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ACCOUNTING CYCLE
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In order to provide useful information by means of financial statements to decision-makers, all financial transactions and
events of an economic entity must be accounted for on a day-to-day basis. This is achieved through the accounting
procedures called accounting cycle. The accounting cycle involves 10 steps as described below:
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Identifying and Measuring Transactions and Events
In the first stage, accountants must decide what transactions and events are to record. Of course, only those that are of
financial nature and that are measurable objectively must be identified and measured. In this first step, accountants
analyze transactions and events in terms of increases and or decreases in the elements of financial statements comprising
the basic accounting equation. Basic accounting equation, in expanded form, is as follows:
Assets = liabilities + capital + revenues — expenses — withdrawals
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Journalizing
The results of analyzing transactions and events, from the first step, must be recorded in the special journals, like sales
journal or cash receipts journal, and in general journal. This process is called journalizing. A journal, which is a book of
original entry, keeps a chronological track of transactions in one place. A journal entry shows the accounts debited and
credited as a result of occurring transactions.
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Posting
The items entered in a general journal must be transferred to the general ledger or subsidiary ledger accounts by a
process called posting. The general ledger is a collection of the entire asset, liability, capital, revenue, and expense
accounts. To keep track of data posted from general journal to the ledger, the reference column of both journal and
ledger must be cross-referenced. The posting process is completed when all of the posting reference numbers have been
recorded opposite the account titles in the journal.
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Preparing Trial Balance
Trial balance is a list of all the accounts and their debits and credits figures and balances. To prove the equality of debits
and credits that have been posted to ledger accounts, a trial balance is prepared. A trial balance also uncovers error in
journalizing and posting and is useful in preparing financial statements. However, this equality of debits and credits in the
trial balance does not prove that all transactions have been recorded or that the ledger accounts are correct.
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Making Adjusting Entries
At the end of the fiscal year, the amounts listed in the trial balance are not necessarily correct because the elements of
accounting has changed during the year but changes are not recorded on a daily basis. According to accrual basis of
accounting, revenues must be recorded in the period in which they are earned and expenses must be recorded in the
period in which they are incurred. This, in turn, affects the amounts for assets, liabilities, and capital. Thus, adjusting
entries are needed to ensure that revenue recognition and matching principle are followed; and assets, liabilities, and
owner’s equity are recognized correctly. Adjusting entries can be classified as either prepayments or accruals as shown
below:
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prepayment Accruals
1. Prepaid expenses. 1. Accrued revenues.
Expenses paid in cash and recorded as assets Revenues are earned but not received or
before they are used or consumed. recorded.
2. Unearned revenues. 2. Accrued expenses.
Revenues received in cash and recorded as Expenses are incurred but not yet paid in
liabilities before they are earned. cash or recorded.
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Preparing Adjusted Trial Balance
After all adjusting entries have been journalized and posted, another trial balance is prepared from the ledger accounts.
This second trial balance, which again shows the balance of all accounts, including adjusted accounts, is called an
adjusted trial balance. Some accountants prefer to work up the adjusting accounts on a worksheet first, and then from
the worksheet adjusting entries are journalized and posted. In this case, the two steps (adjusting the accounts and
preparing adjusted trial balance) are combined together on the worksheet. It should be noted that the preparation of a
worksheet is not required but optional.
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Preparing Financial Statements

Adjusted trial balance is a useful document in preparing financial statements. It contains the name and balances of all
asset, liability, capital, revenue, and expense accounts. First, from the revenue and expense accounts, an income
statement is prepared and the net income or loss for the period is determined. As the second pace, an owner’s equity
statement is prepared by adding to or deducting from the beginning balance of the owner’s capital account net income or
loss and subtracting the amounts he or she withdrawn during the period. The result is the balance of capital account at
the end of period, which must be used in preparing the balance sheet along with the rest of the accounts on the

worksheet.
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Closing Nominal Accounts

Revenue and expense accounts summarize in an income statement the result of operations of a business enterprise for a
given period of time. This means that a blank set of revenue and expense account is needed for the next accounting
period. Therefore, income statement accounts, which are called temporary or nominal accounts, must be closed at the
end of the fiscal year. To close these unreal accounts, their balances must be reduced to zero through journalizing and
posting closing entries. In preparing the closing entries, a suspense account titled income summary, is used for
summarizing the data in the revenue and expense accounts. In addition, withdrawal account that contributes to changes

in the owner’s equity must also be closed to owner’s capital account.
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Preparing Post-Closing Trial Balance
After the completion of closing process, a third trial balance is prepared. This final trial balance, which is called a post-
closing trial balance, shows that equal debits and credits have been posted to income summary account and to owner’s
capital account. The post-closing trial balance consists only of assets, liabilities, and capital accounts. These accounts are
called real or permanent accounts and comprise the balance sheet at the end of accounting period.
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Making Reverse Entries
After the financial statements have been prepared and the books have been closed, it is often helpful to reverse some of
the adjusting entries at the beginning of the next period before starting to record the regular transactions. Such entries
are called reversing entries. A reversing entry made at the beginning of the next period is the exact opposite of the
related adjusting entry made in the previous period. The aim of reversing entries is to simplify the recording of
transactions in the next accounting period.
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