenue is recognized when the gift card is redeemed.

Depreciation Expense

Depreciation is the systematic allocation of the cost of a tangible asset (such as buildings,
machinery, or vehicles) over its useful life. Assets lose value over time due to wear and tear,
obsolescence, or usage. Depreciation expense is an adjusting entry that recognizes the portion of an
asset's cost that has been "used up" during the current accounting period. It is a non-cash expense,
meaning no cash is paid out when depreciation is recorded.

The purpose of recording depreciation is to match the cost of using an asset with the revenues it
helps to generate over its lifespan. Without depreciation, the cost of long-lived assets would be
recognized entirely in the period of purchase, distorting profitability. Accumulated depreciation is a
contra-asset account that reduces the book value of the asset on the balance sheet.

Calculating Depreciation

There are several methods for calculating depreciation, with the straight-line method being the most
common. The formula for straight-line depreciation is:

Depreciation Expense = (Cost of Asset - Salvage Value) / Useful Life (in years)



e Cost of Asset: The original purchase price of the asset, including any costs to get it ready for
use.

e Salvage Value: The estimated resale value of an asset at the end of its useful life.

o Useful Life: The estimated period (in years) over which the asset is expected to be used by
the company.

An adjusting entry is then made to debit Depreciation Expense and credit Accumulated
Depreciation.

Bad Debt Expense (Allowance for Doubtful Accounts)

Bad debt expense represents the estimated amount of accounts receivable that a company expects
will not be collected from its customers. This is an application of the conservatism principle in
accounting, which suggests that potential losses should be anticipated. Companies extend credit to
customers, and it's inevitable that some accounts will become uncollectible due to customer
bankruptcy, financial difficulties, or other reasons.

Instead of waiting to identify specific uncollectible accounts (which can be difficult and arbitrary),
companies estimate bad debt expense at the end of an accounting period. This estimate is recorded
as an expense on the income statement and is offset by a credit to an Allowance for Doubtful
Accounts, which is a contra-asset account on the balance sheet that reduces the net realizable value
of accounts receivable.

The Process of Making Adjusting Entries

The process of making adjusting entries typically follows a structured approach to ensure accuracy
and completeness. It begins with a review of the company's accounts and transactions to identify any
items that require adjustment. This often involves comparing account balances to supporting
documentation, contracts, or the passage of time.

Once the need for an adjustment is identified, the accountant determines the correct amount and the
appropriate accounts to debit and credit. The adjusting journal entry is then recorded in the general
journal, typically with a brief explanation. Finally, these adjusting entries are posted to the general
ledger, and a new, adjusted trial balance is prepared to ensure that debits and credits remain in
balance before financial statements are generated.

e Review Account Balances: Examine the ledger accounts for balances that need modification.

¢ Identify Transactions or Events Requiring Adjustment: Look for items like accrued
expenses, earned revenues, consumed assets, or advance payments.



Calculate the Adjustment Amount: Determine the precise value to be recorded.

Prepare the Adjusting Journal Entry: Debit the appropriate expense or asset account, and
credit the appropriate revenue or liability account, or vice versa.

Post to the General Ledger: Update the affected ledger accounts.

e Prepare an Adjusted Trial Balance: Verify that the ledger remains in balance.

Why are Adjusting Entries Important?

The importance of adjusting entries cannot be overstated in modern accounting practices. They are
the bridge between raw transaction data and the refined financial information presented in financial
statements. Without them, these statements would not accurately reflect a company's financial
performance or position, leading to flawed decision-making by management, investors, creditors,
and other stakeholders.

Key reasons for their importance include:

¢ Accurate Profitability Measurement: Adjusting entries ensure that revenues are recognized
when earned and expenses are recognized when incurred, providing a true measure of net
income for a period.

e Accurate Financial Position: They update asset and liability accounts to reflect their true
balances at the end of a period, giving a more reliable picture of what a company owns and
owes.

e Compliance with Accounting Principles: They are fundamental to adhering to the accrual
basis of accounting and the matching principle, which are cornerstone principles of Generally
Accepted Accounting Principles (GAAP) and International Financial Reporting Standards
(IFRS).

e Informed Decision-Making: Reliable financial statements produced through proper
adjustments enable better strategic planning, operational adjustments, and investment

decisions.

e Comparability: Consistent application of adjusting entries allows for better comparison of a
company's financial performance over different periods and against industry peers.

Common Mistakes to Avoid with Adjusting Entries

While essential, the process of making adjusting entries can be prone to errors. Being aware of



common pitfalls can help accountants avoid them. One frequent mistake is confusing accruals with
deferrals or misclassifying an adjustment. For example, failing to recognize that prepaid insurance is
a deferred expense, not an immediate expense, can lead to an incorrect entry.

Another common error is failing to make an adjusting entry altogether. If an item is overlooked, the

financial statements will be inaccurate. Conversely, making an adjusting entry for a transaction that
has already been properly recorded can lead to double-counting. Precision in calculating the correct
amount for each adjustment is also critical. Inaccurate calculations can skew financial results, even

if the entry itself is conceptually correct.

¢ Incorrectly classifying accruals and deferrals.

e Forgetting to make necessary adjusting entries.

¢ Overlooking the adjustment for a period.

e Making adjustments for transactions already recorded correctly.
e Errors in calculating the adjustment amount.

e Using the wrong accounts for the debit and credit.

Adjusting Entries and Financial Statements

Adjusting entries have a direct and significant impact on the preparation of a company's financial
statements. After all adjusting entries have been recorded and posted, an adjusted trial balance is
created. This adjusted trial balance serves as the foundation for drafting the income statement,
statement of retained earnings (or statement of owner's equity), and the balance sheet.

The income statement will reflect the adjusted revenue and expense balances, providing an accurate
picture of net income or loss. The balance sheet will show the updated asset, liability, and equity
figures. For instance, prepaid expenses will be reduced by the amount expensed, and accrued
expenses will be added as liabilities. Similarly, accrued revenues will increase accounts receivable
and revenue, while unearned revenues will be reduced as they are earned. Depreciation expense will
reduce the book value of fixed assets on the balance sheet and increase expenses on the income
statement.

The process ensures that the financial statements present a cohesive and accurate view of the
company's financial standing and operating results for the period. This interconnectedness
highlights why mastering adjusting entries is fundamental to accounting.

In conclusion, adjusting entries are a vital component of the accounting cycle, serving as the
mechanism to align financial reporting with the economic realities of a business. By ensuring that
revenues are recognized when earned and expenses when incurred, these entries are indispensable



for producing accurate and reliable financial statements. A thorough understanding of their purpose,
types, and application is essential for any accounting professional or business owner seeking to
maintain sound financial health and make informed decisions.

Q: What is the primary difference between an adjusting entry
and a regular journal entry?

A: The primary difference lies in their timing and purpose. Regular journal entries record day-to-day
transactions as they occur (e.g., sales, cash receipts, purchases). Adjusting entries, on the other
hand, are made at the end of an accounting period to record revenues earned but not yet recorded,
or expenses incurred but not yet recorded, to ensure financial statements adhere to the accrual
basis of accounting and the matching principle.

Q: Why are adjusting entries needed for depreciation?

A: Depreciation is the process of allocating the cost of a tangible asset over its useful life. Assets lose
value over time. Adjusting entries for depreciation recognize the portion of an asset's cost that has
been "used up" during the current accounting period, matching the expense with the revenue the
asset helped generate. Without this, the asset's cost would be incorrectly expensed in the period of
purchase, distorting profitability.

Q: Can a business operate without making adjusting entries?

A: A business can technically operate without making adjusting entries, but its financial statements
would be inaccurate and misleading. Financial reporting would likely be based on a cash basis
rather than the required accrual basis, failing to comply with accounting standards and providing
unreliable information for decision-making.

Q: What happens if an accrued expense is not adjusted for at
the end of the period?

A: If an accrued expense is not adjusted for, expenses will be understated, and net income will be
overstated for the current period. Additionally, liabilities on the balance sheet will be understated,
misrepresenting the company's financial obligations.

Q: How does an adjusting entry for unearned revenue work?

A: An adjusting entry for unearned revenue (a deferred revenue) reduces the unearned revenue
liability account and increases the earned revenue account. This occurs as the company fulfills its
obligation to the customer by providing goods or services, thereby earning the revenue that was
previously received in advance.



Q: Are adjusting entries ever made for cash transactions?

A: Adjusting entries are typically for non-cash items or for items where cash has been exchanged but
the revenue or expense recognition needs to be spread over time. While they correct account
balances that might be affected by past cash transactions (like prepaid expenses or unearned
revenues), the adjusting entry itself usually doesn't involve the direct recording of a cash receipt or
disbursement.

Q: What is the impact of adjusting entries on the accounting
equation?

A: Adjusting entries maintain the balance of the accounting equation (Assets = Liabilities + Equity).
For example, an adjusting entry for an accrued expense will increase a liability (Accounts Payable)
and increase an expense, which in turn decreases equity (through net income). An adjusting entry
for accrued revenue will increase an asset (Accounts Receivable) and increase revenue, which in
turn increases equity.
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