Chapter 4 – The Accounting Cycle

Closing the Books
· At the end of the accounting year, the accounts are made ready for the next year. 

· This is called closing the books. 

· To close an account, reduce its balance to zero.
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Temporary versus permanent accounts




· Revenue, expense and drawings accounts are temporary accounts that relate to a single accounting period. 

· All temporary accounts are closed. 

· Their balances will be zero after the closing entries are journalized and posted. 

· Temporary accounts may then be used to accumulate data in the next accounting period, separate from the data of prior periods. 

· Asset, liability, and the owner’s capital account are permanent accounts that relate to one or more future periods. 

· They will continue to have balances that will be carried forward to the next year. 

· Closing entries formally recognize in the ledger the transfer of net income (or loss) and owner’s drawings to owner’s capital as shown in the statement of owner’s equity. 

· Journalizing and posting closing entries is a required step in the accounting cycle.

· A temporary account, Income Summary, is used to close revenue and expense accounts and summarize net income. 

· The net income is then transferred from Income Summary to the Owner’s Capital account. 

· This method minimizes the amount of detail in the permanent owner’s capital account. 

· The Drawings account is closed directly to the Capital account.

There are four closing entries, assuming normal balances:

· To close the revenue accounts, debit each revenue account for its balance and credit Income Summary for total revenues.

· To close the expense accounts, debit Income Summary for total expenses and credit each expense account for its balance.

· To close the Income Summary account, debit Income Summary for its balance (equal to the net income amount) and credit Owner’s Capital. In the event of a net loss, debit Owner’s Capital and credit Income Summary for the net loss.

· To close the Drawings account, Owner’s Capital is debited and Owner’s Drawings is credited for the balance in the Owner’s Drawings account.
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Diagram of closing process




STOP AND CHECK: 

(1) The balance in the Owner’s Capital account should equal the ending balance in the statement of owner’s equity and balance sheet. 

(2) All temporary accounts (revenue, expense, income summary, and drawings) should have zero balances.

· Remember that the capital account balance in the trial balance is the opening balance (plus any investments made by the owner during the period)

· —it is not the ending balance that appears in the statement of owner's equity and balance sheet. 

· This permanent account is updated to its ending balance by transferring the net income (loss) and drawings for the period from the temporary accounts.
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	[image: image9.jpg]PIONEER ADVERTISING AGENCY
Adjusted Trial Balance

October 31, 2008

_Debit _Credit
Cash $15,200
Accounts receivable 200
Advertising supplies 1,000
Prepaid insurance 550
Office equipment 5,000
Accumulated amortization—office equipment $ 8
Notes payable 5,000
Accounts payable 2,500
Unearned revenue 800
Salaries payable 2,000
Interest payable 25
C. Byrd, capital 10,000
C. Byrd, drawings 500
Service revenue 10,600
Advertising supplies expense 1,500
Amortization expense 83
Insurance expense 50
Salaries expense 6,000
Rent expense 900
Interest expense 25

331008  $31.008
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[image: image12.jpg]GENERAL JOURNAL
Date Account Titles and Explanation Ref. | Debit | Credit
Closing Entries
2008 [}
Oct. 31 | Service Revenue 400 | 10,600
Income Summary 350 10,600
To close revenue account.
2
31 | Income Summary 350 8,558
Advertising Supplies Expense 611 1,500
Amortization Expense 71 83
Insurance Expense 722 50
Salaries Expense 726 6,000
Rent Expense 729 900
Interest Expense 905 25
To close expense accounts.
@)
31 | Income Summary 350 2,042
C. Byrd, Capital 301 2,042
To close net income.
@
31 | C. Byrd, Capital 301 500
C. Byrd, Drawings 306 500
To close drawings account.
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Adjusted trial balance




Post-Closing Trial Balance

· The post-closing trial balance is a list of permanent accounts and their balances after the closing entries have been journalized and posted.

· It contains only permanent accounts since all temporary accounts will have zero balances. 

· The purpose of the post-closing trial balance is to prove the equality of the permanent account balances that are carried forward into the next accounting period.

· It provides evidence that the journalizing and posting of the closing entries has been properly completed. 

· However, as with all trial balances, it does not guarantee that no errors have been made or that all the ledger balances are correct.

	[image: image16.jpg]PIONEER ADVERTISING AGENCY
Post-Closing Trial Balance

October 31, 2008

_Debit_Credit
Cash $15,200
Accounts receivable 200
Advertising supplies 1,000
Prepaid insurance 550
Office equipment 5,000
Accumulated amortization—office equipment 83
Notes payable 5,000
Accounts payable 2,500
Unearned revenue 800
Salaries payable 2,000
Interest payable 25
C. Byrd, capital 11,542

321950  $21.950
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Post-Closing trial balance




