The Accounting
Information System

LEARNING OBJECTIVES

5er studying this chapter, you should be able to:

Understand basic accounting terminology.

Explain double-entry rules.
'dentify steps in the accounting cycle.

Record transactions in journals, post to ledger accounts, and prepare a
trial balance.

Explain the reasons for preparing adjusting entries.

Prepare closing entries.

xplain how inventory accounts are adjusted at year-end.

Prepare a 10-column work sheet.




A reliable information system is a necessity for al companies, The purposa of this chapter is to explain and ilustrate the features
of an accounting information system. The content and organization of this chapter are as follows:
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Event. A happening of consequence. An event generally is the source or cause
of changes in assets, liabilities, and equity. Events may be external or internal.

Transaction. An external event involving a transfer or exchange between two or
more entities or parties.

Account. A systematic arrangement that accumulates transactions and other
events. A separate account is kept for each asset, liability, revenue, expense, and
for capital (owners’ equity).

Permanent and temporary accounts. Permanent (real) accounts are asset, liability,
and equity accounts; they appear on the balance sheet. Temporary (nominal)
accounts are revenue, expense, and dividend accounts; except for dividends, they
appear on the income statement. Temporary accounts are periodically closed; per-
manent accounts are left open.

Ledger.! The book (or electronic database) containing the accounts. Each account
usually has a separate page. A general ledger is a collection of all the asset, lia-
bility, owners’ equity, revenue, and expense accounts. A subsidiary ledger con-
tains the details related to a given general ledger account.

Journal.! The book of original entry where transactions and selected other events
are initially recorded. Various amounts are transferred to the ledger from the book
of original entry—the journal.

Posting. The process of transferring the essential facts and figures from the book
of original entry to the ledger accounts.

Trial balance. A list of all open accounts in the ledger and their balances. A trial
balance taken immediately after all adjustments have been posted is called an
adjusted trial balance. A trial balance taken immediately after closing entries have
been posted is designated as a post-closing or after-closing trial balance. A trial
balance may be prepared at any time.

Adjusting entries. Entries made at the end of an accounting period to bring all
accounts up to date on an accrual accounting basis so that correct financial state-
ments can be prepared.

Financial statements. Statements that reflect the accounting data’s collection, tab-
ulation, and final summarization. Four financial statements are involved: (1) the
balance sheet, which shows the enterprise’s financial condition at the end of a
period, (2) the income statement, which measures the results of operations during
the period, (3) the statement of cash flows, which report the cash provided and
used by operating, investing, and financing activities during the period, and (4)
the statement of retained earnings, which reconciles the balance of the retained
earnings account from the beginning to the end of the period.

Closing entries. The formal process by which all temporary accounts are reduced to
zero and the net income or net loss is determined and transferred to an owners’ equity
account, also known as “closing the ledger,” “closing the books,” or merely “closing.”



MNormal Balance— Debit
Asset Accounts

Dbt
+ (increase)

Credit
- [decrease)

Expense and Dividend Accounts

Deabit
+ (Increase)

Credit
- (decrease)

Basic Equation

In a double-entry system, for every debit there must be a credit and vice versa. This

MNormal Balance —Credit
Liability Accounts
Debit
= (decrease)

Cradit
+ (increase)

Shareholders' Equity Accounts

Debit
- (decrease)

Credit
+ (increase)

Revenue Accounts

Credit
+ (Increase)

Debit
- (decrease)

leads us to the basic accounting equation (Illustration 3-2).
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