Closing

Basic Process

The procedure generally followed to reduce the balance of temporary accounts to zero
in order to prepare the accounts for the next period’s transactions is known as the
closing process. In the closing process, all of the revenue and expense account balances
(income statement items) are transferred to a clearing or suspense account called Income
Summary, which is used only at the end of each accounting period (yearly). Revenues
and expenses are matched in the Income Summary account, and the net result of this
matching, which represents the net income or net loss for the period, is then transferred
to an owners’ equity account (retained earnings for a corporation and capital accounts
or owner'’s equity normally for proprietorships and partnerships). All closing entries
are posted to the appropriate general ledger accounts.

For example, assume that revenue accounts of Collegiate Apparel Shop Inc. have
the following balances, after adjustments, at the end of the year:

Sales Revenue $280,000
Rental Revenue 27,000
Interest Revenue 5,000

These revenue accounts would be closed and the balances transferred by the follow-
ing closing journal entry:

Sales Revenue 280,000
Rental Revenue 27,000
Interest Revenue 5,000
Income Summany 312,000

(To close revenue accounts to Income Summary)

Assume that the expense accounts, including Cost of Goods Sold, have the following
balances, after adjustments, at the end of the year:



Cost of Goods Sold $206,000

Selling Expenses 25,000
General and Adm. Expenses 40,600
Interest Expense 4,400
Income Tax Expense 13,000

I'hese expense accounts would be closed and the balances transferred through the fol-
lowing closing journal entry:

Incorme Summary 289,000
Cost of Goods Sold 206,000
Selling Expenses 25,000
General and Adm. Expenses 40,600
Interest Expense 4,400
Income Tax Expense 13,000

(To close expense accounts to Income Summary)

I'he Income Summary account now has a credit balance of $23,000, which is net income.
The net income is transferred to retained earnings by closing the Income Summary
sccount to Retained Earnings as follows:

Income Summary 23,000
Retained Earnings 23,000
{To close Income Summary to Retained Earnings)

vssuming that dividends of $7,000 were declared and distributed during the year, the
nvidends account is closed directly to Retained Earnings as follows:

Retained Earnings 7,000
Dividends 7,000
(To close Dividends to Retained Earmings)



viter the closing process is completed, each income statement account is balanced out
«» zero and is ready for use in the next accounting period. llustration 3-23 shows the
Josing process in T-account form.
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Inventory and Cost of Goods Sold

The closing procedures illustrated above assumed the use of the perpetual inventory
system. With a perpetual inventory system, purchases and sales are recorded directly
in the inventory account as they occur. Therefore, the balance in the Inventory account
should represent the ending inventory amount, and no adjusting entries are needed.
To ensure this accuracy, a physical count of the items in the inventory is generally made
annually. No Purchases account is used because the purchases are debited directly to
the Inventory account. However, a Cost of Goods Sold account is used to accumulate
the issuances from inventory. That is, when inventory items are sold, the cost of the
sold goods is credited to Inventory and debited to Cost of Goods Sold.

With a periodic inventory system, a Purchases account is used, and the Inventory
account is unchanged during the period. The Inventory account represents the begin-
ning inventory amount throughout the period. At the end of the accounting period, the
[nventory account must be adjusted by closing out the beginning inventory amount
and recording the ending inventory amount. The ending inventory is determined by
physically counting the items on hand and valuing them at cost or at the lower of cost
or market. Under the periodic inventory system, cost of goods sold is, therefore, deter-
mined by adding the beginning inventory together with net purchases and deducting
the ending inventory.

To illustrate how cost of goods sold is calculated with a periodic inventory system,
assume that Collegiate Apparel Shop has a beginning inventory of $30,000; Purchases
$200,000; Transportation-In $6,000; Purchase Returns and Allowances $1,000; Purchase
Discounts $3,000; and the ending inventory is $26,000. The calculation of cost of goods
sold is as follows:

Beginning inventaory $30,000
Furchases $200,000

Less: Purchase returns and allowances %1,000

Less: Purchase discounts 3,000 4,000

Met purchases 196,000

Plus: Transportation-in 6,000

Cost of goods purchased 202,000
Cost of goods available for sale 232,000
Less: Ending inventory 26,000
Cost of goods soid $206,000

Cost of goods sold will be the same whether the perpetual or periodic method is used.



Post-Closing Trial Balance

We already mentioned that a trial balance is taken after the period’s regular transac-
tions have been entered and that a second trial balance (the adjusted trial balance) is
taken after the adjusting entries have been posted. A third trial balance may be taken
after posting the closing entries. The trial balance after closing, often called the posi-
closing trial balance, shows that equal debits and credits have been posted to the
Income Summary account. The post-closing trial balance consists only of asset, liabil-
ity, and owners’ equity (the permanent) accounts.

Reversing Entries

After the financial statements have been prepared and the books have been closed, it
is often helpful to reverse some of the adjusting entries before recording the next
period’s regular transactions. Such entries are called reversing entries. A reversing
entry is made at the beginning of the next accounting period and is the exact oppo-
site of the related adjusting entry made in the previous period. The recording of















