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Proper accounting practices require that companies accurately record their financial transactions to reflect
their true financial position at any point in time. As the fiscal year approaches its end, particularly on
December 31, accountants need to prepare adjusting entries to ensure that all revenues and expenses are
properly recognized within the correct accounting period. This process is essential for preparing accurate
financial statements, which are used by management, investors, creditors, and other stakeholders to assess
the company's financial health.

In this comprehensive guide, we will explore how to use available financial information to prepare
adjusting entries as of December 31, and how to record these adjustments through journal entries. We will
discuss common types of adjusting entries, the importance of these entries, and step-by-step procedures to
ensure accuracy and compliance with accounting standards.

---

Understanding Adjusting Entries and Their Significance

What Are Adjusting Entries?

Adjusting entries are journal entries made at the end of an accounting period to update the ledger accounts
before preparing financial statements. They are necessary because some transactions do not get recorded
daily or may involve estimates. Adjusting entries ensure that the revenue recognition and expense
matching principles are followed, providing a more accurate picture of a company's financial position.

Why Are Adjusting Entries Important?

- Ensure accuracy: They correct or update account balances before financial statements are prepared.
- Match revenues and expenses: They ensure that revenues earned and expenses incurred are recorded in
the correct period.
- Compliance: They help adhere to Generally Accepted Accounting Principles (GAAP).



- Financial analysis: They provide stakeholders with reliable information for decision-making.

---

Types of Adjusting Entries

Understanding the different types of adjusting entries helps in identifying what adjustments are needed
based on the financial information available. The main categories include:

1. Accruals
- Accrued Revenues: Revenues earned but not yet received or recorded.
- Accrued Expenses: Expenses incurred but not yet paid or recorded.

2. Deferrals
- Deferred Revenues: Cash received before services are performed or goods are delivered.
- Deferred Expenses: Payments made in advance for expenses that will be incurred in future periods.

3. Estimates
- Adjustments for depreciation, amortization, or allowances for doubtful accounts.

---

Using Financial Information to Prepare Adjusting Entries as of
December 31

To prepare adjusting entries, accountants rely on various sources of financial information:

- Trial Balance: The preliminary listing of ledger account balances.
- Supporting Documentation: Invoices, receipts, timesheets, and other records.
- Prepaid and Accrued Accounts: Details of prepayments and accrued liabilities.
- Depreciation Schedules: Calculations of asset depreciation.
- Reconciliation Statements: Bank reconciliations and other reports.

The process involves reviewing these documents to identify which accounts require adjustments to reflect



the correct balances at year-end.

---

Step-by-Step Process for Preparing Adjusting Entries as of
December 31

Step 1: Review the Trial Balance and Supporting Documents

Begin by examining the trial balance and supporting documents for any accounts that need adjusting.
Common accounts that often require adjustments include:

- Accounts receivable
- Accounts payable
- Prepaid expenses
- Unearned revenue
- Accumulated depreciation
- Salaries payable
- Interest payable

Step 2: Identify Accounts Requiring Adjustment

Determine which accounts have incorrect balances due to timing differences, estimates, or omissions. Look
for:

- Revenues earned but not yet recorded
- Expenses incurred but not yet paid
- Prepaid expenses that have been partially used
- Unearned revenue that has been earned
- Depreciation or amortization needs

Step 3: Calculate Adjustment Amounts

Use supporting data to compute the exact amounts needed for each adjustment. For example:

- For accrued expenses: sum of unpaid bills or accrued salaries.



- For depreciation: use the straight-line or other methods based on asset useful life.
- For prepaid expenses: determine the portion that has been consumed.

Step 4: Prepare the Adjusting Journal Entries

Create journal entries that reflect the identified adjustments. Each entry should include:

- The date (December 31)
- Correct account titles
- Debit and credit amounts
- A descriptive explanation

Step 5: Record the Entries in the Journal

Enter the adjusting journal entries into the ledger. These will update the account balances to reflect the
accurate financial position.

Step 6: Post Adjusting Entries to the Ledger

Transfer the journal entries from the journal to the respective ledger accounts. This ensures that the
accounts are updated before preparing financial statements.

Step 7: Prepare Financial Statements

Use the adjusted trial balance to prepare the income statement, balance sheet, and statement of cash flows,
which will now reflect the correct figures for the period ending December 31.

---

Common Examples of Adjusting Journal Entries as of December
31

Below are typical adjusting entries that companies prepare at year-end, along with their journal entries.



1. Accrued Revenue

Scenario: The company performed services worth $5,000 on December 30, but has not yet billed the
customer.

Journal Entry:

| Date | Account Title | Debit | Credit |
|---------|--------------------------|--------|--------|
| Dec 31 | Accounts Receivable | $5,000 | |
| | Service Revenue | | $5,000 |

Explanation: Recognizes revenue earned but not yet billed.

---

2. Accrued Expense

Scenario: The company owes $2,000 in salaries to employees for work performed in December, payable
next month.

Journal Entry:

| Date | Account Title | Debit | Credit |
|---------|--------------------------|--------|--------|
| Dec 31 | Salaries Expense | $2,000 | |
| | Salaries Payable | | $2,000 |

Explanation: Records salaries incurred but not yet paid.

---

3. Prepaid Expense

Scenario: The company paid $12,000 in advance for a one-year insurance policy on December 1.

Calculation: For December 31, one month’s expense is $1,000.

Journal Entry:



| Date | Account Title | Debit | Credit |
|---------|--------------------------|--------|--------|
| Dec 31 | Insurance Expense | $1,000 | |
| | Prepaid Insurance | | $1,000 |

Explanation: Recognizes one month’s insurance expense.

---

4. Unearned Revenue

Scenario: The company received $10,000 in advance for services to be provided over the next three
months.

Calculation: One month’s earned revenue is $10,000 / 3 ≈ $3,333.

Journal Entry:

| Date | Account Title | Debit | Credit |
|---------|--------------------------|--------|--------|
| Dec 31 | Unearned Revenue | $3,333 | |
| | Service Revenue | | $3,333 |

Explanation: Recognizes revenue earned in December from previously received cash.

---

5. Depreciation Expense

Scenario: The company owns machinery costing $60,000 with a useful life of 10 years.

Calculation: Annual depreciation = $60,000 / 10 = $6,000.

Journal Entry:

| Date | Account Title | Debit | Credit |
|---------|--------------------------|--------|--------|
| Dec 31 | Depreciation Expense | $6,000 | |
| | Accumulated Depreciation | | $6,000 |



Explanation: Records annual depreciation expense.

---

Best Practices for Preparing Adjusting Entries

- Review supporting documentation thoroughly: Invoices, bank statements, and other records help identify
necessary adjustments.
- Ensure clarity: Descriptions should clearly state the purpose of each adjustment.
- Double-check calculations: Accurate computations prevent errors in financial statements.
- Maintain a schedule: Keeping a depreciation or accrual schedule simplifies year-end adjustments.
- Follow accounting standards: Adhere to GAAP principles to ensure compliance and consistency.

---

Conclusion

Preparing adjusting entries as of December 31 is a critical step in the accounting cycle, ensuring that
financial statements accurately reflect the company's financial position and performance for the period. By
carefully reviewing financial information, identifying necessary adjustments, calculating accurate amounts,
and recording proper journal entries, accountants uphold the integrity of financial reporting. Mastery of
this process enables businesses to present reliable financial data, facilitate informed decision-making, and
maintain compliance with accounting standards.

Regular practice and detailed documentation are key to efficiently preparing adjusting entries. Whether
dealing with accruals, deferrals, depreciation, or estimates, understanding the underlying principles and
following systematic procedures will lead to more accurate and meaningful financial statements at the close
of each fiscal year.

Frequently Asked Questions

What are adjusting entries and why are they necessary as of December
31?
Adjusting entries are journal entries made at the end of an accounting period to update account balances
before preparing financial statements. They ensure that revenue and expense accounts accurately reflect
the period’s activities, providing a true picture of financial position.



How do I determine which accounts need adjusting entries as of
December 31?
Identify accounts affected by accrued revenues, accrued expenses, deferred revenues, deferred expenses,
and estimates. Review transactions not yet recorded or fully adjusted to ensure they reflect the correct
period, such as unrecorded revenues or expenses incurred but not paid.

What is the typical journal entry to record accrued revenues as of
December 31?
Debit Accounts Receivable and credit Revenue to record revenue earned but not yet received or billed by
December 31.

How do I record accrued expenses in the journal entries for December
31?
Debit Expense accounts (e.g., Salaries Expense) and credit Accrued Liabilities or Accounts Payable to
recognize expenses incurred but not yet paid.

What is the journal entry for deferred revenue adjustments at year-end?
Debit the liability account (e.g., Unearned Revenue) and credit Revenue to recognize revenue that was
previously received but not yet earned by December 31.

How do I adjust prepaid expenses as of December 31?
Debit the appropriate Expense account and credit the Prepaid Expense asset account to recognize the
portion of prepaid expenses used during the period.

Can you give an example of preparing a journal entry for depreciation as
of December 31?
Yes. Debit Depreciation Expense and credit Accumulated Depreciation to allocate the cost of a fixed asset
over its useful life for the period ending December 31.

What are the key steps to prepare adjusting journal entries as of
December 31?
Identify accounts needing adjustment, determine the amounts based on supporting documentation, record
the adjusting journal entries, and ensure debits equal credits before preparing financial statements.
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---

Introduction

In the realm of accounting, particularly within the accrual basis framework, the process of preparing
adjusting entries is fundamental to ensuring that financial statements accurately reflect a company's
financial position and performance at the end of an accounting period. As December 31 approaches,
accountants must meticulously analyze the company's ledger to identify any unrecorded revenues,
expenses, assets, or liabilities that need adjustment. These adjustments are pivotal because they align the
company's financial data with the matching principle and revenue recognition principle, two core concepts
underpinning accrual accounting.

This comprehensive review delves into the significance of adjusting entries, the types of adjustments
usually required at year-end, and the step-by-step approach to preparing and recording these journal
entries. It also explores common scenarios, illustrative examples, and best practices to ensure accuracy and
compliance with accounting standards.

---

The Significance of Adjusting Entries

Adjusting entries serve several critical purposes:

- Ensure Accurate Financial Reporting: They ensure that all revenues earned and expenses incurred
within the period are properly recorded, providing a true picture of financial health.
- Match Revenues and Expenses: Adjustments help match expenses to the revenues they generate, which
is essential for calculating net income accurately.
- Update Asset and Liability Balances: They reflect the current status of assets and liabilities, such as accrued
expenses or prepaid items.
- Maintain Compliance: Proper adjustments ensure adherence to Generally Accepted Accounting Principles
(GAAP) and International Financial Reporting Standards (IFRS).

Without these adjustments, financial statements may be misleading, potentially impacting decision-making
by management, investors, creditors, and other stakeholders.

---

Types of Adjusting Entries



Adjusting entries at year-end can be broadly categorized into four types:

1. Accrued Revenues
2. Accrued Expenses
3. Deferred Revenues (Unearned Revenues)
4. Prepaid Expenses

Let's explore each category in detail.

---

1. Accrued Revenues

Definition: Revenues earned but not yet received or recorded by the end of the accounting period.

Example: A company provides consulting services in December but has not yet billed the client. The
revenue must be recognized in December even though cash will be received later.

Adjustment Journal Entry:

- Debit: Accounts Receivable
- Credit: Revenue

Impact: Recognizes revenue earned but not yet billed, increasing assets and income.

---

2. Accrued Expenses

Definition: Expenses incurred but not yet paid or recorded by the end of the accounting period.

Example: Salaries payable to employees for work performed in December that will be paid in January.

Adjustment Journal Entry:

- Debit: Expense (e.g., Salaries Expense)
- Credit: Accounts Payable or Salaries Payable

Impact: Recognizes expenses incurred, increasing liabilities and decreasing net income.

---

3. Deferred Revenues (Unearned Revenues)



Definition: Cash received before services are performed or goods are delivered; revenue recognition occurs
over time.

Example: A company receives advance payment for a one-year subscription in December.

Adjustment Journal Entry:

- Debit: Unearned Revenue
- Credit: Revenue

Impact: Recognizes revenue earned during the period, decreasing liabilities and increasing income.

---

4. Prepaid Expenses

Definition: Payments made in advance for expenses that benefit future periods.

Example: Prepaid insurance premiums paid in December that cover multiple months.

Adjustment Journal Entry:

- Debit: Expense
- Credit: Prepaid Asset

Impact: Recognizes the portion of the prepaid expense that has been used up, increasing expenses and
decreasing assets.

---

Step-by-Step Approach to Preparing Adjusting Entries as of December 31

The process involves systematic analysis and calculation to ensure all necessary adjustments are made
accurately.

Step 1: Review the Trial Balance

Start by examining the unadjusted trial balance to identify account balances that may require adjustment.
Focus on:

- Prepaid expenses
- Supplies
- Prepaid insurance



- Unearned revenue
- Accrued revenues
- Accrued expenses

Step 2: Analyze Account Activity and Supporting Documentation

- Review invoices, contracts, and payment records.
- Assess the company's operations for accrued revenues and expenses.
- Evaluate the status of assets like supplies and prepaid expenses.

Step 3: Determine Necessary Adjustments

For each account, determine whether it:

- Needs to be increased or decreased.
- Reflects revenues earned or expenses incurred but not yet recorded.

Use the supporting documentation and calculations to quantify adjustments.

Step 4: Prepare Adjusting Journal Entries

Format each adjustment with a debit and credit entry, ensuring they balance.

Step 5: Post Adjusting Entries to the General Ledger

Update the ledger with these adjustments, maintaining accurate account balances for financial statement
preparation.

Step 6: Prepare an Adjusted Trial Balance

Recalculate account balances after posting adjustments to verify accuracy before preparing financial
statements.

---

Practical Examples of Adjusting Entries as of December 31

Let's analyze common adjustments with detailed journal entries.

Example 1: Accrued Salaries

Suppose employees earned \$5,000 in salaries in December, payable in January.



Adjustment:

- Debit: Salaries Expense \$5,000
- Credit: Salaries Payable \$5,000

Journal Entry:

| Account | Debit | Credit |
|-------------------------|------------|------------|
| Salaries Expense | \$5,000 | |
| Salaries Payable | | \$5,000 |

This entry recognizes the expense in December and records a liability for future payment.

---

Example 2: Prepaid Insurance

Assuming a \$12,000 insurance premium was paid on December 1 for a 12-month policy.

By December 31, one month has elapsed.

Calculation:

- Monthly insurance expense = \$12,000 / 12 = \$1,000

Adjustment:

- Debit: Insurance Expense \$1,000
- Credit: Prepaid Insurance \$1,000

Journal Entry:

| Account | Debit | Credit |
|----------------------|------------|------------|
| Insurance Expense | \$1,000 | |
| Prepaid Insurance | | \$1,000 |

This reflects the insurance expense incurred in December.

---

Example 3: Accrued Revenue



A consulting firm completed \$3,000 worth of services in December but has not billed the client.

Adjustment:

- Debit: Accounts Receivable \$3,000
- Credit: Service Revenue \$3,000

Journal Entry:

| Account | Debit | Credit |
|-------------------------|------------|------------|
| Accounts Receivable | \$3,000 | |
| Service Revenue | | \$3,000 |

This ensures revenue is recognized when earned, not when billed.

---

Example 4: Unearned Revenue

A company received \$6,000 in December for a one-year subscription.

One month of the subscription (December) has been earned.

Calculation:

- Monthly revenue = \$6,000 / 12 = \$500

Adjustment:

- Debit: Unearned Revenue \$500
- Credit: Service Revenue \$500

Journal Entry:

| Account | Debit | Credit |
|-----------------------|------------|------------|
| Unearned Revenue | \$500 | |
| Service Revenue | | \$500 |

---

Recording and Post-Adjustment Procedures



Once all adjustments are identified and journalized:

- Post to the General Ledger: Ensure each entry updates the respective accounts.
- Verify Balances: Confirm that total debits equal total credits.
- Prepare Financial Statements: Use the adjusted trial balance to prepare the income statement, balance
sheet, and statement of cash flows.

---

Best Practices and Common Pitfalls

Best Practices:

- Document Supporting Evidence: Always back adjustments with documentation.
- Timeliness: Record adjustments promptly to avoid errors in financial reporting.
- Consistency: Apply consistent methods for similar adjustments across periods.
- Review and Reconcile: Regularly review adjusted balances and reconcile discrepancies.

Common Pitfalls to Avoid:

- Omitting Adjustments: Failing to recognize accrued or deferred items leads to misstated financials.
- Incorrect Calculations: Errors in prorating expenses or revenues can distort results.
- Posting Errors: Mistakes in journal entries can cascade into inaccurate financial statements.
- Ignoring Materiality: Focus on adjusting entries that materially affect financial statements; minor items
may be exempt depending on company policies.

---

Final Considerations

Preparing adjusting entries as of December 31 is both an art and a science. It requires careful analysis,
thorough understanding of the company's transactions, and adherence to accounting principles. The goal is
to produce financial statements that accurately reflect the company's economic reality and comply with
regulatory standards.

By systematically reviewing account activity, supporting documentation, and applying proper accounting
treatments, accountants can ensure that the financial data is complete, accurate, and ready for reporting. The
detailed journal entries not only fulfill compliance requirements but also provide management with
reliable information for strategic decision-making.

---

Conclusion



Mastering the preparation of adjusting entries as of year-end is essential for any accountant or financial
professional. It ensures the integrity and reliability of financial statements, facilitates compliance with
accounting standards, and ultimately supports informed business decisions. Through diligent analysis,
precise calculations, and careful recording, companies can present a true and fair view of their financial
health at
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