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TWO BASICS OF ACCRUAL ACCOUNTING: PREPAID EXPENSES & UNEARNED REVENUE

Common terms used in Accrual Accounting:
Accrual Accounting means that revenues and expenses are recognized when they are earned or incurred, regardless of when the actual cash is received or paid out.

Accrued Revenue refers to revenue that is recognized before cash is received.

Accrued Expenses refers to expenses that are recognized before cash is paid out.

Prepaid Expenses refers to goods or services paid for in advance.

Unearned Revenue refers to cash received for which the service or goods have not been delivered.
Prepaid Expenses

Prepaid expenses are those expenses that are paid in advance for services or goods that will be used over more than one accounting period.  The portion used in the current period is expense and is shown on the current period Income Statement.  The remaining portion is accrued for use in a future period and is shown on the Balance Sheet.  For example, say that on November 1, your company makes a two-month prepayment for a magazine ad.  The portion for November is an expense because it is used in the current month.  The portion paid for December is accrued because it will be used in the next month.  


Recording prepayment of expenses



When your company makes a prepayment, you Credit Cash, but you



Debit two accounts:



1. You debit the expense account for the current portion


2. You debit a prepaid asset account for the future portion

3. Then in December, you make a journal entry to credit the prepaid asset account and debit the expense account so that the expense is recognized in December.  The prepaid asset account is now zero.

Unearned Revenues

Unearned revenues are those that a company receives for services that it will perform or for goods that it will deliver over more that one accounting period.  The portion earned in the current period for the services or goods delivered in the current period is revenue and is shown on the Income Statement. The remaining portion is shown on the Balance Sheet as a Liability.  For example, on November 1, your company receives a two month rental prepayment for space it is subletting.  The portion for November is revenue because it is earned in the current month.  The portion for December is a liability because it will not be earned or recognized until the next month.  


Recording prepayment of Revenue

When your company receives Revenue in advance, you Debit Cash but credit two accounts:

1. You credit a revenue account for the current portion

2. You credit a liability account for the future portion

3. Then in December, you make a journal entry to debit the liability account and credit the Revenue account so that the Revenue is recognized in December.  The liability account is now zero.

