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Adjusting entries are a vital part of the accounting cycle, ensuring that financial statements accurately
reflect a company's financial position at the end of an accounting period. Prepaid assets, which represent
payments made in advance for goods or services to be received in the future, require careful attention
during the closing process. As December marks the end of the fiscal year for many organizations, it is
essential to properly adjust prepaid asset accounts to recognize expenses incurred and reduce asset balances
accordingly.

In this comprehensive guide, we will explore the three-step process for adjusting the prepaid asset account
at December across various scenarios. Each case will be broken down systematically, including the nature of
the prepaid asset, the timing of the expense recognition, and specific considerations for each situation.
Whether dealing with insurance, rent, supplies, or other prepaid expenses, understanding this process will
help ensure accurate financial reporting and compliance with accounting standards.

---

Understanding Prepaid Assets and Their Adjustments

What Are Prepaid Assets?
Prepaid assets are payments made in advance for goods or services that will be used or consumed over
time. Common examples include:
- Prepaid insurance premiums
- Prepaid rent
- Prepaid supplies
- Prepaid advertising

Initially, these payments are recorded as assets because they provide future economic benefits. Over time,
as the benefits are realized, the asset decreases, and an expense is recognized.



Why Adjust Prepaid Assets at Year-End?
Adjustments are necessary to:
- Reflect the expenses incurred during the period
- Decrease the prepaid asset balance to show the remaining amount
- Ensure accurate financial statements in accordance with the matching principle
- Comply with generally accepted accounting principles (GAAP)

---

General 3-Step Process for Adjusting Prepaid Asset Accounts
Regardless of the specific case, the adjustment process generally involves three key steps:

Step 1: Determine the Amount of Expense to Recognize
- Review the applicable prepaid asset account.
- Calculate the portion of the asset that has been "used up" or incurred as an expense during the period.
- This often involves prorating the expense based on time elapsed or usage.

Step 2: Record the Adjusting Entry
- Debit the appropriate expense account (e.g., Insurance Expense, Rent Expense).
- Credit the prepaid asset account to reduce its balance accordingly.

Step 3: Verify the Adjustment
- Ensure the adjusted balances accurately reflect the expense incurred.
- Confirm that the remaining balance in the prepaid asset account represents future benefits.
- Cross-check with supporting documentation or schedules.

---

Case 1: Prepaid Insurance Adjustment at December



Scenario Overview
A company pays an annual insurance premium of $12,000 on July 1. The company prepares financial
statements as of December 31. The goal is to adjust the prepaid insurance account to recognize the expense
for the six months (July to December) and determine the remaining prepaid amount.

Step-by-Step Adjustment Process
1. Determine the Expense to Recognize
- Total premium: $12,000
- Coverage period: 12 months
- Monthly insurance expense: $12,000 / 12 = $1,000
- Months elapsed (July to December): 6 months
- Insurance expense for the period: $1,000 x 6 = $6,000

2. Record the Adjusting Entry
- Debit: Insurance Expense $6,000
- Credit: Prepaid Insurance $6,000

3. Verify the Adjustment
- Remaining prepaid insurance: $12,000 - $6,000 = $6,000
- The remaining balance should be $6,000, representing the coverage from January to June of the next
year.

---

Case 2: Prepaid Rent Adjustment at December

Scenario Overview
A business pays $24,000 for a one-year rent on January 1. The company’s fiscal year ends December 31.
The task is to allocate rent expense for the current year and adjust the prepaid rent account.

Step-by-Step Adjustment Process
1. Determine the Expense to Recognize
- Total rent paid: $24,000
- Coverage period: 12 months
- Monthly rent: $24,000 / 12 = $2,000
- Months elapsed (January to December): 12 months



- Rent expense for the year: $2,000 x 12 = $24,000

2. Record the Adjusting Entry
- Debit: Rent Expense $24,000
- Credit: Prepaid Rent $24,000

3. Verify the Adjustment
- Remaining prepaid rent: $24,000 - $24,000 = $0
- The prepaid rent account should now be zero, indicating full utilization.

---

Case 3: Supplies Prepaid Adjustment at December

Scenario Overview
An organization purchases supplies worth $5,000 on November 1. By December 31, it needs to adjust the
supplies expense to reflect usage during these two months.

Step-by-Step Adjustment Process
1. Determine the Expense to Recognize
- Total supplies purchased: $5,000
- Usage period: 2 months (November and December)
- Assume supplies are used evenly over time.
- Supplies used: (2 months / total months supplies are expected to last) – in this case, assuming the supplies
last 6 months.
- Supplies used: $5,000 x (2 / 6) ≈ $1,667

2. Record the Adjusting Entry
- Debit: Supplies Expense $1,667
- Credit: Supplies $1,667

3. Verify the Adjustment
- Remaining supplies: $5,000 - $1,667 ≈ $3,333
- The remaining supplies should be available for future periods.

---



Case 4: Prepaid Advertising Adjustment at December

Scenario Overview
A company prepays $10,000 for advertising services to be delivered over three months starting in
November. The end of the year is December 31, and the adjustment must reflect the advertising expense
incurred in this period.

Step-by-Step Adjustment Process
1. Determine the Expense to Recognize
- Total prepaid advertising: $10,000
- Service period: 3 months (November, December, January)
- Monthly expense: $10,000 / 3 ≈ $3,333
- Expenses incurred in November and December: 2 months x $3,333 ≈ $6,666

2. Record the Adjusting Entry
- Debit: Advertising Expense $6,666
- Credit: Prepaid Advertising $6,666

3. Verify the Adjustment
- Remaining prepaid advertising: $10,000 - $6,666 ≈ $3,334
- This balance relates to services to be received in January.

---

Additional Considerations for Adjustments

Timing and Usage Patterns
- Understand the nature of the prepaid expense and its usage pattern.
- Adjust based on the period that has elapsed and the portion consumed.

Supporting Documentation
- Use contracts, invoices, and schedules to verify calculations.
- Maintain detailed records to support adjustments.



Impact on Financial Statements
- Accurate adjustments affect the balance sheet (asset reduction).
- They also impact the income statement via recognized expenses.

Common Mistakes to Avoid
- Failing to adjust prepaid expenses at year-end.
- Overestimating or underestimating the usage.
- Not reconciling the remaining balances.

---

Conclusion
Properly adjusting prepaid asset accounts at December is essential for accurate financial reporting and
compliance with accounting standards. By following the three-step process—determining the expense
amount, recording the adjusting entry, and verifying the adjustment—businesses can ensure their financial
statements accurately reflect their financial position. Each case, whether dealing with insurance, rent,
supplies, or advertising, requires a tailored approach based on the specific nature of the prepaid expense and
its usage period. Mastery of this process supports transparent financial management and aids stakeholders in
making informed decisions.

Frequently Asked Questions

What is the purpose of following a 3-step process to adjust the prepaid
asset account at December for each case?
The purpose is to accurately recognize the expense for the period, ensure the prepaid asset reflects the
remaining balance, and comply with accounting principles such as matching expenses to revenues.

What are the typical three steps involved in adjusting the prepaid asset
account at December?
The three steps generally include: 1) determining the amount of prepaid expense used during the period,
2) recording the adjusting journal entry to expense that amount, and 3) updating the prepaid asset account
to reflect the remaining balance.



How do you determine the amount to expense in each case when
adjusting the prepaid asset account at December?
You calculate the expense by identifying the portion of the prepaid amount that has been used up during
the period, often based on the time elapsed or usage estimates, and then record that as an expense.

Why is it important to perform these adjustments specifically at
December?
December adjustments are crucial because they ensure that financial statements for the year accurately
reflect expenses incurred and assets remaining, complying with the accrual basis of accounting.

Can you give an example of adjusting a prepaid insurance account at
December using the 3-step process?
Yes. For example, if a $12,000 annual insurance policy is paid in advance, at December, you would: 1)
determine the insurance expense for the year (e.g., 12 months), 2) record an insurance expense of $12,000,
and 3) reduce the prepaid insurance asset by this amount, leaving the remaining balance for future periods.

What common mistakes should be avoided when adjusting prepaid asset
accounts at December?
Common mistakes include not accurately calculating the used portion, failing to update the asset account
properly, and not recording the expense in the correct period, which can lead to misstated financial
statements.

How does following the 3-step process improve the accuracy of financial
reporting at December?
It ensures that expenses are recognized in the correct period and that asset balances are properly adjusted,
leading to more reliable and compliant financial statements.

Additional Resources
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In accounting, managing prepaid assets is a crucial aspect of ensuring accurate financial reporting. Prepaid
assets refer to payments made in advance for goods or services that will be utilized over time, such as
insurance, rent, or subscriptions. At the end of an accounting period, typically December, it is essential to



adjust these accounts to reflect the actual expense incurred during that period. The three-step process for
adjusting prepaid asset accounts provides a systematic approach to achieve this accuracy. This article
explores each case in detail, emphasizing the importance of the adjustment process, the specific steps
involved, and best practices to ensure compliance with accounting standards.

---

Understanding the Prepaid Asset Adjustment Process

Before delving into individual cases, it’s important to understand the general three-step process for
adjusting prepaid assets:

1. Identify the Prepaid Asset and Determine the Relevant Period
This step involves reviewing the prepaid accounts to identify which assets require adjustment, based on
the period ending (December in this case). It requires understanding the nature of the prepaid item and
estimating the portion that pertains to the current period.

2. Calculate the Expense to Be Recognized
Once identified, the next step is to compute the amount of the prepaid asset that has been "used up" or
expired during the period. This calculation often involves prorating the total prepaid amount based on the
time elapsed or usage.

3. Record the Adjusting Entry
Finally, an adjusting journal entry is made to transfer the appropriate amount from the prepaid asset
account to the respective expense account. This ensures that the financial statements accurately reflect
expenses incurred during the period.

---

Case 1: Prepaid Insurance



Scenario Overview
Suppose a company paid $12,000 on December 1 for a one-year insurance policy. As of December 31, the
company needs to adjust its books to reflect the insurance expense for the month of December.

Step 1: Identify the Prepaid Asset and Period
The asset in question is prepaid insurance, initially recorded as a $12,000 asset. Since the policy covers one
year starting December 1, the relevant period for December is just one month.

Step 2: Calculate the Expense
- Total insurance premium: $12,000
- Duration: 12 months
- Monthly expense: $12,000 / 12 = $1,000

For December, the insurance expense is $1,000.

Step 3: Record the Adjusting Entry
- Debit Insurance Expense: $1,000
- Credit Prepaid Insurance: $1,000

This entry reduces the prepaid insurance asset and recognizes the expense for December.

Features, Pros, and Cons
- Features:
- Simple prorated calculation
- Clear matching of expense to period
- Pros:
- Accurate reflection of insurance expense
- Ensures assets are not overstated
- Cons:
- Requires precise timing and calculation
- May need adjustments if policy terms change

---



Case 2: Prepaid Rent

Scenario Overview
A company pays $36,000 on December 1 for a six-month rent in advance. The company needs to adjust its
books as of December 31 to recognize the rent expense for the month.

Step 1: Identify the Prepaid Asset and Period
The prepaid rent account records a $36,000 payment covering December through May. Since it covers six
months, the relevant period for December is just one month.

Step 2: Calculate the Expense
- Total rent: $36,000
- Duration: 6 months
- Monthly rent: $36,000 / 6 = $6,000

For December, the rent expense is $6,000.

Step 3: Record the Adjusting Entry
- Debit Rent Expense: $6,000
- Credit Prepaid Rent: $6,000

This ensures the rent expense for December is properly recognized, and the asset account is decreased
accordingly.

Features, Pros, and Cons
- Features:
- Straightforward monthly allocation
- Reflects expenses accurately over time
- Pros:
- Prevents overstating assets
- Aligns expenses with periods of use
- Cons:
- Assumes equal usage each month; irregular usage may require different calculations
- Needs careful record-keeping



---

Case 3: Prepaid Subscriptions

Scenario Overview
A company pays $2,400 on December 1 for a one-year subscription to a professional journal. As of December
31, the company must adjust the accounts to reflect the subscription expense for December.

Step 1: Identify the Prepaid Asset and Period
The prepaid subscription is recorded as an asset of $2,400, covering 12 months. The relevant period is
December, representing one-twelfth of the total.

Step 2: Calculate the Expense
- Total subscription cost: $2,400
- Duration: 12 months
- Monthly expense: $2,400 / 12 = $200

For December, the subscription expense is $200.

Step 3: Record the Adjusting Entry
- Debit Subscription Expense: $200
- Credit Prepaid Subscription: $200

This recognizes the expense for the month of December, reducing the prepaid asset accordingly.

Features, Pros, and Cons
- Features:
- Monthly proration based on contract terms
- Easy to adjust for ongoing subscriptions
- Pros:
- Ensures expenses match period of use
- Maintains accurate asset balances
- Cons:



- Requires tracking of usage periods
- May need adjustments if subscription terms change

---

Case 4: Prepaid Maintenance Contracts

Scenario Overview
A company pays $24,000 on December 1 for a 12-month maintenance contract. The company needs to
adjust the account at December 31 for the month of December.

Step 1: Identify the Prepaid Asset and Period
The prepaid maintenance contract of $24,000 covers 12 months. December's portion is one-twelfth of the
total.

Step 2: Calculate the Expense
- Total contract: $24,000
- Duration: 12 months
- Monthly expense: $24,000 / 12 = $2,000

The maintenance expense for December is $2,000.

Step 3: Record the Adjusting Entry
- Debit Maintenance Expense: $2,000
- Credit Prepaid Maintenance: $2,000

This adjustment ensures expenses are recognized when incurred, not when paid.

Features, Pros, and Cons
- Features:
- Straightforward monthly allocation
- Supports accurate expense recognition
- Pros:



- Prevents overstated prepaid assets
- Ensures expenses are matched with the period
- Cons:
- Assumes evenly distributed usage
- Needs periodic review for contract changes

---

Best Practices for Adjusting Prepaid Assets

- Regular Review: Periodically review prepaid accounts to ensure adjustments are made timely and
accurately.
- Documentation: Maintain detailed records of payment dates, terms, and durations to facilitate precise
calculations.
- Consistent Methodology: Use consistent prorating methods across different prepaid accounts to ensure
comparability.
- Automation: Leverage accounting software to automate some of the calculations and adjustments, reducing
errors.
- Periodic Reconciliation: Reconcile prepaid accounts regularly with supporting documentation to verify
accuracy.

---

Conclusion

The process of adjusting prepaid assets at December involves a clear understanding of the nature of each
prepaid item, precise calculation of the expense to be recognized, and accurate journal entries to reflect the
true financial position. By following the three-step process—identification, calculation, and
recording—businesses can maintain compliance with accounting standards and ensure their financial
statements portray an accurate picture of their financial health. Whether dealing with insurance, rent,
subscriptions, or maintenance contracts, these adjustments are vital for proper period matching and asset
management. Proper implementation of these procedures enhances the reliability of financial reporting and
aids in sound decision-making.

---

Embracing the systematic approach to adjusting prepaid asset accounts ensures that all expenses are
recognized in the correct period, thereby providing stakeholders with trustworthy financial information.



For Each Separate Case Below Follow The 3 Step Process For
Adjusting The Prepaid Asset Account At December

For Each Separate Case Below Follow The 3 Step Process For Adjusting The Prepaid Asset Account
At December

Related Articles
Statement Of Cost Of Goods Manufactured From Percent Relationships Information About
NuWay Products Company
The Following Image Is A Food Web In An Aquatic Ecosystem. What Two Possible
Consequences Will An Increased
It Takes The Average High School Swimmer 5 Minutes And 30 Seconds To Swim 500 Yards.
How Fast Is An Average

Back to Home

https://sip.evo9x.com/ma42/for-each-separate-case-below-follow-the-3-step-process-for-adjusting-the-prepaid-asset-account-at-december.pdf
https://sip.evo9x.com/ma42/for-each-separate-case-below-follow-the-3-step-process-for-adjusting-the-prepaid-asset-account-at-december.pdf
https://sip.evo9x.com/ma42/statement-of-cost-of-goods-manufactured-from-percent-relationships-information-about-nuway-products-company.pdf
https://sip.evo9x.com/ma42/statement-of-cost-of-goods-manufactured-from-percent-relationships-information-about-nuway-products-company.pdf
https://sip.evo9x.com/ma42/the-following-image-is-a-food-web-in-an-aquatic-ecosystem-what-two-possible-consequences-will-an-increased.pdf
https://sip.evo9x.com/ma42/the-following-image-is-a-food-web-in-an-aquatic-ecosystem-what-two-possible-consequences-will-an-increased.pdf
https://sip.evo9x.com/ma42/it-takes-the-average-high-school-swimmer-5-minutes-and-30-seconds-to-swim-500-yards-how-fast-is-an-average.pdf
https://sip.evo9x.com/ma42/it-takes-the-average-high-school-swimmer-5-minutes-and-30-seconds-to-swim-500-yards-how-fast-is-an-average.pdf
https://sip.evo9x.com

