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In accounting, accurately recording financial transactions is essential for
preparing reliable financial statements. At the end of each accounting
period, it's crucial to reset certain accounts that accumulate data over
time. These accounts, known as temporary or nominal accounts, include
revenues, expenses, gains, and losses. To ensure these accounts reflect only
the current period's activity, accountants perform a series of journal
entries to "close" or reset their balances. This process is fundamental in
maintaining the integrity of financial reporting and providing a clear
picture of a company's financial performance.

This article explores the detailed process of making journal entries at the
end of the accounting period to remove balances from temporary accounts,
ensuring they start fresh in the next period. We will delve into the types of
temporary accounts, the importance of closing entries, the step-by-step
procedures, and practical examples to illustrate these concepts.

Understanding Temporary Accounts

Definition of Temporary Accounts
Temporary accounts are accounts that track financial activity for a specific
accounting period. They are designed to capture revenue, expenses, gains, and
losses that are relevant only to the current period. At the end of each
period, these accounts need to be closed to prevent their balances from
carrying over into the next period.

Examples of Temporary Accounts
- Revenue accounts (e.g., Sales Revenue, Service Revenue)
- Expense accounts (e.g., Rent Expense, Salaries Expense, Utilities Expense)
- Gains and losses (e.g., Gain on Sale of Asset, Loss on Disposal)

Permanent vs. Temporary Accounts
- Permanent Accounts: Balance sheet accounts such as assets, liabilities, and
equity, which carry their balances into future periods.
- Temporary Accounts: Income statement accounts that are closed periodically.

The Importance of Closing Temporary Accounts

Closing temporary accounts serves several key purposes:



- Accurate Financial Reporting: Ensures that revenue and expense figures
pertain only to the current period.
- Proper Profit Calculation: Facilitates the calculation of net income or
loss for the period.
- Preparedness for Next Period: Resets account balances to zero, ready for
new transactions.
- Prevents Double Counting: Avoids inflating income or expenses in subsequent
periods.

The Closing Process: An Overview

The closing process involves a series of journal entries made at the end of
the accounting period. These entries transfer balances from temporary
accounts to permanent accounts, typically to the retained earnings account in
a corporation or owner’s capital account in a sole proprietorship.

Main Steps of Closing Entries:

1. Close revenue accounts to Income Summary.
2. Close expense accounts to Income Summary.
3. Close Income Summary to Retained Earnings or Owner’s Capital.
4. Close Dividends (if applicable) to Retained Earnings.

This systematic approach ensures that temporary accounts start each new
period with a zero balance.

Step-by-Step Guide to Making Closing Journal
Entries

1. Closing Revenue Accounts
- Purpose: Transfer total revenues to the Income Summary account.
- Journal Entry:

```plaintext
Debit: Revenue Accounts (total amount)
Credit: Income Summary (total amount)
```

- Example:

```plaintext
Debit: Sales Revenue $50,000
Credit: Income Summary $50,000
```

2. Closing Expense Accounts
- Purpose: Transfer total expenses to the Income Summary account.
- Journal Entry:

```plaintext



Debit: Income Summary (total expenses)
Credit: Expense Accounts (total expenses)
```

- Example:

```plaintext
Debit: Income Summary $30,000
Credit: Salaries Expense $20,000
Credit: Utilities Expense $10,000
```

3. Closing Income Summary to Retained Earnings (or
Owner’s Capital)
- Purpose: Transfer net income or net loss to retained earnings.
- Calculation:
Net Income = Total Revenues – Total Expenses

- Journal Entry:

- If net income:

```plaintext
Debit: Income Summary
Credit: Retained Earnings
```

- If net loss:

```plaintext
Debit: Retained Earnings
Credit: Income Summary
```

- Example of Net Income:

```plaintext
Debit: Income Summary $20,000
Credit: Retained Earnings $20,000
```

4. Closing Dividends or Drawings (if applicable)
- Purpose: Transfer dividends or drawings to retained earnings.
- Journal Entry:

```plaintext
Debit: Retained Earnings
Credit: Dividends / Owner’s Drawings
```

- Example:

```plaintext
Debit: Retained Earnings $5,000
Credit: Dividends $5,000



```

Practical Example of Closing Entries

Suppose a company has the following balances at the end of the period:
- Sales Revenue: $100,000
- Salaries Expense: $40,000
- Rent Expense: $10,000
- Utilities Expense: $5,000
- Dividends declared: $15,000

Step 1: Close revenue:

```plaintext
Debit: Sales Revenue $100,000
Credit: Income Summary $100,000
```

Step 2: Close expenses:

```plaintext
Debit: Income Summary $55,000
Credit: Salaries Expense $40,000
Credit: Rent Expense $10,000
Credit: Utilities Expense $5,000
```

Step 3: Close income summary to Retained Earnings:

- Net income = $100,000 – $55,000 = $45,000

```plaintext
Debit: Income Summary $45,000
Credit: Retained Earnings $45,000
```

Step 4: Close dividends:

```plaintext
Debit: Retained Earnings $15,000
Credit: Dividends $15,000
```

After these entries, all temporary accounts will have zero balances, and the
net impact on retained earnings will be accurately reflected.

Additional Considerations and Best Practices

Automation and Software
Many accounting software packages automatically perform closing procedures,
but understanding the manual process is valuable for accuracy and
troubleshooting.



Timing of Closing Entries
- Typically performed after the trial balance is verified.
- Usually at the end of the fiscal year, but can be done quarterly or
monthly.

Handling Errors
- Double-check the balances before closing.
- Make adjustments if discrepancies are found before making closing entries.

Record Keeping
- Keep copies of all closing entries for audit purposes.
- Ensure the closing process is documented in the accounting records.

Conclusion

Performing a series of journal entries at the end of the accounting period to
remove the balances from temporary accounts is a fundamental step in the
accounting cycle. It ensures that revenues, expenses, gains, and losses are
correctly reported for each period, and that the accounts are prepared for
the next cycle. Proper understanding and execution of these closing entries
uphold the accuracy and integrity of financial statements, facilitating
better decision-making and compliance with accounting standards.

By mastering this process, accountants and business owners can ensure their
financial records are precise, organized, and ready to reflect the true
financial position of their organization at any given time.

Frequently Asked Questions

What is the purpose of journal entries at the end of
the accounting period to remove temporary account
balances?

They are used to close temporary accounts such as revenues, expenses, and
dividends to retained earnings, ensuring that these accounts start fresh in
the next period.

Which accounts are typically closed through end-of-
period journal entries?

Revenue accounts, expense accounts, and dividends accounts are closed to
reset their balances for the new accounting period.

How do journal entries at period-end impact the



financial statements?

They ensure that net income is properly reflected in retained earnings and
that temporary accounts do not carry over, leading to accurate financial
reporting.

Can you provide an example of a journal entry to
close revenue accounts?

Yes, for example: Debit Revenue account(s), Credit Income Summary account(s).

What is the role of the Income Summary account during
the closing process?

The Income Summary account aggregates all revenue and expense balances, and
its net balance is transferred to retained earnings to reflect net income or
loss.

Are dividends closed through journal entries at the
end of the period?

Yes, dividends are closed by debiting retained earnings and crediting the
Dividends account to transfer dividends paid to retained earnings.

Why is it important to remove temporary account
balances before preparing financial statements?

Removing temporary account balances ensures that income and expenses are
accurately reflected for the period and that these accounts do not affect
future periods.

What are the typical steps involved in the closing
process at the end of an accounting period?

The steps include closing revenue accounts, closing expense accounts, closing
dividends accounts, and transferring net income or loss to retained earnings.

How do these journal entries affect the company's
retained earnings?

They transfer net income or loss and dividends to retained earnings, updating
its balance to reflect the period's results.

Are there different methods for closing temporary
accounts, and which is most common?

Yes, methods include the traditional closing entries and the worksheet
method; the most common is the traditional method using journal entries.
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In the realm of accounting, maintaining accurate and meaningful financial
statements hinges on proper management of temporary accounts. As an
accounting period concludes, businesses undertake a critical process:
recording a series of journal entries designed to transfer the balances of
temporary accounts—such as revenues, expenses, gains, and losses—into
permanent accounts like retained earnings or capital accounts. This process
ensures that the income and expenses are correctly reflected for the period,
and that the temporary accounts are reset to zero in preparation for the next
period. Understanding the nature, purpose, and execution of these journal
entries is fundamental for accountants, financial analysts, and business
owners alike.

---

Understanding Temporary Accounts and Their Role
in Financial Reporting

Before diving into the specifics of journal entries at period-end, it’s
essential to grasp what temporary accounts are and why they need to be
cleared.

What Are Temporary Accounts?
Temporary accounts, sometimes called nominal accounts, are accounts that
track financial activity over a specific period. They include:

- Revenues or Sales
- Expenses
- Gains
- Losses

Once the accounting period concludes, these accounts should reflect only the
activity relevant to that period. Their purpose is to measure performance—how
much income was earned and expenses incurred during the period.

The Rationale for Closing Temporary Accounts
The primary reasons for closing temporary accounts are:

- To reset their balances to zero, preparing them for the next accounting
period.
- To transfer the net results (profit or loss) to a permanent equity account,
often retained earnings.
- To ensure that the income statement reflects only the activity of the
current period.

Properly closing temporary accounts maintains the integrity of financial
statements and ensures comparability between periods.



---

The Process of Closing Temporary Accounts: An
In-Depth Look

Closing entries are the journal entries made at the end of an accounting
period to transfer temporary account balances to permanent accounts. The
process involves a sequence of systematic steps.

Step 1: Closing Revenue Accounts
All revenue accounts are credited to transfer their balances to an
intermediary account, often called Income Summary or directly to Retained
Earnings.

Example Entry:
```
Debit: Revenue Accounts (e.g., Sales Revenue) — sum of all revenues
Credit: Income Summary — total revenue
```

This entry zeroes out the revenue accounts, consolidating total income
earned.

Step 2: Closing Expense Accounts
Similarly, all expense accounts are debited to Income Summary, which is then
credited.

Example Entry:
```
Debit: Income Summary — total expenses
Credit: Expense Accounts (e.g., Salaries Expense, Rent Expense)
```

This clears the expense accounts to zero and accumulates the total expenses.

Step 3: Closing Income Summary to Retained Earnings
After revenues and expenses are closed into Income Summary, the net income or
net loss is transferred to retained earnings.

- If net income: debit Income Summary, credit Retained Earnings.
- If net loss: debit Retained Earnings, credit Income Summary.

Example Entry for Net Income:
```
Debit: Income Summary
Credit: Retained Earnings
```

Example Entry for Net Loss:
```



Debit: Retained Earnings
Credit: Income Summary
```

This step updates the equity account to reflect the period's earnings or
losses.

Step 4: Closing Dividends or Drawings (if applicable)
For corporations, dividends are closed directly to retained earnings:

```
Debit: Retained Earnings
Credit: Dividends
```

This ensures dividends paid are reflected correctly in retained earnings.

---

Impact of Closing Entries on Financial
Statements

The closing process directly influences the accuracy and clarity of financial
statements:

- Income Statement: Reflects only the current period's revenues and expenses;
once closed, these accounts show zero balance.
- Balance Sheet: Retained earnings are updated to include the current
period’s net income or loss, providing a cumulative measure of retained
profits.
- Statement of Retained Earnings: Explicitly shows the beginning balance,
additions (net income), and deductions (dividends), culminating in the ending
retained earnings.

This systematic transfer ensures that each reporting period begins with a
clean slate, emphasizing the importance of closing entries in maintaining
ongoing financial transparency.

---

Special Considerations in the Closing Process

While the general procedure for closing accounts is straightforward, several
nuances and best practices should be highlighted.

Automation and Software Tools
Modern accounting software often automates the closing process through built-
in functionalities, reducing manual errors and saving time. However,
understanding the underlying journal entries remains crucial for oversight
and accuracy.



Handling Accruals and Adjustments
Prior to closing, accountants should ensure all necessary adjustments,
accruals, and deferrals are recorded. Failure to do so can distort the
period’s net income and lead to inaccurate closing entries.

Multiple Revenue and Expense Accounts
Complex organizations may have numerous revenue and expense accounts,
requiring meticulous summation before closing. Proper categorization
facilitates accurate transfers.

Errors to Avoid
Common pitfalls include:

- Omitting certain accounts during closing.
- Recording incorrect amounts.
- Forgetting to close dividend or drawing accounts.
- Failing to update the retained earnings account accurately.

Regular reconciliation and review help mitigate these issues.

---

Conclusion: The Significance of Proper Closing
Entries

Performing a series of journal entries to remove the balances from temporary
accounts at the end of an accounting period is fundamental to sound financial
reporting. These closing entries facilitate clear, accurate, and comparable
financial statements by isolating period-specific activity and updating
equity accounts to reflect the company's performance. While automation has
streamlined much of this process, the core principles remain rooted in a
thorough understanding of accounting fundamentals.

By diligently executing these entries, businesses ensure their financial
statements truly represent their financial position and performance,
fostering trust among stakeholders—from management and investors to
regulatory authorities. Ultimately, the systematic closing of temporary
accounts is not just an accounting formality but a cornerstone of transparent
and responsible financial management.
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