Summary of the Accounting Cycle
Step 1:
Analyze business transactions.

Step 2:
Journalize the transactions.

Step 3:
Post to the ledger accounts.


Step 4:
Prepare a trial balance.

Step 5:
Journalize and post the adjusting entries: prepayments, accruals, estimates.

Step 6:
Prepare an adjusted trial balance.

Step 7:
Prepare financial statements: income statement, statement of owner’s equity, balance sheet.

Step 8:
Journalize and post the closing entries.

Step 9:
Prepare a post-closing trial balance.

Correcting Entries

· Errors that occur in recording transactions should be corrected as soon as they are discovered by journalizing and posting correcting entries.

· Correcting entries are made whenever an error is discovered, not only at the end of an accounting period.

· To determine the correcting entry, it is useful to compare the incorrect entry with the entry that should have been made.

· Doing this helps identify the accounts and amounts that should be corrected.

· Errors should be corrected by reversing the incorrect entry and then preparing the correct entry. 

· The same accounts and amounts used in the original entry are used in the reversing entry, but the debits and credits are switched. This approach is easier.

· Correcting entries must be made before the closing entries.

Case 1.  On May 10, a $50 cash collection on account from a customer is journalized and posted as a debit to Cash $50 and as a credit to Service Revenue $50. The error is discovered on May 20 when the customer pays the remaining balance in full.
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A comparison of the incorrect entry with the correct entry that should have been made (but was not) reveals that the debit to Cash of $50 is correct. 
However, the $50 credit to Service Revenue should have been credited to Accounts Receivable. 
As a result, both Service Revenue and Accounts Receivable are overstated in the ledger. The following correcting entry is needed: 
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Case 2.  On May 18, office equipment that costs $450 is purchased on account. The transaction is journalized and posted as a debit to Delivery Equipment $45 and as a credit to Accounts Payable $45. The error is discovered on June 3 when the monthly statement for May is received from the creditor.
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A comparison of the two entries shows that three accounts are incorrect. Delivery Equipment is overstated by $45; Office Equipment is understated by $450; and Accounts Payable is understated by $405 ($450 – $45). The correcting entry is as follows: 
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Instead of preparing a correcting entry, many accountants simply reverse the incorrect entry and then record the correct entry. Even though this approach will result in more entries and postings, it is an easier and often more logical procedure.

