10 steps of accounting cycle

The 10 steps of the accounting cycle are crucial for any business, ensuring that all financial
transactions are recorded accurately and systematically. Understanding these steps can help
business owners and accounting professionals maintain precise financial records, which are essential
for decision-making, budgeting, and financial reporting. In this article, we will delve into each of the
10 steps of the accounting cycle, providing insights into their significance and execution.

Understanding the Accounting Cycle

The accounting cycle is a series of steps that businesses follow to analyze and record financial
transactions. It encompasses everything from the initial recording of transactions to the preparation
of financial statements. Each step is interconnected, and together they ensure that a business's
financial statements reflect its true financial position.

The 10 Steps of the Accounting Cycle

The accounting cycle typically consists of the following 10 steps:

=

. Identify Transactions

2. Record Transactions in Journals

3. Post Transactions to the Ledger

4. Prepare an Unadjusted Trial Balance
5. Adjust Entries

6. Prepare an Adjusted Trial Balance

7. Prepare Financial Statements

8. Close the Temporary Accounts

9. Prepare a Post-Closing Trial Balance

10. Analyze and Review

Each step plays a vital role in ensuring the integrity and accuracy of financial reporting.



1. Identify Transactions

The first step in the accounting cycle is identifying transactions that need to be recorded. This
includes any event that affects the business's financial position, such as sales, purchases, receipts,
and payments. It is essential to ensure that each transaction is measurable in monetary terms and
has a direct impact on the financial statements.

2. Record Transactions in Journals

Once transactions are identified, they must be recorded in journals using a double-entry bookkeeping
system. This means that each transaction affects at least two accounts, ensuring that the accounting
equation (Assets = Liabilities + Equity) remains balanced.

In this step, the following information is typically recorded:

e Date of the transaction
e Accounts involved
* Amounts debited and credited

e A brief description of the transaction

3. Post Transactions to the Ledger

After recording transactions in journals, the next step is to post them to the general ledger. The
ledger is a collection of all accounts used by the business, and it provides a detailed record of all
financial transactions. Each account in the ledger has a separate page or section where debits and
credits for each transaction are recorded.

4. Prepare an Unadjusted Trial Balance

Once all transactions have been posted to the ledger, an unadjusted trial balance is prepared. This
document lists all the accounts and their balances at a specific point in time. The purpose of the trial
balance is to ensure that total debits equal total credits, confirming that the accounts are in balance.
If there are discrepancies, they must be investigated and corrected.

5. Adjust Entries

The fifth step involves making adjusting entries to account for any income and expenses that have



occurred but have not yet been recorded. Adjustments are necessary for several reasons, including:

Accrual accounting principles

Prepaid expenses

Depreciation

Unrecorded revenues

These adjustments ensure that the financial statements reflect the true financial position of the
business.

6. Prepare an Adjusted Trial Balance

After making the necessary adjustments, an adjusted trial balance is prepared. This document
includes all account balances after the adjustments have been made. Similar to the unadjusted trial
balance, the adjusted trial balance is used to verify that total debits still equal total credits.

7. Prepare Financial Statements

With the adjusted trial balance complete, the next step is to prepare the financial statements. The
primary financial statements include:
¢ Income Statement: Shows the company's profitability over a specific period.

e Balance Sheet: Provides a snapshot of the company's financial position at a specific point in
time.

e Cash Flow Statement: lllustrates how cash flows in and out of the business.

e Statement of Changes in Equity: Displays the changes in equity during a specific period.

These statements are essential for stakeholders, including investors, creditors, and management, as
they provide insight into the company's financial health and performance.

8. Close the Temporary Accounts

The eighth step involves closing the temporary accounts, which include revenues, expenses, and
dividends. These accounts are closed to the retained earnings account at the end of the accounting



period to prepare for the next cycle. This process resets the temporary accounts to zero, allowing the
business to start fresh in the new accounting period.

9. Prepare a Post-Closing Trial Balance

After closing the temporary accounts, a post-closing trial balance is prepared. This trial balance
includes only the permanent accounts, such as assets, liabilities, and equity. The purpose of the post-
closing trial balance is to ensure that the accounts are still in balance after the closing entries have
been made.

10. Analyze and Review

The final step of the accounting cycle involves analyzing and reviewing the financial statements and

trial balances. This step is crucial for identifying trends, potential issues, and areas for improvement.
Businesses may conduct ratio analysis, variance analysis, and other forms of analysis to gain insights
into their financial performance.

Conclusion

The 10 steps of the accounting cycle provide a comprehensive framework for managing financial
transactions and reporting. By following these steps diligently, businesses can ensure accurate
financial records, which are critical for effective decision-making and strategic planning.
Understanding the accounting cycle not only helps accountants in their day-to-day operations but also
empowers business owners to make informed financial decisions based on reliable data.

In summary, the accounting cycle is a systematic process that allows organizations to track financial
performance accurately. Emphasizing each step's importance can enhance transparency,
accountability, and overall financial health within a business. Whether you're a small business owner
or an accounting professional, mastering the accounting cycle is essential for achieving financial
success.

Frequently Asked Questions

What is the first step in the accounting cycle?

The first step in the accounting cycle is to identify and analyze transactions, which involves
recognizing and recording all business transactions that affect the financial position.

How do you record transactions in the accounting cycle?

Transactions are recorded in the accounting cycle using journal entries in the general journal, where
each entry includes the date, accounts affected, and amounts.



What is the purpose of posting to the ledger in the accounting
cycle?

Posting to the ledger organizes the recorded journal entries into individual accounts, allowing
businesses to track the balance of each account and their overall financial position.

What is a trial balance and why is it important in the
accounting cycle?

A trial balance is a report that lists the balances of all ledgers accounts and ensures that total debits
equal total credits, serving as a check for accuracy before preparing financial statements.

What are adjusting entries and when are they made in the
accounting cycle?

Adjusting entries are made at the end of an accounting period to update account balances for accrued
and deferred items, ensuring that the financial statements reflect the true financial position.

What is the process of preparing financial statements in the
accounting cycle?

Preparing financial statements involves summarizing the adjusted trial balance into key reports such
as the income statement, balance sheet, and cash flow statement, providing a comprehensive view of
the company's performance.

What happens after the financial statements are prepared in
the accounting cycle?

After the financial statements are prepared, the final step in the accounting cycle is to close the
temporary accounts by transferring their balances to permanent accounts, resetting the temporary
accounts for the next accounting period.
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