


B. Accruals and deferrals
1. Accruals and deferrals are required to conform with the matching principle.
2. Accruals are needed when something has affected the income statement and is unrecorded.

a. Accrued revenues have been earned but not recorded. Example: Construction work has
been done but not received. It must be recorded with the amount to be received reported as
construction revenue on the income statement and accounts receivable on the balance sheet.

b. Accrued expenses have been incurred but not recorded. Example: Salaries are earned by
employees but not paid. They must be recorded with the amount to be paid reported as
salaries expense on the income statement and salaries payable on the balance sheet.

3. Deferrals refer to situations where cash is received or

paid and the income statement has not been affected.

a. Deferred revenue has been received in advance.

Example: Revenue from a two-year magazine subscription is received in October
and the first magazine won't be sent until next year. This deferred revenue is
reported as the liability unearned subscription revenue on the balance sheet.

b. Deferred expenses have been paid in advance. Example: Liability insurance for one
year is paid in March and coverage begins in April. This deferred expense is reported
as the asset prepaid insurance on the balance sheet.

C. The advantages and disadvantages of accrual basis accounting
1. Accrual accounting measures current income more accurately than the cash method.
a. This means that the balance sheet is a more accurate estimate of financial position (value).
b. Accurate, current information makes it easier to predict future income and financial position.
2. Accrual accounting is difficult to understand.

a. Confusion exists because net income does not equal the period's change in cash.

b. The cash balance of a company with high income may even decrease during the year.

c. For example, a rapidly growing, profitable retailer may face a shortage of cash for
many reasons.

1) Rapid growth often requires large inventories. New retailers often find

that suppliers will not grant credit. This combination increases cash outflows.
2) Gaining market share may require a retailer to grant easy credit terms.

This decreases cash inflows.
3) As aresult, a very successful business may not have adequate cash.

V. Partll of Financial Accounting For Owners, Managers, and Administrators
explains Accounting for Assets using accrual accounting.

It's time to review for the Part | Quiz beginning on page 10.
| know it's a pain in the neck, but Fred will be upset if you
don't do well.

Google "Software Tutorial Internet Library"
for help learning many software packages.

Google "Excel Internet Library"
for beginning to advanced learning
materials.

Google "Free Quick Notes Books"
for your copies of Quick Notes
Accounting, Economics, Statistics,
and Excel Statistics Lab Manual.
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