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Understanding the Importance of Adjusting
Entries Before Closing Entries

"We Make Adjusting Entries Before Closing Entries In Order To Update Any
Temporary Accounts Before They are closed at the end of an accounting period.
This process is fundamental for ensuring that a company's financial
statements accurately reflect its financial position and performance.
Adjusting entries serve as the bridge between the accrual basis of accounting
and the preparation of financial statements, ensuring that revenues and
expenses are recorded in the period they are earned or incurred. Without
these adjustments, the financial reports could be misleading, potentially
impacting decision-making by management, investors, and other stakeholders.

In this article, we'll explore what adjusting entries are, why they are
necessary before closing entries, and how they contribute to the overall
accuracy of financial reporting. We'll also delve into the types of adjusting
entries, the process involved, and best practices for making these critical
adjustments.

What Are Adjusting Entries?

Adjusting entries are journal entries made at the end of an accounting period
to update the balances of certain accounts before preparing financial
statements. They are essential because the initial recording of transactions
may not capture all relevant financial data within a specific period.
Adjustments ensure that revenues are recognized when earned and expenses are
recognized when incurred, adhering to the matching principle of accounting.

Purpose of Adjusting Entries:
- To record accrued revenues not yet billed or received.
- To record accrued expenses not yet paid.
- To update prepaid expenses to reflect the portion used.
- To record depreciation or amortization of assets.
- To adjust for errors or omissions in initial entries.

Key Characteristics:
- They are made after the initial journal entries.
- They involve at least one income statement account and one balance sheet



account.
- They ensure that financial statements reflect the true financial condition
of the company.

Why Make Adjusting Entries Before Closing
Entries?

Adjusting entries are performed before closing entries because they prepare
the accounts for the next accounting period and ensure that temporary
accounts (revenues, expenses, dividends) are correctly updated and reset.

Reasons include:
- Accurate Financial Reporting: Adjustments correct the balances of accounts
to reflect the actual economic events that occurred during the period.
- Proper Matching of Revenues and Expenses: They align income and expenses
with the period in which they are earned or incurred.
- Ensuring Correct Closing of Temporary Accounts: Adjusted balances of
revenue and expense accounts are what get closed at period-end, so they must
be accurate beforehand.
- Compliance with Accounting Standards: Generally Accepted Accounting
Principles (GAAP) require that financial statements be prepared based on
accurate and updated account balances.

Sequence of Period-End Procedures:
1. Record all transactions for the period.
2. Make adjusting entries to update accounts.
3. Prepare adjusted trial balance.
4. Prepare financial statements.
5. Make closing entries to reset temporary accounts.

Impact of Not Making Adjusting Entries:
- Overstated or understated revenues and expenses.
- Inaccurate net income figures.
- Misstated asset and liability balances.
- Potential non-compliance with accounting standards.

Types of Adjusting Entries

Adjusting entries generally fall into four main categories, each addressing
different types of temporary or permanent account adjustments:

1. Accrued Revenues
These are revenues earned but not yet billed or received by the end of the
period.



Examples:
- Services performed but not yet invoiced.
- Interest earned but not yet received.

Adjustment Example:
Debit Accounts Receivable, Credit Service Revenue.

2. Accrued Expenses
Expenses incurred but not yet paid or recorded.

Examples:
- Wages payable.
- Interest payable.
- Taxes payable.

Adjustment Example:
Debit Expense account (e.g., Wages Expense), Credit Wages Payable.

3. Prepaid Expenses
Payments made in advance for expenses that benefit future periods.

Examples:
- Prepaid insurance.
- Supplies.
- Rent.

Adjustment Process:
- Determine the amount used during the period.
- Debit the expense account.
- Credit the asset account (e.g., Prepaid Insurance).

4. Depreciation and Amortization
Allocating the cost of long-term assets over their useful lives.

Examples:
- Building depreciation.
- Equipment depreciation.
- Patent amortization.

Adjustment Example:
Debit Depreciation Expense, Credit Accumulated Depreciation.



The Process of Making Adjusting Entries

Making adjusting entries involves a systematic process to identify which
accounts need correction and how much adjustment is necessary. This process
typically includes:

Step 1: Review Account Balances
- Analyze the trial balance and source documents.
- Identify accounts that need adjustment based on accrued or deferred items.

Step 2: Determine Adjustments Needed
- Calculate the amount of revenues earned or expenses incurred but not yet
recorded.
- Use supporting documents like invoices, receipts, or depreciation
schedules.

Step 3: Record Journal Entries
- Prepare the journal entries with correct debits and credits.
- Post entries to the respective ledger accounts.

Step 4: Verify Adjusted Balances
- Prepare an adjusted trial balance to ensure debits equal credits.
- Cross-check with source documents for accuracy.

Step 5: Proceed to Financial Statements & Closing
- Use the adjusted balances to prepare accurate financial statements.
- Afterward, make closing entries to reset temporary accounts.

Best Practices for Making Accurate Adjusting
Entries

To ensure the accuracy and reliability of financial statements, consider the
following best practices:

- Maintain Detailed Documentation: Keep supporting schedules and documents
for all adjustments.
- Regularly Review Accounts: Conduct periodic reviews to catch necessary
adjustments early.
- Use a Consistent Methodology: Apply uniform procedures and calculations for
adjustments.
- Collaborate with Relevant Departments: Work with departments like payroll,
inventory, or accounting for accurate data.
- Automate Where Possible: Utilize accounting software features to facilitate
adjustments and reduce errors.
- Reconcile Accounts Monthly: Regular reconciliations help identify
discrepancies needing adjustments before period-end.



Impact of Proper Adjusting Entries on Financial
Statements

Correct and timely adjusting entries significantly impact the quality and
reliability of financial reports:

- Income Statement Accuracy: Ensures revenues and expenses are properly
matched, providing an accurate net income figure.
- Balance Sheet Reliability: Assets, liabilities, and equity figures reflect
true balances after adjustments.
- Audit Readiness: Proper adjustments facilitate smoother audits and
compliance with accounting standards.
- Informed Decision-Making: Investors and management make better decisions
based on trustworthy financial data.

Conclusion

Making adjusting entries before closing entries is a vital step in the
accounting cycle that ensures the integrity of financial information. By
updating temporary accounts to reflect all relevant transactions and
adjustments, businesses prepare their financial statements for accurate
reporting. These adjustments uphold the principles of accrual accounting,
promote transparency, and enable stakeholders to make well-informed
decisions.

In summary, the process involves identifying necessary adjustments, recording
precise journal entries, and verifying their correctness. Properly executed
adjusting entries improve the accuracy of income statements and balance
sheets, support compliance with accounting standards, and set the stage for a
smooth closing process. Whether you are an accountant, a business owner, or a
financial analyst, understanding and applying adjusting entries effectively
is fundamental to maintaining accurate and credible financial records.

Frequently Asked Questions

Why do we make adjusting entries before closing
entries in accounting?
Adjusting entries are made before closing entries to update temporary
accounts with accurate balances reflecting the true financial position at the
period's end.



What types of accounts are affected by adjusting
entries prior to closing?
Adjusting entries primarily affect temporary accounts such as revenues,
expenses, and dividends, ensuring their balances are correct before closing.

How do adjusting entries ensure the accuracy of
financial statements?
By updating accounts to reflect accrued, deferred, or estimated amounts,
adjusting entries ensure that financial statements present a true and fair
view of the company's financial position.

Can adjusting entries be skipped before closing, and
what are the consequences?
Skipping adjusting entries can lead to inaccurate financial statements,
misrepresented earnings, and incorrect closing balances, which compromise
financial reporting integrity.

What is the relationship between adjusting entries
and temporary accounts?
Adjusting entries update temporary accounts so that their balances are
correctly reflected before they are closed, preventing errors in retained
earnings and total income calculations.

When during the accounting cycle are adjusting
entries recorded?
Adjusting entries are recorded after the trial balance and before the closing
entries, typically at the end of an accounting period.

How do adjusting entries impact the closing process
in accounting?
Adjusting entries ensure that temporary account balances are accurate, which
allows for proper closing of these accounts and the correct calculation of
net income or loss.

Additional Resources
Adjusting Entries: The Crucial Step Before Closing Accounts

In the realm of accounting, accuracy and precision are paramount. Among the
many steps in the accounting cycle, the process of preparing financial



statements hinges on ensuring that all accounts reflect the true financial
position of a business. One of the foundational processes that facilitate
this accuracy is making adjusting entries before the closing entries are
recorded. These adjustments are vital for updating temporary accounts—such as
revenues, expenses, and dividends—to their correct balances, thus ensuring
the integrity of the financial statements.

In this comprehensive review, we will explore why adjusting entries are made
prior to closing entries, their purpose, the typical types of adjustments,
and how they fit into the broader accounting cycle. Whether you're an
accounting student, a small business owner, or a financial professional,
understanding this process is essential for maintaining accurate records and
making informed financial decisions.

---

Understanding the Accounting Cycle: The Context
for Adjusting Entries

Before diving into the specifics of adjusting entries, it’s important to
understand the overall framework of the accounting cycle. This cycle is a
series of steps that businesses follow to systematically record, process, and
report financial information.

Key stages of the accounting cycle include:

- Analyzing transactions: Recording daily business activities.
- Journalizing: Entering transactions into the journal.
- Posting to ledger accounts: Transferring journal entries to ledger
accounts.
- Preparing trial balances: Summarizing all accounts to verify debits and
credits.
- Making adjusting entries: Updating accounts at the end of the accounting
period.
- Preparing adjusted trial balance: Ensuring accounts are updated.
- Financial statement preparation: Creating income statements, balance
sheets, etc.
- Closing entries: Resetting temporary accounts for the next period.

Where do adjusting entries fit? They come after the trial balance and before
the closing entries. Their purpose is to update account balances for
revenues, expenses, and other temporary accounts so that the financial
statements reflect the correct financial position and performance.

---



The Purpose of Adjusting Entries: Ensuring
Accurate Financial Reporting

Adjusting entries serve as the bridge that brings the accounting records in
line with the actual financial activities that have occurred but are not yet
recorded. They are necessary because of the timing differences between when
transactions occur and when they are recorded, and because of the accrual
basis of accounting, which recognizes revenues and expenses when they are
earned or incurred, regardless of cash flow.

Key reasons for making adjusting entries include:

1. Matching Revenues and Expenses: To recognize revenues in the period they
are earned and expenses in the period they are incurred, aligning with the
matching principle of accounting.
2. Updating Temporary Accounts: To reset temporary accounts (revenues,
expenses, dividends) to zero for the new accounting period.
3. Ensuring Accurate Asset and Liability Balances: To account for accrued
revenues and expenses, prepaid expenses, depreciation, and other adjusting
factors.
4. Providing Precise Financial Statements: To ensure that the income
statement and balance sheet reflect the true financial position at the end of
the period.

---

Types of Adjusting Entries: A Closer Look

Adjusting entries can be categorized broadly based on the nature of the
adjustment. The main types include:

1. Accrued Revenues
These are revenues earned but not yet received or recorded by the end of the
accounting period.

Example: Interest earned but not yet received.

Adjustment: Debit Accounts Receivable; Credit Revenue.

---

2. Accrued Expenses
Expenses incurred but not yet paid or recorded.



Example: Salaries payable at the end of the period.

Adjustment: Debit Expense; Credit Accounts Payable or Salaries Payable.

---

3. Prepaid Expenses
Payments made in advance for expenses that will be incurred in future
periods.

Example: Prepaid insurance.

Adjustment: Debit Expense; Credit Prepaid Expense.

---

4. Unearned Revenues
Cash received before the revenue is earned.

Example: Customer deposits for services to be provided later.

Adjustment: Debit Unearned Revenue; Credit Revenue.

---

5. Depreciation
Allocating the cost of long-term assets over their useful lives.

Example: Depreciating equipment.

Adjustment: Debit Depreciation Expense; Credit Accumulated Depreciation.

---

The Process of Making Adjusting Entries

The process involves several steps that require careful analysis and
understanding of the company's transactions. Here’s an outline:

Step 1: Review Unadjusted Trial Balance
Identify accounts that may need adjustments, such as accrued revenues or
expenses, prepaid items, or depreciation.



Step 2: Analyze Transactions
Determine if any transactions or events have occurred that require
recognition but are not yet recorded.

Step 3: Prepare Adjusting Entries
Create journal entries that update the accounts to reflect the correct
balances.

Step 4: Post Adjusting Entries
Transfer these entries to the ledger accounts.

Step 5: Prepare Adjusted Trial Balance
Verify that all accounts are properly adjusted and debits equal credits.

Step 6: Proceed to Financial Statements
Use the adjusted balances to prepare accurate financial reports.

---

Why Adjusting Entries Must Be Made Before
Closing Entries

The sequence of the accounting cycle is deliberately designed to maintain the
integrity of financial data. Making adjusting entries before closing entries
is essential for several reasons:

1. Accurate Reflection of Period-End Balances:
Adjustments ensure that temporary accounts like revenues and expenses reflect
the true income or loss for the period. If closing entries were made before
adjustments, these accounts would contain incorrect balances, leading to
distorted financial results.

2. Proper Income Statement Preparation:
Since the income statement relies on revenue and expense accounts, accurate
adjustments are necessary for correct net income calculation.

3. Correct Balance Sheet Representation:
Adjustments to asset and liability accounts (e.g., accrued expenses or
depreciation) directly impact the balance sheet, ensuring liabilities and
assets are correctly reported.

4. Compliance with Accounting Principles:
Adhering to the matching principle and accrual basis of accounting requires
that all relevant transactions are recorded before closing the books.

5. Facilitating Accurate Closing Entries:
Closing entries involve transferring temporary account balances to retained
earnings. If these are not properly adjusted, the closing process would



perpetuate inaccuracies.

---

Implications of Skipping or Postponing
Adjusting Entries

Neglecting to make timely adjusting entries can lead to:

- Overstated or understated net income.
- Misstated assets or liabilities.
- Poor decision-making based on inaccurate financial data.
- Non-compliance with accounting standards and regulations.
- Challenges during audits, potentially leading to audit adjustments or
penalties.

---

Conclusion: The Significance of Adjusting
Entries in the Accounting Cycle

In the meticulous process of accounting, adjusting entries are indispensable.
They serve as the final refinement before the financial statements are
prepared and closed, ensuring that all revenues and expenses are recognized
in the correct periods, and that asset and liability balances are accurate.

By carefully analyzing transactions and making appropriate adjustments,
accountants uphold the principles of accuracy, consistency, and transparency.
These entries not only safeguard the integrity of financial reporting but
also enable stakeholders to make informed decisions based on reliable data.

Whether for small businesses or large corporations, the discipline of making
adjusting entries before closing the books exemplifies good accounting
practice — a cornerstone of financial stewardship and accountability. As
such, mastering this step is crucial for anyone involved in financial
management and reporting.
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