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FINANCIAL STATEMENTS

• Statement of Financial 
Position 

• Statement of 
Comprehensive 
Income

•Statement of Changes 
in Equity

• Statement of Cash 
Flows

ASSETS

•Cash

• Investments in debt 
and equity securities

•Accounts receivable

•Notes receivable

• Inventory

•Prepaid expenses

•Property, plant, and 
equipment

• Intangible assets

•Natural resources

LIABILITIES

•Accounts payable

•Accrued liabilities

•Unearned revenues

•Notes payable

•Bonds payable

EQUITY

• Share capital

• Preferred share

•Ordinary share

•Retained earnings

•Appropriated R/E

•Unappropriated R/E

• Treasury share

Financial Statement Items

FINANCIAL STATEMENT ANALYSIS

Accounting Cycle

Introduction to 
Financial Statements









Adjustments, Financial 
Statement Preparation, and 

Closing Process

AC201 Fundamental Accounting

CHAPTER	4:	
ADJUSTMENTS,	

FINANCIAL	STATEMENTS,	AND	
THE	QUALITY	OF	EARNINGS

Ajarn Santana Singhasaneh

Department of Accounting

Thammasat Business School

Thammasat University
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The	Accounting	Cycle
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Preparing	a	Trial	Balance
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The	Trial	Balance
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A trial balance is an internal document used to summarize 
all of the account balances in a company’s accounting system.

A trial balance is a 2‐column schedule listing the names and balances of all 
the accounts in the financial statement order, with their debit and credit 
balances

Ending debit or credit balances are listed in two separate columns, debit 
balances in the left‐hand column and the credit balances in the right hand  
column.

Total debit account balances should equal total credit account balances. 

Before using the account balances from the general ledger 
to prepare a statement of financial position and a statement of income, 

it is desirable to “prove” that the total of accounts with debit balances is equal to 
the total of accounts with credit balances.  

This proof of equality of debit and credit balances is called a TRIAL BALANCE.
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Unadjusted	Trial	Balance
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Balance taken from
each ledger account

This is retained earnings at Jan 1, 2009, an 
accumulation of earnings 
from previous periods

A

E

L
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Unadjusted	Trial	Balance
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By adding all the debit balances and all the credit balances,
we can see whether total debits equal total credits.

Thus, the accounting equation is in balance.

72,800

51,000

REV

EXP
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Adjusting	Revenue	&	Expenses
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Purpose	of	Adjustments
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Revenues	are	
recorded	when	

earned.

Expenses	are	
recorded	when	

incurred.

Matching Principle

Accrual Accounting
A better measure of performance than cash‐basis accounting.

All costs and expenses incurred in generating revenues must be recognized 
in the same reporting period as the related revenues.

Certain transactions affect the revenue or expenses of 2 or more accounting 
periods.  The purpose of adjusting entries is to assign appropriate amounts of 
revenue and expense to each accounting period.
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Adjusting	Entries
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Most adjusting entries fall into one of four categories:
I. Converting liabilities to revenue.
II. Accruing uncollected revenue.
III. Converting assets to expenses.  
IV. Accruing unpaid expenses.

Because transactions occur over time, 
ADJUSTING ENTRIES are required at the end of each accounting period 

to get the revenues and expenses into the “right” period.

The journal entries that bring the accounts up to date at the end of the 
accounting period are called ADJUSTING ENTRIES.  

All adjusting entries affect at least one statement of income account and one 
statement of financial position account. 
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Adjusting	Entries	–When	Revenue	is	Earned
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Cash (+A) xx
Deferred (unearned) revenue (+L) xx

Deferred (unearned) revenue (-L) xx
Revenue (+REVE, +SE) xx

Receivable (+A) xx
Revenue (+R, +SE) xx

Increase
revenues

I. Converting liability to revenue
Adjusting
entry at 
end of 
period

II. Accruing uncollected revenue

Increase
revenues

Adjusting
entry at 
end of 
period

Journal 
entry at 
the time 
cash was 
received
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Adjusting	Entries	–When	Expense	is	Incurred
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Deferred (prepaid) expense (+A) xx
Cash (-A) xx

Expense (+E, -SE) xx
Deferred (prepaid) expense (-A) xx

Expense (+E, -SE) xx
Payable (+L) xx

III. Converting assets to expenses

IV. Accruing unpaid expenses

Increase
expenses

Increase
expenses

Adjusting
entry at 
end of 
period

Adjusting
entry at 
end of 
period

Journal 
entry at 
the time 
cash was 
paid
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Types	of	Adjusting	Entries
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Unearned Revenue

Accounts Receivable, 
Interest Receivable

Prepaid Expenses,
Supplies, 

Accum. Depreciation

Accrued Expenses, 
Income Tax Payable

AC201 Fundamental Accounting

Adjusting	Entries:	An	Illustration
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Deferred	Revenue	(or	Unearned	Revenue)
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Papa John’s received cash last period and recorded an increase in Cash 
and increase in Unearned Franchise Fees, a liability, 

to recognize the business’s obligation to provide future services to franchisees.  
During January 2009, Papa John’s performed $1,100 in services 

for franchisees who had previously paid fees. 

This 
adjusting 
entry is 
made on 
Jan 31, 
2009

I. Converting liability to revenue

AC201 Fundamental Accounting

Accrued	Revenue	(1)
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Papa John’s franchisees owe Papa John’s $830 in royalties
for sales the franchisees made in the last week of January.

The cash will be received in the future.

II. Accruing uncollected revenue
This 

adjusting 
entry is 
made on 
Jan 31, 
2009
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Accrued	Revenue	(2)
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Papa John’s loaned $3,000 to franchisees on December 31 (one month ago) 
at 6 % interest per year with interest to be paid at the end of each year.

There was also $8,000 in notes receivable outstanding all month from prior loans. 
There are two components when lending or borrowing money:  

principal (the amount loaned or borrowed)
and interest (the cost of borrowing).

Notes Receivable (the principal) was recorded properly when the money was loaned. 

AC201 Fundamental Accounting

Accrued	Revenue	(3)
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II. Accruing uncollected revenue
This 

adjusting 
entry is 
made on 
Jan 31, 
2009
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Deferred	Expense	(or	Prepaid	Expense)	(1)
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Prepaid Expenses includes:

$2,000 paid on January 1 for insurance coverage for four months (January 
through April), and

$6,000 paid on January 1 for rental of space at shopping centers over three 
months (January through March)

Compute the amount of expense incurred.
One month has expired for each of the prepaid amounts:   

Insurance: $2,000 x 1 month/4 months = $ 500 used in January. 
Rent: $6,000 x 1 month/3 months = $ 2,000 used in January.

AC201 Fundamental Accounting

Deferred	Expense	(or	Prepaid	Expense)	(2)
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III. Converting assets to expenses

This 
adjusting 
entry is 
made on 
Jan 31, 
2009
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Deferred	Expense	(or	Prepaid	Expense)	(3)
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Supplies include food and paper products.
At the end of the month, Papa John’s counted $12,000 in supplies on hand, 

but the Supplies account indicated a balance of $16,000. 
We need to determine the supplies used during the current accounting period.

AC201 Fundamental Accounting

Deferred	Expense	(or	Prepaid	Expense)	(4)
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This 
adjusting 
entry is 
made on 
Jan 31, 
2009

III. Converting assets to expenses
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Deferred	Expense	(or	Prepaid	Expense)	(5)
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Property and equipment are assets that have a normal debit balance.
Depreciation is the allocation of the cost of an asset over its estimated useful life to the 
company.  Depreciation is an expense with a normal debit balance. When we record 

depreciation we credit a “contra asset account” called Accumulated Depreciation. Contra‐
accounts are accounts that are directly linked to another account, but with an opposite 
balance.  We subtract accumulated depreciation from the cost of our property and 

equipment to arrive at net book value.

AC201 Fundamental Accounting

Deferred	Expense	(or	Prepaid	Expense)	(6)
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Papa John’s estimates depreciation to be $30,000 per year.
$30,000 ÷ 12 months = $2,500 per month depreciation expense

This 
adjusting 
entry is 
made on 
Jan 31, 
2009

III. Converting assets to expenses
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Accrued	Expenses	(1)
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Papa John’s owed 
(1) its employees salaries for working four days at the end of January at $500 per day, 
(2) $610 for utilities used in January, and
(3) interest on its long‐term notes payable borrowed at a 6 percent annual rate.

Amounts for Accrued Expenses:
1. Salaries = $500 per day × 4 days = $2,000
2. Utilities = $610
3. Interest = $138,000 × .06 × 1/12 = $690
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Accrued	Expenses	(2)
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This 
adjusting 
entry is 
made on 
Jan 31, 
2009

IV. Accruing unpaid expenses
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Accrued	Expenses	– Income	Tax	Payable	(1)
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The final adjusting journal entry is to record the accrual of income taxes that will be paid in 
the next quarter.  This requires computing adjusted pretax income (that is, balances from the 

unadjusted trial balance plus the effects of all of the other adjustments):

From our 
unadjusted
trial balance 
shown earlier

AC201 Fundamental Accounting

Accrued	Expenses	– Income	Tax	Payable	(2)
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Papa John’s average income tax rate is 34 percent.
So, the estimated amount of the taxes on this income

that will be at the end of the quarter is $11,500 × .34 = $3,910.

This 
adjusting 
entry is 
made on 
Jan 31, 
2009

IV. Accruing unpaid expenses
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Ethics	and	Adjusting	Entries
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Preparing	the	Financial	Statements
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Praparing the	Financial	Statements
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Before we prepare a complete set of financial statements, let’s update the trial balance 
to reflect the adjustments and provide us with adjusted balances for the statements. 

1. Statement of Income,

2. Statement of stockholders’ equity,

3. Statement of financial position, and

4. Statement of cash flows.

AC201 Fundamental Accounting
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Adjusted	Trial	Balance

To prepare 
Statement 
of 
Financial 
Position

A

E

L
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Adjusted	Trial	Balance
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To prepare 
Statement 
of Income

EXP

REV
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Financial	Statement	Relationships
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Statement	of	Income
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This is the statement of income drawn 
from the adjusted trial balance. Refer 
back to the adjusted trial balance and 
trace the statement of income numbers 
forward. Notice that gains and losses are 
reported in the Other Items section of the 
statement.

To Statement of 
Stockholders’ Equity 
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Earnings	Per	Share

36

Earnings
per Share

Net Income

Average No. of Shares of Common
Stock Outstanding during the Period

=

September	13,	2013

earnings
per share
for the month

$7,590,000 Net Income
28,100,000 shares

=  $0.27

You will note that the earnings (EPS) ratio is reported on the income statement.  It is widely 
used in evaluating the operating performance and profitability of a company.
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Statement	of	Stockholders’	Equity
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Net income appears on the statement of stockholders’ equity
as an increase in Retained Earnings.

From Statement of Income

To Statement of 
Financial Position
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Statement	of	Financial	Position
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From 
Statement of 
Stockholders’ 

Equity
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Statement	of	Cash	Flows
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Statement of Cash Flows is a categorized list of all transactions of 

the period that affected the Cash account.

The three categories are . . . 

1. Operating activities,

2. Investing activities, and

3. Financing activities.

SUPPLEMENTAL INFORMATION

1. Cash interest paid.

2. Cash income taxes paid.

3. A schedule of significant noncash investing and 
financing transactions.
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Net	Profit	Margin
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Net Profit Margin
Net Income

Net Sales
=

September	13,	2013

$36,796,000
$1,132,087,000

=  0.0325 =  3.25%

Net Profit Margin indicates how effective management is 
at generating profit on every dollar of sales.

Net profit margin for Papa John’s for 2008 is:Net profit margin for Papa John’s for 2008 is:
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Closing	the	Books

41September	13,	2013

AC201 Fundamental Accounting

End	of	Accounting	Cycle

September	13,	2013 42

The ending balance in each of the asset, liability, and stockholders’ equity
accounts becomes the beginning account balance for the next period.  These 
accounts are “Permanent Accounts” or “Real Accounts.”

Revenue, expense, gain, and loss accounts are used to accumulate data for 
current accounting period only.  These accounts are “Temporary Accounts” or 
“Nomimal Accounts.”

Closing entries:

1. Transfer net income (or loss) to Retained Earnings.

2. Establish a zero balance in each of the temporary accounts to start the next 
accounting period.

Even though the statement of financial position account balances 
carry forward from period to period, the statement of income accounts do not.
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Closing	the	Books
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Here is an example of the closing process 
using an illustration with just a few accounts.

To transfer Net Income of $80 to Retained Earnings
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Closing	Entries	for	Papa	John’s
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A Closing Entry 

To transfer
net income

to Retained Earnings

All revenue, expense, 
gain and loss accounts 
will have a zero balance. 
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Post‐Closing	Trial	Balance
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This is now retained earnings
at Jan 31, 2009

All temporary accounts have been closed.  
Only balances of permanent accounts

(assets, liabilities, and 
stockholders’ equity accounts) will become 
the beginning account balances for the next 

period.

Post-Closing
Trial Balance
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End	of	Chapter	4	
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