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Introduction

On February 2, Miles Inc. pays $800 to purchase a one-year insurance policy that will expire next
year. This transaction marks a significant event in the company’s financial activities, illustrating key
accounting principles such as prepaid expenses, insurance expense recognition, and the impact on
financial statements. Understanding the nuances of this transaction provides valuable insights into
how companies manage and record insurance costs over time, ensuring accurate financial reporting
and compliance with accounting standards.

In this article, we will explore the details of this transaction, its implications for Miles Inc., and the
broader accounting concepts involved. We will also examine how such transactions are recorded in
the company's accounting system, the treatment of prepaid expenses, and the process of expense
recognition as the insurance policy progresses.

Understanding the Insurance Purchase Transaction

The Nature of the Insurance Policy

When Miles Inc. purchases a one-year insurance policy for $800 on February 2, it acquires a coverage
period that extends from February 2 of the current year to February 1 of the following year. The policy
provides protection against specific risks, such as property damage, liability, or other insurable
events, depending on the policy details.

Key points include:

- Coverage Period: February 2 of the current year to February 1 of the next year.
- Cost of Policy: $800 paid upfront.
- Type of Expense: Prepaid expense, as the benefit extends beyond the current accounting period.

Initial Recording of the Insurance Purchase

At the time of purchase, Miles Inc. records the $800 payment as a prepaid asset, recognizing it as a
current asset on the balance sheet. This approach adheres to the matching principle in accounting,
which states that expenses should be recognized in the same period as the related benefits.



The journal entry on February 2 would be:

- Debit: Prepaid Insurance $800
- Credit: Cash $800

This entry reflects that the company has paid cash and now holds an asset that will provide benefit
over the upcoming year.

Accounting Treatment of Prepaid Insurance

Prepaid Expenses and Their Recognition

Prepaid expenses are payments made for goods or services to be received in the future. They are
initially recorded as assets and gradually expensed over the periods in which the benefits are
realized.

In the case of Miles Inc.:

- The prepaid insurance is an asset initially recorded at $800.
- As time passes, the insurance expense is recognized proportionally to the coverage period.

Amortizing the Insurance Expense

Since the insurance policy covers 12 months, the company will recognize an insurance expense each
month that corresponds to the period of coverage.

Monthly insurance expense = Total insurance cost / Number of months
= $800 / 12 ≈ $66.67

The company will record an adjusting journal entry at the end of each month to recognize the
insurance expense incurred during that month.

For example, at the end of February (assuming the company prepares monthly financial statements):

- Debit: Insurance Expense $66.67
- Credit: Prepaid Insurance $66.67

This process continues each month until the policy expires, at which point the prepaid insurance asset
reduces to zero, and total insurance expense equals the initial payment.

Impact on Financial Statements



Balance Sheet Effects

- Initial Purchase: Increases current assets through Prepaid Insurance by $800.
- Over Time: Prepaid Insurance decreases monthly as expenses are recognized.
- At Expiration: Prepaid Insurance reduces to zero, assuming no remaining unamortized balance.

Income Statement Effects

- Insurance Expense is recognized monthly, reducing net income.
- Total insurance expense over the year sums to $800, matching the initial payment.

Key Accounting Principles Involved

Matching Principle

This principle requires that expenses be recognized in the same period as the revenues they help
generate. For insurance, this means spreading the cost over the coverage period rather than
recognizing it all at once.

Historical Cost Principle

The insurance premium is recorded at its purchase cost ($800), reflecting the actual amount paid.

Consistency Principle

Miles Inc. should apply the same method of expense recognition consistently across accounting
periods to ensure comparability.

Additional Considerations and Best Practices

Recording Adjusting Entries

It is essential for Miles Inc. to record monthly (or periodic) adjusting entries to recognize insurance
expense and reduce prepaid insurance accordingly. Failure to do so could overstate assets and
income.



Financial Statement Presentation

- Balance Sheet: Prepaid Insurance as a current asset until fully amortized.
- Income Statement: Insurance Expense accurately reflecting the cost for each period.

Handling Partial Periods or Mid-Year Purchases

If the insurance was purchased mid-year or for a period other than 12 months, the expense
recognition would need to be prorated accordingly.

Conclusion

The transaction on February 2, where Miles Inc. pays $800 for a one-year insurance policy,
exemplifies fundamental accounting concepts related to prepaid expenses and expense recognition.
Proper initial recording as a prepaid asset, followed by systematic monthly expense recognition,
ensures that financial statements accurately reflect the company's financial position and
performance.

Understanding how to account for such prepaid expenses is vital for accountants, financial analysts,
and business owners. It ensures compliance with Generally Accepted Accounting Principles (GAAP)
and provides stakeholders with transparent, reliable financial information. As Miles Inc. continues to
manage its insurance policies and other prepaid expenses, adherence to these principles will support
accurate financial reporting and effective decision-making.
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Frequently Asked Questions

What is the accounting entry for Miles Inc. when purchasing
an $800 one-year insurance policy?
Miles Inc. would debit Prepaid Insurance for $800 and credit Cash for $800 to record the purchase of
the insurance policy.



How should Miles Inc. recognize insurance expense over the
policy period?
Miles Inc. should amortize the prepaid insurance by recording an insurance expense monthly over the
one-year period, typically by adjusting the Prepaid Insurance and Insurance Expense accounts
monthly.

What is the impact on financial statements when Miles Inc.
pays for the insurance policy?
Initially, assets (Prepaid Insurance) increase, and cash decreases. Over time, as the insurance is used,
expenses increase, reducing net income on the income statement.

When will Miles Inc. recognize the insurance expense related
to the policy?
The insurance expense will be recognized gradually each month as the benefit of the policy is used,
typically over the 12 months of coverage.

What is the significance of the insurance policy expiring next
year for Miles Inc.?
Since the policy expires after one year, the prepaid amount should be allocated as an expense over
that period, aligning expense recognition with the period benefited.

How does the prepaid insurance affect the balance sheet at
the end of the accounting period?
At the end of the period, the remaining balance of Prepaid Insurance on the balance sheet will reflect
the unexpired portion of the insurance coverage.

What are the key accounting principles involved in recording
this insurance purchase?
The key principles are the matching principle, which matches expenses with the periods they benefit,
and the consistency principle, which ensures consistent recording of prepaid expenses.

If Miles Inc. prepares monthly financial statements, how
should the insurance expense be recorded each month?
Each month, Miles Inc. should debit Insurance Expense and credit Prepaid Insurance for
approximately $66.67 ($800 divided by 12 months) to reflect the monthly usage of the policy.



Additional Resources
On February 2, Miles Inc. Pays $800 To Purchase A One-year Insurance Policy That Will Expire Next
Year

In the world of corporate risk management, insurance policies serve as vital safeguards against
unforeseen liabilities, accidents, and losses. On February 2, Miles Inc., a mid-sized manufacturing
firm, made a strategic financial decision—paying $800 to secure a one-year insurance policy set to
expire the following year. This seemingly straightforward transaction opens the door to a rich
investigation into the nuances of insurance accounting, the implications for financial reporting, and
the broader significance for corporate risk mitigation strategies.

This article delves into the details of this transaction, analyzing its accounting treatment, strategic
rationale, and the broader context within which such decisions are made. Through a comprehensive
review, we aim to clarify the significance of this insurance purchase and its implications for
stakeholders, including investors, auditors, and management.

---

Understanding the Transaction: The Purchase of
Insurance on February 2

At its core, the transaction involves Miles Inc. paying $800 on February 2 to acquire a one-year
insurance policy that will expire the following year. To contextualize this, consider the key elements:

- Date of Purchase: February 2
- Premium Paid: $800
- Policy Duration: One year
- Expiration Date: Sometime in early February of the following year

This transaction is representative of typical corporate risk management practices, where companies
purchase insurance coverage to protect against operational hazards, legal liabilities, or property
damage.

Questions Arising from the Transaction:

- What is the nature of the insurance coverage?
- How is the $800 premium accounted for in the company's financial statements?
- What are the implications for future periods?
- How does this purchase fit within the company's overall risk management strategy?

---

Accounting for Insurance Premiums: Prepaid Assets vs.



Expense Recognition

One of the critical considerations when analyzing this transaction is how Miles Inc. should recognize
the insurance premium in its financial statements. Generally, accounting standards distinguish
between prepaid expenses and insurance expense based on the period of benefit.

Prepaid Insurance as an Asset

Since the premium paid covers a future period (one year), and the company has not yet received the
full benefit, the $800 payment initially qualifies as a prepaid asset. This asset reflects the company's
right to future insurance coverage.

Accounting Entry on February 2:

- Debit: Prepaid Insurance (Asset) $800
- Credit: Cash $800

This entry records the payment as an asset, which will be amortized over the coverage period.

Expense Recognition Over Time

As time progresses, the company recognizes insurance expense proportionally to the coverage
period. Assuming a straight-line basis:

- Monthly Insurance Expense = $800 / 12 months ≈ $66.67
- The expense is recognized each month as the insurance coverage is 'used up.'

Monthly journal entry:

- Debit: Insurance Expense ≈ $66.67
- Credit: Prepaid Insurance ≈ $66.67

This process continues until the end of the policy period, at which point the prepaid account will be
fully amortized, and the entire premium will have been recognized as expense.

Key Point:
The timing of expense recognition aligns with the matching principle—expenses should be recorded in
the period they are incurred to generate revenue.

---

Strategic Rationale Behind the Insurance Purchase

The decision to purchase insurance reflects both operational needs and strategic considerations:



- Risk Management: Protecting against potential liabilities or damages that could significantly impact
financial health.
- Compliance: Meeting contractual or regulatory requirements that mandate certain insurance
coverages.
- Financial Planning: Locking in coverage at a known cost to facilitate budgeting and predict expenses.
- Stakeholder Assurance: Demonstrating prudent risk management to investors, creditors, and
partners.

By securing a one-year policy at $800, Miles Inc. effectively manages its risk profile while controlling
costs.

---

Implications of the Policy Expiration Next Year

The policy's expiration date—sometime in early February of the following year—has several
implications:

- Renewal Considerations: The company must evaluate whether to renew, adjust, or cancel coverage
based on past claims, changing risk exposures, or cost considerations.
- Financial Impact: The remaining unamortized prepaid amount will be fully expensed by the end of
the policy period, affecting future financial statements.
- Operational Planning: The company must ensure continuous coverage to avoid gaps that could leave
it vulnerable.

Furthermore, understanding the timing of this expense recognition is crucial for accurate financial
reporting, especially in annual audits or stakeholder disclosures.

---

Broader Context: Insurance as a Financial and Risk
Management Tool

This specific transaction exemplifies a common corporate practice, but its significance extends
beyond the immediate transaction. Insurance plays a foundational role in modern business strategy.

Types of Insurance Typically Purchased by Companies

- Property insurance
- Liability insurance
- Workers' compensation
- Business interruption insurance
- Product liability



Each type serves to mitigate specific risks, and the choice depends on the company's operations and
risk appetite.

Financial Reporting Standards and Insurance

- GAAP (Generally Accepted Accounting Principles): Requires that prepaid insurance be recorded as an
asset and expensed systematically over the coverage period.
- IFRS (International Financial Reporting Standards): Similar treatment, emphasizing the matching
principle and proper asset recognition.

Accurate accounting ensures transparency and provides stakeholders with a clear view of the
company's risk management strategies and financial health.

---

Potential Challenges and Risks in Insurance Accounting

While the process appears straightforward, certain challenges can arise:

- Misclassification of Expenses: Failing to properly capitalize and amortize prepaid premiums can
distort financial results.
- Timing Discrepancies: Recognizing expenses too early or too late affects profitability metrics.
- Policy Changes and Cancellations: Mid-term cancellations or adjustments require complex
accounting adjustments.
- Claims and Recoveries: If claims are made or recoveries received, additional accounting entries and
considerations are necessary.

These challenges underscore the importance of diligent accounting practices and internal controls.

---

Conclusion: The Significance of the February 2
Transaction

The purchase of an $800 one-year insurance policy by Miles Inc. on February 2 reflects a strategic and
standard corporate practice rooted in prudent risk management and sound financial reporting. While
the transaction may seem minor in dollar terms, its proper accounting treatment ensures accurate
reflection of the company's financial position and performance.

This case exemplifies the broader principles of matching expenses to periods of benefit, maintaining
transparency for stakeholders, and managing risk proactively. As companies navigate an increasingly
complex landscape of liabilities and regulations, such decisions and their accounting underpin trust
and stability in financial reporting.



In summary, the February 2 insurance purchase is not merely a routine expense but a critical element
in the company's risk mitigation framework, with meaningful implications for its financial health and
stakeholder confidence.
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