Accounting 
· information system that identifies and records the economic events of an organization, and then communicates them to a wide variety of interested users.
Internal users
· have access within a company or organization to financial information
· ceo, chairman, account
external users
· don’t have private information
· investors
investors= share holders
creditors= lenders
interest revenue= finance income
TYPES OF BUSINESSES
· proprietorship
·  is a business owned by one person, known as a proprietor. It is often called a “sole” proprietorship because there is a single owner.
· The business income is reported as self-employment income and taxed on the owner’s personal income tax return.
· Reporting entity concept
· Partnership
·  a business owned by more than one person
· Reported as self income
· Corporation
·  is a business organized as a separate legal entity owned by shareholders and is the most complex form of business to establish.
· Life is indefinite
· Identified by name ending in inc., LTD.,corp, co
Public corporations 
· are required to distribute their financial statements to investors, lenders, other creditors, other interested parties, and the general public on a quarterly (every three months) and annual basis
· must use International Financial Reporting Standards (IFRS)
Private corporations
·  also issue shares, but they do not make them available to the general public nor are they traded on public stock exchanges. 
· These shares are often said to be “closely held.”
· Sobeys is one of the few private companys that voluntarily discloses fincial information
· choice between using IFRS or Accounting Standards for Private Enterprises (ASPE)
· 
The reporting entity concept
·  requires that the economic activity that can be identified with a particular business be kept separate and distinct from the activities of the owner and of all other economic entities.
generally accepted accounting principles
· commonly abbreviated as GAAP. 
·  includes broad policies and practices as well as rules and procedures that have substantive authoritative support and agreement about how to record and report economic events
liabilities
· Amounts owed to lenders and other creditors—in the form of debt and other obligation
Goodwill 
· results when a company acquires another company, paying a price that is higher than the value of the purchased company’s net identifiable assets.
Accounts receivable
· right to receive money in the future
· Accounts receivable are assets because they represent an economic resource—cash—which will be received when the amounts owed are eventually collected.
Supplies
· Short term assets that wont be sold to customers
Inventory
· Short term assets that will be sold to customers
Integible asset
· Non current assets that don’t have a physical value
· Patents, trademarks, licenses
Current liabilities
·  obligations that are to be paid or settled within one year of the company’s statement date or its operating cycle, whichever is longer.
non-current liabilities,
· Obligations that are expected to be paid or settled after one year are classified as 
· Lease obligations, pensions, notes payable
Notes receivable
· amounts owed to the company by customers or others that are supported by a written promise to repay. Loans receivable are a type of note receivable. Notes receivable are normally interest-bearing, whereas accounts receivable are not.
Prepaid expenses 
· represent the cost of expenses like rent and insurance paid in advance of use. They are current assets because they reflect unused benefits such as office space and insurance coverage available for future use during the year.

Deficit
· Net loss exceeds net income

Income statement
· An income statement reports revenues and expenses, showing how a company’s operations performed during a period of time.
 Statement of changes in equity
·  A statement of changes in equity shows the changes in each component of shareholders’ equity (including common shares and retained earnings), as well as total equity, during a period of time.
Statement of financial position
· A statement of financial position presents a picture of what a company owns (its assets), what it owes (its liabilities), and the resulting difference (its shareholders’ equity) at a specific point in time. Statement of cash flows: A statement of cash flows shows where a company obtained cash during a period of time and how that cash was used.
Costs of goods sold= cost of inventory sold
Quarterly financial statements are also called interim financial statements.
The statement of financial position is dated at a specific point in time. The income statement, statement of changes in equity, and statement of cash flows cover a period of time.
The annual report 
· a document that includes financial information, as well as useful nonfinancial information about the company, for the previous fiscal year. Nonfinancial information may include the company’s mission, goals and objectives, products, and people.
three main types of business activity
fincial activity
· The two primary ways of raising outside funds for corporations are (1) issuing (selling) shares (equity financing) in exchange for cash (or other assets) and (2) borrowing money (debt financing).
· if a corporation was wound up (ceased operations), all debts have to be repaid before shareholders would have any legal right to a return of the capital they invested.


Investing activitys
· Investing activities involve the purchase (or sale) of long-lived assets that a company needs in order to operate.
· Property, plant, and equipment is also known as capital assets or fixed assets.
· Most investment acrtivitys is the purchase and sale of long term assets
Operating activity
· Includes everything like buying inventory and supplies, paying taxes, net income, etc.


Chapter 2
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Intracompany comparisons
· covering two or more periods for the same company 
Intercompany comparisons
·  based on comparisons with a competitor in the same industry
 Industry average comparisons
·  based on average ratios for particular industries with specific company ratios
accrual basis of accounting
· Under the accrual basis of accounting, the effects of transactions on a company’s economic resources and claims are recorded in the period when a transaction occurs and not when cash is received or paid.

Financial Information must have three characteristics
· Complete, neutral, free of error
cost constraint 
· is a pervasive constraint that ensures that the value of the information provided in financial reporting is greater than the cost of providing it. That is, the benefits of financial reporting information should justify the costs of providing and using it.
The going concern assumption 
· assumes that a company will continue to operate for the foreseeable future. Fulfilling all outstanding services and commitments
elements of financial statements
· assets, liabilities, equity, income (including gains), and expenses (including losses).
Assets
·  An asset is an economic resource controlled by the company as a result of past events. An economic resource is a right that has the potential to produce economic benefits.
 Liabilities
·  A liability is a present obligation of the company to transfer an economic resource as a result of past events.
 Equity
·  Equity is the residual interest in the assets of the company after deducting all its liabilities.
 Income
·  Income includes both revenue and gains. Revenue arises in the course of the ordinary activities of the company while gains may or may not arise from ordinary activities. Income is the increases in economic benefits during the accounting period in the form of inflows or increases in assets or decreases in liabilities that result in increases in equity, other than those relating to contributions from equity participants.
 Expenses
·  Expenses include losses as well as those expenses that arise from ordinary activities of the company. Losses may or may not arise from ordinary activities. Expenses are decreases in economic benefits during the accounting period in the form of outflows or decreases in assets or increases in liabilities that result in decreases in equity, other than those relating to distributions to equity participants.
historical cost basis of accounting 
· states that assets and liabilities should be recorded at their cost at the time of acquisition. This is true not only at the time when the item is purchased, but also during the time that an asset or liability is held.
· Even if the value increases after a year, the original value is still recorded

Chapter 3
Accoutning cycle
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Posting
·  involves transferring information from the general journal to the general ledger.
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Accrual basis accounting
·  means that transactions affecting a company’s financial statements are recorded in the periods in which the events occur, rather than when the company actually receives or pays cash
cash basis accounting
· revenue is recorded only when cash is received, and an expense is recorded only when cash is paid.
Retailers(Walmart)
· Merchandising companies that purchase and sell directly to consumers
Wholesalers (walmarts supplier)
· Merchandising companies that sell to retailers 
Manufactures( the actual creator)
· Companies that produce goods for sale to wholesalers (or others) 
FOB ( free on board) destination(perp only)
· Seller pays shipping fee, considered in their inventory until the shipment is delivered
· Destination, as it is the buyers once it reaches the destination
FOB ( free on board) Shipping point (perp only)
· Buyer pays for shipping, considered in their inventory as soon as it is shipped
· Shipping point, as it is the buyers as soon as it is shipped
Perpetual inventory system
· Updates constantly and up to date
Periodic inventory system
· Not up to date
· No guide lines on when to enter inventory changes
 quantity discount
·  is an incentive offered to a buyer that results in a decreased cost per unit of goods or materials when purchased in greater numbers. 
·  is often offered by sellers to entice buyers to purchase in largerquantities.
purchase discount
· is offered to encourage customers to pay for goods purchased on account prior to the due date. A purchase discount offers advantages to both parties: the purchaser saves money, and the seller is able to shorten its operating cycle by converting accounts receivable into cash quicker.


Calculating purchase discount
· If you are given the terms 3/10, n/30, this means 3-ten, net 30, which basically means if the amount owed is payed within 10 days, you will receive a 3% discount, the net 30 means you have a max 30 days to pay before interest starts,
·  so if I owed 100, and paid it in 4 days, id only have to pay $97
· If I paid in 14 days, id have to pay $100
· If I paid in 43 days, id pay $100+ interest accumulated

If I bought somthings for $3500 on the terms 2/10, n/30, and paid within 10 days, id debit accounts payable, as it’s a liability that is decrasing by 3500, credit cash, as it is an asset that is decreasing by 3430, and credit inventory, as it is an expense that is decreasing
[image: ]
On the contrary, this is what the supplies journal would look like
[image: ]
Based on the example above, if I took more then 10 days, but less then or equal to 30 days, I would debit 3500 to accounts payable, as the liability is decreasing, and I would credit cash, as it in decreasing
[image: ]

If you receive a product back from a customer that they returned in working condition and could be resold, debit the amount received back to sales returns and allowances, and credit accounts recievable, pretty much undoing the added amount to accounts recievable
Then, debit the inventory back the amount you took, and credit the cost of goods sold for what was sold
If the item is returned damaged, and cant be resoled, you just do the first step, as you cant include damaged inventory in your inventory, this is just a loss the business would have to eat

[image: ]
When starting a business, if you invest 20000$, then cash is debited 20000, and capital, which is a category of equity, is credited 20000, meaning ur businesses has 20000 to use to finance. You don’t record anything to do with u losing 20000, only the company
single-step income statement
· all data are classified into two categories: (1) revenues and (2) expenses. Revenues include both operating and non-operating revenues. Non-operating revenues are items not related to the company’s main operations, such as interest revenue and gains. We will learn more about non-operating revenues (and expenses) in the next section of this chapter.
The multiple-step income 
· several steps are presented in determining net income (or loss). It is considered more useful because it highlights the components of income separately
· statement shows five main steps: 
· Net sales: Gross sales less sales returns and allowances and sales discounts.
·  Gross profit: Net sales less cost of goods sold.
·  Income from operations: Gross profit less operating expenses.
·  Income before income tax: Income from operations + non-operating revenues -  non-operating expenses. 
· Net income: Income before income tax - income tax expense.
Types of cost formula
The specific identification cost formula 
· tracks the actual physical flow of the goods in a perpetual inventory system. Each item of inventory is marked, tagged, or coded with its specific unit cost so that, at any point in time, the cost of the ending inventory and the cost of the goods sold can be determined. This cost formula is only used for inventories that are composed of unique, identifiable items. These items are typically also of high value.
· Used for stuff like cars, houses, used equipment, which are all valued indiviusally, and can be indiviusally disguished
FIFO ( first in, first out)
· What ever the price of the first time purchase price is, is what your COGS is, until that unit of shirts is gone
· Ex. If your begining inventory was 10 shirts, which you paid 10$ each for, then purchased 15 shirts for 12$ each, 
· Say you sold 6 shirts at 20$ each, revenue would be $120, COGS would be 60$, and gross profit would be $60
· 
LIFO (last in, first out)
· What ever the last purchase price of a product was, is the cost of good sold until those units are gone
· Ex. . If your begining inventory was 10 shirts, which you paid 10$ each for, then purchased 15 shirts for 12$ each,
· Say you sold 6 shirts at 20$ each, revenue would be 120$, cogs would be 72, and gross profit would be 48
· Ending inventory would be 9 shirts at 12$ each, and 10 shirts at 10$ each
Average method
· Take the amount of the product of you had and multiply it by what u paid per unit, and add all of these together and find the total
· Say you bought 10 shirts for 10$ each, and 15 for 12$ each 
· Total = ((10X10)+(15x12))/25
Inventory turnover
· a measure of the number of times inventory is sold or used in a time period such as a year.
· Inventory turnover = cost of goods sold/ avg. inventory
· Days in inventory = 365 days/ inventory turnover
Contra asset account
· Includes things like depreciation, and other things that take away from assets value
· Carrying amounts is what that asset is worth after the deprication is taking awayd

Chapter 6
Reminder
· Perpetual
· Constantly updates the inventory accounting records to show the quantity and cost of inventory that should be on hand
When accounting inventory
· At year end there is a physical count for both perp and periodic, to accounting for theft and destroyed inventory
· Inventory is only counted If you own it, meaning if you have a product that has been sold, or you are holding someone elses inventory, this is not counted
· If the case were you ordered something on FOB shipping point before the fiscal year end, that inventory is included because you have paid for it in full, and is on route, doesn’t matter if you physically posses it
Cosigned goods
· When a company sells another companys inventory, for example a art house sells other artists painting, they get a profit, but never actually own the painting, meaning it cant be included in inventory, unless you were the artist
Internal controls
·  are systems designed to help an organization achieve reliable financial reporting, effective and efficient operations, and compliance with relevant laws and regulations.
· Includes control activitys
· Physically counting inventory


The specific identification cost formula
· tracks the actual physical flow of the goods in a perpetual inventory system.
· This cost formula is only used for inventories that are composed of unique, identifiable items.
· Such as cars, hand made anything really, interchangeable things
· These items are typically also of high value.
A company can use more then one cost formula
· A car company would use specific for idenfication, but the parts the company has might us FIFO
Beginning inventory+ Purchases = cost of goods sold + inventory
Beginning inventory + Cost of goods purchased = Cost of goods available for sale
 Cost of goods sold + Ending inventory = Cost of goods available for sale
 Beginning inventory + Cost of goods purchased = Cost of goods sold + Ending inventory
Cost of goods available for sale/ total units for sale= weighted avg unit cost

FIFO
· When using FIFO, in perpedual you calulate everything at the date it happens, 
· where as periodic you simply find COGS by calculating cost of goods available for sale ending inventory 
average inventory
·  Cost of goods available for sale/ total units for sale= weighted avg unit cost
· In perp accounting, you must redo the calculation for avg cost after each sale, meaning disregard what was sold, and focus on how much

[image: ]

DURING PERIOD WHERE COST OF INVENTORY HAS RISSEN SINCE THE START OF THE PERIOD
[image: ]
It is also worth remembering that all three cost formulas will give exactly the same result over the life cycle of the business or its product.
·  That is, the allocation between the cost of goods sold and ending inventory may vary annually, but it will produce the same cumulative results over time.
· ALL SYSTEMS PRODUCE SAME CASH FLOW BEFORE INCOME TAX
when the net realizable value of inventory is lower than its cost, inventory is written down to its net realizable value
· And vice versa
· So if you find that your realizable value is higher then what it cost, you would just write down what it cost

[image: ]
Subtract LCNRV from COST to find difference, and then do adjusting entry

[image: ]
Inventory turn over= cost of goods sold/ avg inventory cost (beginning+ ending inventory/2)
[bookmark: _GoBack]Section 6-A explains the 3 systems well, with an example
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and allowances, Sales Discounts is a contra revenue account to Sales. Its normal balance is a debit. This account is used, instead ~ ~
of debiting Sales, so that management can monitor if customers are taking advantage of cash discounts and what the discounts

are costing the company.

For PW Technologies, the sales discount is $70 ([$3,800 — $300] x 2%). The entry to record the cash receipt of $3,430 (83,800

~ $300 — $70) on May 12 from Sauk Communications within the discount period is:

B -
43430
-3500
[ Cash lows: +3.430

Mayi2 | Cash 3430
Sales Discounts 70
Accounts Receivable 3,500

(To record collection from Sauk Communications within discount period

If a customer does not take the discount, PW Technologies debits (increases) the Cash account for $3,500 and credits
(decreases) the Accounts Receivable account for the same amount, as shown below:
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If Sauk Communications failed to take the discount and instead made full payment of $3,500 on June 1 (30 days after the date
of sale), Sauk Communications would make the following entry rather than the one shown above:

= ¢ +
-3500 3500
| Cash flows: ~3500

June 1 Accounts Payable 3,500
Cash 3,500
(To record payment to PW Technologies with no discount taken)

A merchandising company should take advantage of all available purchase discounts. Passing up the discount may be viewed as
paying interest for use of the money. For example, if Sauk Communications passed up the discount, it would be paying 2% for
the use of $3,500 for 20 days. This equals an annual interest rate of 36.5% (2% x 365 + 20). It would be better for Sauk
Communications to borrow at bank interest rates, which are substantially lower than 36.5%, than to lose the discount.

Because of the importance of taking purchase discounts, some companies prepare journal entries to track the discounts not
taken, or lost. Consequently, there are other ways to record discounts than shown in this section. These will be discussed in an
intermediate accounting course.

SUMMARY OF PURCHASE TRANSACTIONS

A summary of the effect of the previous purchase transactions on Inventory is provided in the following T account (with
transaction descriptions in parentheses). Sauk Communications originally purchased inventory with a cost of $3,800. It paid
$150 in freight charges. It then returned goods costing $300. Finally, it received a $70 discount off the balance owed because it
paid within the discount period. This results in a balance in the Inventory account of $3,580, as follows:

Inventory
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Collaborations (To record cost of merchandise returned by Sauk Communications)
The second entry shown above assumes that the merchandise is not damaged and can be resold. If the merchandise is not
resaleable and is scrapped, a second entry is not made. Since the goods are defective and cannot be resold, the seller cannot
increase its inventory and the original cost of goods sold recorded remains the correct amount.
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Asecond entry is also not required when the seller gives the buyer an allowance. Giving a customer a sales allowance does not
change the cost of the goods sold; it only changes the amount of revenue earned on the sale.

Discounts

When quantity discounts and sales discounts are given on invoice prices, they affect the seller, as well as the buyer. No separate
entry is made to record a quantity discount. Sales are recorded at the invoice price—whether it s the full retail price, a sale
price, or a volume discount price.

As discussed in an earlier section, the seller may offer the buyer a cash discount for paying for credit purchases prior to the due
date. From the seller’s point of view, this is called a sales discount and is offered on the invoice price less any sales returns
and allowances.
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STATeMen of Inancial OSITIoN THan dOes average Cost.

By extension, one limitation of the average cost formula is that, in a period of inflation, the average cost results in older costs

being included in ending invento

For example, the average cost of Tee-Shirt's ending inventory, $12.84, includes the $10 unit

cost of the beginning inventory as well as the cost of some of its earliest purchases in the period. The understatement becomes
greater over extended periods of inflation if the inventory includes goods that were purchased in one or more earlier accounting

periods.

Summary of Advantages and Financial Statement Effects of Each Cost Formula

The advantages of each of the three major cost formulas are summarized in Illustration 6-6.

» lllustration 6-6 Advantages of each cost formula

Specific FIFO Average Cost

Identification

« Exactly « Ending inventory on the « Cost of goods sold on
‘matches costs statement of financial position the income statement
and revenues includes the most current costs includes more current
on the income (closest to replacement cost). costs than FIFO.
statement.

« Tracksthe « Approximates the physical flow = Smooths the effects of
actual physical  of most retailers. price changes by
flow. assigning all units the

same average cost.

The key financial statement differences that will result from using the three cost formulas during a period of rising prices are
summarized in Ilustration 6-7. These effects will be the opposite if prices are falling and the same for all thres
it does not matter whether a company uses the perpetual or periodic inventory system.

prices are constant.

» llustration 6-7 Summary of financial statement effects of cost formulas during a period of rising prices

e cost formulas if

Specific Identification FIFO _ Average Cost
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flow. ‘assigning all units the B
same average cost.

The key financial statement differences that will result from using the three cost formulas during a period of rising prices are
summarized in Illustration 6-7. These effects will be the opposite if prices are falling and the same for all three cost formulas if
prices are constant. In all cases, it does not matter whether a company uses the perpetual or periodic inventory system.

» lllustr:

n 67 Summary of financial statement effects of cost formulas during a period of rising prices
Specific Identification FIFO _Average Cost

Income statement

Cost of goods sold. Variable Lower  Higher
Gross profit Variable Higher  Lower
Net income Variable Higher  Lower
Statement of financial position

Cash Same Same Same
Ending inventory Variable Higher  Lower
Retained earnings Variable Higher  Lower

Itis also worth remembering that all three cost formulas will give exactly the same result over the life cycle of the business or its
product. That is, the allocation between the cost of goods sold and ending inventory may vary annually, but it
will produce the same cumulative results over time. Although much has been written about the impact of the choice of
inventory cost formula on a variety of performance measures, in reality there is little real economic distinction among the cost
formulas over time.

KEEPING AN EYE ON CASH

We have seen that both mver\iory on the statement of financial position and cost of goods sold on the income statement
is verv important to understand. however. that the choice of cost formula N =

406PM
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R ompare the two values—cost and net realizable value—determined in steps 1 and 2. Determine if net realizable value is
Tower than cost.

4.Tf net realizable value is lower than cost, adjust and report inventory on the financial statements at NRV rather than cost.

To illustrate the application of the LCNRY rule, assume that at March 31, 2018, New-2-You Autos Limited has the following
inventory of used motor vehicles with costs and net realizable values as indicated:

Cost RV LONRY
Vehicle A $16000 1&;) $15500
Vehice B T30 14500
Vehicle C 1500 14500
Ve T 150
Vehicle E 11500 QL4000 11400
Total inventory 000 $7L500 $69.00

In the above example, we compare the cost of each used motor vehicle with its net realizable value and choose the lower amount
(which are circled). The lower of these two amounts, or LCNRY, is listed in the third column. For example, the NRV of $15,500
is the lower amount for Vehicle A, whereas the cost of $14,500 is the lower amount for Vehicle B. This comparison would
continue for the remaining vehicles (C through E) in inventory until the total value using the lower of cost and NRV rule is
determined. In this example, the lower of cost and net realizable value is $60,100.

‘The LCNRV rule should be applied to individual inventory items, rather than total inventory. In certain cases, it can be applied
to groups of similar items. This may be the case with items of inventory relating to the same product line that have similar
purposes or uses.

After the lower of cost and net realizable value has been determined—whether using individual inventory items or groups of
inventory—the next step is to use the net realizable value, if it is lower than cost at the end of the accounting period, to adjust
and report inventory. If New-2-You Autos uses a perpetual inventory system, an adjusting journal entry is required to write the
inventory down by $900 ($70,000 — $69,100), as follows:

-
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eport inventory. If New-2-You Autos uses a perpetual inventory system, an adjusting journal entry is required to write the
Tivehtory down by §00 (§70,000 — $69,100), s follows:

0y o +
%00

ash flows: no ffect

Mar. Cost of Goods Sold 900
31
Inventory 900

(To record decline in inventory value from original cost of $70,000 to net realizable value
of $60,100)

‘The Cost of Goods Sold account s directly debited for the loss in the above entry, even though no merchandise was sold. This is
because a decline in the value of inventory is considered to be an overall cost of buying and selling merchandise, and is therefore
reported as the cost of goods sold rather than as a non-operating “other revenues and expenses” item. The Inventory account is
credited directly also to reflect the net realizable value of the inventory. There are other acceptable methods of recording a
decline in inventory value, which will be discussed in an intermediate accounting course.

When the circumstances that previously caused inventories to be written down below cost no longer exist, or when there is clear
evidence of an increase in net realizable value because of changed economic circumstances, the amount of the writedown is
reversed. This oceurs, for example, when an item of inventory that s carried at net realizable value, because its selling price had
declined, is still on hand in a subsequent period and its selling price has increased. Reversals do not occur very often.
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items were listed in no particular order on the statement of financial position. To improve users’ understanding of a company’s =
financial position, companies group similar types of assets and similar types of liabilities together. A classified statement of
financial position generally contains the standard classifications, ordered as shown in Ilustration 2-1.

» lllustr:
Assets

n 2-1 Statement of financial position classifications

Liabilities and Shareholders’ Equity

Current assets
Cash
Held for trading investments
Accounts receivable
Notes receivable
Inventory
Supplies
Prepaid expenses
Non-current assets
Long-term investments
Property, plant, and equipment
Intangible assets
Goodwill

Current liabilities
Bank indebtedness
Accounts payable
Unearned revenue
Notes payable
Current maturities of long-term debt
Non-current liabilities
Bankloan payable
Shareholders’ equity
Share capital
Retained earnings

These classifications or groupings help readers of the financial statements determine such things as (1) whether the company
has enough assets to pay its debts as they come due and (2) the claims of short-term and long-term creditors and lenders on the
company’s total assets. The classifications are usually ordered as shown in Illustration 2-1. Some international companies, and a
few Canadian comnanies snch as CT RETT and ather RFTTs nse a reverse arder Tn the sections that fallow we exnlain each nf v

56 NA —
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LEARNING UBJEC IIVE 1

/Analyze the effect of transactions on the accounting equation.

6. ADUSTED
4.TRIAL 5. ADIUSTING 7.FINANCIAL  8.CLOSING 9. POST-CLOSING
2. JOURNAUZE  2.POST  giiance  ENTRIES MMl STATEMENTS  ENTRIES  TRIALBALANCE

‘The system used to collect and process transaction data and communicate financial information to decision makers is known as
the accounting information system. Accounting information systems can range from the basic to the complex. Factors that
shape these systems include the type of business and s transactions, the size of the company, the amount of data, and the
information that management and others need. For example, as indicated in the feature story, BeaverTails did not need a formal
accounting system when it first began. However, as the business and the number and type of transactions grew, an organized
accounting information system became essential.

To help students see “The Big Picture” of the accounting cycle, we begin each learning objective in the accounting cycle
chapters with a visual reminder of what stage of the accounting cycle they are about to enter.

Accounting information systems rely on a process referred to as the accounting cycle—a series of steps used to account for,
and report, transactions. As you can see from the graphic above, the accounting cycle begins with the analysis of transactions
and ends with the preparation of a post-closing trial balance. As mentioned in the Chapter Preview, we will explain the first four
steps of the accounting cycle in this chapter and continue our discussion of the remaining steps in Chapter 4.

ANALYZING TRANSACTIONS

‘The first step in the accounting cycle is to analyze transactions. However, not all transactions that affect a company are recorded

and r{ESTR example, suppose a new employee is hired. Should this transaction be recorded in the company’s accounting
records? The answer is “no” for accounting purposes. An accounting transaction will not oceur in this particular situation until v
05 []a c— & Al ¥ O B
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Summary of Normal Balances and Debit and Credit Effects

The normal balance of each of the T accounts shown in the preceding sections is on the account’s increase side, as summarized
in Ilustration 3-6.

n 3-6 Summary of normal balances

Assets Debit Debits
Liabilities Credit Credits
Shareholders’ equity
Common shares Credit Credits
Retained earnings Credit Credits
Revenues Credit Credits
Expenses Debit Debits
Dividends declared Debit Debits

Ilustration 3.7 summarizes the debit and credit effects and shows the normal account balances (circled in red for your easy
reference) in the expanded accounting equation. Recall Mr. Hooker's comment in our opening feature story that only debits
increase debit accounts, only credits increase credit accounts, and that the normal balance of an account is always on its

increase side.

» lllustr:

n 37 Summary of debit and credit rules for expanded accounting equation

Assets | =| Lisbiltis |+

Assets | =| Liabiltes |+
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We learned about the first four steps of the accounting cycle in this chapter, and willlearn the remaining

Kimmel, 7ce, > Kimmel, 7ce, Financial Accounting, Mcllkenny, Fall 2018

(Steps 5-0)in

the next chapter. Steps 1 through 4 of the accounting cycle begin with the analysis of business transactions and end with the
preparation of the trial balance, as shown in Ilustrafion 3.33

» llustration 3-13 Steps 1-4 in the accounting cycle

‘The above steps must be done in sequence. Ste

134

DA

THE ACCOUNTING CYCLE

and 2 may occur daily during the accounting period. Step 3 may also occur

=
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May12 | Accounts Payable 3,500
Cash 3430
Inventory 70

(To record payment to PW Technologies within discount period)
Sauk Communications’ payment of $3,430 would settle or extinguish the full $3,500 of accounts payable due to PW
Technologies.

If Sauk Communications failed to take the discount and instead made full payment of $3,500 on June 1 (30 days after the date
of sale), Sauk Communications would make the following entry rather than the one shown above:

T Ry
—350 -3500
o Caeh flows: =350

Accounts Payable
Cash





