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3.1 Introduction 
 
In this chapter your will learn the followings: 

• Recognise the importance of accounting cycle 

• State and apply Accounting Equation 

• Explain the purpose of preparing Financial Statement 

• Prepare a complete set of Financial Statement 
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3.2 Accounting Cycle 
 
Accounting cycle is a collective process of identifying, analyzing, and 

recording the accounting events of a company.  

It is a standard 8-step process that begins when a transaction occurs 

and ends with its inclusion in the financial statements. 

3.2.1 Step in Accounting Cycle 
 

The key steps in the eight-step accounting cycle include.  

Step 1 Collecting transactions 

All business activities must be supported with documents 

as evidence. 

Step 2 Identifying Data 

Identified transactions according to nature 

Step 3 Recording data 

Information for each transaction will be recorded into 

primary book of entry. 

Step 4 Posting Data 

All primary entries will be posted into relevant 

account/ledger according to double entry principle. 

Step 5 Adjustment  

Additional transaction other than primary book 

transactions to be adjusted to ensure faithful 

representation. 
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Step 6 Generating Ledger 

Report recorded all business transactions according to 

transaction nature. 

Step 7 Prepare Trial Balance 

Summary of all account/ledger. The purpose of preparing 

the trial balance is to determine the equality of debits and 

credits.  It is a way to check the mathematical accuracy of 

the entries in the ledger. 

Step 8 Prepare Financial Statements 

Formal records of all business activities of a business in one 

accounting period.  This report is to summary the business 

performance in an accounting period. 

The accounting cycle generally comprises a year or other accounting 

period. 

Accounting software today mostly automates the accounting cycle. 

3.3 Financial Statements 
 
Financial statements are written records that convey the business 
activities and the financial performance of a company.  
 
Financial statements of a company (Private or Public) is required to be 
audited by license auditor to ensure accuracy and for tax, financing, or 
investing purposes. 
 
Private Exempt Company, Sole proprietor, Partnership and Limited 
Liability Partnership are exempted to be audited.   
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Financial statements include: 

• Balance sheet 

• Income statement 

• Cash flow statement 

• Note to Accounts 

 

3.3.1 Balance Sheet 
 
Currently known as Statement of Financial Position is prepared to 

determine financial position of the business at the end of its 

accounting period. 

Financial Position is prepared by a listing showing the net total amount 

of money / asset that the company have after minus off total amount 

that the company owing to third party.  Third Party including amount 

invested by member and accumulated profit earn from day one.   

It is showing how much your company worth when everything realized. 

The balance figure in this report is carry forward forever until the 

company being wound up. 

A balance sheet is a financial statement that reports a company's 
assets, liabilities and shareholders' equity. 
 
The balance sheet is one of the three (income statement and 
statement of cash flows being the other two) core financial 
statements used to evaluate a business. 
 
The balance sheet is a snapshot, representing the state of a company's 
finances (what it owns and owes) as of the date of publication. 
Summary balances for all real and personal account. 
 
Balance sheet always represent by Accounting Equation. 
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3.3.1.1 Balance Sheet Items 
 
Accounting terminologies refer to special language that always used 
in accounting. 
 
It is important to know the accounting terminology before delving into 

the subject. 
 
Terminologies according to following equation. 
 

3.3.1.2 Asset  
 
all resources owned by company to help generate income. 
 

3.3.1.2.1. Non-Current Assets 

 
Assets obtained from a business to be used for several periods of time.  
They are expected to last for at least one year or more.  Use in business 
to help generate income for the company and not bought specifically 
for resale. 
 
Example: Motor Vehicles, furniture Fitting, Land Building 

 
Normal term used was Property Plant and Equipment (PPE), also 
known as Fixed Assets 
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3.3.1.2.2. Current Assets 
 

Assets that will be used in one period of time.  They have 
short period of life span usually less than one year.  The value change 
frequently and are readily to convert into cash. 
 
Example: Inventory, Receivables, Cash and Bank Balances Receivable 
represents customers owing to the company.  It can be either Trade 
Receivables or Non-Trade Receivables 

 

3.3.1.3 Liabilities  
 

all resources borrowed by company to ensure company sufficient fund 

to run the business. 

 

3.3.1.3.1. Non-Current Liabilities 
 

Money owed by the company to someone.  The repayment is more 
than one year. 
    
Example: Term Loan, Debenture 
 

3.3.1.3.2. Current Liabilities 
 

Money owed by the company which repayable within 1 year 
Example: Bank Overdraft, Payables 

 
Payables represents amount owing by company to others.  It can be 
either Trade Payables or Non-Trade Payables. 
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3.3.1.4 Shareholders’ Equities  
 
fund or capital injected by owner to start the business.  It is also 
including profit that the company generated. 

 

3.3.1.4.1. Share Capital 
 

A company's share capital is the money invested from shareholders in 
return with a share certificate. 

 
A company may raise funds from investor by increase share capital on 
its balance sheet. 
 

3.3.1.4.2. Retained Earnings 
 
Retained earnings (RE) is the amount of net profit left over for the 
business after it has paid out dividends to its shareholders. 

 
The decision to retain the earnings or to distribute it among the 
shareholders is usually left to the company management. 
 
Retained earnings = Retained earning b/f + Current Year Net Profit 
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3.3.1.5 Format Of Balance Sheet 
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3.3.2 Income Statement 
 

Currently known as Statement of Comprehensive income 

It is prepared for calculating the company profit. After Sales minus off 

cost and expenses. 

This report is only for current year and the total profit earn will be 

closed and transferred to balance sheet for shareholders distribution 

in term of dividend.  
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3.3.2.1. Items Included in a Statement of 

Comprehensive Income 
Accounts Details 

Sales / Income / 
Revenue 

Sales of Goods or Services to customer by 
cash term or credit term 

Sales Return / Return 
Inward 

Goods being return by customers  

Discount Allowed / 
Discount Given 

Discount given to customers 

Net Sales Sales – Sales Return – Sales Discount 

Purchases Purchases of goods for resale. Either by 
Cash Term or Credit Term 

Purchase Return / 
Return Outwards 

Goods being return to supplier / Trade 
Creditors 

Discount Received Discount received from supplier / Trade 
Creditors 

Other Purchases 
Expenses 

Expenses added to the purchase of goods 
for resales 

Freight / Carriage 
Inwards / 
Transportation 
 
Purchase Tax  / Import 
Duty 

The cost of transportation in order to 
carry goods purchased into business 
premises 
 
Tax charged on imported goods 
 

Insurance on purchase Insurance expenses paid on goods carried 
on the way to the business premises. 

Packaging Repackaging expenses for goods 
purchased to be sold. 

Net Purchase Purchases – Purchase Return – Discount 
Received + Other Purchase Cost 

Opening Stock / 
Inventory 

Goods from previous year or month 
remain unsold and still store at 
warehouse 
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Accounts Details 

Closing Stock / Inventory Goods for this year or this month remain 
unsold and keep at warehouse 

Cost Of Goods Sold Opening Stock + Net Purchase – Closing 
Stock 

Gross Profit Net Sales – Cost of Goods Sold 

Other Income / Revenue Income received not directly related to 
the business.  For example Interest 
Income, Rental Income 

Expenses / Expenditure Other operating expenses use to run 
business.  For example rental , salary & 
Wages 

Net Profit  Gross Profit + Other Income - Expenses 

Taxation Income Tax if it is a Sdn Bhd / Bhd / LLP 

Net Profit After Tax Net Profit  - Taxation 
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3.3.2.2. Format of Income Statement 
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3.3.3 Cash Flow Statements 
 
A cash flow statement is a financial statement that summarizes the 

amount of cash and cash equivalents entering and leaving a company.  

The cash flow statement measures how well a company manages its 

cash position, meaning how well the company generates cash to pay 

its debt obligations and fund its operating expenses. 

It is a reconciliation between Income Statement and Balance Sheet 

after adjusting non-cash item. 

 

3.3.4 Note to Account 
 
Supporting information that is usually provided along with a 

company’s final accounts or financial statements. Many such notes 

are required to be provided by law.   

Notes to accounts help users of accounting information to understand 

the current financial position of a company and act as a support for its 

estimated future performance. 

The information supplied depends on the accounting standards used. 
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3.4 Accounting Equation 
 
Assets = Liabilities + Owner’s Equity 
 

The accounting equation is the foundation of the double-entry 

accounting system. 

The accounting equation shows on a company's balance that a 

company's total assets are equal to the sum of the company's 

liabilities and shareholders' equity. 

Assets represent the valuable resources controlled by the company. 

The liabilities represent their obligations. 

Both liabilities and shareholders' equity represent how the assets of a 

company are financed. 

Financing through debt shows as a liability, while financing through 

issuing equity shares appears in shareholders' equity. 

For example, loan RM100,000 from bank to start business.  Bank A 

bank in the loan to company bank account and the company owing to 

the Bank A. 

Asset  (Bank)   +100,000 

Liabilities (Bank Loan)   -100,000  

 
Assets = Liabilities + Shareholders’ Equities 
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3.5 Double Entry System 
 

• Double-entry refers to an accounting concept whereby  

assets = liabilities + owners' equity. 

 

• In the double-entry system, transactions are recorded in terms 

of debits and credits. 

 

3.5.1. Debit & Credit Effects 
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3.6 Trial Balance 
 

A trial balance is a worksheet with two columns, one for debits and 

one for credits, that ensures a company’s bookkeeping is 

mathematically correct.  

The debits and credits include all business transactions for a company 

over a certain period, including the sum of such accounts as assets, 

expenses, liabilities, and revenues.  

Debits and credits of a trial balance being equal ensure there are no 

mathematical errors, but there could still be mistakes or errors in the 

accounting systems. 

Companies initially record their business transactions in bookkeeping 

accounts within the general ledger. 

The ending balance of each ledger account as shown in the trial 

balance worksheet is the sum of all debits and credits that have been 

entered to that account based on all related business transactions. 

3.7 General Ledger 
 

In accounting, a General Ledger (GL) is a record of all past transactions 

of a company, organized by accounts.   

General Ledger (GL) accounts contain all debit and credit transactions 

affecting them.  

In addition, they include detailed information about each transaction, 

such as the date, description, amount, and may also include some 

descriptive information on what the transaction was. 
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3.7.1. T Ledger  
 
T Accounts may be your new best friend. The T Account is a visual 

representation of individual accounts in the form of a “T,” making it so 

that all additions and subtractions (debits and credits) to the account 

can be easily tracked and represented visually. 

Each account will have its own individual T Account, which looks like 

the following: 
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3.7.2. Statement Form Ledger 
 

 

 

3.8 Type of Account and Double Entry 
 
3 Different types of accounts in accounting are:  

3.8.1. Real Account 
 

A real account in a business is a record of the amount of asset, liability, 

or owners' equity at a precise moment in time.  

Double Entry Rules: 

• Debit what comes into the business. 

• Credit what goes out of business. 
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3.8.2. Personal Account 
 

Second among three types of accounts are personal accounts which 

are related to individuals, firms, companies, etc.  

 

Few examples are debtors and creditors. 

Double Entry Rules: 

• Debit the receiver 

• Credit the giver 

 

3.8.3. Nominal Account 
The nominal account is an income statement account (expenses, 

income, loss, profit). It is also known as a temporary account, unlike 

the balance sheet account (Asset, Liability, owner's equity), which are 

permanent accounts. So nominal accounting starts with a zero balance 

at the start of every accounting year. 

Double Entry Rules: 

• Debit the expenses and losses 

• Credit the Income and profits 
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3.9 Close General Ledger to Trial Balance 
 
At the end of an accounting period to transfer balances from a 

temporary account to a permanent account. 

Companies use closing entries to reset the balances of temporary 

accounts − accounts that show balances over a single accounting 

period − to zero.  

By doing so, the company moves these balances into permanent 

accounts on the balance sheet. These permanent accounts show a 

company’s long-standing financials. 

3.10 Control Accounts 
 
A control account is a summary-level account in the general ledger.  

This account contains aggregated totals for transactions that are 

individually stored in subsidiary-level ledger accounts.  

Control accounts are mostly used to summarize accounts receivable 

and accounts payable, since these areas contain a large volume of 

transactions, and so need to be separated into subsidiary ledgers, 

rather than cluttering up the general ledger with too much detailed 

information.  

The ending balance in a control account should match the ending total 

for the related subsidiary ledger.  

If the balance does not match, it is possible that a journal entry was 
made to the control account that was not also made in the subsidiary 

ledger. 

If anyone wants to see detailed transactional information for accounts 

payable or accounts receivable, they can review the detail located in 

the subsidiary ledger, since it is not located in the general ledger. 
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3.11 Chart of Accounts 
 
The chart of accounts is a tool that lists all the financial accounts 

included in the financial statements of a company. It provides a way 

to categorize all the financial transactions that a company conducted 

during a specific accounting period. 

It is used to organize finances and give interested parties, such as 

investors and shareholders, a clearer insight into a company’s financial 

health. 

The chart of accounts provides the name of each account listed, a brief 

description, and identification codes that are specific to each account. 

The balance sheet accounts are listed first, followed by the accounts 

in the income statement. 

Should opened in according to the accounting equation sequential. 
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The balance sheet accounts comprise assets, liabilities, and 

shareholders equity, and the accounts are broken down further into 

various subcategories.  

The accounts in the income statement comprise revenues and 

expenses, and these accounts are also broken down further into sub-

categories. 

3.11.1. Setting of Chart of Account 
 

When setting up a chart of accounts, typically, the accounts that are 

listed will depend on the nature of the business. 

For example, the taxi business will include a fuel expense account that 

is not common to all businesses, but it will leave out an inventory 

account since the taxi business is a service business that does not hold 

stock. 

Typically, when listing accounts in the chart of accounts, you should 

use a numbering system for easy identification. Numbering also makes 

it easy to record a transaction. Small businesses commonly use three-

digit numbers, while large businesses use four-digit numbers to allow 

room for additional numbers as the business grows. 

Groups of numbers are assigned to each of the five main categories, 

while blank numbers are left at the end to allow for additional 

accounts to be added in the future. Also, the numbering should be 

consistent to make it easier for management to roll up information of 

the company from one period to the next. 

 

Example: A large business numbering system 

• Assets: 1000-1999 

• Liabilities: 2000-2999 
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• Shareholder’s equity: 3000-3999 

• Revenue: 4000-4999 

• Cost : 5000-5999 

• Other Income : 6000-6999 

• Expenses: 7000-7999 

• Taxes : 8000-8999 

 

 

 

 

 

 

 


