ENGLISH FOR THE STUDENT OF ACCOUNTING - LESSON (5) - ADJUSTMENTS

ADJUSTMENTS
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Cash Basis and Accrual Basis
Under cash basis accounting, revenue is not recorded until received in cash and expenses are recorded to the period in
which cash payment is made. The cash basis of accounting does not provide a good picture of profitability of the firm,
because it ignores revenue that has been earned but not yet collected and expenses that have been incurred but not
paid.
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An alternative to the cash basis accounting is the accrual basis of accounting that recognizes revenue in the period in

which it is earned and deducts expenses incurred in generating this revenue in the same period. The accrual basis of

accounting provides a realistic picture of the profitability of the business because it emphasizes the matching of revenue

and related expenses.
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Adjusting Entries and Accrual Accounting
To work successfully, an accrual basis accounting requires the use of adjusting entries at the end of each accounting
period. For example, all revenues, which have been earned but not yet received, must be recorded through the adjusting
entries. Any unrecorded expenses, which helped to produce revenue, must also be recorded by means of adjusting
entries.
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At the end of accounting period, many of the amounts listed on the trial balance can be transferred, without change, to
the financial statements. However, not all trial balance amounts are necessarily correct. The amounts listed for prepaid
expenses, for example, are normally overstated because the day-to-day consumption or expiration of this asset has not
been recorded. On the other hand, some expenses might have been incurred during the period but not recorded until the
end of the period. Therefore, an accrual basis accounting requires the use of adjusting entries at the end of the
accounting period.
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Type of Adjusting Entries
A business may need to make a dozen or more adjusting entry at the end of each accounting period. The number of
adjustments will depend upon the nature of the company’s activities. However, all adjusting entries fall into one of the
four general categories mentioned below:
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1. Entries to apportion recorded cost. A cost that will benefit more than one accounting period is usually recorded by
debiting an asset account. At the end of each period, an adjusting entry is made to allocate a portion of the asset’s cost

to expense account.
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2. Entries to apportion unearned revenues. A business may collect in advance for goods or services to be delivered or
rendered to customers in future accounting periods. At the end of the period in which services are rendered or goods are

delivered, an adjusting entry is made to record the portion of the revenue earned during the period.
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3. Entries to record unrecorded expenses. An expense may be incurred in the current accounting period but the related
bill has not yet been received until next period during which the payment will be made. Such unrecorded expenses must

be recorded by means of adjusting entries at the end of the accounting period.
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4. Entries to record unrecorded revenues. As with unrecorded expenses, revenue may be earned during the current
accounting period but not yet billed to customers or recorded in the accounting records. Such items are recorded by

making an adjusting entry at the end of the period.
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Journalizing and Posting Adjusting Entries
As with the ordinary entries, adjusting entries must be recorded in the general journal. After all adjusting entries have
been journalized, the related amounts in the journal must be transferred to ledger accounts by the process of posting. In
this way, all amounts in the company’s accounts are adjusted and hence correct.
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Adjusted Trial Balance
After journalizing and posting all necessary adjusting entries, an adjusted trial balance is prepared to prove that the
ledger is still in balance. A post-adjustments trial balance provides a complete listing of the account balances to be used
in preparing the financial statements.
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Worksheet
The task necessary at the end of an accounting period includes preparation of a trial balance, journalizing and posting
adjusting entries, preparing financial statements, and closing the accounts. In these end-of-period works so many details
are involved which makes it easy to make errors. One way of avoiding errors in the permanent accounting records as well
as simplifying the work is to use a worksheet.
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A worksheet is a large columnar sheet of paper designed to arrange all the accounting data required at the end of period.
Preparation of the worksheet is an optional procedure in the accounting cycle, however. The worksheet is prepared in
pencil and it is not a part of formal accounting records, therefore. In case of making errors on the worksheet, they may
be erased and corrected much more easily than an error in the formal accounting records.
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The work sheet is a mean by which ledger accounts are adjusted, balanced, and listed in the general form of financial
statements. The worksheet, after being completed, serves as means to prepare financial statements and to enter in
journal the adjusting and closing entries.
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