Chapter 2


Chapter 2: Overview of Business Process
2-1 business Cycles
The AIS at a company will interact with many external parties, such as customers, vendors, creditors, and governmental agencies as well as with internal parties such as management and employees.
A transaction “is an agreement between two entities to exchange goods or services or any other event that can be measured in economic terms by an organization”. Examples include selling goods to customers, buying inventory from suppliers, and paying employees. “The process that begins with capturing transaction data and ends with an informational output such as the financial statements” is called transaction processing.
From your audit experience, you may know that many business activities are pairs of events involved in a give-get exchange. Most organizations engage in a small number of give-get exchanges, but each type of exchange happens many times. For example, S&S has thousands of sales to customers every year in exchange for cash. Likewise, S&S will continuously buy inventory from suppliers in exchange for cash.

These basic exchanges can be grouped into five major transaction cycles:

● The revenue cycle, where goods and services are sold for cash or a future promise to pay cash.

● The expenditure cycle, where companies purchase inventory for resale or raw materials to use in producing products in exchange for cash or a future promise to pay cash.   
● The production cycle, where raw materials are transformed into finished goods.
● The human resources/payroll cycle, where employees are hired, trained, compensated, evaluated, promoted, and terminated.

● The financing cycle, where companies sell parts of the company to investors and borrow money and where investors are paid dividends and interest is paid on loans.
These cycles process a few related transactions over and over again. For example, most revenue cycle transactions are either selling goods or services to customers or collecting cash for those sales. Figure 2-1 on page 15 shows the main transaction cycles and the give-get exchange inherent in each cycle. 

2-2 Transaction Processing: The data Processing Cycle
One important function of the AIS is to efficiently and effectively process data about a company's transactions. In manual (non-computer-based) systems, data are entered into journals and ledgers maintained on paper. In computer-based systems, data are entered into computers and stored in files and databases. “The operations performed on data to generate meaningful and relevant information” are referred to collectively as the data processing cycle. As shown in Figure 2-2 on page 16, this process consists of four steps: data input, data storage, data processing, information output.

2-2-1 Data Input

The first step in processing transactions is to capture the data for each transaction that takes place and enter them into the system. The data capture process is usually triggered by the occurrence of a business activity.
Figure 2-1 The AIS and Its Subsystems
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Data must be collected about three facets of each business activity:
1. Each activity of interest.

2. The resource(s) affected by each activity.

3. The people who participate in each activity.

Figure 2-2 The Data Processing Cycle
  
For example, the most frequent transaction in the revenue cycle is a sale, either for cash or on credit. S&S may find it useful to collect the following data about a sales transaction:
● Date and time of day the sale occurred.

● Employee who made the sale and the checkout clerk who processed the sale.

● Checkout register where the sale was processed.

● Item(s) sold.

● Quantity of each item sold.

● List price and actual price of each item sold.

● Total amount of the sale

● For credit sales: delivery instructions, customer bill-to and ship-to addresses, customer name.
 Historically, most business used paper source documents to collect data about their business activities. They later transferred that data into the computer. Table 2-1 lists some common transaction cycle activities and the name of the source document or form used to capture data about that event.
Table 2-1 Common Business Activities and Source Documents
	Business Activity
	Source Document

	Revenue Cycle

Take customer order

Deliver or ship order

Receive cash
Deposit cash receipts 

Adjust customer account


	Sales order
Delivery ticket or bill of lading

Remittance advice or remittance list

Deposit slip
Credit memo

	Expenditure Cycle
Request items

Order items

Receive items

Pay for items
	Purchase requisition 

Purchase order

Receiving report

Check

	Human Resources Cycle
Collect employee withholding data

Record time worked by employees

Record time spent on specific jobs
	Employment form

Time cards

Job time tickets or time sheet 


It is also important for control purposes that certain transactions be verified by the system. For example, S&S would not want to sell goods to a customer who was not paying his bills or sell an item for immediate delivery that was out of stock. These kinds of problems could be prevented by programming the system to check a customer's credit limit and payment history as well as inventory status before conforming a sale to a customer.
2-2-2 Data Storage

A company's data are one of its most important resources. However, the mere existence of relevant data does not guarantee they are useful. An organization must have ready and easy access to its data to function properly. Therefore, accountants need to understand how data are organized and stored in an AIS and how they can be accessed. In essence, they need to know how to manage data for maximum corporate use.
Imagine how difficult a textbook would be to read if it were not organized into chapters, sections, paragraphs, and sentences. Now imagine how hard it would be for S&S to find an invoice if all documents were randomly dumped into file cabinets. Fortunately, most textbooks and company files are organized for easy retrieval. Likewise, information in an AIS is organized for easy an efficient access. This section explains basic data storage concepts and definitions such as ledgers, journals, coding techniques, chart of accounts, and computer-based storage concepts.
2-2-2-1 Ledgers

In an AIS, files used to store cumulative information are called ledgers. Most companies may have both a general ledger and a set of subsidiary ledgers. The general ledger “contains summary-level data for every asset, liability, equity, revenue, and expense account of the organization”. A subsidiary ledger “records all the detailed data for any general ledger account that has many individual subaccounts”. For example, the general ledger contains an Accounts Receivable account that summarizes the total amount owed to the company by all customers. The subsidiary accounts receivable ledger has a separate record for each individual customer, each of which contains detailed information (name, address, account balance, credit limit, etc.) about a particular customer. Subsidiary ledgers are commonly used for items such as accounts receivable, inventory, fixed assets, and accounts payable.

The general ledger account corresponding to a subsidiary ledger is called control account. The relationship between the general ledger control account and the individual account balances in the subsidiary ledger plays an important role in maintaining the accuracy of the data stored in the AIS. Specifically, the sum of all entries in the subsidiary ledger should equal the amount in the corresponding general ledger control account. For example, the inventory subsidiary ledger would contain dollar balances for each inventory item carried by S&S. the sum of all the dollar balances in the inventory subsidiary ledger should equal the total dollar balance in the inventory control account in the general ledger. Any discrepancy between the total of the subsidiary ledger and the balance in the corresponding general ledger control account indicates that an error in the recording process has occurred.
2-2-2-2 Coding Techniques

The data stored in ledgers must be organized in a logical fashion. The most common way to do that is to use coding techniques. Coding “is the systematic assignment of numbers or letters to items to classify and organize them”. Many different types of codes are used in business and accounting applications.

With sequence codes, “items are numbered consecutively to ensure that there will be no gaps in the sequence. This enables the user to account for all the items, because any missing items will cause a gap in the numerical sequence”. Examples include prenumbered checks, invoices, and purchase orders.
With block codes, “blocks of numbers within a numerical sequence are reserved for categories having meaning to the user”. For example, S&S could reserve a specific range of code number for major product categories, as shown here.

Product Code                         Product Type   
1000-1999                          Electric range 
2000-2999                          Refrigerator
3000-3999                          Washer
4000-4999                           Dryer
Users familiar with the code can readily identify the type and model of item by code number alone. Other examples include ledger account numbers (blocked by account type), employee numbers (blocked by department), and customer numbers (blocked by region).

Group codes “are often used in conjunction with the block code. In group codes two or more subgroups of digits are used to code the item”. If S&S uses a seven-digit product code number, for example, the group coding technique might be applied as follows.

Digit Position 
Meaning                                            
1-2                       Product line, size, style
3                          Color
4-5                       Year of manufacture
6-7                       Optional features
There are four subcodes within the product code, each conveying a different meaning. This type of code allows one to sort, summarize, and retrieve information by using one or more of the subcodes. This technique is often applied to general ledger accounts numbers.
2-2-2-3 Chart of Accounts

Perhaps the best example of coding in organizations is the chart of accounts. Each general ledger account is assigned a specific number and the chart of accounts “is a list of all general ledger accounts an organization uses”. Since the codes are account numbers, they allow transaction data to be coded, classified, and entered into the proper accounts.

The structure of the chart of accounts is an important aspect of  an AIS, because it affects the preparation of financial statements and reports. Data stored in individual accounts can easily be summed for presentation in reports, but data stored in summary accounts cannot be easily broken down and reported in more detail. Consequently, it is important that the chart of accounts contain sufficient detail to meet an organization's information needs.
To illustrate, consider the consequences if S&S were to use only one general ledger account for all sales transactions. It would be easy to produce reports showing the total amount of sales for a given time period, but it would be very difficult to prepare reports separating cash and credit sales. Indeed, the only way to produce these later reports would be to go back to the source documents or electronic record of the sale to identify the nature of each sales transaction. Clearly, this approach is not practical. If, however, S&S used separate general ledger accounts for cash and credit sales, then reports showing both types of sales could be easily produced. Total sales could also be easily reported by summing each type of sale.

Table 2-2 shows the initial chart of accounts developed for S&S. each account number is three digits long, with each digit serving a specific purpose. It is important to realize that the chart of accounts will differ, depending on the nature and purpose of the organization it represents.
2-2-2-4 Journals

In manual accounting systems, transaction data is recorded in a journal before it is entered into a ledger. While manual systems are not used very frequently today, understanding the process of entering data into journal and then in ledgers is important.

Table 2-2 Sample Chart of Accounts for S&S
	Account Code
	Account Name
	Account Code
	Account Name

	100-199
	Current Assets
	400-499
	Equity Accounts

	101
	Checking Account
	400
	Common Stock

	102
	Savings Account
	410
	Retained Earnings

	103
	Petty Cash
	

	120
	Accounts Receivable
	500-510
	Revenues

	125
	Inventory
	510
	Cash Sales

	130
	Supplies
	520
	Credit Sales

	150
	Prepaid Rent
	
	

	

	200-299
	Noncurrent Assets 
	600-799
	Expenses

	200
	Land
	600
	Cost of Goods Sold

	210
	Buildings
	611
	Wages Expense

	
	612
	Rent Expense 

	300-399
	Liabilities
	613
	Supplies Expense

	300
	Accounts Payable
	

	310
	Wages Payable
	900-999
	Summary Accounts

	
	910
	Income Summary


A journal entry is made for each transaction showing the accounts and amounts to be debited and credited. A general journal is “a register used to record chronologically infrequent or nonroutine transactions, such as loan payments and end-of-period adjusting and closing entries”. A specialized journal is “a register used to simplify the process of recording large numbers of repetitive transactions such as credit sales, cash receipts, purchase on account, and cash disbursements”.
2-2-2-5 Trial Balance

Once an AIS records journal entries and posts them to the ledger the system can create a trial balance. The trial balance is “a listing of all accounts and their debit and credit balances. A mismatch in amounts for debits and credits indicates a recording error”.

2-2-2-6 Audit Trail

The basic inputs to the traditional financial accounting structure are transactions measured in monetary units. An audit trail is “a systematic approach maintained within a company's system enables information users to follow the flow of data through the system”. Figure 2-3 reflects an example of a financial information audit trail.
 FIGURE 2-3 An accounting audit trail.
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This audit trail parallels an organization's accounting cycle, which begins with a transaction and ends with producing financial statements and closing temporary accounts.
2-2-3 Data Processing

Once data about a business activity have been collected and entered into the system they must be processed. This processing helps keep the data stored in files or databases current. There are four different types of file processing:
1. Updating data previously stored about the activity, the resources affected by the activity, or the people who performed the activity.
2. Changing data, such as changing a customer's address when they move or their credit limit when their financial situation changes.

3. Adding data, such as adding a new employee to the payroll master file or database after they have been hired.
4. Deleting data, such as purging the vendor master file of all vendors that the company no longer does business with.
2-2-4 Information Output

The final step in the data processing cycle is information output. Information is usually presented in one of three forms: a document, report, or response to a query.
Documents are records of transaction or order or other company data. Some, such as checks and invoices, are transmitted to external parties. Others, such as receiving reports and purchase requisition, are used internally. Documents generated at the end of transaction processing activities are called operational documents to distinguish them from source documents, which are used at the beginning of the process.
Documents can be printed out or they can be stored as electronic images in a computer.
Reports are prepared for both internal and external users. Reports are used by employees to control operational activities and by managers to make decisions and design strategies for the business. External users need reports for a wide variety of reasons, such as to evaluate company profitability, to judge creditworthiness, or to comply with regulatory requirements.
Some reports, such as financial statements and sales analyses, are produced on a regular basis. Others are produced on an exception basis to call attention to unusual conditions.
Increasingly, information needs can not be satisfied strictly by documents or periodic reports. Instead, problems and questions constantly arise that need rapid action or answers. To response to this problem, personal computers or terminals are used to query the system. A user enters a request for a specific piece of information. When the information is found, it is retrieved, displayed, or analyzed as requested. Since, many queries are repetitive, users will usually have a predetermined set of queries available to them. To shorten the time required to develop the queries and to improve their efficiency, these repetitive are often developed by information systems (IS) specialists.
When displayed on a monitor, output is referred to as ‘soft copy’. When printed on paper, it is referred to as ‘hard copy’.
2-2-4-1 Purpose of the Output

Whether presented in the form of paper reports or displayed on a computer screen, information is typically produced for a specific purpose. Two of the more important categories of financial information produced by an AIS are financial statements and managerial reports. External users are provided with financial statements to meet stewardship requirements and to provide the information needed to make decisions, such as whether to loan money to an organization or to invest in it. Internal users also use the financial statements produced by the AIS.
An organization's AIS must also provide managers with detailed operational information to plan, manage, control, and evaluate company performance. For planning purposes, management needs information about such things as inventory status, relative profitability of products, sales forecasts, and new product revenue and costs estimates. They also need budgets, which are formal expressions of goals in financial terms. One of the most common and important types of budgets is the cash budget that shows projected cash inflows and outflows. This information is especially important to a small business, because cash flow problems are a principal cause of small-business failures. A cash budget can provide advance warning of cash flow problems in time to permit corrective action to be taken.
To help effectively manage day-to-day operations, management needs information on things such as production and delivery schedules, open purchase orders, and inventory stock status reports.
For control purposes, an organization must constantly monitor its progress so that problems that arise can be corrected as soon as possible. Often, monitoring is done using performance reports that compare standard, or expected, performance with actual performance. Since budgeted amounts are estimates, there are almost certain to be variances for each item in the performance report. Therefore, the principle of management by exception is used to interpret those variances. If actual performance is at or near budgeted figures, a manager can assume the item is under control and no action is needed. On the other hand, significant deviations from budgeted amounts signal the need to investigate the cause of the discrepancy and take whatever action is appropriate to correct the problem. Examples of control reports include comparisons of standard and actual production rates, materials use, labor efficiency, profitability, and sales.                
End of chapter assignments

Assignment No.1—Choose the right answer:

1. Which cycle includes interactions between an organization and its suppliers?
a. Revenue cycle                                  c. Human resources cycle               b. Expenditure cycle                                         d. General ledger cycle

2. Which of the following would contain the total value of all inventory owned by an organization?

a. Source document          c. Cash budget                                                    b. General ledger                                                         d. Subsidiary ledger

3. Which of the following is most likely to be a general ledger control account?

a. Accounts receivable                                                c. prepaid rent                                                      b. Petty cash                                                                d. Retained earnings

4. Which of the following is most useful for projecting the need for short-term borrowing?

a. Income statement                                                          c. Cash budget    b. Performance report                                                       d. Balance sheet.

5. What report expresses goals in financial terms?

a. Performance report                                                    c. Budget              b. Financial statement                                                   d. Chart of accounts

6. How does the chart of accounts list general ledger accounts?

a. Alphabetical order         c. Order by size                                                  b. Chronological order      d. The order in which they appear in financial 

statements
Assignment No.2— Classify each of the following items as belonging in the revenue, expenditure, human resources/payroll, production, or financing cycle.

a. Purchase raw materials

b. Pay off mortgage on factory

c. Hire a new assistant controller
d. Establish a $10000 credit limit for customer XYZ company

e. Pay for raw materials

f. Disburse payroll checks to factory workers

g. Record goods received from vendor

h. Update the allowance for doubtful accounts

i. decide how many units to make next month

j. Record factory employee time cards

k. Send new employees to a business ethics course

l. Pay utility bills    
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