
Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Chapter 

Overview 
Accounting for Accruals, Deferrals, and Reversing Entries: Chapter Objectives 

 

Learning Objectives 

After studying Chapter 21, in addition to defining key terms, you will be able to: 

 LO1 Record the reversing entry for accrued revenue. 

 LO2 Record an entry to receive payment on a note receivable with accrued interest. 

 LO3 Calculate accrued interest expense. 

 LO4 Record the adjusting entry for an accrued expense. 

 LO5 Record the reversing entry for an accrued expense. 

 LO6 Record an entry to pay an installment on a note payable with accrued interest. 

 LO7 Record an entry to receive cash on deferred revenue. 

 LO8 Calculate the amount and record the entry for deferred revenue when earned. 

 LO9 Record an entry to pay cash on a deferred expense. 

 LO10 Calculate the amount and record the entry for a deferred expense when incurred. 

 

Accounting for Accruals, Deferrals, and Reversing Entries: Accounting in the Real World 

 

 USA Today 

 

You've probably heard someone ask, “Did you read USA Today today?” USA Today is a national newspaper with an 

average daily circulation of over 1.8 million, not including online subscriptions. USA Today is published Monday through 

Friday. It is known for color-coding its four sections: News (blue), Money (green), Sports (red), and Life (purple). 

 

USA Today has two major sources of revenue: advertising and subscriptions. Both kinds of revenue are collected in 

advance. USA Today collects fees for advertising before the advertisements appear. Customers pay subscriptions for 

paper delivery or online editions as much as a year in advance. Receiving these fees does not, however, mean that USA 

Today can record the amounts as current revenue. 

 

In accordance with GAAP, advertising fees are recorded as revenue when the advertising is printed or placed on a 

website. In the same manner, subscription fees are recorded as revenue when purchased newspapers are delivered. 

When preparing financial statements, accountants at USA Today must analyze the money collected from advertising and 

subscriptions to determine what amount should be recorded as revenue. 

Critical Thinking 

 

1. Suppose you purchase a $150 annual subscription to USA Today on November 1. How much should USA Today 

recognize as revenue on its December financial statements? 

2. Would your answer to question 1 differ if the customer selected online delivery of USA Today? 

 

 Accounting for Accruals, Deferrals, and Reversing Entries: Key Terms 

 

 accrual 

 deferral 

 reversing entry 

 accrued expenses 

 accrued interest expense 

 deferred revenue 

 deferred 

 expenses 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Lesson 21-1: Accruals  



Lesson 21-1: Accruals  

 

 LO1 Record the reversing entry for accrued revenue. 

 LO2 Record an entry to receive payment on a note receivable with accrued interest. 

 LO3 Calculate accrued interest expense. 

 LO4 Record the adjusting entry for an accrued expense. 

 LO5 Record the reversing entry for an accrued expense. 

 LO6 Record an entry to pay an installment on a note payable with accrued interest. 

Accruals and Deferrals 

 

Generally accepted accounting principles (GAAP) require that revenue and expenses be recorded in the accounting 

period in which revenue is earned and expenses are incurred. [CONCEPT: Matching Expenses with Revenue] However, 

some revenues, such as interest income, are earned each day but are recorded only when the interest is actually 

received. Likewise, some expenses may be incurred before they are actually paid. For example, a note payable incurs 

interest expense each day the note is outstanding, but the interest may not be paid until the note's maturity date. An 

entry recording revenue before the cash is received, or an expense before the cash is paid, is called an accrual . An 

accrual can be illustrated as follows: 

 
Some revenues, such as rental income, are received before they are earned. Some expenses, such as rent expense, are 

paid before they are incurred. An entry recording the receipt of cash before the related revenue is earned, or payment 

of cash before the related expense is incurred, is called a deferral . A deferral can be illustrated as follows: 

 

  
 

Reversing Entry for Accrued Interest Income LO1 

 

In Chapter 15, ThreeGreen Products, Inc., made an adjusting entry to record accrued interest income. Sun Treasures 

makes a similar entry for accrued interest income. On December 31, Sun Treasures has one note receivable on hand, a 



90-day, 7%, $15,000.00 note dated November 1. Accrued interest on this note is $175.00. Interest Receivable is debited, 

and Interest Income is credited for this amount, as shown above. 

 

  

 
On December 31, Interest Income is closed as part of the regular closing entry for income statement accounts with 

credit balances. Interest Income is debited for $2,512.80 to reduce the account balance to zero. 

 

  

 
Adjusting entries for accrued revenues have an effect on transactions that will be recorded in the following fiscal period. 

On the maturity date of the outstanding 90-day note receivable, Sun Treasures will receive interest of $262.50. 

 

However, an adjusting entry was made to record the amount of interest earned last year, $175.00. Thus, $175.00 of the 

$262.50 total interest income has already been recorded as revenue. The remaining $87.50 of the $262.50 total interest 

will be earned during the current fiscal period. 

 

It is not convenient to determine how much, if any, of cash received from notes receivable relates to interest accrued 

during the prior fiscal period. To avoid this inconvenience, an entry is made at the beginning of the new fiscal period to 

reverse the adjusting entry. An entry made at the beginning of one fiscal period to reverse an adjusting entry made in 

the previous fiscal period is called a reversing entry . 

 

The reversing entry is the opposite of the adjusting entry. The entry creates a debit balance of $175.00 in Interest 

Income. A debit balance is the opposite of the normal balance of Interest Income. When the full amount of interest is 

received, the $262.50 will be credited to Interest Income, resulting in an $87.50 credit balance ($262.50 credit – $175.00 

debit), the amount of interest earned in the new year. 



 

The reversing entry reduced the balance in Interest Receivable to zero. When the interest is received, no entry will be 

made to Interest Receivable. Instead, the total amount of interest received will be credited to Interest Income. 

 

Reversing an Adjusting Entry for Accrued Interest Income 

 

1 Write the heading, Reversing Entries, in the middle of the general journal's Account Title column. This heading explains 

all the reversing entries that follow. There is no source document. 

 

2 Record a debit, $175.00, to Interest Income. 

 

3 Record a credit, $175.00, to Interest Receivable. 

 

Collecting a Note Receivable with Accrued Interest LO2 

 

 

 
On January 30, Sun Treasures received the maturity value of the only note receivable on hand on December 31, the end 

of the previous fiscal year. 

 

January 30. Received cash for the maturity value of a 90-day, 7% note: principal, $15,000.00, plus interest, $262.50; 

total, $15,262.50. Receipt No. 948. 

 

 

The total interest, $262.50, was earned during two fiscal periods—

$175.00 during the previous fiscal period and $87.50 during the 

current fiscal period. The reversing entry created a $175.00 debit 

balance in Interest Income. After the $262.50 credit is posted, 

Interest Income has a credit balance of $87.50, the amount of 

interest earned during the current fiscal period. After the $15,000.00 

credit is posted, Notes Receivable has a zero balance. 

 

 

 

 

 

Collecting a Note Receivable with Accrued Interest 

 



1 Record a credit to Notes Receivable in the General Credit column of the cash receipts journal for the principal of the 

note, $15,000.00. 

 

2 Record a credit to Interest Income in the General Credit column for the total interest, $262.50. 

 

3 Record a debit in the Cash Debit column for the maturity value of the note, $15,262.50. 

 

  

Analyzing an Adjustment for Accrued Interest Expense LO3, 4 

 

  

 
  

 
Expenses incurred in one fiscal period, but not paid until a later fiscal period, are called accrued expenses . At the end of 

a fiscal period, an accrued expense is recorded by an adjusting entry. [CONCEPT: Matching Expenses with Revenue] The 

adjusting entry increases an expense account. The adjusting entry also increases a payable account. 

 

Interest incurred but not yet paid is called accrued interest expense . On December 31, Sun Treasures has one long-term 

note payable outstanding. On April 1, Sun Treasures signed a five-year, 8.0% note payable for $120,000. The terms of 

the note state that Sun Treasures must make a payment of $2,433.17 on the first of each month. The payment is first 

applied to the interest for the prior month. Any additional amount reduces the principal of the note. The balance of the 



note after the December 31 payment is $106,625.67. On December 31, Sun Treasures owes 30 days of accrued interest 

expense and must make an adjusting entry for this amount. 

 

  
 

Before the adjusting entry is made, Interest Expense has a balance of $17,636.26, which represents the interest expense 

incurred throughout the year on all other debt. In the adjusting entry, Interest Expense is debited for $710.84 to show 

the increase in the balance of this Other Expense account. The credit to Interest Payable creates a $710.84 account 

balance that represents the interest owed on December 31 that will be paid in the next fiscal period, on January 1, 20X2. 

 

After posting, Interest Payable has a credit balance of $710.84 and will appear on the December 31 balance sheet as a 

current liability. This credit balance is the accrued interest expense incurred but not yet paid at the end of the year. The 

new balance of Interest Expense, $18,347.10, is the total amount of interest expense incurred during the fiscal period 

and will appear on the income statement for the year ended December 31 as an Other Expense. 

 

 

Recording an Adjusting Entry for Accrued Interest Expense 

 

1 Record a debit, $710.84, to Interest Expense. 

 

2 Record a credit, $710.84, to Interest Payable. 

 

  
 

 The Interest Payable account appears in the Current Liabilities section of the balance sheet. The Interest Expense 

account appears in the Other Expenses section of the income statement. 

 

Reversing Entry for Accrued Interest Expense LO5 

 

  



 
 

On December 31, Interest Expense is closed as part of the regular closing entries. Interest Expense is credited for 

$18,347.10 to reduce the account balance to zero. After the closing entry is posted, the Interest Expense account is 

closed. 

 
Adjusting entries for accrued expenses have an effect on transactions to be recorded in the following fiscal period. For 

example, on January 1, Sun Treasures will pay the monthly payment which will decrease the principal balance and pay 

the interest of $710.84. 

 

However, an adjusting entry was made to record the amount of accrued interest expense last year, $710.84. Thus, the 

total interest expense was incurred and recorded in the previous year. 

 

Having to remember that the cash paid for interest is for accrued interest expense is an inconvenience. To avoid the 

inconvenience, a reversing entry is made at the beginning of the new fiscal period. 

 

The reversing entry is the opposite of the adjusting entry. The entry creates a credit balance of $710.84 in Interest 

Expense. A credit balance is the opposite of the normal balance of the Interest Expense account. When the interest is 

paid, $710.84 will be debited to Interest Expense. The account will then have a zero balance. 

 

The reversing entry to Interest Payable reduces that account to a zero balance. Thus, when the interest is paid, no debit 

entry will be required to recognize payment of the balance of Interest Payable. The total amount of interest paid will be 

debited to Interest Expense. 

 

Reversing an Adjusting Entry for Accrued Interest Expense 

 

1 Record a debit, $710.84, to Interest Payable in the general journal. 



 

2 Record a credit, $710.84, to Interest Expense. 

 

Effect of Not Using Reversing Entries 

 

Reversing entries are not required in accounting. A company can choose to use reversing entries or not. If Sun Treasures 

did not use a reversing entry for accrued interest expense, there is a possibility that the interest could be reported twice. 

The $710.84 amount is recorded once as an adjusting entry to Interest Expense in the previous fiscal period. The amount 

could be recorded a second time as a debit to Interest Expense in the current fiscal period when the note is paid. The 

double charge will be avoided only if accounting personnel remember that the interest chargeable to the previous fiscal 

period should be recorded as a debit to Interest Payable, not to Interest Expense. In large companies with hundreds of 

accounts, making sure that these double charges do not occur can be difficult. 

 

Companies that choose to use reversing entries do not want to force their accountants to have to go back and check 

prior entries when notes are paid or received in the next period. Like other companies that use reversing entries, Sun 

Treasures records a reversing entry whenever an adjusting entry creates a balance in an asset or a liability account that 

initially had a zero balance. 

 

Paying an Installment Note Payable with Accrued Interest LO6 

 

  

 
 

January 1. Paid cash for the monthly payment on the long-term note payable: principal, $1,722.33, plus interest, 

$710.84; total, $2,433.17. Check No. 895. 

 

Sun Treasures is required to make monthly cash payments of $2,433.17. The difference between the total cash paid and 

the amount of interest expense is the amount by which the principal is reduced. The principal balance of the notes 

payable will be reduced $1,722.33 by the January 1 payment. 

 

  
 

The total interest, $710.84, was incurred during the previous fiscal period. The reversing entry created a $710.84 credit 

balance in Interest Expense. After the $710.84 debit is recorded, Interest Expense has a zero balance. 

 



Not all notes payable require a monthly payment, which covers interest expense for the month plus a reduction in 

principal. Some notes payable are paid in full on the maturity date of the note. If the maturity date is in a different fiscal 

period than when the note was signed, an adjusting entry is required at the end of the fiscal period to record accrued 

interest expense. The accrued interest expense would cover the number of days between the issue date of the note and 

the end of the period. The reversing entry and the entry to show the payment of the maturity value would be the same 

as the note payable illustrated in this lesson. 

 

Paying an Installment Note Payable with Accrued Interest 

 

1 Record a debit to Long-term Notes Payable in the General Debit column for the reduction of principal, $1,722.33. 

 

2 Record a debit to Interest Expense in the General Debit column for the total interest, $710.84. 

 

3 Record a credit to Cash in the Cash Credit column for the monthly payment amount, $2,433.17. 

 

Analyzing Accruals 

 

The adjusting entries for accrued revenue and accrued expenses must be recorded at the end of a fiscal period in order 

for the financial statements to be accurate. Each accrual entry affects a balance sheet account and an income statement 

account. If an accrual entry is not recorded, both the balance sheet and the income statement will be incorrect. 

 

Since accrual entries do not involve an outside business or customer, Sun Treasures must remember to record these 

entries. When determining its accrued revenue, Sun Treasures must include all forms of revenue earned but not yet 

received. This lesson illustrated accrued interest income. There are many other forms of accrued revenue. A utility 

company that bills its customers in January for utilities it supplied in December records an entry for estimated revenue 

earned in December even though the cash will not be received until January. Some rental agreements allow the renter 

to pay in the following month. The company renting the property must record rent earned in December even though the 

cash will not be received until January. 

 

In a similar manner, when determining its accrued expenses, Sun Treasures must include all forms of expenses incurred 

but not yet paid. This lesson illustrated accrued interest expense. There are many other forms of accrued expenses. 

Payroll is an accrued expense for many companies. If a company pays its employees two weeks after the end of a payroll 

period, on December 31, that company will owe two weeks of wages. An accrued expense must be recorded. If a renter 

is allowed to pay December rent on January 15, the renter must record an accrued expense for the December rent 

incurred but not yet paid. 

 

The adjusting entry for accrued interest income affects both the income statement and the balance sheet. The income 

statement will report all income for the period even though some of the income has not yet been received. The balance 

sheet will report all assets, including the accrued income receivable. 

 

The adjusting entry for accrued interest expense affects both the income statement and the balance sheet. The income 

statement will report all expenses for the period even though some of the expenses have not yet been paid. The balance 

sheet will report all liabilities, including the accrued expenses payable. [CONCEPT: Adequate Disclosure] 

 

End of Lesson Review 

 

 LO1 Record the reversing entry for accrued revenue. 

 LO2 Record an entry to receive payment on a note receivable with accrued interest. 

 LO3 Calculate accrued interest expense. 



 LO4 Record the adjusting entry for an accrued expense. 

 LO5 Record the reversing entry for an accrued expense. 

 LO6 Record an entry to pay an installment on a note payable with accrued interest. 

Terms Review 

 accrual 

 deferral 

 reversing entry 

 accrued expenses 

 accrued interest 

 expense 

 

Audit Your Understanding 

 

1. Which accounting concept is being applied when an adjusting entry is made at the end of the fiscal period to 

record accrued revenue? 

2. Why does a business use reversing entries as part of its procedures for accounting for accrued interest expense? 

 

Work Together 21-1 

 

Journalizing entries for accruals 

 

Accounting forms and a partial unadjusted trial balance for Kufas Corporation are given in the Working Papers. After 

each journal entry, update the T accounts given in the Working Papers. Your instructor will guide you through the 

following examples. 

 

On December 31, 20X1, Kufas Corporation has one note receivable outstanding, a 120-day, 6%, $10,000.00 note dated 

November 16, and one note payable outstanding, a 90-day, 6%, $12,000.00 note dated December 1. 

 

1. Journalize the adjusting entries for accrued interest income and accrued interest expense on December 31. Use 

page 14 of a general journal. 

2. Journalize the closing entries for interest income and interest expense using page 14 of a general journal. 

3. Journalize the January 1, 20X2, reversing entries for accrued interest income and accrued interest expense on 

page 15 of a general journal. 

4. Journalize the payment of cash for the maturity value of the note payable on March 1, 20X2. Check No. 478. Use 

page 25 of a cash payments journal. 

5. Journalize the receipt of cash for the maturity value of the note receivable on March 16, 20X2. Receipt No. 278. 

Use page 16 of a cash receipts journal. 

6. List the amount of interest income from this note receivable that will be shown on the income statements for 

20X1 and 20X2. 

7. List the amount of interest expense from this note payable that will be shown on the income statements for 

20X1 and 20X2. 

 

On Your Own 21-1 

 

Journalizing entries for accruals 

 

Accounting forms and a partial unadjusted trial balance for Craven, Inc., are given in the Working Papers. After each 

journal entry, update the T accounts given in the Working Papers. Work this problem independently. 

 

On December 31, 20X1, Craven, Inc., has one note receivable outstanding, a 90-day, 10%, $12,000.00 note dated 

December 1, and one note payable outstanding, a 180-day, 5%, $20,000.00 note dated October 17. 



 

1. Journalize the adjusting entries for accrued interest income and accrued interest expense on December 31. Use 

page 14 of a general journal. 

2. Journalize the closing entries for interest income and interest expense using page 14 of a general journal. 
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5. Journalize the January 1, 20X2, reversing entries for accrued interest income and accrued interest expense on 

page 15 of a general journal. 

6. Journalize the receipt of cash for the maturity value of the note receivable on March 1, 20X2. Receipt No. 241. 

Use page 19 of a cash receipts journal. 

7. Journalize the payment of cash for the maturity value of the note payable on April 15, Check No. 512. Use page 

30 of a cash payments journal. 

8. List the amount of interest income from this note receivable that will be shown on the income statements for 

20X1 and 20X2. 

9. List the amount of interest expense from this note payable that will be shown on the income statements for 

20X1 and 20X2. 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Ethics in Action: Guarding Intellectual Property  

 

Ethics in Action: Guarding Intellectual Property 

 

Instructions 

 

 Ethics in Action: Guarding Intellectual Property 

 

©LUCA DI FILIPPO, ISTOCK  View PDF 

 

Is it ethical to use file-sharing software to download music from the Internet? Is it ethical to purchase a DVD that you 

know has been pirated? If you purchase software that allows for three installations, is it ethical to install the software on 

a friend's computer? 

 

Anything, or any process, that is protected by patent, trademark, or copyright is called intellectual property. Music, 

videos, and computer software are examples of intellectual property. The individual or business that creates intellectual 

property retains the exclusive right to control the use of the property. The authorized use is stated in the terms of 

service, often called the terms of use. When installing computer software, the consumer must agree to the terms of 

service to proceed with the installation. Violating the terms of service, including the sharing or purchasing of 

unauthorized copies, is illegal. 

 

Businesses recognize the need to comply with the licensing agreements of computer software. Many companies address 

this issue in their code of conduct. 

Instructions 

 

Do an Internet search to access “Everyday Values,” the code of conduct for Harley-Davidson, Inc. What guidance does 

Harley-Davidson provide its employees about copying software for both business and personal use? 

 

Careers in Accounting 

 

Activity 

Jonathon Lopez 



ACCOUNTING INSTRUCTOR 

 

Jonathon Lopez is an accounting instructor at Forest Valley High School. Jonathon always wanted to be a high school 

teacher. He enjoyed taking accounting in high school and continued studying business in college. 

 

As a secondary teacher, Mr. Lopez develops daily lesson plans and prepares materials for classroom activities. He 

presents accounting concepts via lectures, discussions, and demonstrations. He also guides students through activities 

and helps students as they independently complete problems and assignments. Mr. Lopez evaluates his students' 

growing knowledge of accounting and adjusts his teaching as necessary. Other tasks include grading assignments, 

administering and grading tests, assigning grades for reporting purposes, coordinating fund-raising activities, and serving 

as advisor to the Business Professionals of America Club. 

 

Forest Valley School is publically supported, so Mr. Lopez is required by his local administration and by state and federal 

law to maintain accurate student records. He must plan his teaching so that students fulfill stated objectives for each 

course he teaches. In addition, he is responsible for establishing and enforcing rules for student behavior and 

maintaining a good learning environment. 

 

The accounting classroom has an interactive white board and other up-to-date technology. To complete their accounting 

assignments, students use spreadsheet and accounting software as well as the Internet. Mr. Lopez has been trained on 

all the technology used in his classroom. 

 

Mr. Lopez teaches both first-year and advanced accounting. He works with local two- and four-year colleges so that 

when his advanced students finish the course they are allowed to take a college-level test. If the student passes the test, 

he or she receives college credit for the course. 

 

To keep himself up to date in the accounting field, Mr. Lopez attends conferences and seminars. He can learn about new 

accounting rules, discover new resource materials for teaching, and interact with other teachers to exchange ideas. 

 

All members of the Forest Valley High School faculty serve on a school-wide committee and chaperone various student 

activities. Mr. Lopez also meets with parents for conferences and communicates with parents via e-mail and phone. 

 

Salary Range: The national median range for a secondary teacher in vocational education is $53,000. However, individual 

salaries vary greatly. Salaries are dependent on local school contracts, level of education completed, and years of 

teaching experience. 

 

Qualifications: Most states require a four-year bachelor's degree in order to be certified to teach, but there are 

exceptions to this standard. In order to teach business courses, most degree programs require extensive coursework in 

the business area. In addition, most states require continuing education units in order to renew a state teaching license. 

 

Occupational Outlook: The growth for secondary vocational educators is projected to be average (7 to 13% for the 

period from 2008 to 2018). 

 

Activity 

 

1. Use the Internet to research the qualifications required in your state to be a secondary teacher. Write a one-

page report summarizing your findings. 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Why Accounting? Government's Role in 

Regulating Accounting Practices  
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Why Accounting?: Governments Role in Regulating Accounting Practices 

 

Government, both federal and state, plays a very important role in the regulation of the field of accounting. From the 

establishment of GAAP to the criteria for becoming a CPA, federal and/or state laws must be followed. It is critical that 

lawmakers and policy setters have an understanding of accounting in order to make laws that enable the desired 

outcome. 

 

   Sometimes laws are a result of an event that had a tremendous impact on society. The Securities Act of 1933 was the 

first federal legislation to regulate the offer and sale of securities. The Securities Exchange Act of 1934 established the 

Securities and Exchange Commission. Both of these acts were enacted in response to the stock market crash of 1929. 

The Sarbanes-Oxley Act of 2002 (SOX) set new standards for boards of directors, company management, and public 

accounting firms. The law was enacted in direct response to a number of major accounting scandals. SOX addresses 

many issues including auditor independence, internal control, and financial disclosure. It is the intent of the government 

that these laws will prevent stock market crashes and accounting scandals in the future. 

Critical Thinking 

 

  

  Research either the Securities Act of 1933, the Securities Exchange Act of 1934, or the Sarbanes-Oxley Act of 2002 and 

do the following: 

 

1. Formulate questions to analyze the event that led to the formation of the law. 

2. Gather and list relevant sources of information to answer the questions. 

3. Determine the reliability of the sources. 

4. Present an oral or written report stating how the law serves to prevent the same event from happening in the 

future. 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Lesson 21-2: 

Deferrals 
Lesson 21-2: Deferrals  

 LO7 Record an entry to receive cash on deferred revenue. 

 LO8 Calculate the amount and record the entry for deferred revenue when earned. 

 LO9 Record an entry to pay cash on a deferred expense. 

 LO10 Calculate the amount and record the entry for a deferred expense when incurred. 

 

Recording Revenue Received in Advance LO7 

 

 
  



Sun Treasures rents its store space. The lease 

allows Sun Treasures to sublease extra space. In 

November, Sun Treasures signs an agreement to 

sublease a portion of the store space to Cones N 

More, an ice cream business. 

 

November 1. Received cash for three months' 

rent in advance, $4,500.00. Receipt No. 905. 

 

Sun Treasures has received cash, but has not yet 

earned income. Cash received for goods or 

services which have not yet been provided is 

called deferred revenue . Deferred revenue is 

sometimes called unearned revenue. Deferred 

revenue is a liability until the services have been 

provided. Sun Treasures has incurred a liability to 

provide store space to Cones N More. Therefore, 

a liability account, Unearned Rent Income, is used to record the cash received in advance. Unearned Rent Income is a 

liability account with a normal credit balance. It is increased by a credit and decreased by a debit. 

 

Recording Revenue Received in Advance 

 

1 Record a debit to Cash in the Cash Debit column of the cash receipts journal for the cash received, $4,500.00. 

 

2 Record a credit to Unearned Rent Income in the General Credit column for the total liability, $4,500.00. 

 

Recording Adjusting Entry for Deferred Revenue Earned LO8 

 

 

 
Sun Treasures will earn rent income each day that it allows Cones N More to use its store space. It is not practical to 

record this revenue every day. However, any rent income earned by the end of the fiscal period must be shown on the 

financial statements. Therefore, Sun Treasures makes an adjusting entry on December 31 to show how much rent 

income has been earned to date. Sun Treasures has earned two months' rent and must make an adjusting entry for this 

amount. 

 



  

  
 

 

 
  

 

Sun Treasures will record this income in a separate 

income account, Rent Income. Rent Income increases 

with a credit and decreases with a debit. Unearned 

Rent Income is debited for $3,000.00 to reduce this 

liability account by the amount of rent income earned. 

Rent Income is credited for the same amount, 

$3,000.00. 

 

After this entry is posted, Unearned Rent Income will 

have a balance of $1,500.00, which represents one 

month of rent that is still unearned. Because this entry 

does not establish a balance in a payable or receivable 

account, no reversing entry will be necessary. 

 

 

 

Recording the Adjusting Entry for Deferred Revenue Earned 

 

1 Record a debit, $3,000.00, to Unearned Rent Income in the general journal. 

 

2 Record a credit, $3,000.00, to Rent Income. 

 

      

     When cash is received before the related revenue has been earned, the revenue must be deferred until it is earned. 

 

Recording an Expense Paid in Advance LO9 

 

  

  



 

When Cones N More paid $4,500.00 to Sun 

Treasures for three months' rent in advance, it was 

deferred revenue for Sun Treasures. This required 

Sun Treasures to record the amount initially as a 

liability and to defer calling it income until it was 

earned. Cones N More also records an entry for the 

transaction. 

 

November 1. Paid cash for three months' rent in 

advance, $4,500.00. Check No. 231. 

 

Cones N More will eventually record the rent as an 

expense. But the rent is not an expense at the time 

of payment because the expense will be incurred 

over the three-month period. Payments for goods 

or services which have not yet been received are 

called deferred expenses . Deferred expenses are often listed as prepaid expenses (see page 163). Deferred expenses 

are assets until the services have been received. Therefore, Cones N More records an asset, Prepaid Rent, at the time 

the rent is paid. Prepaid Rent is increased on the debit side and decreased on the credit side. 

 

Recording an Expense Paid in Advance 

 

1 Record a debit to Prepaid Rent in the General Debit column of the cash payments journal for the rent paid in advance, 

$4,500.00. 

 

2 Record a credit to Cash in the Cash Credit column for the cash paid, $4,500.00. 

 

Recording Adjusting Entry for Deferred Expenses Incurred LO10 

 

 

Cones N More will incur rent expense each day it is allowed to use store space. It is not practical to record this expense 

every day. However, any rent expense incurred by the end of the fiscal period must be shown on the financial 

statements. Therefore, Cones N More makes an adjusting entry on December 31 to show how much rent expense has 

been incurred to date. Cones N More has used two months' rent and must make an adjusting entry for this amount. 



 

  
 

  

 
 

  

 

Cones N More will record this adjustment in the 

expense account, Rent Expense. Rent Expense is 

debited for $3,000.00 to show the amount of this 

adjustment for November and December. Prepaid 

Rent is credited for $3,000.00 to reduce this asset 

by the amount of rent expense incurred. 

 

After this entry is posted, Prepaid Rent will have a 

balance of $1,500.00, which represents one month 

of rent that is still prepaid. Because this entry does not establish a balance in a payable or receivable account, no 

reversing entry will be necessary. 

 

Recording the Adjusting Entry for Deferred Expenses Incurred 

 

1 Record a debit, $3,000.00, to Rent Expense in the general journal. 

 

2 Record a credit, $3,000.00, to Prepaid Rent. 

      

 When cash is paid in advance for a future expense, the expense is deferred until it is actually incurred. 

 

Analyzing Deferrals 

 

The adjusting entries for deferred revenue and deferred expenses must be recorded at the end of a fiscal period in order 

for the financial statements to be accurate. Each entry for a deferral affects a balance sheet account and an income 

statement account. If a deferral entry is not recorded, both the balance sheet and the income statement will be 

incorrect. 

 

Since deferral entries do not involve an outside business or customer, the company must remember to record these 

entries. When determining its deferred revenue, Sun Treasures must include all forms of revenue that were paid for 

previously and have now been earned. While this lesson illustrated deferred rent revenue, there are many other kinds of 

deferred revenue. For example, a law firm that is retained by a business for legal services for one year, paid in advance, 

has deferred revenue. A magazine publisher who receives payment for a one-year subscription must record the receipt 

as deferred revenue until the magazines are issued. 

 



In a similar manner, when determining its deferred expenses, Cones N More must include all forms of prepaid expenses. 

This lesson illustrated prepaid rent. Other forms of deferred expenses include supplies and prepaid insurance, which 

were discussed in Chapters 6 and 15. 

 

End of Lesson Review 

 

 LO7 Record an entry to receive cash on deferred revenue. 

 LO8 Calculate the amount and record the entry for deferred revenue when earned. 

 LO9 Record an entry to pay cash on a deferred expense. 

 LO10 Calculate the amount and record the entry for a deferred expense when incurred. 

Terms Review 

 deferred revenue 

 deferred expenses 

 

Audit Your Understanding 

 

1. When a business receives cash for services that will be performed in the future, what type of account is 

credited? 

2. The adjusting entry for deferred expenses that have now been incurred includes a debit to what type of 

account? 

 

Work Together 21-2 

 

Journalizing entries for deferrals 

 

The appropriate accounting forms are given in the Working Papers. After each journal entry, update the T accounts 

given in the Working Papers. Your instructor will guide you through the following examples. 

 

1. Journalize the following transactions for Boje Law Firm. 

 

    Sept. 1. Signed a contract to provide legal services to Johnson Corporation for six months. Received cash in advance, 

$12,000.00. R345. 

 

    Dec. 31. Journalized the adjusting entry for legal services performed for Johnson Corporation. 

 

2. Journalize the following transactions for Johnson Corporation. 

 

    Sept. 1. Signed a contract to receive legal services from Boje Law Firm for six months. Paid cash in advance, 

$12,000.00. C672. 

 

    Dec. 31. Journalized the adjusting entry for expense incurred for legal services provided by Boje Law Firm. 

 

3. What is the balance in the Prepaid Legal Fees account? What does it represent? 

 

On Your Own 21-2 

 

Journalizing entries for deferrals 

 



The appropriate accounting forms are given in the Working Papers. After each journal entry, update the T accounts 

given in the Working Papers. Work this problem independently. 

 

1. Journalize the following transactions for Smythe Manufacturing. 

 

    Nov. 1. Signed a contract to lease excess warehouse space to Fredrickson Company for six months. Received cash in 

advance, $9,000.00. R487. 

 

    Dec. 31. Journalized the adjusting entry for rent earned. 

 

2. Journalize the following transactions for Fredrickson Company. 

 

    Nov. 1. Signed a contract to lease a warehouse from Smythe Manufacturing for six months. Paid cash in advance, 

$9,000.00. C212. 

 

    Dec. 31. Journalized the adjusting entry for rent expense. 

 

3. What is the balance in the Prepaid Rent account? What does it represent? 

 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Financial Literacy: What is a Good Credit Risk?  

 

When a creditor lends money, it wants to be sure it will get repaid. While each lender is unique, most use some variation 

of the five C's of credit to help determine the creditworthiness of the borrower before approving a loan. 

 

1. Character—What is the borrower's general attitude about payment obligations? What is the educational 

background? 

2. Capacity—What is the capacity to repay the loan? Checking previous payment history and comparing income 

against debt help assess the ability to repay. 

3. Capital—What is the borrower's net worth—total assets minus total debt? Usually the greater the capital, the 

greater the ability to repay. 

4. Collateral—What assets is the borrower willing to pledge as a guarantee of repayment? 

5. Conditions—What are the current economic conditions? Is the borrower's source of income secure? 

 

By determining creditworthiness, the lender reduces the likelihood of default on the debt and reduces the amount of its 

uncollectable accounts. 

Activities 

 

1. Assume you are a small business owner. Create your own credit application including ten questions that would 

help you ensure creditworthiness. 

2. If you had to pick the top three C's of credit, which three do you think are the best predictors of 

creditworthiness? Explain why. 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: Think Like an Accountant: Estimating Product 

Costs  

Think Like an Accountant: Estimating Product Costs 

 



 In the comedy classic Father of the Bride, actor Steve Martin's character, George Banks, has had enough. Faced with the 

reality of his daughter's extravagant wedding expenses, he escapes to the grocery store to buy hot dogs for dinner. 

Standing in front of the bread isle, he tears four buns from the package. The following interaction ensues. 

 

    Stock Boy: What are you doing? 

 

    George Banks: I'll tell you what I'm doing. I want to buy eight hot dogs and eight hot dog buns to go with them. But no 

one sells eight hot dog buns. They only sell twelve hot dog buns. So I end up paying for four buns I don't need. So I am 

removing the superfluous buns. 

 

    Stock Boy: But I'm sorry sir, you're going to have to pay for all twelve buns. They're not marked individually. 

 

    George Banks: Yeah. And you want to know why? Because some big-shot over at the wiener company got together 

with some big-shot over at the bun company and decided to rip off the American public. 

 

George Banks' dilemma is not that uncommon in business. Merchandise is often packaged in a quantity that results in 

unneeded extras. When those extras go unused, their cost has to be considered when making business decisions. 

 

Dave's Dogs is a local institution and favorite with local college students. Alumni returning for football games dream of 

devouring one of Dave's special hot dogs. So Dave rents concession booths at football games. But Dave faces some of 

the same problems as George Banks. Hot dogs come in packages of 100. Hot dog buns are packaged by the dozen. 

 

Based on the weather, the opponent, and the success of the team, Dave estimates how many hot dogs he will sell. But 

Dave has asked you to help determine a better way of determining the quantity of merchandise he needs to order as 

well as the number of employees he must hire. 

 

   The worksheet contains an incomplete schedule containing relevant assumptions. Comments provide detailed 

explanation of each assumption. Use the data to answer following questions: 

 

1. Determine Dave's operating income if he estimates game attendance at 28,000, 30,000, and 32,000, assuming 

he sells every hot dog. 

2. What is the cost per hot dog if Dave estimates game attendance at 38,000, 40,000, and 42,000? 

3. Provide Dave with an explanation of why the cost per hot dog changes. Support your answer. 

 

Chapter 21: Accounting for Accruals, Deferrals, and Reversing Entries: End of Chapter Review  

 

In a manual accounting system, customer and vendor information might be kept in a file cabinet. Since many individuals 

in the business might need access to that information, it is often duplicated and kept in several different offices. 

Computerized accounting systems make it easy to provide customer and vendor information to everyone in the 

organization who has access to the accounting system. 

 

To protect the integrity of the data in a computerized accounting system, users are assigned limited rights to access it. 

For example, sales reps might be given the right to view customer and vendor information but have no authority to 

enter or change it. An accounting clerk in the payroll department can be given the authority to enter or edit payroll data, 

but not purchasing or sales data. The controller would likely have full access to the system. 

 



  
 

1 Different types of vendors require different kinds of information. The user has selected the Lenders tab in the Manage 

Vendors window. The top two sections of the tab are similar for all vendor types; however, the bottom section is unique 

to lenders. 

 

2 The user has selected First National Bank from the Vendor Name drop-down menu. The system enters the vendor 

number automatically. The vendor could also have been selected by number. When a new vendor is added, the system 

enters the same information in the Remit to cells by default. However, if the vendor has a different address for receiving 

payments, the information can be changed as it has been for First National Bank. 

 

3 Multiple contacts, each with their own contact information, can be entered for each vendor. Contacts are selected 

from the drop-down menu. Clicking the button at the end of the e-mail address opens a new message to the contact in 

the user's e-mail program. 

 

4 Loans owed to this vendor are listed in this section. Currently, Sun Treasures has a $50,000.00 line of credit with First 

National Bank. As of April 1, there is a $25,697.41 balance drawn on the line of credit. Sun Treasures has just signed a 

new loan with the bank and is now setting it up in the accounting system. 

 

5 Because the user launched the Loan Setup pop-up window from the First National Bank vendor tab, the system 

automatically fills in the vendor name and number. If Loan Setup had been launched from the Banking module, the user 

would then select the lender from the drop-down menu. 

 

6 The user completes all the other fields in the pop-up window except for the amount of the payment. This loan is a 

$120,000.00, five-year, 8% compound interest term loan requiring monthly payments beginning on May 1. USD is the 

international banking symbol for the U.S. dollar. 

 



7 After entering the loan information, the user clicks the Calculate button. The system computes and enters the 

payment amount, $2,433.17. This amount would be confirmed with the loan document. If the amount were different, 

the user could overwrite the amount to match the loan document. 

 

8 The user must enter a general ledger account number before the system will complete the loan setup. 

 

9 If the user wants an amortization schedule for this loan, clicking the Amortization button will open the schedule, which 

can then be printed, saved, and even e-mailed, if desired. A recurring transaction could be set up to partially or fully 

automate the monthly payment on the loan. Monthly payments can be made either through the Write Checks window 

or by electronic funds transfer from the Banking module. 

 

This feature focuses on maintaining vendor information. Businesses rely on different kinds of vendors. Suppliers provide 

the merchandise and supplies that merchandising businesses need to operate. Service providers include advertisers, 

insurance companies, utilities, maintenance personnel, financial services, data services, etc. Lenders are a type of service 

provider, but the need to track individual loans and their repayment requirements makes lenders unique. There are 

several types of vendors that fall into the general category of government. These are taxing authorities, as well as 

licensing and regulatory agencies, at federal, state, and local levels. 

  

Accounting for Accruals, Deferrals, and Reversing Entries: Chapter Summary 

 

Accrued revenue must be recorded as an adjusting entry at the end of a fiscal period. The adjusting entry increases a 

receivable account and a revenue account. The adjusting entry for accrued interest income can be reversed by a 

reversing entry. A reversing entry makes it easier for accounting personnel to record the receipt of the interest, which 

could come many months later. The reversing entry establishes a debit balance in the Interest Income account. When 

the interest is received, the total interest received is credited to the Interest Income account. The new balance in the 

account reflects the amount of interest income earned in the current period. 

 

An accrued expense must also be recorded as an adjusting entry at the end of a fiscal period. The adjusting entry 

increases a payable account and an expense account. The adjusting entry for accrued interest expense can be reversed 

by a reversing entry. The reversing entry establishes a credit balance in the Interest Expense account. When the interest 

is paid, the total interest paid is debited to the Interest Expense account. The new balance in the account reflects the 

amount of interest expense incurred in the current period. 

 

Deferred revenue and deferred expenses occur when money is transferred before goods or services are provided. The 

company receiving the cash records a liability representing unearned income. The company paying the cash records an 

asset representing a prepaid expense. Both companies must record an adjusting entry at the end of the fiscal period. 

The company providing the goods or service will decrease the liability account and increase an income account. The 

company receiving the goods or service will decrease the asset account and increase an expense account. 

 

  

Accounting for Accruals, Deferrals, and Reversing Entries: Chapter Summary 

 

The Annual Report and the 10-K—Financial Information and More 

 

Corporations publish annual reports to communicate the results of operations to interested parties, such as 

stockholders, creditors, and government agencies. Most companies post a copy of this report on their website. An 

annual report has two main sections: 

 



1. Management's Discussion and Analysis. This section provides management with an opportunity to promote the 

corporation. Through the use of pictures, graphs, and narrative, management can highlight the achievements of the past 

fiscal year and present its plans for the future. Discussions of environmental and recycling programs, for example, could 

demonstrate how the corporation is socially responsible. 

 

2. Financial Statements. The financial statements section contains several items in addition to basic financial statements. 

Most of the additional items are required by GAAP or the Securities and Exchange Commission. As a result, these items 

are similar among corporations. 

 

a. Notes to the Financial Statements. The notes contain additional, detailed information about items presented on the 

financial statements. For example, the note related to long-term debt would include the projected loan repayments for 

the next five years. 

 

b. Auditor's Report. The report of the independent auditor states that a public accounting firm has tested the financial 

statements for accuracy and fair presentation. The report gives the reader confidence to use the financial statements to 

make business decisions. 

 

c. Financial Analysis. Summary financial information, such as total assets, net income, and common financial ratios, are 

presented for several years. Company management is responsible for preparing and issuing the annual report. 

 

Corporations are also required to file a yearly report to the Securities and Exchange Commission (SEC), called the 10-K. 

The SEC, in its role as regulator, sets forth specific requirements as to what is included in a 10-K filing. Besides the 

financial statements, the 10-K also includes detailed information about the business, its properties, executive 

compensation, fixed assets, organizational structure, and subsidiaries. Many companies are combining the annual report 

and the 10-K into one document which is given to all stockholders. 

 

Instructions 

 

Access an annual report using a library or the Internet and prepare a detailed outline of its contents. Summarize the 

major topics in Management's Discussion and Analysis. Did management do a good job of “putting its best foot 

forward?” Would you recommend that a friend purchase the corporation's stock? Support your answers. 

 

Accounting for Accruals, Deferrals, and Reversing Entries: Apply Your Understanding: Application Problem 

 

INSTRUCTIONS: Download problem instructions for Excel, QuickBooks, and Peachtree from the textbook companion 

website at www.c21accounting.com . 

 

21-1 Application Problem: Journalizing Entries for Accruals LO1, 2, 3, 4, 5, 6 

      

Peachtree 

1. Journalize and post adjusting and closing entries to the general journal. 

2. Print the general journal and trial balance. 

3. Journalize and post reversing entries. 

4. Journalize and post notes payable and notes receivable transactions. 

      

Quickbooks 

1. Journalize and post adjusting and closing entries to the journal. 

2. Print the journal and trial balance. 

3. Journalize and post reversing entries. 



4. Journalize and post notes payable and notes receivable transactions. 

 

Excel 

1. Journalize and post adjusting, closing and reversing entries to the general journal. 

2. Journalize and post notes payable and notes receivable transactions. 

3. Print the worksheets. 

 

Accounting forms and a partial unadjusted trial balance for Spano Corporation are given in the Working Papers. After 

each journal entry, update the T accounts given in the Working Papers. Your instructor will guide you through the 

following examples. 

 

On December 31, 20X1, Spano Corporation has one note receivable outstanding, a 120-day, 6%, $16,000.00 note dated 

November 16, and one note payable outstanding, a 90-day, 6%, $18,000.00 note dated December 1. 

 

Instructions: 

 

1. Journalize the adjusting entries for accrued interest income and accrued interest expense on December 31. Use 

page 14 of a general journal. 

2. Journalize the closing entries for interest income and interest expense using page 14 of a general journal. 

3. Journalize the January 1, 20X2, reversing entries for accrued interest income and accrued interest expense on 

page 15 of a general journal. 

4. Journalize the payment of cash for the maturity value of the note payable on March 1, 20X2. Check No. 321. Use 

page 25 of a cash payments journal. 

5. Journalize the receipt of cash for the maturity value of the note receivable on March 16, 20X2. Receipt No. 587. 

Use page 16 of a cash receipts journal. 

6. List the amount of interest income from this note receivable that will be shown on the income statements for 

20X1 and 20X2. 

7. List the amount of interest expense from this note payable that will be shown on the income statements for 

20X1 and 20X2. 

 

21-2 Application Problem: Journalizing Entries for Deferrals LO7, 8, 9, 10 

 

The appropriate accounting forms are given in the Working Papers. After each journal entry, update the T accounts 

given in the Working Papers. 

 

Instructions: 

 

1. Journalize the following transactions for Deegs Company. 

 

Oct. 1. Signed a contract to lease excess space to Sheldon Company for six months. Received cash in advance, 

$12,000.00. R164. 

 

Dec. 31. Journalized the adjusting entry for rent earned. 

 

2. Journalize the following transactions for Sheldon Company. 

 

Oct. 1. Signed a contract to lease space from Deegs Company for six months. Paid cash in advance, $12,000.00. C377. 

 

Dec. 31. Journalized the adjusting entry for rent expense. 



 

3. What is the balance in the Prepaid Rent account? What does it represent? 

 

Accounting for Accruals, Deferrals, and Reversing Entries: Apply Your Understanding: Mastery Problem 

21-M Mastery Problem: Journalizing Entries for Accruals and Deferrals LO1, 2, 3, 4, 5, 6, 7, 8 

 

Accounting forms and a partial unadjusted trial balance for Figlmiller Corporation are given in the Working Papers. 

Figlmiller Corporation collected $30,000 on November 1 for six months' rent. On December 31, 20X1, Figlmiller 

Corporation has one note receivable outstanding, a 90-day, 5%, $13,000.00 note dated December 1, and one note 

payable outstanding, a 120-day, 4%, $8,000.00 note dated November 16. 

 

Instructions: 

 

1. Journalize the adjusting entries for accrued interest income, accrued interest expense, and rent earned on 

December 31. Use page 14 of a general journal. 

2. Journalize the closing entries for all income and expense accounts using page 14 of a general journal. Record the 

closing entry for both income accounts in one entry. 

3. Journalize the January 1, 20X2, reversing entries for accrued interest income and accrued interest expense on 

page 15 of a general journal. 

4. Journalize the receipt of cash for the maturity value of the note receivable on March 1, 20X2. Receipt No. 125. 

Use page 16 of a cash receipts journal. 

5. Journalize the payment of cash for the maturity value of the note payable on March 16, 20X2. Check No. 185. 

Use page 25 of a cash payments journal. 

6. List the amount of interest income from this note receivable that will be shown on the income statements for 

20X1 and 20X2. 

7. List the amount of interest expense from this note payable that will be shown on the income statements for 

20X1 and 20X2. 

8. What is the balance in the Prepaid Rent account on December 21, 20X1? What does it represent? 

 

      

Accounting for Accruals, Deferrals, and Reversing Entries: Apply Your Understanding: Challenge Problem 

21-C Challenge Problem: Journalizing Entries for Deferred Revenue LO7, 8 

 

The appropriate accounting forms are given in the Working Papers. After each journal entry, update the T accounts 

given in the Working Papers. 

 

Marboe Fitness Center began operations on November 1, 20X1. It sells yearly memberships for $600, which allow the 

member full access to all exercise equipment in the center. By November 1, Marboe Fitness Center had sold 500 one-

year memberships. Marboe Fitness Center also publishes a monthly magazine. By the end of November, Marboe had 

sold 1,000 one-year magazine subscriptions for $36.00 each. The first issue of the magazine was distributed on 

December 1, 20X1. 

 

Instructions: 

 

1. Journalize the adjusting entries for membership fees and magazine subscriptions earned. 

2. What is the balance in the Unearned Membership Fees account? What does it represent? 

3. What is the balance in the Unearned Magazine Subscriptions account? What does it represent? 

4. GAAP requires that deferred revenue be recorded as it is earned. Revenue earned from a one-year magazine 

subscription is relatively easy to calculate. Each month, when a magazine is published, one-twelfth of the one-



year subscription fee is earned for each subscription. Other forms of unearned revenue are not as easy to 

calculate and may not be earned evenly over time. A fitness center that sells one-year memberships can assume 

that the membership revenue is earned equally over time. However, if the fitness center feels that the 

membership is not earned equally over time, another method may be used to calculate the amount of revenue 

earned each month. Assume that Marboe Fitness Center does not believe membership revenue is earned 

equally over time. Develop a method for Marboe Fitness Center to calculate the amount of revenue earned each 

month. 

 

Accounting for Accruals, Deferrals, and Reversing Entries: 21st Century Skills 

 

 FICO Scores—What's Your Number? 

 

Theme: Financial, Economic, Business, and Entrepreneurial Literacy 

 

Skills: Creativity and Innovation, Critical Thinking and Problem Solving, Communication and Collaboration, ICT Literacy 

 

Banks and other lenders provide consumer loans for cars, homes, home furnishings, etc. They also provide business 

loans. These lenders are well aware of the risks of not being repaid on time, and they take steps to minimize those risks. 

So, how do lenders determine if a business or individual is creditworthy (i.e., willing and able to repay a loan)? 

 

Banks use credit scores to help predict the likelihood that individuals or businesses will repay their debt. The credit score 

is a numerical rating assigned to the borrower's credit information, which includes the way credit has been managed in 

the past. 

 

For individuals, the most well-known type of credit score is FICO. FICO is named for the Fair Isaac Company, which 

developed the mathematical model in the 1950s. It calculates a score based on a person's credit report. It is important 

to remember that negative information remains on your credit report for seven to ten years. The three major credit 

bureaus that keep the credit history for scoring are Experian, Equifax, and TransUnion. Different scoring systems are 

used for rating businesses. 

 

Many factors are taken into consideration to determine your FICO score. Among these are the amount you owe each 

month, your late-payment history, the length of your credit history, and the number of your recent credit applications. 

Income is not a factor because ability to pay is not necessarily an indicator of willingness to pay. The score, ranging from 

300–850, often determines whether a person gets a loan and the interest rate they are charged. Many lenders consider 

someone with a FICO score over 720 to be a very good credit risk. A good score might also help someone get approved 

for an apartment, obtain employment, secure better insurance rates, or reduce deposits with utility companies. That is 

because a credit score is often seen as an indicator of character. 

 

Your credit report should be reviewed regularly to uncover and correct any mistakes that might affect your FICO score. 

The Fair and Accurate Transactions Act of 2003 entitles everyone to a free report from each of the three agencies once a 

year. Students can begin a positive credit history by applying for a small amount of credit and paying on time and in full 

each month. Even your cell phone bill counts towards your credit history! 

 

Application 

 

1. Go to www.myfico.com . Determine the categories and percentages used to calculate your FICO score. Which 

category is the most important in determining the FICO score? 

 



2. Create a table or spreadsheet with headings like the one below. Based on what you have learned, read the following 

scenarios and determine (a) if the impact is positive or negative on the FICO score, (b) the reason for the change, and (c) 

what needs to be done to improve the score if a negative impact was made. Note: If the impact was positive, only write 

“N/A”. 

 

Example: 

Scenario  Impact  Reason for Change  Action to Remedy 

Pays cell phone bill on time  +  Timely Payments  N/A 

Overdue payment          

Obtains new car loan          

Pays off credit card          

Missed or late payment          

 

3. With a partner, create a one-minute public service announcement (poster, radio commercial, or video) informing 

other students of the FICO score and the impact it can have on their future. 

 

Accounting for Accruals, Deferrals, and Reversing Entries: Analyzing Nike's Financial Statements 

 

Like most companies, Nike, Inc., records accrued liabilities at the end of a fiscal period in order for the financial 

statements to be accurate and up to date. Nike's accrued liabilities are often the largest single item in current liabilities. 

By looking at Nike's balance sheet, you cannot determine the makeup of its accrued liabilities. However, the notes to the 

financial statements usually give additional information about items such as accrued liabilities. Use the Consolidated 

Balance Sheets on page B-6 of Nike's 10-K report in Appendix B. 

Instructions 

 

1. What is the dollar amount of Nike's accrued liabilities as of May 31, 2011? 

2. Find Note 5 on page B-14. Ignoring the Other category, list the names and amounts of the two largest accrued 

liabilities. 


