PREPAYMENTS AND ACCRUALS

AS YOU have seen from the preparation of the profit and loss account, all businesses incur expenses as a normal part of their day-to-day operations. Such expenses may take the form of utility bills, wages and salaries, advertising and rent. 
Sometimes, at the end of the accounting period, there may be expenses that still remain unpaid, even though they are due. The amount that is owing is referred to as an accrual. On the other hand, the firm may pay an expense before it becomes due. This is regarded as a prepayment. 
In an effort to give an accurate figure for net profit, we must make adjustments for prepayments and accruals in the final accounts. 
PREPAYMENT: EXAMPLE 1 
The annual insurance premium on the motor van of Unimotors Ltd. is $12,000. The premiums are paid Quarterly and payments were made as follows:
	March 1
	$6,000 

	June 30
	$2,500 

	Dec. 31
	$6,000 


This is what the insurance account would look like. 
	Insurance a/c

	Mar 1 Bank 
	$6,000
	Dec 31 P&L
	$12,000 

	June 30 Bank 
	$2,500 
	 
	 

	Dec 31 Bank
	$6,000 
	Dec 31 Prepaid c/d
	$ 2,500

	 
	14,500
	 
	14,500

	Jan 1 Prepaid
	2,500 
	 
	 


EXAMPLE 1: ACCRUALS
During the year the company purchased stationery on credit costing $1,000 payments were subsequently made as follows: 
	 
	$ 

	February 10
	250

	July 1
	350 

	December 20
	150


A total of $750 has been paid at year end. The stationery account would appear as follows. 
	Stationery a/c

	Feb 10 Bank
	$250 
	Dec 31 P&L
	1,000 

	Jul 1 Bank
	$350
	 
	 

	Dec 20 Bank
	150 
	 
	 

	Dec 31 Owing c/d 
	250 
	 
	 

	 
	1,000 
	 
	1,000 

	 
	 
	Jan 1 Owing b/d 
	250 


Take note that the balance of $250 represents an accrual, the amount still owing at year end. 
THE PROFIT & LOSS A/C 
Prepayment is subtracted from the actual amount of the expense paid. Accruals on the other hand are added to the actual amount that was paid. 
EXAMPLE 2: Prepayment
	Profit & Loss a/c (extract) 

	 
	$ 
	$ 

	Insurance
	12,500 
	

	Less Prepayment 
	2,500
	10,000 

	Stationery
	750 
	

	Add Accrual 
	250
	1,000 


THE BALANCE SHEET 
Prepayments are listed as the last item under current assets. This money still belongs to the firm, since it is not yet due. 
[image: image1.jpg]This can be seen in the following example:

Year ended 31 December 2005:

Stationery bought in the year, $2,200.
Stock of stationery in hand as at 31 December 2005, $400.

Looking at the example, it can be seen that in 2005 the stationery used up will have been
$2,200 — $400 = $1,800. We will still have a stock of $400 worth of stationery at 31 December
2005 to be carried forward to 2006. The $400 stock of stationery will be carried forward as an
asset balance (debit balance) to 2006 (Exhibit 23.3). It is not added to the stock of unsold goods

in hand in the balance sheet, but is added to the other prepayments of expenses.

Exhibit 23.3
Stationery
2005 $ 2005 $
Dec 31 Bank 2,200 Dec 31 Profit and loss 1,800
31 Stock c/d 400
2,200 2,200
2006
Jan 1 Stock b/d 400

Revenue Owing at the End of Period

The revenue owing for sales is already shown in the books. These are 'the debit balances on our
customers’ accounts, i.e. debtors. There may be other kinds of revenue, all of which has not been

received at the end of the period. An example now follows.

23.6 Worked Example

Our warehouse is larger than we need. We rent part of it to another firm for $800 per annum,

Details for the year ended 31 December were as follows.

Amount Rent due Rent received
$200 31 March 2005 4 April 2005
$200 30 June 2005 6 July 2005
$200 30 September 2005 9 October 2005
$200 31 December 2005 7 January 2006




Accruals are listed as the last item under current liabilities since this amount is still owing. 
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Current assets $ Current liabilities $
Stock Trade creditors

Debtors 200 Accrued expenses 250
Prepayments (400 + 210) 610

Bank

Cash

23.8 Some More Examples
The following accounts for C. Holmes are shown entered up for transactions during the year
ended 31 December 2008, before balancing off as at 3§ December 2005.

Telephone
2003 3
Apr 2 Bank 345
Jul 3 Bank 420
Oct 5 Bank 375

Note: The telephone bill of $520 for the three months ended 31 December 2005 was not paid
until 2006.

Rent
2005 $
Jan 2 Bank 2,000
Mar 31 Bank 2,000
Jul 7 Bank 2,600
Oct 2 Bank 2,000
Dec 30 Bank 2,000

Note: The payment for rent of $2,000 on 30 December 2005 covers the period 1 January 2006
to 33 March 2006.

Commission Income

2005 $
Apr 30 Bank 1,280
Sept 2 Bank 1,400

Note: The commission income of $1,360 earned for the four months from 1 September to 31
Deceraber 2005 will be received in 2006.
The accounts now balanced off as at 31 December 2005 can be shown as follows.




