
 

Fu

 

 
Topic: 

S

Sessio
S

 
Instruc

A
 

 
 

Ba

undam

Sem

Co

 
Chapter 3
Statemen

n: 
Sessions #

ctor:  
Ajarn Sant

chelor of

AC20
mental A

 

mester 2/

ourse Ma

3 Operatin
t of Comp

 

#4 

tana Singh

Thamm
Facult

f Econom

01  
Accou

2012 

aterials 

ng Decision
prehensive

hasaneh

 
masat Uni
ty of Econ
mics (Inte

 
 

unting 

ns and the
e Income

 
 

 

iversity 
nomics 
ernationa

e 

A

 

al Progra

 
AC201­BE­2

am) 

 
 

­2012 

 

 

 



Introduction to 
Financial Statements

FINANCIAL STATEMENTS

• Statement of Financial 
Position

ASSETS

•Cash

• Investments in debt

LIABILITIES

•Accounts payable

•Accrued liabilities

EQUITY

• Share capital

• Preferred share


Position 

• Statement of 
Comprehensive 
Income

•Statement of Changes 

• Investments in debt 
and equity securities

•Accounts receivable

•Notes receivable

• Inventory

•Accrued liabilities

•Unearned revenues

•Notes payable

•Bonds payable

•Preferred share

•Ordinary share

•Retained earnings

•Appropriated R/E

U i t d R/E



 g
in Equity

• Statement of Cash 
Flows

• Inventory

•Prepaid expenses

•Property, plant, and 
equipment

• Intangible assets

•Unappropriated R/E

• Treasury share

• Intangible assets

•Natural resources

Financial Statement ItemsAccounting CycleAccounting Cycle

Transaction Analysis 
and Recording 

– Operating Activities

1

FINANCIAL STATEMENT ANALYSIS

AC201 Fundamental Accounting

CHAPTER 3: 
OPERATING DECISIONS
AND THE STATEMENT OF 
COMPREHENSIVE INCOME

Ajarn Santana Singhasaneh

Department of Accounting

Thammasat Business School

Thammasat UniversityThammasat University
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How do Business Activities Affect the 
Statement of Comprehensive Income ?

3February 1, 2013
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The Operating C cleThe Operating Cycle

Operating  (Cash‐to Cash) 
Cycle:

is the time it takes to 
receives goods or servicesreceives goods or services 
from suppliers, to pay cash 
to suppliers, to sell them to 
customers, and to collect 
cash from customers.

Time Period Assumption:Time Period Assumption:
To measure and report 
financial information 

periodically, 
we assume that the long life 

of a company
can be cut into shorter 

period

February 1, 2013 4

period.
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The Operating C cleThe Operating Cycle

I i i ti i di i t

1. Recognition Issues:
When should the effects of operating activities be

Issues arise in reporting periodic income to users:

When should the effects of operating activities be 
recognized (recorded)?

2 M t I2. Measurement Issues:
What amounts should be recognized ?

February 1, 2013 5
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Elements on the Statement of Comprehensi e IncomeElements on the Statement of Comprehensive Income

Revenues
Increases in assets or settlement of liabilities from 

ongoing operations.g g p

Expenses
Decreases in assets or increases in liabilities from 

ongoing operations.

Gains
Increases in assets or settlement of liabilities from 

peripheral transactions.

Losses
Decreases in assets or increases in liabilities from 

peripheral transactions.

February 1, 2013 6
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February 1, 2013 7
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Papa John’s 
Primary Operating Expenses

Cost of sales
(used inventory)(used inventory)

S l iSalaries 
and benefits to 
employees

Other costs 
(like advertising(like advertising, 
insurance, and 
depreciation)

February 1, 2013 8
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International Perspecti eInternational Perspective

From Page 143

February 1, 2013 9
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How are Operating Activities
Recognized and Measured ?

10February 1, 2013
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How Are Operating ActivitiesHow Are Operating Activities
Recognized and Measured?

Cash Basis

Revenues are recorded
h h i i d

Expenses are recorded
h h i idwhen cash is received. when cash is paid.

February 1, 2013 11
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How Are Operating ActivitiesHow Are Operating Activities
Recognized and Measured?

Accrual Basis
Revenues and Expenses should be recognized (recorded)

when the transaction that causes them occurs, 
NOT il h h i id i dNOT necessarily when cash is paid or received.

l h dBasic accounting principles that determine

when revenues and expenses are recorded:

1 Revenue principle1. Revenue principle

2. Matching principle

February 1, 2013 12
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Re en e PrincipleRevenue Principle

b f R b i dALL 4 criteria must be met for Revenue to be recognized:

1. Delivery has occurred y
or services have been rendered; 

2. There is persuasive evidence of p
an arrangement for customer payment;

h f d d bl d3. The price is fixed or determinable; and

4. Collection is reasonably assured.

regardless of when cash is paid

February 1, 2013 13

regardless of when cash is paid.

AC201 Fundamental Accounting

Re en e PrincipleRevenue Principle

Recording revenues v/s cash receiptsRecording revenues v/s cash receipts

February 1, 2013 14
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Re en e PrincipleRevenue Principle

If cash is received 
before the company delivers goods or services, 

th li bilit t UNEARNED REVENUE i d dthe liability account UNEARNED REVENUE is recorded.

Cash received before revenue is earned ‐

Cash
Received

Company 
Delivers

Cash (A+)                           xxx
Unearned revenue (L+)              xxx

Unearned revenue:Unearned revenue: 
A liability representing a 
company’s obligation to 

provide goods or services to 
f

February 1, 2013 15

customers in the future.

AC201 Fundamental Accounting

Re en e PrincipleRevenue Principle

When the company delivers the goods or services 
UNEARNED REVENUE is reduced

and REVENUE is recordedand REVENUE is recorded.

Cash received before revenue is earned ‐

Cash
Received

Company 
Delivers

Cash (A+)                           xxx
Unearned revenue (L+)              xxx

Revenue will be recorded when earned.

Unearned revenue (L-)         xxx
Service revenue (REV+)             xxx

February 1, 2013 16
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Re en e PrincipleRevenue Principle

When cash is received on the date the Revenue is earned, 
the following entry is made:g y

AND Cash Received

Company Delivers

Cash (A+)                           xxx
Revenue (REV+)                        xxx

February 1, 2013 17
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Re en e PrincipleRevenue Principle

If cash is receivedIf cash is received
after the company delivers goods or services, after the company delivers goods or services, 
an assetan asset ACCOUNTSACCOUNTS RECEIVABLERECEIVABLE is recordedis recordedan asset  an asset  ACCOUNTSACCOUNTS RECEIVABLERECEIVABLE is recorded.is recorded.

Cash received after revenue is earned ‐

Company 
Delivers

Cash 
Received

Accounts receivable (A+)      xxx
Revenue (REV+)                        xxx

February 1, 2013 18
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Re en e PrincipleRevenue Principle

When the cash is receivedWhen the cash is received
the the ACCOUNTSACCOUNTS RECEIVABLERECEIVABLE is reduced.is reduced.

Cash received after revenue is earned ‐

Company 
Delivers

Cash 
Received

Accounts receivable (A+)      xxx
Revenue (REV+)                        xxx

Cash will be collected.

Cash (A+)                           xxx
Accounts receivable (A-)            xxx

February 1, 2013 19
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Matching PrincipleMatching Principle

Expenses are recognized
when they are incurred in generating revenuewhen they are incurred in generating revenue, 

regardless of when cash is paid.

February 1, 2013 20
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Matching PrincipleMatching Principle

Recording expenses v/s cash paymentsRecording expenses v/s cash payments

February 1, 2013 21

AC201 Fundamental Accounting

Matching PrincipleMatching Principle

If cash is paid 
before the company receives goods or services, 

t t PREPAID EXPENSE i d dan asset account, PREPAID EXPENSE is recorded.

Cash is paid before expense is incurred ‐

Cash
Paid

Expense
Incurred

Prepaid expense (A+)          xxx
Cash (A-)                                  xxx

Prepaid expenses: 
A general account name used 
to describe payments made into describe payments made in 
advance of receiving future 
services; typically includes 
prepaid rent, prepaid 

February 1, 2013 22

insurance, and other specific 
types of prepayments.
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Matching PrincipleMatching Principle

When the expense is incurred 
PREPAID EXPENSE is reduced 
and an EXPENSE is recordedand an EXPENSE is recorded.

Cash is paid before expense is incurred ‐

Cash
Paid

Expense
Incurred

Prepaid expense (A+)          xxx
Cash (A-)                                  xxx

Expense will be recorded when incurred.

Expense (EXP+)                  xxx
Prepaid expense (A-)                  xxx

February 1, 2013 23

AC201 Fundamental Accounting

Matching PrincipleMatching Principle

When cash is paid on the date the Expense is incurred, 
the following entry is made:g y

AND Cash Paid

Expense Incurred

Expense (EXP+)                  xxx
Cash (A-)                                  xxx

February 1, 2013 24
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Matching PrincipleMatching Principle

If cash is paid
after the company receives goods or services,

a liability PAYABLE is recordeda liability PAYABLE is recorded.

Cash paid after expense is incurred ‐

Expense
Incurred

Cash
Paid

Expense (EXP+)                  xxx
Payable (L+)                             xxx

February 1, 2013 25
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Matching PrincipleMatching Principle

When cash is paid
the PAYABLE is reduced.

Cash paid after expense is incurred ‐

Expense
Incurred

Cash
Paid

Expense (EXP+)                  xxx
Payable (L+)                             xxx

Cash will be paid.

Payable (L-)                        xxx
Cash (A-)                                  xxx

February 1, 2013 26
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Matching PrincipleMatching Principle

Typical assets 
and their related expense accounts include. . .

CASH PAID FOR
as  used over 

EXPENSECASH PAID FOR
time  becomes

EXPENSE

Suppl ies  inventory Suppl ies  expense

Prepaid insurance Insurance  expense

Bui ldings  and equipment Depreciation expense

February 1, 2013 27
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A Question of Ethics

From

February 1, 2013 28
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The Expanded
Transaction Analysis Model

29February 1, 2013

AC201 Fundamental Accounting

AA =   =   LL +  +  SESE
= +

(+) (‐) (‐) (+) (‐) (+)
Debit Credit Debit Credit Debit Credit

Assets Liabilities Stockholders' Equity

( ) ( ) ( ) ( ) ( ) ( )

Accounts have

debit balances

Accounts have

credit balances

Accounts have

credit balances

Contributed Capital

Debit Credit

Retained Earnings

Debit Credit
(‐) (+)

Investments

by owners

(‐) (+)

Dividends

declared
Net income

D bit C dit

Revenues

D bit C dit

Expenses

This is how Revenues and Expenses
affect Retained Earnings.

February 1, 2013 30
(‐) (+)

Debit Credit
(+) (‐)

Debit Credit
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E panded Transaction Anal sis ModelExpanded Transaction Analysis Model

Retained Earnings

Debit Credit

Dividends
decrease
Retained

Net Income
increases
Retained

(‐) (+)

Dividends

declared
Net incomeRetained

Earnings.

eta ed
Earnings.

declared

Debit Credit

Revenues

Debit Credit

Expenses

(‐) (+)
Debit Credit

(+) (‐)
Debit Credit

This is how Revenues and Expenses affect Retained Earnings

February 1, 2013 31

This is how Revenues and Expenses affect Retained Earnings.

AC201 Fundamental Accounting

Anal ing Some of Papa John’s TransactionsAnalyzing Some of Papa John’s Transactions

(a) Papa John’s restaurants sold pizza to customers for $36,000 cash and 
ld $30 000 i li t f hi d t t i i $21 000sold $30,000 in supplies to franchised restaurants, receiving $21,000 

cash with the rest due on account.

Equality checks:
1. Debits $66,000 equal Credits $66,000,
2. The accounting equation is in balance.

February 1, 2013 32
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Anal ing Some of Papa John’s TransactionsAnalyzing Some of Papa John’s Transactions

(b) The cost of the dough, sauce, cheese, and other supplies for the 
t t l i ( ) th i $30 000restaurant sales in (a) on the previous screen was  $30,000.

Equality checks:
1. Debits $30,000 equal Credits $30,000,
2. The accounting equation is in balance.

February 1, 2013 33

AC201 Fundamental Accounting

Anal ing Some of Papa John’s TransactionsAnalyzing Some of Papa John’s Transactions

(c) Papa John’s sold new franchises for $400 cash, earning $100 
i di t l b f i i f f hi th t ill bimmediately by performing services for franchisees; the rest will be 
earned over the next several months. for services 

performed

for services
NOT yet performed

Equality checks:
1. Debits $400 equal Credits $400,
2. The accounting equation is in balance.

NOT yet performed

February 1, 2013 34
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Anal ing Some of Papa John’s TransactionsAnalyzing Some of Papa John’s Transactions

(d) In January, Papa John’s paid $7,000 for utilities, repairs, and fuel for 
d li hi l ll id d l d d i i t tidelivery vehicles, all considered general and administrative expenses 
incurred during the month.

Equality checks:
1. Debits $7,000 equal Credits $7,000,
2. The accounting equation is in balance.

February 1, 2013 35
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Papa John’s Balance Sheet AccountsPapa John s Balance Sheet Accounts

February 1, 2013 36
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Papa John’s Income Statement AccountsPapa John s Income Statement Accounts

Beginning balances start at zero.

February 1, 2013 37
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How are Financial Statements 
Prepared and Analyzed ?

38February 1, 2013
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How Are Financial StatementsHow Are Financial Statements
Prepared and Analyzed ?

Assets Liabilities Stockholders’
Equity

Contributed
Capital

#2  Statement of
Shareholders’

Cash

#4Statement

Retained 
Earnings#3 Statement of 

Fi i lP i i

Equity
#4 Statement
of Cash Flows

(Debit)
Dividend

(Credit)
Net Income

Financial Position

Declared
Net Income

#1St t t f

39

Revenues Expenses#1 Statement of 
Comprehensive  Income

February 1, 2013

AC201 Fundamental Accounting

How Are Financial StatementsHow Are Financial Statements
Prepared and Analyzed ?

February 1, 2013 40
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1  Statement of Comprehensi e Income1. Statement of Comprehensive Income

February 1, 2013 41
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2  Statement of Shareholders’ Eq it2. Statement of Shareholders’ Equity

The net income ($21,800) comes from 
Statement of Comprehensive Income we just preparedStatement of Comprehensive Income we just prepared.

February 1, 2013 42
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3  Statement of Financial Position3. Statement of Financial Position

February 1, 2013 43
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4  Statement of Cash Flo s4. Statement of Cash Flows

Effect on
Operating activities Cash FlowsOperating activities Cash Flows
     Cash received: Customers +

Interest and dividends on investments +
    Cash paid: Suppliers -

Employees -
Interest on debt obligations -g
Income taxes -

     Cash Flows from Operating Activities Total

February 1, 2013 44
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4  Statement of Cash Flo s4. Statement of Cash Flows

Di t
Effect on

Operating activities Cash FlowsDirect 
approach to 
preparing 
operating

Operating activities Cash Flows
     Cash received: Customers +

Interest and dividends on investments +
     Cash paid: Suppliers -

Employees -operating 
cash flows.

Employees
Interest on debt obligations -
Income taxes -

     Cash Flows from Operating Activities Total

Investing ActivitiesInvesting Activities
     Purchase of property, plant or equipment -
     Purchase of other long-term assets -
     Sale of property, plant or equipment +

Sale of other long-term assets +     Sale of other long term assets +
     Cash Flows from Investing Activities Total
Financing Activities
     Issuance of long-term debt +
     Issuance of contributed capital +p
     Dividends paid -
     Repurchase of long-term debt -
     Repurchase of contributed capital -
     Cash Flows from Financing Activities Total

February 1, 2013 45

     Net increase or (decrease) in cash
     Beginning balance in cash account
     Ending balance in cash account

AC201 Fundamental Accounting

Total Asset Turnover RatioTotal Asset Turnover Ratio

Total Asset
Turnover

Sales (or Operating) Revenues
Average Total Assets=

Ratio
Average Total Assets

(Beginning total assets + ending total assets) ÷ 2

Papa John’s Total Asset Turnover Ratio for 2008 (dollars in thousands):

$$1,132,000
($402,000 + $386,000) ÷ 2

=  2.87

46February 1, 2013
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End of Chapter 3End of Chapter 3

February 1, 2013 47
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CHAPTER 3: OPERATING DECISIONS AND THE STATEMENT OF COMPREHENSIVE 
INCOME 

The Accounting Equation 

  A = L + E 
 

 

 

CHAPTER 3 ­ EXERCISE 

Tabor Hill Designers entered into the following transactions during February 2014.  Analyze each of 
the following transactions and prepare the journal entry required to record the related transaction. 

a. On February 3, provide website design services for $40,000 cash. 
b. On February 7, provide website design services to Acme Company, for $20,000 on account.  

The company expects Acme to pay in the future. 
c. On February 14, collect $18,000 cash from Acme Company for service provided on Feb 7. 
d. On February 16, sell a $1,000 gift certificate for cash. 
e. On  February  21,  customer  redeems  (uses)  a  $1,000  gift  certificate  for  website  design 

services. 
f. On February 25, paid employees $16,000 cash for their wages earned. 
g. On February 28, paid $3,000 cash for insurance for next year in advance. 
h. On February 28, paid $9,000 cash for rent for next six months in advance. 
i. On February 28, received $250 telephone bill for previous month, to be paid next month. 
j. On  February  28,  received  $500  utility  bill  for  this  month  and  made  cash  payment 

immediately. 
 
   

Assets
A

Liabilities
L

Shareholders' Equity
E

Share Capital
Retained Earnings

RE+, E+

Dividend
DIV+, RE‐, E‐

Net Income
NI+, RE+, E+

Expenses
EXP+, E‐

Revenue
REV+, E+

+ = 
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a. On February 3, provide website design services for $40,000 cash. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

Cash (+A)  +40,000      Retained Earnings  +40,000
(Design Revenue) (REV+, E+) 
 

 
 
b.  On February 7, provide website design services to Acme Company, for $20,000 on account.  

The company expects Acme to pay in the future. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
   

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

Feb  3  Cash (A+)  40,000   

       Design Revenue (REV+, E+)    40,000 

    To record design service revenue earned.     

         

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

         

         

         

         

Step 1: Analyze the transactions to determine the accounts 
(at leasttwo) that are affected.

Step 2: Journalize (record) the transactions.
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c.  On February 14, collect $18,000 cash from Acme Company for service provided on Feb 7. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
d.  On February 16, sell a $1,000 gift certificate for cash. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
e.  On February 21, customer redeems (uses) a $1,000 gift certificate for website design services. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
   

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

         

         

         

         

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

         

         

         

         

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 
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f.  On February 25, paid employees $16,000 cash for their wages earned. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
g.  On February 28, paid $3,000 cash for insurance for next year in advance. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
h.  On February 28, paid $9,000 cash for rent for next six months in advance. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
   

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

         

         

         

         

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

         

         

         

         

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 
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i.  On February 28, received $250 telephone bill for previous month, to be paid next month. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
j.  On February 28, received $500 utility bill for this month and made cash payment immediately. 
 
 
 
 
 
 
 
 
  Ensure the equation still in balance and debits = credits 

Assets  =  Liabilities + Stockholders’ Equity

 
 
 

   

 
 
   

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 

         

         

         

         

GENERAL JOURNAL 

Date  Account Titles and Explanation  Debit  Credit 
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The following T‐accounts set forth the ending balances of the accounts of Tabor Hill Designers as of 
January 31, 2014.  Post each of the February 2014 journal entries to the T‐accounts. 
 

 
Assets 

 

 
Liabilities 

 
Stockholders’ Equity 

 
+ Cash – 

BegBal  3,100     

       

     

     

     

EndBal     

 
+ Accounts Receivable – 

BegBal  0     

       

       

EndBal       

 
+ Supplies – 

BegBal  900   

     

EndBal     

 
+ Prepaid Expenses – 

BegBal  0     

       

       

EndBal       

 
+ Property, Plant & Equipment – 

BegBal  21,000     

       

EndBal       
 

‐ Accounts Payable + 
  0 BegBal

 

  EndBal

 
‐ Notes Payable + 

  15,000 BegBal

  EndBal

 
‐ Unearned Revenue + 

  0 BegBal

 

 

  EndBal

 
 

 
‐ Contributed Capital + 

  10,000  BegBal

     

  EndBal

 
‐ Retained Earnings + 

0  BegBal

   

  EndBal

 
‐ Design Revenue + 

0  BegBal

   

   

   

  EndBal

 
+ Wage Expense – 

BegBal 0     

     

     

EndBal    

 
+ Utilities Expense – 

BegBal 0     

     

     

EndBal      

 
+ Telephone Expense – 

BegBal 0     

     

     

EndBal      
 

 
 
 
 
 
 
 
 

Normal Balance of an Account 

The normal balance of an account is its usual balance and is the side (debit or credit) that increases 
the  account.    If  you have difficulty  remembering  the normal balances  and  the  rules of debit  and 
credit,  try  using  the  acronym  AWE:  Asset  accounts, Withdrawals  (dividends),  and  Expenses  are 
always increased by debits (left side).  All other normal accounts are increased by credits. 

Step 3: Post the transactions to T‐accounts to determine the ending 
balances of each of the accounts.
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Use  the  ending  balances  from  the  T‐accounts  on  previous  exercise  to  prepare  (1)  Statement  of 
Comprehensive  Income;  (2)  Statement  of  Shareholders’  Equity;  and  (3)  Statement  of  Financial 
Position  for  Tabor  Hill  as  of  and  for  the  month  ended  February  28,  2014.  (Ignore  income  tax 
expense.) 

  
  
  

  
  
  
  
  
  
  
  
  
  
  

  
  
  

  
  
  
  
  
  
  
  
  

Step 4: Prepare the Statement of Comprehensive Income, Statement of 
Shareholders’ Equity, and Statement of Financial Position for Tabor Hill 
as of and for the month ended February 28, 2014.
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