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Part One .
Financial Accounting

Chapter 1

Review of the
Accounting Cycle

All organizations need an accurate record of their activities. The least
glamorous aspect of accounting is bookkeeping., which is the preservation of
a systematic, quantitative record of an activity. Bookkeeping systems can be
very primitive, but the importance of routine bookkeeping cannot be
overstated; without bookkeeping, business is impossible.

Rudimentary bookkeeping is ancient (probably predating both language
and money) ., but the modern system of double-entry bookkeeping still in use
today was developed in the 1300s and 1400s in Italy by the merchants in the
trading and banking centers of Florence, Venice, and Genoa. The key
development in accounting in the last 500 years has been the use of the
bookkeeping data, not just to keep track of things, but to evaluate the
performance and health of a business.

A variety of reports are prepared from accounting records to assist users
in making better economic decisions. Each of these reports is based on data
that are the result of an accounting system and a set of procedures
collectively referred to as the accounting process, or the accounting cycle.

The accounting process consists of two interrelated parts: (1) the
recording phase and (2) the reporting phase. The recording phase is

1 .



concerned with collecting information about economic transactions and
events and distilling that information into a form useful to the accounting
process. For most businesses, the recording function is based on double-
entry accounting procedures. In the reporting phase, the recorded
information is organized and summarized, using various formats for a variety
of decision-making purposes. The two phases overlap, since the recording of
transactions is an ongoing activity that does not cease at the end of an
accounting period but continues uninterruptedly while events of the
preceding period are being summarized and reported.

The accounting process, illustrated in exhibit 1-1, generally includes

the following steps in a well-defined sequence:

Exhibit 1-1
Step 1. Step 2. Step 3. || recording phase
business _ | transactions _ | transactions
documents recorded in posted to
analyzed journals ledgers

Step 4. trial balance

A

Step 5. adjustments

\

Step 6. financial statements

Y

reporting Step 7. closing entries

phase

\

Step 8. post-closing trial balance(optional)
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1-1 Recording Phase

As exhibit 1-1 indicated, the recording phase involves analyzing
business documents, journalizing transactions, and posting to the ledger
accounts. Before discussing these steps, the system of double-entry
accounting will be reviewed, since virtually all businesses use this procedure

in recording their transactions.

1. Double-entry Accounting

Double-entry accounting is an old and universally accepted system for
recording accounting data. With double-entry accounting each transaction is
recorded in a way that maintains the equality of the basic accounting
equation;

Assets= Liabilities+Owners’ Equity

To summarize, the followings are the important features of double-
entry accounting:

(1) Assets are increased by debits and decreased by credits.

(2) Liability and owners’ equity accounts are increased by credits and
decreased by debits.

(3) Owners’ equity for a corporation includes capital stock accounts and
the retained earnings account.

(4) Revenues, expenses, and dividends relate to owners’ equity through
the retained earnings account.

(5) Expenses and dividends are increased by debits and decreased by
credits because they draw down owners’ equity.

(6) Revenues are increased by credits and decreased by debits.

(7) The difference between total revenues and total expenses for a
period is net income (loss), which increases (decreases) owners’ equity
through retained earnings.

With this brief overview of the accounting equation and journal entries,
we are now ready to proceed through the steps in the accounting process.

. 3 .
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2. Analyzing Business Documents

The recording phase begins with an analysis of the documentation
showing what business activities have occurred. Normally, a business
document, or source document, is the first record of each transaction. Such
a document offers detailed information concerning the transaction and also
assigns responsibility by naming the parties involved. The business
documents provide support for the data to be recorded in the journals.
Documents underlying each recorded transaction provide a means of verifying
the accounting records and thus form a vital part of the information and

control systems.

3. Journalizing Transactions

Once the information provided on business documents has been
analyzed, transactions are recorded using journal entries in chronological
order in the appropriate journals. In some small businesses, all transactions
are recorded in a single journal. Most business enterprises, however,
maintain various special journals, designed to meet their specific needs, as
well as a general journal. A special journal is used to record a particular type
of frequently recurring transaction. A general journal is used to record all
transactions for which a special journal is not maintained.

It should be noted that, with computer accounting systems, the actual
process of recording information differs from the journal entries illustrated in
this chapter. However, the concepts underlying a computerized accounting
system are the same as the ones used 500 years ago when double-entry

accounting was first systematized.

4. Posting to the Ledger Accounts

An account is used to summarize the effects of transactions on each
element of the expanded accounting equation. A ledger is a collection of all
the accounts maintained by a business and may be in the form of a book or
computer files. The accounts used by a particular business are usually
expressed in the form of a chart of accounts. This chart lists all accounts in

. 4 .
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systematic form with identifying numbers or symbols that provide the
framework for summarizing business operations.

Information recorded in the journals is transferred to appropriate
accounts in the ledger. This transfer is referred to as posting. Note that
posting is a copying process; it involves no new analysis.

It is often desirable to establish separate ledgers for detailed information
in support of balance sheet or income statement items. The general ledger
includes all accounts appearing on the financial statements, while separate
subsidiary ledgers afford additional detail in support of certain general ledger
accounts. The general ledger account that summarizes the detailed
information in a subsidiary ledger is known as a control account.

Depending primarily on the number of transactions involved, amounts
may be posted to ledger accounts on a daily, weekly, or monthly basis. If a
computer system is being used, the posting process may be done
automatically as transactions are recorded. At the end of an accounting
period, when the posting process has been completed, the balances in the

ledger accounts are used for preparing the trial balance.

Relevant Glossary

(1) bookkeeping n. )
(2) double-entry bookkeeping
(3) accounting cycle/process
(4) transaction and event
(5) financial statement

(6) accounting equation

(7) asset n.

(8) liability n.

(9) owners’ equity

(10) revenue n.

(11) expense n.

(12) dividend n. ,

(13) retained earning

(14) net income (loss) /

‘ANO Lavd T



(15) business activities

(16) business/source document /

(17) journal n.

(18) special journal

(19) general journal

(20) computerized accounting system

(21) chart of account

(22) post v. ( )

(23) ledger n. ( ) , s

(24) general ledger , , s
subsidiary ledger

(25) balance sheet or income statement items ( )

(26) control account ( )

(27) accounting period )

Notes to the Text

(1) The least glamorous aspect of accounting is bookkeeping, which is
the preservation of a systematic, quantitative record of an activity.

( ) , N

(2) The importance of routine bookkeeping can not be overstated.

(3) The recording of transactions is an ongoing activity that does not
cease at the end of an accounting period but continues uninterrupted while
events of the preceding period are being summarized and reported.

9 9
( ) ) .

(4) With double-entry accounting each transaction is recorded in a way
that maintains the equality of the basic accounting equations.

(5) Such a document offers detailed information concerning the

transaction and also assigns responsibility by naming the parties involved.

. 6 .



