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Now after we made the adjustments in last chapter, the accounts are up to date,
the business is ready to take the next step in the accounting cycle which is:

preparing the financial statements.

In this chapter, you review the financial statements that you have already learned

about and learn how to prepare a more complete version of the balance sheet.

In addition, you complete the accounting cycle by learning how to close the books.
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Learning objectives: MI[QQQQEAl

1) Prepare the financial statements including the classified balance sheet

2) Explain the purpose of, journalize, and post closing entries

3) Prepare the post-closing trial balance

4) Describe the accounting cycle

5) Use the current ratio to evaluate business performance
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Prepare the financial statements including the classified balance sheet
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HOW DO WE PREPARE FINANCIAL STATEMENTS? univeRs Tl

As always, the financial statements should be prepared in the following order:

1. Income statement—reports revenues and expenses and calculates net income or net
loss for the time period.

2. Statement of retained earnings—shows how retained earnings changed during the
period due to net income (or net loss) and dividends.

3. Balance sheet—reports assets, liabilities, and stockholders’ equity as of the last day of
the period.

\ Following IFRS, companies must present a statement of profit or loss (income statement), statement of

financial position (balance sheet), statement of changes in equity (similar to statement of retained earnings)

, IFRS and statement of cash flows—the same as U.S. companies. Yet the statements may look quite different.

/‘ Revenue may be called 7urnover, and Net Income may be called Profit. On the balance sheet, assets and
liabilities are presented in a different order. Cash is often one of the last assets listed.
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The financial statements
of Smart Touch Learning
are prepared from the
adjusted trial balance,
which you learned in
Chapter 3. Exhibit 4-1
shows the adjusted trial
balance for Smart Touch
Learning. In the right
margin of the exhibit, we
see how the accounts are
distributed to the
financial statements.



Relationships Among the Financial Statements

The arrows in Exhibit 4-2 (on the next page) show how the financial

statements relate to each other.

1. Net income from the income statement increases Retained Earnings
on the statement of retained earnings. A net loss decreases Retained
Earnings.

2. Ending Retained Earnings from the statement of retained earnings goes
to the balance sheet and makes total liabilities plus total stockholders’
equity equal total assets, satisfying the accounting equation.

To solidify your understanding of these relationships, trace net income
from the income statement to the statement of retained earnings. Then
trace ending Retained Earnings to the balance sheet. Note that these are
the three main financial statements you learned about in the first chapter.
They are always prepared in the order described previously: income
statement, then statement of retained earnings, and then balance sheet.
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So far we have presented the unclassified balance sheet of Smart Touch MLDOCEA

VERSITY

Classified Balance Sheet ill
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Learning. We are now ready for the balance sheet that is actually used in
practice—called a classified balance sheet.

In a classified balance sheet, each asset and each liability are placed into a
specific category or classification.

In a classified balance sheet, assets are shown in order of liquidity and
liabilities are classified by the order in which they must be paid, either
current (within one year) or /ong-term (more than one year).

Liquidity measures how quickly and easily an account can be converted

to cash (because cash is the most liquid asset). Accounts Receivable are
relatively liquid because receivables are collected quickly. Office Supplies
are less liquid, and Buildings and Furniture are even less so because they
take longer to convert to cash or to be used up.

Hassified Balamne Sheet

Liquidity A balance sheet that places each
A messure of how guiddy an item aczet and eadh Babdity no a

can be comverted to cxh. specfic category



Assets (A |

The balance sheet lists assets in the order of liquidity. A classified balance sheet reports UNIVERSITY |
two asset categories: current assets and long-term assets.

Current assets will be converted to cash, sold, or used up during the next 12 months

or within the business’s operating cycle if the cycle is longer than a year. The operating
cycle is the time span when

1. Cash is used to acquire goods and services.

2. These goods and services are sold to customers.

3. The business collects cash from customers.

For most businesses, the operating cycle is a few months. Cash, Accounts Receivable,

Office Supplies, and Prepaid Expenses are examples of current assets.

Long-term assets are all the assets that will not be converted to cash or used up

within the business’s operating cycle or one year, whichever is greater. Long-term assets are
typically made up of three categories: long-term investments; property, plant, and
equipment; and intangible assets.

Current Asset Operating Cyde Long-term Assat
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Long-term Investments Notes Receivable and other investments that are held long-term are
considered long-term investments and include investments in bonds or stocks in which the
company intends to hold for longer than one year.

Property, Plant, and Equipment Another category of long-term assets is property,

plant, and equipment (also called fixed assets or plant assets). Land, Buildings, Furniture, and
Equipment used in operations are plant assets. Property, plant, and equipment are presented in
order of the category name, with Land (property) being presented first and then Buildings (plant)
and Equipment, Furniture, and other accounts presented last.

Intangible Assets Assets with no physical form are intangible assets. Examples of

intangible assets include patents, copyrights, and trademarks. Intangible assets are long term
assets that convey special rights, such as the exclusive right to produce or sell an invention
(patent) or book (copyright), or the symbol or image of a distinctive brand (trademark)

;'EtLEL t.:;.f ;Eh _ Property, Plant, and Equipment 1 e *‘ﬂi?'- e
securities) or stocks (equity Long-fived), tangible assats, such AN asset With no p :-_-*—-5| arm that
securities) in which the company az land, buildings, and equipment, £ valuzble bacause of the spedal
niends to hold the imestrment for u=ad in the operation of 3 busines: -i.;hu_ t cames

ionger than one year.
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Liabilities MIRESHAN

The balance sheet lists liabilities in the order in which they must be paid. The two liability categories reported on
the balance sheet are current liabilities and long-term liabilities.

Current liabilities must be paid either with cash or with goods and services within one year or within the entity’s
operating cycle if the cycle is longer than a year. Accounts Payable, Notes Payable due within one year, Salaries
Payable, Interest Payable, and Unearned Revenue are all current liabilities. Any portion of a long-term liability
that is due within the next year is also reported as a current liability. Current liabilities are listed in the order that
they are due.

Long-term liabilities are all liabilities that do not need to be paid within one year or within the entity’s operating

cycle, whichever is longer. Many Notes Payable are long-term, such as a Smart Touch Learning’s mortgage on its
building.

Current Liability Long-term Lizbility

& liability that must be paid with A liability that does not need to be
Gash or wiith Qoo and sevaces naid within one year or within the
within one year or within the i S heer
entitys operating cycle if the cpde i= ENUTYS Operating Cytle, wWiicneve

ionger than a year. 5 longer.
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Stockholders’ Equity

Stockholders’ equity represents the stockholders’ claims to the assets of the business. The
stockholders’ equity section reported on the balance sheet is in part transferred from the
ending Retained Earnings balance on the statement of retained earnings. The equity balance
also reflects the stockholders’ contributions through common stock. It represents the amount
of assets that is left over after the corporation has paid its liabilities.

Exhibit 4-3 presents Smart Touch Learning’s classified balance sheet. Notice that the company
classifies each asset and each liability into specific categories, and that the total assets of
S113,550 is the same as the total assets on the unclassified balance sheet in Exhibit 4-2.



This classified balance sheet contains
both current assets and long-term
assets, but there is only one category
of long-term assets: Property, Plant,
and Equipment. Other categories of
long-term assets that could be
included are Long-term Investments
and Intangible Assets.

Exhibit 4-3 | Classified Balance Shoat
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Compare the balance sheet in Exhibit 4-3 with the balance sheet in Exhibit 4-2. You’ll notice two differences.
Exhibit 4-3 is a classified balance sheet, but it is also in a different format than Exhibit 4-2. The balance sheet
in Exhibit 4-3 is being presented in the report form, which lists the assets at the top and liabilities and
stockholders’ equity below. Smart Touch Learning’s balance sheet in Exhibit 4-2 lists the assets on the left and
the liabilities and the stockholders’ equity on the right in an arrangement known as the account form.

Although either form is acceptable, the report formis more popular.

iTryiit!

For each account listed, identify the category in which it would appear on a classified balance sheet.

1. Patents 5 Uneamed Reverne
L Mortgage Payable (dus in five years) f Imvestments in stock of another company held long-term
3 Land T. Accumulated Depreciation—Furniture

4. Office Supplies



Preparing an income statement

Dialton Hair Stylists’s adjusted trial balance follows, Prepare Dalton'’s income statement

for the year ended December 31, 2018,

DALTON HAIR STYLISTS

Adjusted Trial Balance
December 31, 2018

- MIDOCEAN
DALTON HAIR STYLISTS
Income Statement
Year Ended December 31, 2018

Revenues:

Service Revenue 5 13,800
Expenses:

Fent Expense % 3.900

Interest Expense 2.300

Depreciation Expense—Equipment 2.200

Supplies Expense 850

Total Expenses 0,250

Net Income $ 4550

Balance
Account Tithe Diehit Credit
Cash $ 1,300

Accounts Receivable 1,500

Cfice Supplies 1,800

Equipment 20,900

Accumulated Depreciation—Eguipment § 2,200
Accounts Payable 400
Interest Payable 500
Motes Payable 3,100
Commaon Stock 16,150
Diivichericks 1,400

Service Revenue 13,800
Rent Expenie 3,900

Supplies Expense 850

Depraciation Expense—Equipment 2,200

Interest Expense 2,300

Total % 36,150 % 35,150




. Prepanng a statement of retained earnings

Reter to the data in Short Exercise §4-1. Prepare Dalton's statement of retained

earnings for the year ended December 31, 2018,

DALTON HAIR STYLISTS
Statement of Retamned Earnings
Year Ended December 31, 2018

Retamed Earnmgs, Jamary 1. 2018
Net mcome for the vear

Dividends

Retained Earnings, December 31, 2018

4,350

1550
(1.400)

%3150

mipoceaf|



Preparing a balance sheet (unclassified, account form)

Refer to the data in Short Exercise S4-1. Prepare Dalton’s swclassified balance sheet at
December 31, 2018, Use the account form.

DALTON HAIR STYLISTS
Balance Sheet
December 31, 2018
Assets Liabalitses
Cash § 1300  Accounts Payable § 400
Accounts Receivable 1500 Interest Payable 500
Office Supplies 1.800  Notes Payable 3,100
Equipment §20.900 Total Liabilities 4,000
Less: Acc. Depr—Equip. (2200) 18,700
Stockholders” Equity
Common Stock 16,150
Retamed Earnings 3,150

Total Assets

§ 23,300

Total Stockholders” Equity 19 300
Total Liabilities and
Stockholders” Equity § 23300

MIDOCEA

UNIVERSITY



- Preparing a balance sheet (classified, report form)

Refer to the data in Short Exercise S4-1. Prepare Dalton’ classified balance sheet at
December 31, 2018, Assume the MNotes Payable is due on December 1, 2025, Tse the

report form.

DATTON HATR. STYLISTS
Balance Sheet
December 31, 2018

Ascets

Current Assets:

Cash

Accounts Recervable

Office Supplies

Total Current Assets
Propertyv. Plant. and Equipment:

Equipment

Less: Accummlated Depreciation—Equipment

Total Property. Plant, and Equipment
Total Assets

Liabilifies

Current Liabilities:

Accounts Pavable

Interest Payable

Total Current Liabilities
Long-term Liabilities:

Notes Payable (long-term)
Total Liabilities

Stockholders™ Equity
Commwon Stock
Retamed Eamings
Total Stockholders™ Equity
Total Liabilities and Stockholders” Equityv

$ 1,300
1.500
1.800

$ 4.600
$ 20,900
(2.200)

18,700

$ 23 300
S 400
500

$ 000

3.100

4.000
$ 16.150
3,150

19300

$ 23_300

MIDOCEA
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Classifying balance sheet accounts

For each account listed, identify the eatepory in which it would appear on a classified

halznee sheet

a. Oftice Supplics
b. Interest Payzable

C.
d.

2.

Which type of income statement acoount has the same type of balance as the

Retained Earnings account?

f. Accumulated Depreciation—FFurniture
g. Land (held for long-term investment purposes)

ID EAill
current assets U g s ]
current liabilities

stockholders” equity

intangible assets

property, plant and equipment

f property. plant, and equipment

ooAn R

Retained Farnings h. Unearned Revenue g. long-term investments
it <. . h. current habilities
Copyrights i. MNotes Payable (due in six years) i long-term liabilities
lLand
. What type of normal balanee does the Retained Farnings account have—debit or % E;idﬂ
credit? 3. Expease
4. Net Income or Net Loss

Which type of income statement acoount has the opposite type of balance as the

Retzined Farnings account?

What do we call the differenes betacen total dehits and total eredits on the iIncome

statement section of the worksheet?
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WHAT IS THE CLOSING PROCESS, AND HOW
DO WE CLOSE THE ACCOUNTS?

22
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At the end of the accounting cycle, after the financial statements have been prepared, Smart Touch Learning is
ready to close the books. Often referred to as the closing process, this consists of journalizing and posting the
closing entries in order to get the accounts ready for the next period. The closing process zeroes out all revenue
accounts and all expense accounts in order to measure each period’s net income separately from all other periods.
It also updates the Retained Earnings account balance for net income or loss during the period and any dividends
paid to the stockholders. The closing process prepares the accounts for the next time period by setting the balances
of revenues, expenses, and dividends to zero. By completing the closing process, the business is following the time
period concept in that it is slicing its activities into small time segments and preparing financial statements for only
those specific periods.

Recall that the income statement reports net income for a specific period. For example, Smart Touch Learning’s net
income for the two months ended December 31, 2018, relates exclusively to November and December, 2018. At
December 31, 2018, Smart Touch Learning closes its revenue and expense accounts for the last two months of the
year. For this reason, revenues and expenses are called temporary accounts (also known as nominal accounts). For
example, Smart Touch Learning’s balance of Service Revenue at December 31, 2018, is $17,500. This balance relates
exclusively to the last two months of 2018 and must be zeroed out before the company records revenue for the next
year. Similarly, the various expense account balances are for the last two months of 2018 only and must also be

zeroed out at the end of the year. ciosing process Tessporary Aocowant
& step in the accounting oycle that - o - -
occurs at the end of the period. an aooount that relates to a
The ':'EI'_-*'!"EI Ffﬂ':&"-ﬁ =F'"5"=-_I_:='E'=l;|f ] partcular acoounting paeriod and is
JouUrnalZareg an PoOEtind © I = B — o
eryiries 10 et the balanoes of do=zed at the end of that period—
the revenues, expenses, INooeme the revenues, espanses Inooeme
Summany, and Dividends accounts Swummary, and Dividernds aooounts.

o meno for the next period.
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The Dividends account is also temporary and must be closed at the end of the period because it measures
the payments to stockholders for only that one period. All temporary accounts (revenues, expenses, and
dividends) are closed (zeroed). The balances of temporary accounts do not carry forward into the next time
period. Instead, the business starts the new time period with a zero beginning balance in the temporary
accounts.

By contrast, the permanent accounts (also known as real accounts)—the assets, liabilities, Common Stock,
and Retained Earnings—are not closed at the end of the period. Permanent account balances are carried
forward into the next time period. All accounts on the balance sheet are permanent accounts.

Permanent Acoount

An acoount that i not closed at
the end of the penod—:he assat,
ligility, Cormmon Stock, and
Retaired Earnengs accounts.



Closing entries transfer the revenues, expenses, and Dividends balances to the Retained Earnings
account to prepare the company’s books for the next period. This transfer to Retained Earnings also
causes the Retained Earnings ledger account to now equal its balance reported on the balance sheet.
As an intermediate step, the revenues and the expenses may be transferred first to an account titled
Income Summary. The Income Summary account summarizes the net income (or net loss) for the
period by collecting the sum of all the expenses (a debit) and the sum of all the revenues (a credit).
The Income Summary account is like a temporary “holding tank” that shows the amount of net
income or net loss of the current period. Its ending balance—net income or net loss—is then
transferred (closed) to the Retained Earnings account (the final account in the closing process). Exhibit
4-5 summarizes the closing process.

Ncoime Summary

_ Closing Entries & tempaorary account into which
Entries that transfer the revenues, revenues and expenses are
expances, and Drvidends balances transfierred prior to their final

transfer imto the Retaimed Earmings
acoount. SUMMarizes Net oome
{or met loss) for the paniod

o the Retained Earnings acoournt
to prepare the companys books for
the next parod

|
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When thinking about which accounts to close, consider your grades in this class as an example.
If vou made a failing grade ok an exam ik this class, would you want your exam grade for this class to carry forward

to your next accounting class? Your answer would probably be no, because your exam grade in this class does not necessanly
represent your knowledge in your next class. In this example, your exam grades are temporary and should no¢ carry forward
t0 YOUF next accounting class. In the same sense, g business's revenues, expenses, and dividends for a spectfic time
perica should not be carried forward o the next time period because doing so does not accurately reflect
that future perad,




Closing Temporary Accounts—Net Income for the Period
As stated previously, all temporary accounts are closed (zeroed out) during the closing process.

Revenue, expenses, and dividends accounts are not permanent. Only the balance sheet accounts are permanent.
The four steps in closing the books follow (and are illustrated in Exhibit 4-6).

Step 1: Make the revenue accounts equal zero via the Income Summary account. This Closing entry transfers total
revenues to the credit side of the Income Summary account.

|
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For example, Smart Touch Learning has a $17,500 credit balance in Service Revenue.
To close this account (make it zero), we debit Service Revenue and credit Income Summary.

Service Revenue Income Summary
17,500 Adj. Bal | 17,500 Clos. 1
o5 1 17,500
0 Bal
Crate docounts and Explanation Crebit Credit A L -+ EI
Dec. 31 | Service Revenus 17,500 Service
Incame Summary 17,500 [ 1 Revenue|

Income

To close révenue. Surnrnar'_l.rT



Step 2: Make expense accounts equal zero via the Income Summary account. This closing entry
transfers total expenses to the debit side of the Income Summary account.

As an example, we will review the Rent Expense account for Smart Touch Learning, which has a
$3,000 debit balance. This account will be closed with a cred/it to Rent Expense.

Rent EIPEHEE
Adj. Bal. 3,000

Bal. 0

Smart Touch Learning will close all expense accounts in the same manner. This will most likely be done with a

compound closing entry. Each individual expense account will be credited and the Income Summary account will
be debited for the total amount of expenses.

Ciate Accourts and Explanation Dredoit Credit A L + E”-
Dec. 31 | Imbormse Surmmany B, 950 - Imcome

Rert Expense 3 000 E'ummar}'l
Expenses)

Salaries Expense 4 8500

Supplies Expends T

LHilities Expenss 10

Depreciation Experse—Euil ding 250

Depreciation Expense—Furnitune C i

IFteradt Expanie 100

T SOl AKD SIEoas,

|
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The Income Summary account now holds the net income of $8,550 for the period. The
Income Summary T-account after closing revenues and expenses is:

Ine e Suirrsary

3,550 Eal

Step 3: Make the Income Summary account equal zero via the Retained Earnings account. This closing entry transfers net
income (or net loss) to the Retained Earnings account. Smart Touch Learning has an $8,550 credit balance in the Income
Summary account. This represents net income for the period. Net income will now be transferred to the Retained
Earnings account. We will debit Income Summary and credit Retained Earnings. Notice that this closing entry, in effect,
increases the Retained Earnings account for the net income of the period.

Erridririee Suirrsdary Eetained Eamings
2 A Ball
8,550 Eal.. B.550 Clos 3
e, 3 2,550 o I'I-i-l:lll:-:-l1-i-_l|
0 Eal. i
A L 4 E”- Drate Accounts and Explanation Debit Credit
Income Dec. 31 | Incorme Summary 8,550
p= Summary. .
a Retained Earri ' 550

Retained =
Earmings| T dose income Summary.




Step 4: Make the Dividends account equal zero wia the Retained Earnings account
This entry transfers the dividends to the gedst side of the Retained Earnings account.

Smart Touch Learning has a 35,000 debit balance in the Dividends account
This account will be closed with a deiyi to Retained Earnings and a eredit to Dividenda.

Retained Eamings Dividends
0 Adj.Bal. Adj.Bal. 5,000
Clos.4 5000 8550 Clos 3 5,000 Clos. 4
3,550 Bal. Bal. 0
Balancs of Ratainad
Eamings on the
balnca shest
a | | L+ et Date Aczounts and Explanation Debit | Credit
Retained Dec 31 | Retsined Earnings 5,1:-:11:‘
r- Earnings) .
Dividends) Bividenss i
To close Dividends.

MIDOCEA|
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Closing Temporary Accounts—RMNet Loss for the Period

If a business had a net loss for the period, closing entries 1, 2, and 4 would be
similar to those completed for net income. Howewver, the closing entry to close
the Income Summary account would be different. Consider this example. Suppose
a business had a net loss of §2,000. The Income Sammary T-account would hold a debiy
balance instead of a credly balance. Therefore, the clozsing entry to close Income SBammary
would be a dedir to Betained Earnings and a owdi? to Income Summary.

Income Summary Retained Earnings
Clos. 2 5000 | 3, 0Dl Clos. 1 Clos. 3 2. 00d |I:I Adj. Bal.
_—w Bal. 2. 000
2000 Clos. 3
] Bal.
Date | Accounts and Explanation Debit Credit A || L+ et
Diec. 31 | Retained Earmings 2,000 S Retained
Income Summary 2,000 t 1 Earmings]
Income
To close noome Summary. Surnma'ﬂ

Motice that the etfect of this closing entry decreases Retained Barninps. This is
because a net logs decreases the Retained Barnings accouant.

MIDOCEAN

UNIVERSITY||



Closing Temporary Accounts—Summary
Exhibit 4-6 {on the next page) shows the complete closing process for Smart Touch Leaming,
Panel A gives the closing entries, and Panel B shows the accounts after posting, After the
closing entries, Betained Barnings ends with a balance of §3,550. Trace this balance to the
statement of retained earnings and then to the balance sheet in Exhibit 4-2.

Exhibit 4-¢ | Jourmnalizing and Posting Closing Entries
Panel &: lournalizing



Date Acoounts and Explanation Debit Credit
Deec. 31 | Service Revenue 17,500
Incoeme Summary 17,500
To clage revenue,
3 | Income Summary 8,950
Rent Expernse 3,000
Salaries Expense 4,800
Supplies Expense A0
Litilities Expenss 100
Depreciation Expense—Building 250
Depreciation Expense—Furniture 300
Interest Expense 100
To clase expenses,
31 | Incame Summary 8,550
Retained Earnings 8,550
To clase Income Summary.
31 | Retained Earnings 5,000
Dividends 5,000

To close Dividands.

When a business uses a
computerized accounting syskem,
the software automatically closes the
books. The software identifies the
Lem porary acoounts records the closing
entres, and posts ta the [edger accounts.

The closing entries are completed
in a matter of seconds.

MIDOCEAN

UNIVERSITY||




Clos. 4 -. 00

Panal B: Posting

Fatained Earnings

Diwidands

Sanvice Bevanue

Raat Expensa

0 Adj. Bal.
B EED Clog 3 -

3,550 Bal.

Adj. Bal. 5,000 =000

—LIog. 1

17,500

17,500 Adj. Bal.

Adj_ Bal 3,000

.|_|_|

Eal. 0

Incosme Summary

Clos. 1

e Chos. 2 BS50 | 17,500

8,550

Bal.

— Lo 3 8550

0 Bal

0 Bal

Eal. o
Salaries

Expensa

Adj. Bal 4,800

4,200

.'-I - -

Eal. o

Supplies Expanse

Adj Bal 400

Bal. (1]
Utilities

Adj Bal 100

Eal. o

Depreciation

Adj Bal 250

Eal. o

Dapreclation Expense—Furriture

Adj Bal 200

300

Clos. 2

Eal. o

Initergat

Expanse

Adj Bal 100

100

_'-I - -

Eal. o

MIDOCEA|
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ryiit!

Benson Auto Repair had the following account balances after adjustrments. Assume all acoounts had normal balances.

Cash § 4000 Common Stock £ 20,000
Accounts Beceivable 3,200 Retained Earnings, January 1 15,700
Prepaid Rent 1,900 Dividends 2100
Office Supplies 3,000 Service Revenue 1,600
Equipment 34800 Deprecation Expense—Equipment 00
Acoumulated Depreciation—Equipment 1,600  Salages Expense B0
Accounts Payable 3400 Rent Expense S0
Notes Payable (long-term) 7,000 Utlities Expense 00

Supplies Expense 100

14. Prepare the dosing entdes for Benson at December 31
15. What is the balancs of Betained Eamings after dosing entries have been recordedr (Use a Taccount to determine the balance )



[dentifying temporary and permanent accounts

For each account listed, identify whether the account is a temyporary acoount (T) ora
permanent account ().

a. Rent Expense f. Dividends

b. Prepaid Rent g. Serviee Revenoe
c. Fquipment h. Supplics Expensc
d. Common Stock i. Office Supplies

e. Salarics Payable

FOETTE MR R o

= B B i - M = e = i~ B

MIDOCEAN
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0 Journalizing closing entries

Brett Teddy Enterprises had the following accounts and normal balances listed on
its December 31st adjusted trial balance: Serviee Revenue, $21,900; Salaries Expense,
$6,000; Rent Expense, $4,400; Advertising Expense, $3,100; and Dividends, $6,900.

Journalize the dosing entrics for Teddy Enterprises.

Date Accounts and Explanation Debit Credit
Dec. 31 | Service Revemue 21.900
Income Summary 21.900
To close revenue.
31 | Income Summary 13,500
Salaries Expense 6.000
Rent Expense 4,400
Advertising Expense 3,100
To close expenses.
31 | Income Summary 8.400
Retamed Earnings 8,400
To close Income Summary.
31 | Retamed Earnings 6,900
Dividends 0,900
To close dividends.

MIDOCEAN



1 Posting closing entries directly to T-accounts

The following balances appear on the books of Sarah Simmons Enterprises: Retained
Farnings, $29,600; Dividends, $10,500; Income Summary, $0; Service Revenue,

$24 300 Salaries Fxpense, $6,200; Rent Expense, $3,300; 2nd Advertising Fxpense,
£2.000. All aceounts have normal halanees.

MIDoCEAf

Requirements

1. Opena T-aceount for each acoount, and insert its adjusted balanee as piven (denote
a5 Adi. Ball) at December 31.

1. Post the dosing entries to the acoounts, denoting posted amounts as Clas,
3. Compute the ending balanoe of Retzined Farnings.



Retamned Earnings Dividends Service Reveme MIDOCE All

20600 Ady. Bal  Ady. Bal 10,500 24 500 Adj. Bal univers |
Clos. 10.500{12.800 Clos. _ 10,500 Clos. Clos. 24 500 _
31900 Bal Bal 0 0 Bal
Salaries Expense Rent Expense Advertising Expense
AdyBal 6,200 AdyBal 3500 Adip.Bal 2,000
6,200 Clos. 3,500  Clos. 2,000  Clos.
Bal 0 Bal 0 Bal 0

[ncome Sunumary

Clos.  11,700(24,500 Clos.
12,800 Bal

Clos. 12,800
0 Bal

Requirement 3
Ending balance of Retained Eamings: $31_900



MIDOCEA|
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Prepare the post-closing trial
balance

40



HOW DO WE PREPARE A POST-CLOSING TRIAL BALANCE? MIDOCEA l
UNIVERSITY |

After closing entries are recorded and posted, the accounting cycle ends with a post-closing trial
balance (see Exhibit 4-7). This step lists the accounts and their balances post-Closing Trial Balance
after closing. A list of the acoourts and thair
Only assets, liabilities, Common Stock, and Retained Earnings accounts (permanent accounts) balances at the end of the period
appear on the post-closing trial balance. No temporary accounts—revenues, expenses, Income fter joumalizing and posting the
PP _p_ g . ' P y I P ! dosing entres [t should include
Summary, or Dividends—are included because they have been closed (their balances are zero). only PRrMENEnt acoounts.

Also notice that the Retained Earnings account has been updated to reflect the period’s net

income (or net loss) and any dividends. The ledger is now up to date and ready for the next

period.

Notice that the Adjusted Trial Balonce for Smart Touch Learning [Exhibit 4-1) and the Post-Closing Trial
Balance [Exhibit 4-7) are similar. An easy way to make sure that you didn’t make an error in the closing
process is o compare the Adjusted Trial Balance to the Post-Closing Trial Balance to ensure that: (1) account
balances above Retarned Earnings are the same; [2) account balances below Retained Earnings are zero and,
therefore, not included; and (3] the Retarned Eamings account balance matches Retained Earnings
on the balance sheet.




Exhibit 4-T7 | Post-Closing Trial Balance |
MIDOCEA
SMART TOUCH LEARNIMG UNIVERSITYl
Post-Closing Trial Balance
December 31, 20138

Balance
Account Tithe Debit Credit
Cash $ 12,200 -\'n
Agcounts Receivable 1,800
Office Supplies 100
Prepaid Rert 2,000
Laurndl 20,000
Euilding 60,000
Agcumilated Deprecation—Building 4 250
Furniture 18,000 |

Panmanent

Agcumilated Depreciation—Furmiture 300 AcToume
Agccounts Payable 200
Utilities Payable 100
Salaries Payable 1,200
Interest Payable 100
Unearned Revenue A0
Motes Payable 60,000
Common Stock A8 Q0
Retained Earnings 3,550 __,,-’I

Total £ 114,900 £ 114,100




For each account listed, identify whether the sccount would appear on the post-closing tdal balance. Indicate either yes or no.

16. Dividends
17. Service Revenue
18. Cazh

19. Advertising Expense
2. Betained Earnings

2 Identifying accounts included on a post-closing trial balance

For cach account listed, identify whether the account would be included on a
post-closing trial balanee. Sipnify cither Yes (Y) or Mo (TV).

a. (Mfice Supplics £ Accumulated Deprecistion—Punniture
b. Interest Expense . Rent Expense

c. Retained Earnings h. Uncarned Revenue

d. Dividends . Accounts Payable

e. Serviee Revenue

MIDOCEA

UNIVERSITY

mEEARDROON
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Describe the accounting cycle

44



|
WHAT IS THE ACCOUNTING CYCLE? M A

We have now completed the accounting cycle for Smart Touch Learning. The accounting cycle

is the process by which companies produce their financial statements for a specific period.

It is the steps that are followed throughout the time period. The accounting cycle starts with the beginning
asset, liability, and stockholders’ equity account balances left over from the preceding period. Exhibit 4-8 (on
the next page) outlines the complete accounting cycle of Smart Touch Learning and every other business.
Start with Step 1 and move clockwise.

Accounting takes place at two different times:

e During the period (Steps 1 through 3)—Journalizing transactions and posting to the

accounts

* End of the period (Steps 4 through 10)—Adjusting the accounts, preparing the financial

statements, and closing the accounts

Accounting Cycle

The process by which companies
produce theair financial statemenits
for a speofic penod.



Exhibit 4-8 | The Accounting Cycle

Accounts Recelaliia
2 200

ED start with e beginning
& CoUnt halancass,

Post-Chosing
Tral Balancss

-

Acoounts Recalablks 400
Saivica Fsranus A

] Analyzs and journalize

traresactiorns &2 they ohsur

SAocouts Facalvabls

—_— = 2,200
00

E) Post journal entries to the accounts,

Lnadjusted

THal Ralancs

Cormputs the unad]usted
buslarce In aach scoount,
arkd prepans the
urnadjusted trial balanca,

Irec e Shatermesnt

Srataement of
Fstalned EHITIl'IEI:H

[2 entar the unadjustad tial
smlancs on the workshest,

Adjusted
Trial Balarces

Ed Preparsthe adusted
irial balancs.

MIDOCEA[

UNIVERSITY



miryiit! MIDOCEA}
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21. The steps of the ll:p:-:-ml:lng q':le are F!:E!.-EEI.I:E:I. belons I-:l-:nuﬁ.- the correct order of the steps.,

a. Jourmlize and post the closing entres,

b. Start with the beginning account balances,

C. Prepare the financial staternents.

d. Compute the unadjusted balance in 2ach account, and prepare the unadjusted tdal balance.
€. Jourralize and post adjusting entdes.

f. Eater the unadjusted tdal balance on the worksheet, and complete the worksheet (optional).
. Prepare the adjusted tdal balance.

h. Analyze and pumalize transactions as they occur,

1. Post pumal entries to the acoounts.

i- Prepare the post-closing tdal balance.

3 Identifying steps in the accounting cycle
Review the steps in the accounting oycle, and answer the following questions: | Stat wilh beginnmg account balances

1. What is the first step? 1. Yes, complettng the worksheet & optional.

2. Arc any steps optional? 3. Joummalizng the transactions and postng to the accouts

3. Which sirtw aiv completrd thiphot the poiod? 4. Prepartg worksheet optional), adpsting the accouats, preparing the fimancial satemeats, and
4. Which steps are completed only at the end of the period= , E]DS]ﬂg he ccouats o

5. What is the last step in the accounting cycle? ) PTEPHIE e pOSI-E][JE]ﬂg ral Bt



MIDOCEAN
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