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What Are Closing Entries and Why Are They Essential?
closing entries tutorial This comprehensive guide will demystify the often-intimidating world of
accounting's closing entries, providing you with the knowledge and practical steps to master this
critical process. Closing entries are fundamental to the accounting cycle, serving as the bridge
between the temporary accounts of a fiscal period and the permanent accounts that carry forward
into the next. Understanding their purpose and execution is vital for accurate financial reporting,
sound business decision-making, and maintaining the integrity of your financial records. We will
delve into the nature of temporary versus permanent accounts, the specific types of closing entries,
and a step-by-step walkthrough to ensure you can confidently implement them in your own
accounting practices.
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The Accounting Cycle and the Role of Closing Entries
The accounting cycle is a systematic process that businesses follow to record, summarize, and report
their financial transactions over a specific period, typically a fiscal year. This cycle begins with the
initial recording of transactions in a journal and progresses through ledger posting, the creation of
unadjusted trial balances, adjusting entries, adjusted trial balances, and ultimately, the preparation
of financial statements. Closing entries represent a pivotal step in this cycle, occurring after the
financial statements have been prepared and before a new accounting period begins.

Their primary role is to reset the books for the upcoming period. Without closing entries, the
balances in revenue, expense, and dividend accounts would continue to accumulate indefinitely,
making it impossible to accurately track performance for any given period. By zeroing out these
temporary accounts, businesses ensure that the next period's financial statements reflect only the
activity of that new period. This process is crucial for comparability and analysis year over year.

Understanding Temporary vs. Permanent Accounts
A clear distinction between temporary and permanent accounts is paramount for grasping the
concept of closing entries. Temporary accounts, also known as nominal accounts, are those that
track financial activity for a single accounting period. They include all accounts found on the income
statement (revenues and expenses) and the dividends account, which represents distributions of
profit to shareholders.

Permanent accounts, conversely, are also referred to as real accounts. These accounts appear on the
balance sheet and represent assets, liabilities, and equity. Their balances are carried forward from
one accounting period to the next, reflecting the cumulative financial position of the business. The
fundamental purpose of closing entries is to transfer the net effect of the temporary accounts to the
permanent equity accounts, thereby resetting the temporary accounts to zero.

Types of Closing Entries and Their Purpose
There are typically four main types of closing entries, each serving a specific function in the process
of zeroing out temporary accounts and updating permanent equity. These entries are designed to
systematically consolidate the financial results of the period.

The core objective of these entries is to move the balances from the revenue, expense, and dividend
accounts into retained earnings, which is a permanent equity account. This transfer effectively
clears the decks for the next accounting period, allowing for accurate reporting of a company's
profitability and financial health.

Closing Entry for Revenues
The first set of closing entries focuses on revenue accounts. Revenue accounts normally have a
credit balance. To close them, you debit each revenue account for its balance and credit the Income
Summary account for the total amount of revenues. The Income Summary account acts as a
temporary clearinghouse for all revenue and expense transactions during the closing process.

For example, if a company has sales revenue of \$100,000 and service revenue of \$20,000, the
journal entry would be: Debit Sales Revenue \$100,000; Debit Service Revenue \$20,000; Credit



Income Summary \$120,000. This entry effectively moves the total revenue earned into the Income
Summary account.

Closing Entry for Expenses
Following the revenue closing, the next step is to close the expense accounts. Expense accounts
typically have a debit balance. To close them, you debit the Income Summary account for the total
amount of expenses and credit each expense account for its balance. This process reflects the costs
incurred in generating the period's revenue.

Continuing the example, if total expenses for the period were \$70,000, the journal entry would be:
Debit Income Summary \$70,000; Credit Salaries Expense \$30,000; Credit Rent Expense \$20,000;
Credit Utilities Expense \$20,000. The Income Summary account now reflects the net impact of both
revenues and expenses.

Closing Entry for Income Summary
After revenues and expenses have been transferred to the Income Summary account, this account
will have a balance representing the net income or net loss for the period. If revenues exceeded
expenses, Income Summary will have a credit balance (net income). If expenses exceeded revenues,
it will have a debit balance (net loss).

To close the Income Summary account, you transfer its final balance to Retained Earnings, a
permanent equity account. If there is a net income (credit balance in Income Summary), you debit
Income Summary and credit Retained Earnings. If there is a net loss (debit balance in Income
Summary), you debit Retained Earnings and credit Income Summary. This entry directly impacts the
company's equity.

Closing Entry for Dividends
The final temporary account to be closed is the Dividends account. This account represents
distributions of earnings to shareholders and normally has a debit balance. To close it, you debit the
Retained Earnings account and credit the Dividends account for its balance. This entry reduces the
company's retained earnings by the amount of dividends paid out.

For instance, if a company declared and paid dividends of \$10,000, the closing entry would be:
Debit Retained Earnings \$10,000; Credit Dividends \$10,000. This action ensures that the Dividends
account also starts the next period at zero.

The Closing Process: A Step-by-Step Tutorial
Mastering closing entries involves a methodical approach. By following these steps, you can ensure
accuracy and completeness in preparing your financial records for the next accounting period.

The goal is to systematically remove the balances from all temporary accounts, with the net effect
ultimately impacting the Retained Earnings account, a key component of the company's equity.



Step 1: Identify All Temporary Accounts
Begin by reviewing your general ledger or chart of accounts to identify all accounts that need to be
closed. These will include all revenue accounts, all expense accounts, and the dividends account.
Recognize that these accounts are specific to the current accounting period.

Step 2: Close Revenue Accounts to Income Summary
For each revenue account, prepare a journal entry that debits the revenue account and credits the
Income Summary account. The amount of each entry should be equal to the balance in the
respective revenue account. Summing these up will provide the total revenue to be credited to
Income Summary.

Step 3: Close Expense Accounts to Income Summary
Next, for each expense account, prepare a journal entry that debits the Income Summary account
and credits the expense account. The amount for each entry should match the balance of the
expense account. Aggregate these entries to determine the total expenses to be debited to Income
Summary.

Step 4: Close Income Summary to Retained Earnings
After closing all revenues and expenses, the Income Summary account will hold a balance
representing the net income or net loss for the period. Prepare a journal entry to transfer this
balance to the Retained Earnings account. If Income Summary has a credit balance (net income),
debit Income Summary and credit Retained Earnings. If it has a debit balance (net loss), debit
Retained Earnings and credit Income Summary.

Step 5: Close Dividends to Retained Earnings
Finally, close the Dividends account. Prepare a journal entry that debits Retained Earnings and
credits the Dividends account for the balance in the Dividends account. This reduces the Retained
Earnings balance by the amount of profits distributed to owners.

Preparing the Post-Closing Trial Balance
Once all closing entries have been journalized and posted, the final step in the accounting cycle is to
prepare a post-closing trial balance. This trial balance lists only the permanent accounts (assets,
liabilities, and equity). The purpose of this trial balance is to verify that the total debits equal the
total credits in the general ledger after all closing entries have been made.

A key characteristic of the post-closing trial balance is that all temporary accounts should have zero
balances. If any temporary accounts still show a balance, it indicates an error in the closing process
that needs to be identified and corrected. This document serves as a final check to ensure the
accuracy of the financial records before beginning the next accounting period.



Common Mistakes to Avoid in Closing Entries
While the process of closing entries is logical, several common errors can occur if not approached
carefully. Awareness of these pitfalls can help prevent significant accounting discrepancies.

One frequent mistake is failing to close all temporary accounts. This can lead to incorrect balances
carrying forward into the new period, distorting financial statements. Another error is misclassifying
accounts, attempting to close a permanent account or failing to close a temporary one.

Incorrectly transferring balances between accounts, especially between Income Summary and
Retained Earnings.

Forgetting to post all closing entries to the general ledger.

Not verifying that all temporary accounts have zero balances after the closing process is
complete.

Making journal entries in the wrong order, which can complicate the calculation of net income
or loss.

Confusing the debit and credit rules for closing different types of accounts (revenues,
expenses, dividends).

Thorough review and adherence to the systematic steps outlined in this tutorial are crucial for
avoiding these common errors and ensuring the integrity of your financial reporting.

Tips for Efficient Closing Entry Management
Streamlining the closing entry process can save time and reduce the likelihood of errors.
Implementing efficient practices is beneficial for any accounting department or individual
responsible for financial record-keeping.

Leveraging accounting software is perhaps the most impactful tip. Modern accounting systems are
designed to automate many aspects of the closing process. They can pre-configure closing entries,
perform calculations automatically, and generate reports with minimal manual intervention.

Utilize accounting software: Most modern accounting software automates much of the closing
process, reducing manual errors.

Develop a checklist: Create a comprehensive checklist of all temporary accounts and the steps
involved in closing them.

Reconcile accounts regularly: Consistent reconciliation of bank statements and other accounts
throughout the period makes the closing process smoother.

Understand your chart of accounts: A well-organized chart of accounts makes it easier to
identify and categorize temporary accounts for closing.



Perform internal reviews: Have a second person review the closing entries and the post-
closing trial balance for accuracy.

By adopting these strategies, businesses can ensure that their closing entries are handled accurately
and efficiently, setting a solid foundation for the financial health of the next accounting period.

FAQ

Q: What is the main purpose of closing entries in accounting?
A: The main purpose of closing entries is to zero out all temporary accounts (revenues, expenses,
and dividends) at the end of an accounting period and transfer their net balances to permanent
equity accounts, specifically Retained Earnings. This process resets the temporary accounts for the
next accounting period, ensuring that financial statements accurately reflect the activity of each
period.

Q: Are closing entries part of the adjusting entries process?
A: No, closing entries are a distinct step in the accounting cycle that occurs after adjusting entries
have been made and financial statements have been prepared. Adjusting entries update accounts for
accruals, deferrals, and depreciation, while closing entries reset temporary accounts for the next
period.

Q: What happens if a company forgets to make closing
entries?
A: If a company forgets to make closing entries, the balances in revenue, expense, and dividend
accounts will continue to accumulate from one period to the next. This would lead to inaccurate
financial statements, as the income statement would not reflect the true profitability of a single
period, and the balance sheet would not accurately represent the company's equity.

Q: Can I use account names other than "Income Summary"
when making closing entries?
A: While "Income Summary" is the most commonly used name for the temporary account used to
consolidate revenues and expenses, some accounting systems or businesses may use alternative
names such as "Profit and Loss Summary" or "Revenue and Expense Summary." The core function
remains the same: to temporarily hold the net result of revenues and expenses before transferring it
to Retained Earnings.

Q: What is the difference between closing entries and the



closing process?
A: Closing entries are the specific journal entries made to zero out temporary accounts. The closing
process refers to the entire sequence of activities, including journalizing and posting these entries,
preparing the Income Summary account, and ultimately updating Retained Earnings and other
permanent equity accounts.

Q: What are the four main types of closing entries?
A: The four main types of closing entries are: 1. Closing revenue accounts to Income Summary. 2.
Closing expense accounts to Income Summary. 3. Closing the Income Summary account (net income
or loss) to Retained Earnings. 4. Closing the Dividends account to Retained Earnings.

Q: Can closing entries be done monthly, quarterly, or only
annually?
A: Closing entries are typically performed at the end of a company's defined accounting period. This
can be monthly, quarterly, or annually, depending on the business's reporting requirements and
practices. However, the core principle of resetting temporary accounts applies regardless of the
frequency.

Q: How does a net loss affect the closing entries?
A: If a company incurs a net loss for the period, the closing entry for the Income Summary account
will be different. Instead of debiting Income Summary and crediting Retained Earnings (as with net
income), you would debit Retained Earnings and credit Income Summary to reflect the reduction in
equity due to the loss. The closing entries for revenues, expenses, and dividends follow the same
principles.
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