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ACCRUALS AND PREPAYMENTS 

 
In financial accounts we try to match the expenses of a period to the 

revenue of the same period. Therefore, if a resource (eg. electricity) is 

consumed in one period but the invoice arrives in a later period we need to 

estimate the expense and include it in the period of consumption. This is an 

accrued expense. Similarly, if revenue is generated in a period but not 
invoiced, there is accrued income. 

 

If we pay for a resource (eg. rent) before we consume it, there is a danger of 

it appearing in the accounts as an expense in the period of payment, instead 

of the period of consumption. We need to estimate the value not yet 

consumed and show it as an asset, rather than an expense. This asset is a 
prepaid expense. Similarly, if revenue is received before it has been 

earned, there is prepaid income. 

 

Accrued expenses and prepaid income are current liabilities. 

Prepaid expenses and accrued income are current assets. 

 

 
Example: Accrued Expense 1 
 

Estimated electricity consumption this month is £400 but the (quarterly) 

electricity bill will not arrive for another two months. 

 

The journal entries are: 

Dr Income Statement(IS)   £400  (to recognise the expense) 
Cr Electricity account          £400 

 

 

              Electricity         

                       IS          400                      

 

 
The credit balance on the Electricity account will end up in the Statement of 

Financial Position as a Current Liability, called Accrued Expenses, 

representing the £400 to be paid to the Electricity Company sometime in the 

future. 
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Example: Accrued Expense 2 
 

An alternative approach (more suited to computer applications), using the 

same example as above, is as follows. 

 

The journal entries are: 

Cr Accrued expenses account     £400 

Dr Electricity account        £400 
 

 

              Electricity                 Accrued Expenses 

Accrued    400                     Electricity  400 

Expenses 

 
When the Electricity account is closed off at the month end, the £400 debit 

balance will end up as an expense in the Income Statement. At the beginning 

of the next month, the journal is reversed. 

 

Dr Accrued expenses account     £400 

Cr Electricity account         £400 

 
 

              Electricity                 Accrued Expenses 

                                                                    b/fwd      400 

                       Accrued   400   Electricity  400 

                       Expenses 

 
This finishes with the same result as the first example. 

 

 

 

Example: Accrued Income 1 
 

Sales revenue worth £5,000 is invoiced this month and revenue worth £800 
is also earned but not yet invoiced. 

 

The journal entries are: 

Cr Income Statement(IS)   £5800  (the total revenue for the month) 

Dr Sales account               £5800 

 

 
              Sales         

                    Receivables 5000 

IS         5800                      

 

 

The £800 debit balance on the Sales account will end up in the Statement of 
Financial Position as a Current Asset, called Accrued Income, representing 

the amount to be invoiced to the customer in the future. 
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Example: Accrued Income 2 
 

The alternative approach, using the same example as above, is as follows. 

 

The journal entries are: 

Dr Accrued income account     £800 

Cr Sales account              £800 

 
 

                 Sales                          Accrued Income 

                   Receivables 5000                      

                   Accrued        800     Sales  800 

                   Income 

 
When the Sales account is closed off at the month end, the £800 accrual will 

be included in the Sales in the Income Statement. At the beginning of the 

next month, the journal is reversed. 

 

Dr Sales account              £800 

Cr Accrued income account     £800 

 
 

                 Sales                          Accrued Income 

                                               b/fwd   800 

Accrued        800                                        Sales      800 

Income                     

                    
 

This finishes with the same result as the first example. 

 

 
Example: Prepaid Expense 1 
 

£1,500 rent is paid this month, being £500 for this month and £1,000 for the 

next two months. 

 

The journal entries are: 

Dr Income Statement(IS)   £500   (to recognise this month’s expense) 
Cr Rent account                 £500 

 

 

               Rent          

Bank    1500 

                    IS             500 

                      
The £1,000 debit balance on the Rent account will end up in the Statement of 

Financial Position as a Current Asset, called Prepaid Expenses. 
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Example: Prepaid Expense 2 
 

The alternative approach, using the same example as above, is as follows. 

 

The journal entries are: 

Dr Prepaid expenses account     £1000 

Cr Rent account                £1000 

 
 

                 Rent                          Prepaid Expenses 

Bank   1500                      

                   Prepaid      1000    Rent 1000 

                   Expenses 

 
When the Rent account is closed off at the month end, only the £500 rent for 

this month will end up as an expense in the Income Statement. At the 

beginning of the next month, the journal is reversed. 

 

Dr Rent account                £1000 

Cr Prepaid expenses account     £1000 

 
                 Rent                          Prepaid Expenses 

                                             b/fwd   1000 

Prepaid       1000                                        Rent      1000 

Expenses                     

                    

This finishes with the same result as the first example. 

 

 
Example: Prepaid Income 1 
 

Sales revenue of £6,900 is invoiced this month but £900 is for work yet to be 

done. 

 

 

The journal entries are: 
Cr Income Statement(IS)   £6000  (for work actually done) 

Dr Sales account               £6000 

 

 

              Sales         

                    Receivables 6900 

IS         6000                      
 

 

The £900 credit balance on the Sales account will end up in the Statement of 

Financial Position as a Current Liability, called Prepaid Income. 
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Example: Prepaid Income 2 
 

The alternative approach, using the same example as above, is as follows. 

 

The journal entries are: 

Cr Prepaid income account      £900 

Dr Sales account              £900 

 
 

                 Sales                          Prepaid Income 

                   Receivables 6900                     

Prepaid  900                                               Sales  900 

Income 

 
When the Sales account is closed off at the month end, only the £6,000 

actually earned will be included in the Sales in the Income Statement. At the 

beginning of the next month, the journal is reversed. 

 

Dr Prepaid income account      £900 

Cr Sales account              £900 

 
 

                 Sales                          Prepaid Income 

                                                                  b/fwd   900 

                   Prepaid        900     Sales  900 

                   Income                     

                    
 

This finishes with the same result as the first example. 

 

 

 

Extended Trial Balance 
 

The journal entries in the second version of each example above would 

appear as adjustments in an extended trial balance. This is illustrated below 

for the accrued expense example. 

 

Account Name Ledger Balances Adjustments Income Statement Financial Position

Dr Cr Dr Cr Dr Cr Dr Cr

£ £ £ £ £ £ £ £

Electricity 400 400

Accrued expenses 400 400

 


